
 
 
 
 

DISCUSSION PAPER SERIES 

 
 
 

     ABCD 
 

www.cepr.org 
 
 

Available online at: www.cepr.org/pubs/dps/DP4683.asp
 www.ssrn.com/xxx/xxx/xxx

  

 
 
 
 
 

No. 4683 
 

THE POLITICS OF DEBT CRISES 
 
 

Caroline Van Rijckeghem  
and Beatrice Weder 

 
 

  INTERNATIONAL MACROECONOMICS 
 
 

 



ISSN 0265-8003 

THE POLITICS OF DEBT CRISES 

Caroline Van Rijckeghem, Sabanci University 
Beatrice Weder, Universität Mainz and CEPR 

 
Discussion Paper No. 4683 

October 2004 

Centre for Economic Policy Research 
90–98 Goswell Rd, London EC1V 7RR, UK 

Tel: (44 20) 7878 2900, Fax: (44 20) 7878 2999 
Email: cepr@cepr.org, Website: www.cepr.org 

This Discussion Paper is issued under the auspices of the Centre’s research 
programme in INTERNATIONAL MACROECONOMICS. Any opinions 
expressed here are those of the author(s) and not those of the Centre for 
Economic Policy Research. Research disseminated by CEPR may include 
views on policy, but the Centre itself takes no institutional policy positions. 

The Centre for Economic Policy Research was established in 1983 as a 
private educational charity, to promote independent analysis and public 
discussion of open economies and the relations among them. It is pluralist 
and non-partisan, bringing economic research to bear on the analysis of 
medium- and long-run policy questions. Institutional (core) finance for the 
Centre has been provided through major grants from the Economic and 
Social Research Council, under which an ESRC Resource Centre operates 
within CEPR; the Esmée Fairbairn Charitable Trust; and the Bank of 
England. These organizations do not give prior review to the Centre’s 
publications, nor do they necessarily endorse the views expressed therein. 

These Discussion Papers often represent preliminary or incomplete work, 
circulated to encourage discussion and comment. Citation and use of such a 
paper should take account of its provisional character. 

Copyright: Caroline Van Rijckeghem and Beatrice Weder 



CEPR Discussion Paper No. 4683 

October 2004 

ABSTRACT 

The Politics Of Debt Crises* 

This paper shows that politics matter in explaining defaults on external and 
domestic debt obligations. We explore a large number of political and 
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from default. The advantage of this technique is that it is able to identify 
complementarities that are not captured in standard probit analysis. We find 
that political factors matter, and do so in different ways for democratic and 
non-democratic regimes, and for domestic and external debt. Moreover we 
find that there is an important complementarity between political and 
economic conditions, which is essential in explaining the incidence of default. 
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1. Introduction 

 

It is not difficult to convince anybody that politics matter in governments’ decision to 

default.  In fact, the literature on sovereign debt has long emphasized that willingness rather 

than ability to pay plays an important role in debt crises. And it takes only a small step to 

conclude that this “willingness” will in turn be influenced by politics, i.e. by the distribution 

of interests and the institutions and power structures that mediate them. Also, one of most 

striking regularities in debt crises is that countries with a history of default have a higher 

propensity to resort to defaults again.2  Since such “serial defaults” are observed at very 

different debt levels, this might also suggest that the cause is underlying political institutions. 

 

There is a small theoretical literature that focuses explicitly on the internal politics of 

adjustment or default.  For instance, Alesina and Drazen (1991) suggest that a more 

polarized government may lead to a game of attrition and delay stabilization.  Thus, a system 

characterized by polarization amongst veto players should have a higher propensity to 

default.  A competing hypothesis is that a high level of political constraints and many veto 

players will restrain the executive, who could find him/herself out of office.3   When looking 

to the broader political economy literature, one can identify a large number of additional 

political variables that should bear on economic outcomes.  Prominent among these are 

elections, political instability (including large disruptions such as wars), the length of tenure 

of the chief executive and corruption.  Alesina, Roubini and Cohen (1997), for instance, 

discuss different theories of electoral cycles and find evidence of policy changes in the 

immediate aftermath of elections. For authoritarian systems, e.g. Clague, Keefer and Olson 

(1996) emphasize the role of tenure since governments with a short horizon will tend to 

make opportunistic decisions knowing that negative consequences will be pushed into the 

                                                 
2 As documented in Reinhart, Rogoff and Savastano (2003). 

3 Along these lines, Kohlscheen (2003) suggests that parliamentary democracies will exhibit a lower default 
tendency than presidential systems. 
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future.  Turning to the empirical literature,  there are a few recent papers that incorporate 

political variables in explaining currency crises or sovereign defaults.  For instance, Bussiere 

and Mulder (1999) found that the probability of currency crisis increases following elections.  

Kohlscheen (2003) studies democracies only and shows that the probability of default on 

external debt is lower in parliamentary democracies.  Manasse, Roubini and 

Schimmelpfennig (2003) found that in years with presidential elections, the probability of a 

debt crisis increases.     

 

The innovations of this paper are twofold.  First we study the role of political institutions 

more comprehensively than in the previous literature.  We analyze both democratic and non-

democratic regimes, whereas the literature either focuses on democratic regimes or does not 

differentiate across regimes; we investigate the role of a large number of political 

characteristics; we study both domestic and foreign debt crises (the literature has ignored 

domestic debt crises) and we explore the role of political variables in conjunction with each 

other as well as with macro-economic variables.  Specifically we ask what are the 

conditions—political as well as macroeconomic—in which debt crises are not observed. As 

our prior is that different ingredients may be necessary in combination to steer clear of 

default (e.g. a low debt-service in conjunction with a favorable political situation; a 

reasonable level of reserves in conjunction with the absence of large shocks), we use a 

technique that examines complementary conditions.   

 

The second innovation is the approach used to predict safety from default.  The literature so 

far uses 2-way classifications and probit analysis to analyze debt crises.  We use the non-

parametric technique by Osband and Van Rijckeghem (2000), which was earlier applied to 

currency crises.  The advantage of this technique is that it allows one to explore a much 

larger set of interactions and uncover patterns in the data that would not be picked up by 

regression analysis.  Specifically, we analyze about 1600 (40x40) interactions based on 

which we derive filters.4 The analysis is cast in terms of “safety from debt crisis”, i.e. we 

                                                 
4 This technique can also be seen as a formalization of the approach proposed by Sachs, Tornell and Velasco  
(1995)  
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identify conditions under which we would predict no default. However, the same technique 

could be used to forecast future defaulters.  

