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This paper - a product of the Debt and IntemationalFinance Division, IntemationalEconomics Department-is partof alargereffortinPREto understandthedeterminantso; debtrepaymentsby highly indebteddeveloping countries. Copies are availablefree from the World Bank, 1818 H Strcet NW, Washington,DC20433. PleasecontactSheilahKing-Watson,roomS8-025,extension33730(31 pages). Diwanand Verdierexplorehowthe formulation of debtrepaymentpoliciescan be affectedby the nature of the decisionmakersand the strengthof various interestgroups. Most modelsof debtor countries ume that all individualsin the economyare alike or that gainerscompensatelosers;most analysisignores politicalconsiderations. But recentelectoral campaignsin Latin Americasuggestthat debt policymay have importantdistributiveimplications. Diwan and Verdierarguethat small penalties can be enoughto deter defaultif theyhurt the interestsof groupsthat are closelyassociated with policymakers- especiallywhen the costs of debt servicecan be shiftedto groupswith less influenceon decisionmaking. They focuson how debtpolicy affects domesticconflictbetweenlaborand capital, betweenimportsubstitutionand exportpromotion sectors,and betweentraded and nontraded goodssectors. Debt servicerequiresausterity, which is distributedunequally;capitalis better able than laborto move abroadand thus evade taxes- and with the expectationof higher taxes,capitalis more likelyto flee, reducing capitalstocks. Meanwhile,to generateforeign resources,tradedgoods mustexpand,which requiresa real devaluation;this generatesa conflictwith nontradedgoods.
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Diwanand Verdierargue that: * Governmentsbacked by constituenciesfrom nontradedgoodssectorsare morelikely to default * Withoutcapitalmobility, capitalistsin importsubstitutionwill tend to oppose the repaymentsought by capitalistsin exportpromotion. Workers' interestswill dependon imports' sharein their consumptionbasket.



* With capitalmobility,labor willoppose the extentof debtrepaymentsought by capitalistsin both importsubstitutionand exportpromotion sectors. * Self-fulfillingexternal defaultwith heavy capitalflightis more likely when the default penaltyis inelasticand when a left-winggovernmentis in power. * Assumingperfect bargaining,governments with constituenciesthat opposeheavydebt repaymentcan get better deals with creditors thangovernmentssupportedby groupsthat favor moredebt adjustment. Oppositionat homecan be a blessingfor debt negotiators,as couldbe seen by the last Venezuelanreschedulingagrecment (whichfollowedstreet riots over price increases)and the recent Mexicandebt relief agreement(whichfolloweda very close clection).
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Introduction How do domest



politics affect debt external repaymentsby highly



indebted coun -ies? The recent literatureon sovereign debt does not provide much light on this question. Instead, it has produced important conceptual insights about the incentivesof an apoliticalcountry to service its foreign loans. With sovereign immunity, the governmentof a country that has lost access to voluntary credits can bargain with its creditors for a debt settlement.The bargaining outcome will depend on characteristicsof the creditors, the debtor, and possibly of third parties. From the debtor'spoint of view, debt policy trades off the disutilityof debt service against the cost of default--the consequence of direct or indirectpenalties such as reduced access to the internationalcapital and goods markets2 Usual models of debtor countries assume implicitlythat all individuals in the economy are alike or that the gainers compensate the losers, thus flushing out of the analysis all political considerations.In contrast, the recent electoral campaigns in Latin America suggest that debt policy may have importantdistributiveimplications.The goal of this paper is to explore how the formulationof debt repayment policies can be affected by the nature of the decision-makersand by the strength of the various interest groups. The paper first focuses on the differentialeffects of both the costs of default and of repaymentson various domestic interest groups, in the absence of redistributionbetween gainers and losers. The analysis is helpful in solving an issue that has often puzzled economists:how can the seemingly relatively small costs of default support internationallending and deter the highly indebted countries from defaulting?We argue that much insight can be gained by identifyingthe groups that gain from a default and those that lose. Small



