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Unlike lenders in domestic credit markets, lenders in the
international credit market have little recourse if borrowers
do not repay debt. There are few direct legal sanctions that
can be used against such borrowers, especially when they
are sovereign countries. In the 19th century, military invasions were used to enforce international debt repayment,
but that sort of thing is no longer done. (See English 1996.)
Given this situation, researchers have wondered, why do
sovereign countries ever repay debt?
An early answer to this question was offered by Eaton
and Gersovitz (1981). They argue that sovereign countries
may repay their debt because they fear that defaulting on
it will tarnish their reputations and thus hinder their ability
to borrow in the future. Much work has followed that explanation; see, for example, Kletzer 1984; Manuelli 1986;
Grossman and Van Huyck 1988; Atkeson 1991; and Cole,
Dow, and English 1995.
Recently, however, Bulow and Rogoff (1989b) have
challenged this explanation. In a provocative article, they
claim to show that "under fairly general conditions, lending to small countries must be supported by the direct sanctions available to creditors, and cannot be supported by a
country's 'reputation for repayment'" (1989b, p. 43, abstract). A key reason for the difference between this result
and the results in the rest of the literature is that Bulow and
Rogoff assume that, regardless of a country's past behavior, it can earn the market rate of return by saving abroad
with risk-neutral bankers who can commit to honoring any
contracts they sign. The rest of the literature assumes, ei-

ther explicitly or implicitly, that if a country defaults, it
cannot save.f
In this article, we reexamine the argument of Bulow and
Rogoff (1989b). For clarity's sake, we state their argument
in two parts. First, they claim that a good reputation for repaying loans cannot by itself support lending to a sovereign country. Second, they claim that such lending must be
supported by direct sanctions. Wefind that thefirst claim
holds and provide a simple proof for our model. (They provide a proof in a more general setup.) Wefind that the second claim does not hold. To disprove it, we construct a
model in which there are no direct sanctions on a sovereign
country, but in which reputation can support large amounts
of lending to that country.
We argue that since countries are involved in many different types of relationships, reputation may be able to support debt even with Bulow and Rogoff's assumption (about
*Kehoe thanks the National Science Foundation and the Ronald S. Lauder Foundation for research support.
tin Cole and Kehoe 1995a, we explain how different assumptions about the ability
to save after a default lead to different results.
Pesendorfer (1992) and Mohr (1991) have looked at conditions for the existence
of a reputation equilibrium. Pesendorfer (1992) considers a scenario in which a government must assemble an optimal portfolio from existingfinancial assets in the world
market. In that scenario, even if the set of world assets is complete, adding the restriction that each asset in the portfolio must be held in a positive position may force the
government to bear risk. The fear of bearing such risk may be sufficient to give the
government an incentive to repay its debt. Mohr (1991) shows that a reputation equilibrium might exist in an overlapping generations model if a government can run a type
of rational Ponzi scheme.
21

the ability to save abroad) if the analysis is expanded from ship. In the model, reputation spillovers support debt in the
partial reputation models, in which debt is viewed in isola- sense that certain spillover strategies, which connect betion, to a general reputation model which includes all the havior in one relationship to behavior in the other, are equicountry's relationships. We develop such a general reputa- libria. These equilibria have positive debt. Thus, these are
tion model in which, for simplicity, there is just one other examples of models in which there are no direct sanctions,
yet debt can be supported in equilibrium—precisely what
relationship besides the debt relationship.
Wefind that the ability of reputation to support debt in Bulow and Rogoff (1989b) claim is not possible.
Bulow and Rogoff (1989b) do seem to recognize, howour general reputation model depends critically on the nature of that other relationship. For debt to be supported, the ever, that there could be exceptions to their claim. At the
payoffs in the other relationship must provide the country end of their article, they discuss a trigger strategy model in
with net benefits from maintaining a good reputation—or which a country is playing a tariff game in which either
reputation spillovers—which, along an equilibrium path, raising tariffs or defaulting on foreign debt triggers a costin some sense, both are large enough and last forever. In ly trade war. Bulow and Rogoff conjecture that such triggeneral, for these net benefits to be calculated, the whole ger strategies can potentially support debt, thus invalidatequilibrium must be calculated, and simple conditions can- ing their second claim. One interpretation of our article is
not be put on the primitives of the environment to ensure that we work out conditions for this conjecture to be true.
that reputation spills over enough to support large levels Wefind that for it to be true, reputation in the debt relaof debt. In the special, but common, setup in which the tionship must spill over to another relationship with endurother relationship is a simple repeated one, these net bene- ing benefits.
fits are constant, and simple conditions on the primitives The main contribution of this article is to give a counterof the model can be obtained which ensure that large levels example to the claim that in a world in which countries can
of debt can be supported by spillovers. For brevity's sake, always earn the market rate of return on their savings, lendwe will refer to relationships with such large and long-last- ing to small countries must be supported by direct sancing benefits of maintaining a good relationship as relation- tions. A secondary contribution of our article is to exposit
ships with enduring benefits. We will refer to relationships a model of a country's general reputation which is potenin which, along any equilibrium path, the net benefits from tially interesting in its ownright.Indeed, if one agrees with
maintaining a good relationship eventually become small Bulow and Rogoff's (1989b) assessment of the data that
as relationships with transient benefits.
one way or another the citizens and government of a counWe begin by reviewing Bulow and Rogoff's (1989b) try in default can alwaysfind ways to earn the market rate
first claim, that in a model of a single debt relationship, of return on their investments, then the Bulow and Rogoff
there can be no positive debt in equilibrium. We then ex- (1989b) article essentially kills the standard partial reputaamine their second claim by adding other relationships to tion models (and lays the groundwork for the direct sancthe model. We briefly consider relationships which have tions approach adopted by Bulow and Rogoff 1989a and
transient benefits. Wefind that even though reputation can Fernandez and Rosenthal 1990). In that light, one view of
spill over from the debt relationship to some other tran- our article is that it revives the reputation approach. Moresient benefit relationships, with this type of added relation- over, if one agrees with English's (1996) assessment that
the historical evidence for direct sanctions is weak, then
ship there is a unique equilibrium with no debt.
Next, we consider adding other relationships which currently at least, our general reputation model is the only
have enduring benefits. The simplest examples of such model in which reputation can support debt.
relationships are repeated relationships in which the per period benefits from maintaining the relationships are con- An Economy With One Debt Relationship
stant. For such relationships, the present value of maintain- We begin with an economy that consists of two countries.
ing a good relationship is necessarily large for high dis- One country has a number of risk-neutralbankers, who we
count factors. Of course, there are more elaborate dynamic call Swiss bankers. These bankers can commit to honoring
relationships with physical state variables which also have any contracts they sign. The other country is represented by
enduring benefits. We illustrate how differently spillover the government, which has access to a country-specific inworks when the other relationship is enduring by consider- vestment project and needs to borrow resources to fund it.
ing a model with debt and a simple repeated labor relation- We will show that the relationship between the government
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