 

We define a sovereign default based on Standard and Poors (2003).  For domestic defaults 

we additionally take into account a large monetization of local currency debt.  

 

The main findings are as follows.  First, we find that the factors that safeguard countries 

from default vary substantially across democracies and non-democracies and across debt 

types.  Second, we find strong evidence that political institutions help countries steer clear of 

default, but only in conjunction with (1) strong liquidity or (2) favorable economic 

fundamentals, such as a low debt-service ratio, high growth, or (3) sufficient openness. 

There is thus no simple political panacea that ensures safety from default.  Third, we find 

support for a number of hypotheses found in the political economy literature.  Notably, we 

find evidence that for sufficiently good economic fundamentals, more political constraints 

(parliamentary systems and systems with a large number of veto players) are helpful to 

democracies; that defaults on domestic debt (in both democracies and dictatorships) do not 

happen before elections, whereas countries are not “safe” following elections; and that long 

tenure provides safety from default on domestic debt in the case of dictatorships.  Fourth, we 

find evidence that small fiscal deficits provide “safety” provided international interest rates 

are low.  The literature thus far has not been able to uncover a role for the fiscal deficit, and 

our results here attest to the power of an approach such as ours that incorporates 

complementary conditions.  A final finding is that the non-parametric approach is powerful 

in the sense that we are able to accurately predict safety from defaults even at very high 

levels of debt. 

 

 

2. Review of the literature  
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The literatures related to this paper span the range from country risk theories, to political 

economy models of fiscal adjustment and default to the recent empirical literature on 

predicting solvency crises. 

 

On external debt, the economics literature has focused on the willingness to pay of the 

sovereign (Bulow and Rogoff, 1989; Cole and Kehoe, 1996) and on liquidity factors that 

might force a crisis (Calvo 1988, Detragiache 1996, Cole and Kehoe, 2000).  While one 

strand of the literature postulates that sovereigns repay debt in order to invest into reputation 

in international capital markets, another strand claims that repayment is not optimal.  Direct 

sanctions, such as “gunboat diplomacy” or trade sanctions, or spillovers whereby the 

sovereign’s default reduces the reputation in other relationships, are necessary for there to be 

an incentive to service debt.   

 

On the political side, willingness to pay remains a bit of a black box, since few papers have 

attempted to model the internal political process of the default decision.  One relevant 

approach is that of Alesina and Drazen (1991), although it does not model explicitly the debt 

servicing decision but focuses on the timing of the fiscal adjustment. They suggest that a war 

of attrition over who will bear the cost of reforms leads to delayed stabilization that can 

culminate in a debt default.  The greater the polarization in interests, if accompanied with 

veto power over reforms, the higher the chance of default, under this hypothesis.   

 

Kohlscheen (2003) has suggested a different theory, based on potential conflicts between the 

executive and legislature (parliament).  His theory is based on political competition and is of 

application only in democracies.  The point of departure is that it is the executive that 

generally proposes default, which may or may not be followed by a vote of confidence by 

parliament.  Democracies where there is such a vote of confidence are labeled as 

“parliamentary democracies,” whereas those where there is not are labeled as “presidential 

democracies.”   When there are a sufficient number of political opponents in a parliamentary 

democracy, proposing a default is a risk for the executive, because it may lose the vote of 

confidence and be replaced by a political opponent when a new government is formed.  In 
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presidential systems, proposing default carries no such risk.  The prediction is then that in 

parliamentary democracies where a sufficient number of politicians oppose default (which 

one would expect in “good” times when servicing debt has relatively small opportunity 

costs), the incidence of default will be zero.  In presidential systems it would still be positive, 

depending on the president’s personal preferences.     

 

In a similar vein, Keefer (2002b) shows that an increase in the number of veto players may 

reduce the favors to special interests.  He test this hypothesis in the context of banking crises 

and finds that governments with larger numbers of veto players make smaller fiscal transfers 

to the financial sector.5   

 

Chang (2003), rather than modeling politics inside government, provides a model of political 

crisis based on diverging objectives between a government and its people.  Policymakers 

have a bias against default because default tends to hurt their reputation, but the degree of 

bias is private information. The bias tends to lead to political crises in “bad” times (when 

debt is high or reserves low), when the representative agent dismisses the policymaker (e.g., 

through popular revolt). 

 

Von Hagen (1998) studies the institutional environment in which decisions on public finance 

are made.  His hypothesis is that the quality of the budget process is important in securing 

fiscal discipline.  Discipline will be undermined when the amount of government spending is 

determined outside of this budget process through e.g., off-budget funds, indexation 

procedures, open-ended entitlements, the government wagebill, contingent liabilities and the 

right of parliament to mandate spending without proposing offsetting spending or revenue 

measures.  Data quality and voting procedures also play a role.  Empirical studies confirm 

that “centralization” (lack of fragmentation) of the budget process is important for the size of 

budget deficits and debt.     

                                                 
5 He also finds that the proximity of an election and a higher degree of voter information reduce incentives for 
governments to favor special interests.  
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To our knowledge there are no theoretical studies of deficit spending and default 

propensities in non-democratic regimes, since most of the political economy literature has 

focused on democracies.  However, as pointed out by for instance Tullock (1987) non-

democratic regimes are common, both historically and today.  Tullock's analysis of 

autocracy implies that these regimes have an inherent stability problem analogous to that 

associated with coalition politics in democracies.  The problem is that the rule of any 

particular dictator tends to be short-lived, since the most common “succession rule” is a coup 

from inside the inner circle.  Thus, although the autocratic institutions, themselves, may be 

very durable, the individual autocrat will mostly be quite uncertain of his probability of 

survival.  The expected length of tenure of the autocrat plays a central role in Olson’s 

analysis of non-democratic governance. While long-term autocrats will behave like 

monarchs who take the long-term consequences of their actions into account, short-termist 

governments will lean towards predatory behavior.6  In the case at hand, this may translate 

into a bias towards default if this alleviates short-term pressures (notwithstanding being 

possibly detrimental in the longer run if it discourages international capital mobility).    

 

A few recent papers incorporate political variables in debt crisis estimates.  Manasse, 

Roubini and Schimmelpfennig (2003) (henceforth, MRS) have found that in years with 

presidential elections the probability of entering or remaining in a debt crisis increases.  

Bussiere and Mulder (1999) in a study of currency, rather than debt crises, find that currency 

crises tend not to occur just before elections and are instead bunched after elections, 

reflecting the political business cycle. Kohlscheen (2003) found a role for a parliamentary 

democracy dummy, the number of veto players, coalition governments, and tenure of the 

government, all of which reduce the probability of default.   

