
Chapter 20

International Capital

International Debt



Topics to be Covered

• International Capital Mobility
• International Debt
• IMF and IMF Conditionality
• Country Risk Analysis
• Eurozone sovereign debt crisis



International capital mobility

• Reasons for international asset trade: 

Consumption “smoothing”

• Over time (borrowing-lending) 
• Example: Poor countries borrowing from rich due to 

different expected long term growth

• Across states of nature (risk sharing): 
Portfolio diversification

• Example: CH residents buying US securities



Implications of global markets
• a) Law of one price (people in different countries 

face the same asset prices)
• b) Consumption smoothing (people in different 

countries can pool national consumption risks)
Implication: Positive consumption comovement across countries

• c) The efficient international allocation of 
investment (new savings, regardless of where it 
originates, is allocated to the country with the most 
productive investment opportunities)

Implications: 
1. Capital should flow from the rich to the LDCs 
2. Free capital mobility implies that domestic investment is not 
related to domestic savings: can do I without S and vice versa



The international debt problem

• Economic theory implies that LDCs should be intl 
borrowers 

• They have been. But often they have not paid back 
• A well known case: The 1980s. Large capital inflows 

into the LDCs in the seventies.
• Reason: 
• Demand side (borrow to finance growth)
• Supply side (petrodollars)

• Result:  Inability to pay back. Partial default 
(forgiveness). Bail outs.



Int’l debt

• What went wrong?

• Bad shocks (domestic and world)
• Bad use of the funds
• Type of foreign investment (loans vs equity)



Int’l Debt
• Basics
• What is the optimal size of international loans? How 

are funds priced?
• Full commitment to repay: Full consumption 

insurance 
• Imperfect commitment to repay: Partial Insurance
• Benefits from default: Not paying back
• Cost of default: Direct sanctions, reputation 

(exclusion from future borrowing)
• The greater the possible sanctions the better off is 

the borrower ex ante (more funds) !  
• But worse off ex post in case that default occurs!
• Mafia example 



Int’l Debt

• Debt overhang

• Debt Reduction Schemes
1. Unilateral (partial) forgiveness 

It may increase debt repayments. How? 
Example:  Owe 100; cost of default 80
If forgiven 21 then it repays. If not, it defaults

The Free Rider Problem In Debt Forgiveness
Need coordination by some agency (IMF, US govt,..)



Int’l debt

2. Debt buyback
• Own

• Third-party debt buy-backs

• Equity-debt swaps
• Swap—involves an exchange of a developing 

country’s debt for an ownership or equity position in 
a business in the debtor country.



Some comparisons

• Debt-to-GNP ratios and Country Premiums Among Defaulters

Country Aver. Debt/GNP D/GNP Def. year Av. Spread
Argentina 37.1 54.4 1756
Brazil 30.7 50.1 845
Chile 58.4 63.7 186
Colombia 33.6 649
Egypt 70.6 112 442
Mexico 38.2 46.7 593
Philippine 55.2 70.6 464
Turkey 31.5 21 663
Venezuela 41.3 46.3 1021
Average 44.1 58.1 638
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IMF Conditionality

• The International Monetary Fund (IMF) has 
been an important source of funding for debtor 
countries with repayment problems.

• IMF Conditionality refers to the IMF 
pre-conditions which require borrowers to adjust 
their economic policies to reduce balance of 
payments deficits and improve the chance of debt 
repayment. These conditions involve 
macroeconomic targets such as money supply 
growth and the budget deficit.



IMF

• The IMF is a multinational organization of over 180 
countries. 

• Its objective is to provide short-term loans to 
countries with temporary balance of payments 
disequilibria (if the countries agree to certain IMF 
conditions).

• IMF policy is determined by member countries’ 
votes. Voting power is based on a country’s quota 
or financial contribution to the IMF.

• The U.S. has the most votes since its quota 
accounts for almost 18% of the total fund.



Country Risk Analysis

• Country Risk—refers to the overall political 
and financial situation in a country and how 
these conditions may affect the ability of the 
country to repay its debts.

• Country risk analysis involves the 
evaluation of both qualitative and 
quantitative factors.



