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Sovereign Debt and Defaults

Sovereign - no international enforcement of debt contracts

Long history of defaults

Analysis of �defaultable debt�

[Ch 22, Section 4]
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The first is during the Napoleonic War. The second runs from the 1820s through the late 

1840s, when, at times, nearly half the countries in the world were in default (including all 

of Latin America).  The third episode begins in the early 1870s and lasts for two decades.   

Figure 1 

Sovereign External Debt: 1800-2006
Percent of Countries in Default or Restructuring

0

10

20

30

40

50

60

1800 1810 1820 1830 1840 1850 1860 1870 1880 1890 1900 1910 1920 1930 1940 1950 1960 1970 1980 1990 2000

Year

Pe
rc

en
t o

f c
ou

nt
rie

s

 
Sources: Lindert and Morton (1989), Macdonald (2003), Purcell and Kaufman (1993), Reinhart, Rogoff, and 
Savastano (2003), Suter (1992), and Standard and Poor’s (various years). 
Notes: Sample size includes all countries, out of a total of sixty six listed in Table 1, that were independent 
states in the given year. 
 
 
The fourth episode begins in the Great Depression of the 1930s and extends through the 

early 1950s, when again nearly half of all countries stood in default.3  The most recent 

default cycle encompasses the emerging market debt crises of the 1980s and 1990s.  

 Indeed, when one weights countries by their share of global GDP, as in Figure 2 

below, the current lull stands out even more against the preceding century.  Only the two 

decades before World War I—the halcyon days of the gold standard—exhibited tranquility 

                                                 
3 Kindleberger (1988) is among the few scholars who emphasize that the 1950s can be viewed as a financial 
crisis era. 
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Figure 2 
 

Sovereign External Debt: 1800-2006
Countries in Default Weighted by Their Share of World Income
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Sources: Lindert and Morton (1989), Macdonald (2003), Maddison (2003), Purcell and Kaufman (1993), 
Reinhart, Rogoff, and Savastano (2003), Suter (1992), and Standard and Poor’s (various years). 
Notes: Sample size includes all countries, out of a total of sixty six listed in Table 1, that were independent 
states in the given year. Three sets of GDP weights are used, 1913 weights for the period 1800–1913, 1990 
for the period 1914–1990, and finally 2003 weights for the period 1991–2006. 
 

We have already seen from Figure 2 that global conflagration can be a huge factor 

in generating waves of defaults.  Our extensive new dataset also confirms the prevailing 

view among economists that global economic factors, including commodity prices and 

center country interest rates, play a major role in precipitating sovereign debt crises.6  

We take up this issue in Section V.  Making use of a range of real global commodity price 

indices, we show that over the period 1800 to 2006, peaks and troughs in commodity price 

cycles appear to be leading indicators of peaks and troughs in the capital flow cycle, with 

troughs typically resulting in multiple defaults. 

                                                 
6 See Bulow and Rogoff (1990), and Mauro, Sussman and Yafeh (2006). 
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default (1900–2006) illustrates the striking correlation between the share of countries in 

default on debt at one point and the number of countries experiencing high inflation (which 

we define to be inflation over 20 percent per annum).  Since World War II, inflation and 

default have gone hand-in-hand. 

Figure 5 

 Inflation and External Default: 1900-2006

0

5

10

15

20

25

30

35

40

45

50

1900 1904 1908 1912 1916 1920 1924 1928 1932 1936 1940 1944 1948 1952 1956 1960 1964 1968 1972 1976 1980 1984 1988 1992 1996 2000 2004

Year

P
er

ce
nt

 o
f 

co
un

tr
ie

s

Share of countries in 
default

Share of countries with 
inflation above 20 percent

Correlations:
1900-2006 0.39
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Sources:  For share of countries in default, see Figure 1; for high inflation episodes, see Appendix I. 
Notes: Both the inflation and default probabilities are simple unweighted averages. 
 

 The forgotten history of domestic debt has important lessons for the present.  As we 

have already noted, most investment banks, not to mention official bodies such as the 

International Monetary Fund and the World Bank, have argued that even though total 

public debt remains quite high today (early 2008) in many emerging markets, the risk of 

default on external debt has dropped dramatically, especially as the share of external debt 

has fallen.  This conclusion seems to be built on the faulty premise that countries will treat 

domestic debt as junior, bullying domestics into accepting lower repayments or simply 















Figure 22.23  Vicious Circles in Twin and Triple Crises 
Feenstra and Taylor: International Economics, First Edition 
Copyright © 2008 by Worth Publishers 



Table 22.1  Costs of Sovereign Defaults, 1970–2000 
Feenstra and Taylor: International Economics, First Edition 
Copyright © 2008 by Worth Publishers 



Summary

Output volatility

Fiscal pro-cyclicality

Undeveloped �nancial system

Philip R. Lane, TCD () EC4100: Sovereign Debt March 2010 10 / 11



Other Issues

Fiscal debt and net foreign asset position

Role of IMF

Contagion

Portfolio channel
Bank lending channel
Informational channel
�Animal spirits�
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