 

Most empirical studies on external defaults have focused on economic conditions and they 

have by and large confirmed the role of liquidity factors.  The focus has been on debt/GDP 

                                                 
6 See e.g. Olson (1993), and Clague et. al. (1996) for empirical evidence on length of government tenure.  
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or debt-service/exports, short-term debt and reserves.  Detragiache and Spilimbergo (2001) 

have found an important role for these variables in explaining arrears on total external debt 

to commercial creditors using probit analysis.  They cautioned, however, against reverse 

causality in the case of short-term debt as a shortening of maturities is a reflection of facing a 

debt crisis in the first place.  MRS, Sy and Pescatori (2003), Kraay and Nehru (2003) 

confirm the role of debt and liquidity variables, albeit using different independent variables. 
7  

 

On the fiscal side, there is little direct evidence that fiscal deficits raise the probability of a 

default.  Hemming, Kell, and Schimmelpfennig (2003) estimate probits including fiscal 

variables and find a role only for foreign currency debt and short-term debt in predicting 

debt crises, but no important role for the fiscal balance, revenue buoyancy, or the 

composition of expenditures or revenues.  MRS also failed to find a role for the fiscal 

variables, notably the fiscal balance, and the composition of expenditures and revenues.   

 

There is some evidence that prior currency crises play a role in external defaults.  Reinhart 

(2002) finds that currency crises are in 39 percent of the cases accompanied within 2 years 

by external debt crises. 8    

 

Kraay and Nehru (2003) find an important role for the quality of policies and institutions as 

measured by a general index (the World bank's CPIA index).  On openness (the ratio of 

exports plus imports over GDP), studies often find a statistically significant effect 

                                                 
7 Detragiache and Spilimbergo define an external debt crisis as arrears on interest or principal on total 
(including private sector) external obligations toward commercial creditors of 5% of total commercial external 
debt outstanding and instances of rescheduling or debt restructuring agreements with commercial creditors as 
listed in Global Development Finance (World Bank).  MRS study sovereign defaults on foreign debt measured 
by S&P plus instances of non-concessional IMF financing over 100% of quota.  Kraay and Nehru (2003) 
define a crisis as arrears on interest or principal on external debt over 5% of total external debt, plus instances 
of IMF non-concessional financing over 50% of quota and instances of Paris club rescheduling.  

8The traditional early warning system for currency crises--the current account deficit, export growth, reserve 
growth, and a measure of the real exchange rate--are not significant in probit analysis, however (see e.g. MRS). 
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(Detragiache and Spilimbergo, MRS, Pescatori and Sy).9 Growth, inflation, and the quality 

of policies also appear to have an effect.  MRS and Kraay and Nehru (2003) find evidence 

that growth helps stave off a default.  MRS find an effect for a dummy for inflation above 

50% in their probit analysis.  Also, using an alternative empirical methodology that allows 

for complementarity, the so-called tree methodology (CART), previously applied in 

medicine, MRS identified the condition “debt>49.7% and inflation higher than 10.5%” as a 

potent condition to separate countries likely to be in default versus those not likely to be so.  

When the condition is met, the (being in) default risk rises to 68.8 percent, compared to an 

unconditional probability of 20.5%.  More than half of all the crisis episodes satisfy this 

condition.  By comparison, our method can be viewed as one where we examine the 

condition by which the conditional probability of default becomes zero. 

 

On domestic debt defaults, the literature is sparse, even though domestic debt has become 

large in many emerging markets since the late 1980s (Reinhart, Rogoff and Savastano, 

2003).10  In principle, similar considerations apply as for external debt:  the requirements in 

terms of fiscal adjustment in order to continue servicing the debt and the effect of default on 

holders of domestic debt, notably local banks, would play a role here.  With a larger fraction 

of the population affected by a default on domestic debt, defaults on domestic debt can be 

expected to be more rare.  In a parliamentary democracy, in particular, an executive that 

proposed default would be more likely to be vetoed.  Consistent with this, rating agencies 

systematically assign higher ratings to domestic debt than to foreign debt.11  In the face of 

negative shocks, such as terms of trade shocks that reduce government revenues or a banking 

crisis, the balance may tilt, however, and default or debt monetization may occur.  Reinhart, 

Rogoff, and Savastano (2003) provide some indirect evidence that suggests that countries 

                                                 
9 Kohlscheen (2003) and some specifications in Detragiache and Spilimbergo (2001) do not find a statistically 
significant effect, however. 

10 See also Sy in International Capital Markets Report, 2001. 

11 See, e.g. the data in Standard and Poor’s (2003). 
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that are “intolerant” to external debt will also tend to be intolerant to domestic debt.12  

Dollarization, which can be considered a manifestation of domestic debt intolerance (like 

short maturity of debt), is higher in countries with higher default rates on external debt.   

 

4. Data 

 

For our main sample, we consider the low and middle-income countries for which we have 

annual data from 1970-2002.  The sample includes 73 countries, the country sample is 

shown in Appendix II.  For transition countries, we include only observations from 1992 

onwards.  We eliminate high-income countries from the sample in order not to bias our 

results towards finding a role for western type democracies in avoiding defaults.  We use the 

data from 1970-2000 and reserve the last two years for out of sample testing.   

 

Our sample contains 1915 democratic observations and 1652 non-democratic observations.  

A country is classified as democratic if the average of the Gastil Indices on political rights 

and on civil rights is below 5. Years in default other than the year of entry into default are 

not included in our sample.  The default rates according to regime and type of debt—

external vs. domestic—are given below.   

 

We investigate the determinants of defaults on (1) external debt, as defined by S&P, and (2) 

domestic debt, as defined by S&P or a large increase in domestic credit to the government 

(more than 25% of current period total domestic credit).13  We used S&P (2003)14 for these 

variables, supplemented with data on domestic credit to the government.  S&P defines a 

default as (1) an instance where debt service is not paid as scheduled; or (2) an exchange 

offer with terms less favorable than the original.  The data cover local and foreign currency 

                                                 
12 Debt intolerance refers to the “extreme duress many emerging markets experience at debt levels that would 
seem manageable by advanced country standards” (Reinhart, Rogoff, and Savastano).  In other words, it is 
tendency to experience reduced market access and default at relatively low debt levels.     

