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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 inva-
sions 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 ex-
planation; 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, lend-
ing to small countries must be supported by the direct sanc-
tions available to creditors, and cannot be supported by a
country’s ‘reputation for repayment™ (1989b, p. 43, ab-
stract). 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 behav-
ior, 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 re-
paying loans cannot by itself support lending to a sover-
eign country. Second, they claim that such lending must be
supported by direct sanctions. We find that the first claim
holds and provide a simple proof for our model. (They pro-
vide a proof in a more general setup.) We find that the sec-
ond 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 dif-
ferent types of relationships, reputation may be able to sup-
port debt even with Bulow and Rogoff’s assumption (about

*Kehoe thanks the National Science Foundation and the Ronald S. Lauder Founda-
tion for research support.

+In 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 govern-
ment must assemble an optimal portfolio from existing financial assets in the world
market. In that scenario, even if the set of world assets is complete, adding the restric-
tion 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 equilib-
rium might exist in an overlapping generations model if a government can run a type
of rational Ponzi scheme.
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