ZSee for eg Bulow and Rogoff (1989) for such an analysis from a debtor "country"perspective.
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penalties can be sufficientto deter default when they hurt the interests of groups that are closely associatedwith policy-makers,especiallywhen the costs of debt service can be shifted to groups that have less impact on the decisionmaking process. WUehighlight three factors that contribute to conflicts of interests in the formulationof the national debt policy. First, we explore the effect of conflicts of interest that are due to two features of public choice that are specific to debt adjustmentpolicies: (i) Because the traded goods sectors needs to expand in order to generate the foreign resources needed for the external transfer,a real devaluationis required. This generates conflicts of interest between the traded and non traded goods sectors, an issue that we analyze in section I in the context of a model of a small dependent economy; (ii) Default and the economic consequencesin terms of trade orientation and market access affect the export and the import substitutionsectors differently,creating additionalconflicts.This is studied in section II in the context of a traditional trade model. The extent of capital mobility turns out to be a decisive factor in the analysis. Second, we focus (in section III) on the distributionaleffects of austerity.When the foreign debt is governmentowned (as in most LDCs), the internal transfer from the private and to the public sector that is required for debt service imposes austerity in ways that affect different interest groups differently.We focus on the conflict of interestbetween capital and labor that stem from the differentialabilities of these factors of production to move abroad and thus, to evade taxes. Besides constraininggovernmentaction, potential capital mobility can generatepowerful forces in the economy through its effects on expectations.In particular, the expectation of higher taxes on capital can become self-fulfilling,thus reducingcapital stocks considerably. However, good equilibriacan also exist. While this possibility of multiple
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equilibriahas been studied elsewhere (Helpman [19881, Eaton t19871, Calvo t19881),we argue here that the instabilityof expectationalequilibria is affected by the identity of the decision-makers.In particular, we display an example in which the multiplicityof equilibriacan disappear when the policymakers are perceived to be sufficient:ly pro-capital. Third, the nature of the debtor's governmentcan affect its ability to bargain with its creditors. In particular,we develop (in section IV) the argument that governments that support interest groups that have larger incentivesto default can ultimatelyobtain better deals with creditors than governments supported by groups that favor more debt adjustment. I. Exchange Rate Policy and Debt Adjustment To repay foreign creditors, it is not sufficientfor a goverr.ment to raise funds domestically;those funds must also be converted into foreigr. currency. This increases the demand for foreign exchange in the domestic econom±y and thus its price. This relative price change hurts the non traded goods sector and benefits the traded goods sectors.As a result, the extent of debt adjustmentwill depend upon the way in which the government trades off the welfare of two sectors.Moreover, as pointed out by Rodrik (1988), structural parameters such as the effect of devaluationson the governmentbudget also matter. To illustrate,consider a small dependent economy with two sectors (in the spirit of Dornbush [1973])producing respectivelya traded (T) and a non traded good (N). For simplicity,we take labor to be the only factor of production (the T sector is endowed with LT and the N sector with LN units of labor), and we assume that labor is sector specific (we allow labor mobility in the next section). Productionfunctions are linear, and are given by qi i-(N,L).



aiLi,



The price of N good is denoted by p and that of the T good by ep?,



where e is the exchange rate (PT is determinedin the internationalmarket and
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is thus taken as given in the analysis).We take the T good as the numeraire and set epT-1. Both the traded go d price PT as well as each sector's wage rate arA determinedcompetitively.Wages are representedby wi, with i-(L,N). To neutralizeeffects due to differentialspending patterns, we further assume that agents have homotheticpreferences representedby:



(1)



Ui(p,Yi)- Y1/E(p), with: E'>O, E" R, there are no capital inflows because of credit rationing.
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(9)



(l-t)rm2 R



and Os km s KM



where km refers to the IS capital that remains domestically.When (9) is binding, kM is determinedaccording to:



(10)



(l-t) rM = R.



Of course, this affects the comparativestatics around the equilibria. Instead of the system in (7), we now have:
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(llc) indicates that a drop in p (resultingfrom an increase in



B) induces



capital



flight



Similarly,an increase in taxes t also



in the import induces



capital



sector flight



(dK./dB 0 and U" < 0. The government is assumed to optimize over a welfare functionW(.) that weights individualutility functions in a certain fashion.In particular, we take:



(13)



W(a) - Z 7Y Ui.



where -yi [akj+(l-a)n]are the social weights used by an a-government (where Osasl,



18 A government (Rj+Ij)/(?1+I), ne-/N, and ieN). that is more pro-



ki



capital uses a higher weight for capital, a. The total tax collection, T, is used entirely for debt service:



(14)



T



-



t(I+k)r - B.



The amount of taxation is determined optimallyby the governmentwho trades off its costs--in terms of disutility--againsttCe cost of non-repayment.As we show



18



Note that weights are assigned after capital flight took place. Politicians represent domestic interests.So some capitalistsmay have now became more of a worker in terms of domestic weights.
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beiow, the optima. tax and repayment policy crucially depends on the type of government,a. The sequence of moves is as follows.First, a government -ype is announced.Capital is then allocated between domestic and foreign investments given tax expectations.19 A tax t on capital is then instituted,and production takes place. Finally, the governmentcollects taxes to service debt (we impose T B); the extent of the debt service B determines the penalty f(B), afnd consumptiontake place. To solve this game, we start with the last period. Ex-Post Tax Determination The governmentseeks to find t* that maximizes W given domestic investment.The first order condition of this problem can be determinedby differentiatingW with respect to t. Rearranging terms and setting to zero, we have:



(15)



W,



E ( y7U'fq'm'



+ ki]) o



0



which says that the optimal tax trades off the weighted sum of marginal costs and benefits of all individuals.The benefit of an additionaldollar of debt repayment is a marginal improvementin consumption,leading to a marginal gain of -_'mi for individual i. The marginal cost is the additional tax burden of k1 for individuali. This problem generally possesses an interior solution t*(a). Given a, 0 < a dB/dtIUT



It can also be shown that the iso-utilitycurves are convex when ((B) is sufficientlyconcave.



Appendix 2



From equation (1), we can derive the indifferencelocus for the three groups: (Al)



aB/atl



B/c(1-t)[p(OLX/OX=)+E p/E]>O



(A2)



aB/8tJ=



B/e(l-t)[((l-MOLx)/OK) - E'p/E] and E'p/E A.
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IUL where e--(8p/8B)(B/p) is the opposite of the elasticityof the penalty with, respect to the amount of debt repaid. From the above equations,it is easy to verify that w'.endB/dt evaluated at UL is positive, then aB/8t(UL)>6B/8t(UX). Conversely,when aB/8t(UL) 
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