13 We also required inflation to be positive.   

14 Sovereign Defaults: Heading Lower Into 2004, David T Beers, September 2003.   
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bonds and bank loans, and thus excludes debt to official creditors. Default or restructuring of 

debts to official creditors are likely to be motivated by different factors than those to 

commercial creditors, may in fact be initiated by creditors, and can be expected to have 

fewer negative repercussions, so the fact that the S&P data excludes arrears/restructuring on 

debt to official creditors is a desirable feature for our purposes.  Another advantage of the 

S&P data is that it refers exclusively to defaults on sovereign debt.  Data on 

arrears/restructuring of external debt provided in the Global Development Finance (World 

Bank), used in many other studies, instead include arrears by commercial entities, not just 

the sovereign. Standard & Poor's defines default as the failure to meet a principal or interest 

payment on the due date (or within the specified grace period) contained in the original 

terms of the debt issue:  This means that debt service payments beyond the due date but 

within the specified grace period do not constitute defaults under Standard & Poor's 

methodology. Some studies have used IMF financing or agreement15 on debt rescheduling 

(Paris and London Club) as indicators of default.16  These definitions have the problem that 

they include balance of payments support for liquidity purposes in the former case and 

voluntary debt relief (especially for Paris Club agreements) in the latter case.17 Furthermore, 

IMF financing, even if intended to help avoid a default on sovereign debt, is not proof that a 

default would have occurred in its absence.  We therefore prefer to use un-augmented S&P 

data. 

 

                                                 

15 Manasse, Roubini and Schimmelpfenning (2003) 

16 E.g. Kraay and Nehru (2003), Kohlscheen (2003). 

17 Using rescheduling as the sole indicator of default (i.e. without considering arrears) is also problematic 
because the lag between the first debt servicing problems and agreement on a debt rescheduling agreements 
may be substantial. 
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Our economic variables on the fiscal side include total external debt, public external debt, 

and the overall budget balance (all scaled by GDP), debt-service/exports, and inflation, 

based on IMF and World Bank published sources; 18  

 

We also include a number of variables to proxy for adverse shocks:  real GDP growth and 

currency and banking crises.  For banking crises, we use the data of Glick and Hutchison 

(2002), updated with the more recent systemic and non-systemic banking crises identified by 

Caprio and Klingebiel (2003).  For currency crises, we use a binary variable which is defined 

as one when the real exchange rate depreciates by at least 25% in a  year. 19  

 

As measures of liquidity we use short-term debt/reserves and M2 over reserves.  To proxy 

for international liquidity conditions we include the US treasury bill rate and LIBOR.   

 

We use a large number of political variables.  Our main data source is DPI (Database of 

Political Institutions)20 but we also supplemented with data from other sources. Definitions 

and sources are given in Appendix I.  

 

One group of variables “constraints” measures the extent to which government is 

constrained by the presence of veto players and thus aims to measure the feasibility of policy 

change.  In this group fall variables “system,” “checks and balances,” and “political 

constraints (PolconIII and polconV).”21 The variable “system” classifies presidential and 

parliamentary systems in three groups:  “presidential”, ”assembly-elected president”, and 

                                                 
18 Data on other variables, such as the primary balance, interest/total government expenditures, general 
government and central government debt were also considered.  However, their value was not known for many 
“pre-crisis” years, which meant that the best value of fundamentals before a crisis could not be calculated and 
the Osband-Van Rijckeghem (2000) technique could not be applied.   

19 We used the end-of-period bilateral exchange rate vis a vis the dollar. 

20 Beck, Clarke, Groff, Keefer, and Walsh (2001) provide a description of the data.  Keefer (2002a) provides a 
description of the updated database, which we used.   

21 PolconIII is described in Henisz (2002) and PolconV in Henisz (2002). 
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“parliamentary”.  When there are both a prime minister and a president, the choice depends 

on their relative power.22 We also checked an alternative definition of 

presidential/parliamentary systems according to Persson and Tabellini (2003) that is based 

on the existence of a vote of confidence by the legislature.23  Under both definitions, 

parliamentary systems as a rule provide a greater constraint on the chief executive. Checks 

and balances (“checks”) is a variable that records the number of veto players in the executive 

branch of government, adjusted for the alignment of government parties with the 

opposition.24 Political constraints (PolconIII and PolconV) are intended to capture the 

difficulty of effecting change in policies.  PolconIII measures the alignment of preferences 

across executive and legislative branches of government (the executive and each house of 

parliament is considered a “veto point”, which is not to be confused with the concept of veto 

                                                 
22 The system is considered presidential if either (1) the president can veto legislation and the parliament needs 
a supermajority to override the veto or (2) the president can appoint and dismiss prime minister and/or other 
ministers, dissolve parliament and call for new elections. Countries in which the legislature elects the chief 
executive are parliamentary, with the following exception: if that assembly or group cannot easily recall him (if 
they need a 2/3 vote to impeach or must dissolve themselves while forcing him out), then the system is 
classified as presidential (Keefer, 2002a).   

23 Emanuel Kohlscheen kindly shared his data with us. 

24Specifically, CHECKS equals one in countries where legislatures are not competitively elected (i.e. one party 
systems).  In countries with a multi-party system CHECKS is incremented by one if there is a chief executive 
(it is blank or NA if not), by a further one if the chief executive is competitively elected (no party received 
more than 75% of the vote) and by a further one if the opposition controls the legislature.  In addition, in 
presidential systems, CHECKS is incremented by one for each chamber of the legislature UNLESS the 
president’s party has a majority in the lower house AND a closed list system is in effect (implying stronger 
presidential control of his/her party, and therefore of the legislature); for each party coded as allied with the 
president’s party and which has an ideological (left-right-center) orientation closer to that of the main 
opposition party than to that of the president’s party.  In parliamentary systems, CHECKS is incremented by 
one for every party in the government coalition as long as the parties are needed to maintain a legislative 
majority; and by one for every party in the government coalition that has a position on economic issues (right-
left-center) closer to the largest opposition party than to the party of the executive. In parliamentary systems, 
the prime minister’s party is not counted as a check if there is a closed list in place – the prime minister is 
presumed in this case to control the party fully (Keefer, 2002a).   
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player). 25 PolconV is derived the same way as PolconIII but includes two additional “veto 

points” (the judiciary and sub-federal entities) across which alignment is calculated. 26 

 

As an indicator of government cohesion we used “polarization”, which records the absolute 

value of the greatest difference in orientation (left, center, right) between the chief 

executive’s party, the three largest government parties and the largest opposition party.27  

 

As indicators of elections we use: no parliamentary elections (nparel); no presidential 

elections (nprel); years since parliamentary elections (yspae); years since presidential 

elections (ysprel); years to next parliamentary elections (ynpae); years to next presidential 

elections (ynprel); and the remaining term of the chief executive (yrcurnt). 