Qualitative or Political Risk 
Factors

• Splits between different language, ethnic, and 
religious groups that undermine stability.

• Extreme nationalism and aversion to foreigners that 
may lead to preferential treatment of local interests 
and nationalization of foreign holdings.

• Unfavorable social conditions, including extremes of 
wealth.

• Conflicts in society evidenced by demonstrations, 
violence, and guerilla war.

• The strength and organization of radical groups.



TABLE 20.5 
Country-Risk 
Rankings



TABLE 20.5 
Country-Risk 
Rankings 
(cont.)



Euro crisis

• Greece's participation in the EMU has an 
arduous history.

Entry:Optimum Currency Area (OCA) criteria
- Labour mobility
– Similarity in production structure
– The degree of commodity diversification
– The openness and size of an economy
– Fiscal integration

• Greece did not satisfy the criteria



Greece is a closed economy

• Exports as a % of GDP in EU countries approximately Greece's 
population size, 2008-2012 average 

Austria 55.4
Belgium 81.4
Czech 68.2
Greece 23.4
Hungary 85
Portugal 33.2
Sweden 50
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Greece

• Greece also has a lower share of intra vs 
extra EU-27 trade

• Implications of not satisfying the 
criteria

• Giving up the exchange rate instrument was 
costly

• But Greece also suffered from policy 
credibility problems. Inflation was too high



Greece

• Pre-EMU inflation differences vs Germany

• With such a large inflation bias it made sense for 
Greece to delegate monetary policy to the 
Bundesbank

FRANCE ITALY GREECE SPAIN NETHERLA
1960-98 2.44 4.91 8.46 5.78 0.99
1970-95 3.15 6.77 12.49 7.21 0.75
1970-90 4.08 7.68 12.27 8.21 1.01
1980-90 4.13 7.89 16.69 7.04 -0.05
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Greece; The crisis

Def/GDP Debt/GDP CA/GDP INF-GR INF-EU15 GDP gr
2001 -4.5 103.7 -7.23 3.7 2.4 4.2
2002 -4.8 101.7 -6.52 3.9 2.3 3.4
2003 -5.6 97.4 -6.53 3.4 2.1 5.9
2004 -7.5 98.6 -5.78 3 2.2 4.4
2005 -5.2 100 -7.64 3.5 2.2 2.3
2006 -5.7 106.1 -11.39 3.3 2.2 5.5
2007 -6.5 107.4 -14.61 3 2.1 3.5
2008 -9.8 112.9 -14.92 4.2 3.3 -0.2
2009 -15.6 129.7 -11.17 1.3 0.3 -3.1
2010 -10.7 148.3 -10.13 4.7 1.6 -4.9
2011 -9.5 170.3 -9.89 3.1 2.7 -7.1
2012 -10 156.9 -3.37 1 2.5 -6.4
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Greek Default

• Greece defaulted in 2010
• Questions:
• How could Greece borrow so much?
• Moral hazard: Investors expecting Germany 

to take care 
– Either by applying the Stability and Growth Pact 

(3% def, 60% Debt/GDP ratio;  sanctions)
– Or, by bailing Greece out



Greek debt was too cheap



Reasons

• Reasons for Greece’s default
• 1. Lack of international competitiveness: Need to 

generate trade surpluses to pay external debt (most 
of Greece’s public debt was held externally)

• Greece entered with an overvalued parity
• Low productivity
• 2. The borrowed funds were wasted (public sector 

expansion, higher wages)
• 3. Greek statistics (under-reporting debt-deficits)



Labor Productivity

• GDP per Hour, in 1990 USD

2000 2006 2012
Greece 14.17 16.8 15.83
Germany 27.16 30.12 30.97
Italy 25.43 25.8 25.8
Spain 22.5 23.22 25.7
Portugal 14.53 15.38 16.25
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Other countries

• Why did the Eurozone countries bail Greece out?
– Much of Greek debt was held by French and German banks
– Fear of contagion to the European banking system

• What was the problem with the other 
countries (Spain, Ireland, Portugal)?
– Troubled banking sector (Spain, Ireland) that caused the 

fiscal crisis (the govt had to borrow to bail out the banks).
– Unlike Greece where the govt debt crisis led to a banking 

crisis.
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