 

For length of tenure of the executive and parliament variables we use: longest length of 

tenure of a veto player (tenlong); shortest length of tenure of a veto player (tenshort);28 the 

length of tenure of the chief executive (yrsoffc); the remaining term of the chief executive 

(yrcurnt); and the existence of term limits (finitrm).  We also use the tenure of the system, 

which is the length of time the system has been autocratic or democratic, respectively, based 

on the existence of competition in executive elections (tensys).  We group these variables 

along with other variables measuring political stability, namely the share of veto players who 

                                                 

25 Fractionalization of the legislature is also taken into account, the idea being that aligned legislatures with 
large majorities can more easily effect change.  When legislatures are not aligned with the executive, the 
opposition is easier to “manage” when it is fractionalized.   

26 Emanuel Kohlscheen kindly shared his data with us. 

27We also considered “government fractionalization”, which refers to the probability that any two deputies in 
parliament are from a different political party (if there is no parliament, the variable is zero);  “Herfindahl 
Index”, which is calculated as the sum of the squared seat shares of all parties in government; and an index of 
political cohesion (ipcoh) based on Roubini and Sachs (1989).  For all these variables, there were missing 
observations in pre-crisis years. 

28 For tenlong and tenshort, in a one-party system, only the chief executive’s years in office are counted.  
Otherwise, in presidential systems, veto players are defined as the president and the largest party in the 
legislature.  In parliamentary systems, the veto players are defined as the PM and the three largest government 
parties.  



 15

drop from government and opposition (stabs), which is a measure of political stability 29 and 

“war” (including internal strife; from Nils et al. 2002).  

 

A final political variable is “corruption”.30 We include this variable because corruption  

tends to reduce the effective number of veto players, as politicians depart from their true 

preferences to accommodate special interests (Kohlscheen, 2003).  We would have liked to 

incorporate von Hagen-type measures of fractionalization of the budget process, but could 

not for lack of data.31 

 

The correlations of political variables are given in Appendix III.  The most notable feature is 

that correlations tend to be low for most indicators.  Only very few indicators have 

correlations of 0.4 or above.  Tenure variables tend to be highly correlated with eachother.  

So are checks and balances, political competition, and “system.” 

 

As we aimed at both avoiding endogeneity bias and at developing a system eventually usable 

as an early warning system, we used lagged variables in all cases.  For the political variables, 

the data generally refer to the end of the year, so this is warranted.  In practice, this means 

we looked at the characteristics of “pre-crisis” observations, or observations the year before 
                                                 
29 Specifically, in one-party systems, the only veto player in year t-1 is the executive.  STABS in year t is 1 if 
chief executive changes in year t, 0 otherwise.  In multi-party systems, in presidential systems, if the president 
does not control the legislature (via closed list and a majority), then veto players are the president, and each 
chamber. If presidents gain control of the legislature in time t, then the chambers are counted as no longer 
being veto players.  Similarly, if the president changes.  If the largest opposition party has a majority in the 
legislature in time t-1 but not in time t, a change in veto players is again recorded.  If the largest government 
party has a majority in the legislature (and there is no closed list) in time t-1 but not in time t, a change in veto 
player is again recorded.  In parliamentary systems, if members of the government coalition in t-1 are no longer 
in government in t, that number of veto players changes.  Similarly if the prime minister changes. If an 
opposition party has a majority in t-1 but that same party does not have a majority in t, then one veto player is 
said to have dropped.  If parliamentary systems go from no government majority or no closed list to 
government majority and closed list in time t, then the chambers are counted as no longer being veto players 
(Keefer, 2002a). 

30 Corruption data was not available for the pre-crisis years in the early part of our sample, and we used the 
first available data to fill in missing observations. 

31 Data are available only for 15 EU countries, 20 Latin American countries, and 11 Asian countries, whereas 
our sample covers some 73 (non-EU) countries (von Hagen, 1998).  
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default.  As noted above, and as is common in the literature, we also exclude all default-

observations that follow an initial entry into default.  Both political and economic variables 

are systematically affected by default, so including these observations would bias the results.  

 

 

5. Empirical Methodology  

 

Given our desire to identify complementary factors that help countries avoid defaults, we use 

the non-parametric technique of Osband and Van Rijckeghem (2000) to search for “and” 

conditions under which debt crises are never observed.  A search is conducted over a large 

number of combinations of conditions (40x40), such as “external debt/GDP less than x and 

fiscal balance larger than sample average” or “tenure of the system larger than x and 

polarization less than average” to identify those conditions for which no debt crises are ever 

observed.   

 

We restrict the second leg of each “and” condition to be a comparison with the sample mean 

in order to restrict the number of searches.  Note that this also means we consider 

combinations such as “inflation<x and inflation<sample average”, so that we are by the same 

token considering filters that contain effectively only one condition (so-called “ordinary” 

filters).  When the effect in theory could go either way, as in the case of the number of veto 

players or tenure, negative values of the variables are also considered.   

 

In practice, we search for the highest value of x where a pre-crisis is observed, conditional 

on the second leg of the condition (the largest fiscal balance, for example, conditional on 

debt being less than sample average).  We label these conditions we find through this 

procedure filters. We then calculate how many of the tranquil observations are “extracted” 

by each filter.  

 

The aim is to identify conditions that are met by a large share of tranquil observations, i.e. 

filters that extract a large number of tranquil observations.  This gives both confidence that 
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the conditions are meaningful (i.e. able to identify tranquil observations), while also 

allowing the conditions to serve as an early warning system for defaults that does not have 

too high a rate of false alarms, an issue to which we now turn.    

 

How many extractions should a filter make for us to be confident about its performance out 

of sample?  That is, what is the chance that we label an observation safe now based on the 

filter, but that next year there will turn out to be a default?  The confidence we can have in 

any one filter turns out to depend on the number of extractions of tranquil observations by 

that filter. With a sufficiently large number of sufficiently uncorrelated observations, as 

proven in Osband and Van Rijckeghem (2000) and replicated below for the convenience of 

the reader, non-parametric tests indicate that environments identified as safe bear about a 

1/(# extractions) % risk of a sovereign debt default, so that in order to limit the risk of mis-

classification to about 1%, we would want to consider only filters with at least 100 

extractions.  

 

We use the cutoff of 150 extractions in our work, which should limit the risk of classifying 

an observation as safe when a crisis occurs to less than 1%. 32 The in-sample probability of 

entry into default is 3.6-5.6% (depending on the sample, since we distinguish according to 

the degree of democracy and the nature of debt—see Table 1, below), thus a system that 

simply labeled all observations as safe would have an error of about 3.6-5.6%.  A system 

with an error of less than 1% is therefore an improvement.   We label filters with over 150 

extractions “strong filters”. 

 

                                                 
32 For comparison, note that a filter with no early warning power for crises should on average extract 16-26 
observations from our sample (depending on the sample), if the observations are independent.  The proof is as 
follows.  Consider a sample consisting of C+T random, independent observations, with C equal to the number 
of pre-crisis and T equal to the number of tranquil observations. For any of the last T observations, the 

probability of outperforming all the previous C would be 1
1

+C . It  follows that  1+C
T  outperformances 

would be expected.  For democracies and external debt such a filter would extract 19 observations-- (784-
39)/40; for democracies and domestic debt, 21 observations—(925-41)/42; for non-democracies and external 
debt, 16 observations—(622-35)/36; and for non-democracies and domestic debt, 26 observations—(779-
28)/29. 
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Proof 

 

Let the observed sample contain C “pre-crisis” environments that experienced crises the next 

year and T “tranquil” environments that did not. Suppose that S tranquil environments 

passed the following safety check: their fundamentals, measured using a given index, 

bettered the best level achieved in a pre-crisis environment. Then the probability that an out-

of-sample observation leads to crisis the next year, given that it passed the safety check (i.e., 

is extracted by the filter), is: 

 

( ) SSC
Cpassprecrisis 1

1
)/Pr( ≅

+
=   (1) 

 

This can be demonstrated as follows. Bayes’ rule indicates that the probability in question 

equals: 

)Pr(
)Pr()/Pr()/Pr(

pass
precrisisprecrisispasspassprecrisis ⋅

=   (2) 

 

First note that the probability Pr(pass/pre-crisis) that the next pre-crisis observation will 

outscore all the preceding C pre-crisis observations equals the probability that any randomly 

chosen observation from a sample of C+1 observations will be the best performer. Ruling 

out ties (as seems proper for real-valued fundamentals), that probability is 1
1

+C . Next note 

that Pr(pre-crisis)= TC
C

+  and Pr(pass)= TC
S

+  assuming that the sample is 

representative of the whole.  Result (4) follows after simple algebra.  

 

For large C, (1) is just slightly less than 1/S. For 99 percent confidence that a environment 

does not lead to crisis the next year, look for filters that yield 100 or more extractions 

(passes) for tranquil environments without extracting pre-crisis environments.33 

                                                 
33 Nonparametric techniques can also be used to generate confidence intervals, as shown in 
Osband and Van Rijckeghem.   
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6. Results 

 

We start by looking at the pattern of defaults across debt categories and regime types.  Then 

we discuss the findings on strong filters for every type of regime and debt.   

 

Probabilities of Default 

 

Table 1 shows the probability of default for democratic and non-democratic countries and 

for foreign and domestic debt.  The most salient finding is that the incidence of defaults on 

external debt is higher than for domestic defaults in both democracies and non-democracies.  

This finding is consistent with the view that foreign debtors tend to be penalized more than 

domestic debt holders because of governments’ concerns for it’s voter base.  However, 

somewhat surprisingly, the difference between foreign and domestic defaults is more marked 

in non-democratic regimes, i.e. their external default rate is higher and their internal default 

rate lower than in democracies.   

 

Note that the number of observations (country/years) is similar in all four cases.  Therefore 

we are comparing groups of roughly similar size in what follows.  
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Table 1: Probability of Default by Regime and Debt Type 
 

  
Number of 

Defaults 
Total 

Observations 
Probability of 

Default 
   (in percent) 
Democracies     
    
Foreign Debt 39 784 5.0 
Domestic Debt 41 925 4.4 
        
Non Democratic 
Countries       
        
Foreign Debt 35 622 5.6 
Domestic Debt 28 779 3.6 
    
 
Strong Filters  
 
We now present the strong filters that predict safety from debt crises in the next year.  

Theory suggests, and a preliminary exploration of the data confirmed, that defaults are 

guided by very different factors in democracies and non-democracies.  Similarly defaults on 

foreign and domestic debt have different causal factors.  We therefore chose not to pool 

regime types but conduct the empirical analysis by regime and debt types separately. Tables 

3-6 present the list of all strong filters, sorted by purely macroeconomic conditions and by 

political conditions.   

 

One finding applies across regime and debt types:  as far as political and institutional  

conditions are concerned, they matter only in conjunction with economic conditions 34 (e.g. 

an observation is labeled as safe if there is a high level of political constraints and US 

interest rates are relatively low).  Conversely, no strong filter involved just one political 

condition (i.e. with both legs of the filter having the same political condition).  This implies 
                                                 
34 The only exception is that political factors do enter in combination which openness, which can be considered 
a political variable (as affects interest groups) or an economic variable (as it is a measure of the ability to 
service external debt).  
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that there is no simple institutional panacea that could substitute for economic conditions. 

The finding is somewhat different for economic conditions: here we find two cases of filters 

involving a single variable.  

 

Table 2 shows the strong filters for safety from debt crises on foreign debt in democracies.  

We identify a number of strong filters that involve political factors and about an equal 

number of filters with combinations of purely macroeconomic variables.  In purely 

quantitative terms we find more combinations of conditions that explain default behavior in 

democracies than in non-democratic regimes.  This suggests that there are more ways to be 

safe in democracies, thanks to the political constraints which operate, whereas in non-

democracies, one is left to whether chance dealt one a rogue dictator or not.   

 

The entries in the table are read as follows:  The first filter says that no defaults on foreign 

debt have been observed in democracies with a parliamentary system and a sufficiently high 

level of reserves, specifically with a threshold of M2 over reserves, which is smaller than 

9.1.  This filter alone, yields 242 extractions, that is it identifies 30 percent of all tranquil 

observations.  According to the next filter, countries with system tenure over 6 years 35 and a 

high degree of openness (larger than average) will be safe from debt crises.  This filter 

identifies somewhat fewer tranquil observations, namely 203.  Definitions and descriptive 

statistics for all variables are given in Appendix 1.  

 

Overall, the results on political factors support the hypothesis that political constraints 

(parliamentary democracies and systems with a high number of veto players) in conjunction 

with favorable economic conditions help ensure safety from default.   

                                                 
35 In this case, this variable refers to the number of years the system has been democratic.  
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Table 2: Democracies and Foreign Debt: Strong Filters for Safety from Default in the 
Next Year  
 

 Extractions
Political conditions 
broad money/reserves<9.1 and parliamentary system  242
years system is democratic>6 and openness>average  203
short term debt/reserves<0.8 and parliamentary system 193
political constraints (V)>0.5 and openness>average 188
short term debt/reserves<0.4 and veto players leaving government<average  187
US T-bill rate<5 and political constraints (III)>average  186
debt service/exports (%)<19 and parliamentary system 182
inflation<11 and parliamentary system 181
debt service/exports (%)<19 and years since parliamentary elections<average  177
debt service/exports (%)<19 and years system is democratic>average  177
total debt/exports<1.1 and parliamentary system 159
 
Macroeconomic Conditions  
short term debt/reserves<1 and real growth rate>average  308
real growth rate>3.5 and debt service/exports<average  290
real growth rate>4.3 and total debt/exports<average  274
total debt/exports<1.3 and real growth rate>average 229
debt service/exports (%)<14 and real growth rate>average 213
US T-bill rate<5 and total external debt/gdp<average  189
US T-bill rate<5 and overall fiscal balance/gdp>average  187
broad money/reserves<3.7 and official external debt/total >average  181
short term debt/reserves<0.55 and overall fiscal balance/gdp>average 157
short term debt/reserves<0.47 and official external debt/total >average 155
 
Note: Strong filters are filters yielding 150 or more extractions.  See Appendix I for variable definitions and 
descriptions. 
 
 

The strongest evidence relates to the form of the political system. Parliamentary systems 

seem more likely to honor their debts than presidential systems since a total of five strong 

filters involve the presence of a parliamentary system.  The combination of a parliamentary 

system with a high level of liquidity (M2/reserves <9 or short term debt/reserves < 0.8), a 



 23

low level of inflation (below 11 percent) or a low level of debt service to exports all indicate 

safety from default in the following year.  This finding is consistent with the evidence in 

Kohlscheen (2003), who also finds that parliamentary systems have lower propensities to 

default than presidential ones. However, the filter methodology points to the importance of 

the interaction between economic and political conditions.  An executive faced with a strong 

parliament will be more likely to service debt, but this only is true, as long as debt service is 

not too high and/or liquidity conditions are not binding.  Conversely, a presidential system is 

not safe from default a year later, even when economic conditions are good (put differently, 

conditions can change/deteriorate quickly in a presidential system, because it is by nature 

less constrained).   

 

Two strong filters involve the number of veto players.  Countries with many veto players and 

which are simultaneously open appear to steer clear of default. This finding fits the view that 

countries pay their debts because of concerns over international trade, as argued in the 

default literature, 36 but only if the political structure is conducive. Following this 

interpretation, openness has an influence on the chance of default through its effect on the 

distribution of interests: the larger fraction of the population whose livelihood depends on 

trade in conjunction with the number of veto players, the lower the chance of default. A 

second condition links high political constraints with low interest rates on US treasury bills 

(US T-bill rate< 5 percent).  This suggests that openness may also operate through a separate 

channel, whereby creditors flood sufficiently open emerging markets with liquidity when 

international liquidity conditions are loose, based on their ability and willingness to service 

debt.  

 

In general the results point to the benefits of a system with strong checks and balances and a 

large number of veto players.  We also did not find a strong filter involving the absence of 

polarization.  Thus, the results appear to run counter to the predictions of “delayed-

                                                 
36 This is discussed empirically by Rose (2001), who finds that Paris Club renegotiations are associated with a 
decline in trade of 8% a year and persists for around fifteen years, lending support to the idea that fear of loss 
of trade could be a motivating factor in the default decision.   
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stabilization”, whereby one would expect a larger number of veto players to make agreement 

on how to share the burden of stabilization more difficult.  What we have found is however 

somewhat more subtle, because of the required complementary conditions (high liquidity, 

low debt service, an open economy). We do not suggest, for example, that a country like 

Argentina with a large number of veto players at the time of its default, was relatively safe 

(since it did not meet the complementary conditions).     

 

On tenure we find that a system tenure of 6 years is sufficient for safety from default if the 

country is simultaneously open, or has only a moderate debt service burden. This suggests 

that creditors tolerate higher debt (and that there is a willingness to pay) in a democratic 

system of even moderate tenure, as long as it is relatively open or has a moderate debt 

service. Political stability, measured by a low percent of veto players who drop out of 

government or opposition, works in conjunction with a sufficient level of reserves relative to 

short-term debt.   

 

Only one of the strong filters for foreign debt involves elections.  Moreover they enter in a 

surprising way: given sufficiently low debt-service a recent parliamentary election appears to 

grant safety from default.  This runs counter to the idea that large changes are implemented 

in the immediate aftermath of election, as proposed in some models of political business 

cycles (see Alesina, Roubini and Cohen, 1997) and is our only puzzling result. In terms of 

the macroeconomic variables we find a long list of conditions that include both internal and 

external conditions.   

 

Some of the strongest results are obtained for liquidity measures.  We find that no countries 

defaulted, which had short-term debt equal to reserves, thus following the so-called Guidotti-

Greenspan rule, and also had growth higher than 3.4 percent.  Growth is a very important 

variable, as it enters in six strong filters.37  No defaults on external debt have been observed 

                                                 
37 This can be interpreted against the role that growth plays in debt sustainability analysis, but could also be 
interpreted in a political sense. Pettis (2001), for example, has argued that low growth leads to dwindling 
support for market openness and reform. 
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historically in democratic regimes delivering growth rates exceeding 3.5 to 4 percent that 

also had moderate-average levels of debt or debt service (in relation to their exports). Levels 

of reserves less than short-term debt can be maintained if fiscal conditions are not binding 

(levels of about half short-term debt if the fiscal balance is larger than the sample average of 

–4.4 percent of GDP).  Such a fiscal balance is also sufficient for safety if international 

liquidity is sufficiently high.  This suggests that the fiscal balance only becomes binding at 

moderate short-term debt to reserve ratios or under reasonably tight international liquidity 

conditions.  This might be the reason why the existing literature, which did not allow for 

complementarities, has not found a role for fiscal variables.  

 

Table 3: Democracies and Domestic Debt: Strong Filters for Safety from Default in the 
Next Year 
   
 Extractions 
Political variables   
inflation<10.49 and years to next parliamentary elections<average  280
inflation<8.59 and veto players leaving government<average  278
inflation<10.28 and political constraints (V)>average  269
inflation<8.59 and remaining years in current term of chief executive<average  245
inflation<7.68 and political constraints (III)>average  242
inflation<10.28 and longest tenure of a veto player>average  239
inflation<8.59 and years since parliamentary elections>average  222
inflation<7.68 and years system is democratic>average  215
inflation<10.28 and shortest tenure of a veto player>average  213
 
Macro-economic Conditions  
inflation<7.24 292
inflation<7.68 and real growth rate>average  261
inflation<7.24 and overall fiscal balance/gdp>average  232
inflation<7.24 and total external debt/gdp<average  217
  
Note: Strong filters are filters yielding 150 or more extractions.  See Appendix I for variable definitions and 
descriptions. 
 

External conditions matter in that when US treasury rates are low, countries tend to be safe 

from default.  This result neatly fits with the pro-cyclical nature of lending to emerging 

markets, which has been the focus of the literature of late.  In years that mature market 
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interest rates are low, a push for yields occurs, with market appetite for debt instruments of 

countries that would be defaulters in other years.  The level of debt, and as already noted, 

openness and the fiscal balance, are the complementary conditions.   

 

Table 3 shows the results for domestic debt in democratic regimes.  Not surprisingly, 

election-related variables feature heavily here.  We also find a role for tenure of veto players, 

tenure of the system, political stability, and political constraints. 

 

Elections matter in two ways. Defaults do not occur before elections 38, but they do occur in 

the aftermath of elections (specifically in the first two years after parliamentary elections).  

Thus, incumbents appear to be reluctant to default on obligations to their voter base and 

defaults on domestic debt appear to occur in the aftermath of elections.  These findings are 

consistent with the view of rational models of political business cycles (Alesina, Roubini and 

Cohen, 1997), which predict that differences in preferences between parties will be reflected 

in the choice of policies after, and not before, elections. 

Three strong filters predict safety from default on domestic debt if the inflation rate is 

sufficiently low (below about 7.5 percent) and the system is stable, in the sense that the 

government has been in power for a long time (longest tenure of a veto player;  shortest 

tenure of a veto player; tenure of the system).  Another indicator of government stability is 

the number of veto players who drop from government or the opposition. Again, stable 

regimes with sufficiently low inflation have honored their domestic liabilities historically. 

The level of political constraints enters two filters in combination with low inflation.     

 

The strongest findings on domestic debt are macroeconomic conditions:  Virtually all filters 

involve the level of inflation.  Indeed a reasonably low inflation rate on its own is a good 

indicator for safety from default.  In some respects it is not surprising that inflation should 

play a major role in explaining domestic default, since debt monetization is one of the 

                                                 
38 Measured as years to next parliamentary elections (ynpae) or years remaining in the current term of the chief 
executive (yrcurnt2). 
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instruments to engineer a de facto default.  Viewed from this perspective a high inflation rate 

may be interpreted as a sign that the crisis has started rather than a causal factor.  However, 

it remains relevant as an early warning indicator (recall that we use prior year variables to 

predict safety—in this case prior year inflation).  

 

Table 4:  Non-Democracies and External Debt: Strong Filters for Safety from Default 
in the Next Year 
 
  
 Extractions 
Political Conditions  
            - - - -  
Macroeconomic Conditions  
short term debt/reserves<1.8 and US T-bill rate<average  250 
short term debt/reserves<1.8 and LIBOR<average  205 
real growth rate>5.8 and broad money/reserves<average  198 
real growth rate>4.544 and US T-bill rate<average 171 
broad money/reserves<4.317 and US T-bill rate<average 158 
short term debt/reserves<0.3 156 
short term debt/reserves<0.335 and broad money/reserves<average 151 
  
Note: Strong filters are filters yielding 150 or more extractions.  See Appendix I for variable 
definitions and descriptions. 
 

Table 4 presents the results for non-democratic regimes and external debt.  The finding here 

is clear: political considerations do not play a role in the decision of non-democratic regimes 

to default on their foreign obligations.  We could not identify a single strong filter for safety 

that would involve a political factor. This is particularly interesting when recalling from 

above that non-democratic regimes have a record of frequent defaults on external debt.   

 

The relevant considerations for these regimes are economic constraints and external factors.  

Four strong filters involve the level of international interest rates.  As above, this indicates 

that push factors on international capital markets play a role in explaining the incidence of 

default.  Another strong condition is the level of short-term debt relative to reserves, which 

in fact enters even by itself. No defaults have been observed when reserves were about 3 
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times higher than short-term debt. In combination with low international interest rates 

reserves need only be about half short-term debt to provide safety from default. 

 

Table 5 shows the results for domestic debt in non-democratic regimes.  Recall from above, 

that this is the constellation where we find the lowest probability of default.  Not 

surprisingly, in non-democratic regimes veto players do not appear in strong filters.  

Interestingly, electoral considerations do play a role, indicating that the level of regime 

support is important even in non-democratic settings.  A low level of polarization, in 

combination with low inflation, is another condition for no default.  Polarization—the 

difference in orientation between the party of the chief executive and other parties on the 

left-center-right axis is the variable that most closely fits the concept of polarization of 

interests in Alesina and Drazen’s war of attrition, lending some support to this theory in non-

democratic settings.  A long tenure of the chief executive in combination with not too high a 

level of external debt or the absence of a major war also ensures safety from default. All 

three conditions can be interpreted as pointing to the importance of government stability.     

 

Table 5. Non-Democracies and Domestic Debt: Strong Filters for Safety from Default in 
the Next Year 
 
 Extractions
Political conditions 
inflation<8.2 and polarization in government<average  281
inflation<7.6 and no presidential elections  260
inflation<7.6 and no parliamentary elections  247
inflation<8.2 and peace  242
total debt/exports<2.6 and longest tenure of a veto player>average  197
total debt/exports<2.6 and years in office of chief executive>average  192
 
Macro-economic Conditions 
inflation<7.6 and total debt/exports<average 201
total external debt/gdp<64.9 and official external debt/total external debt>average 199
inflation<5.3 190
inflation<7.6 and total external debt/gdp<average  168
   
Note: Strong filters are filters yielding 150 or more extractions.  See Appendix I for 
variable definitions and descriptions 
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Table 6 provides an overview of political conditions (along with their complementary 

economic conditions) that have been identified for both regime and debt types.  We organize 

the information according to the number of strong filters in each category (constraints; 

tenure and stability; elections; polarization).   

 
Table 6:  Summary of Political Conditions that Provide Safety from Default for the 
Next Year by Regime and Type of Debt  
 
 Democracies Non-democracies 
 
Foreign debt       Foreign debt 
 
Constraints   
 
-Parliamentary system  
(with reserves, low debt-service/exports, low debt/exports,  
or low inflation) 
-High number of veto players  
(with openness or low US interest rates) 
 
Tenure and stability  N.A 
 
-Democracy of sufficiently long duration  
(with openness or low debt-service/exports) 
-Low number of veto players leaving government 
(with reserves) 
 
Local debt  Local debt  
 
Constraints  Polarization 
High number of veto players     Low polarization  
(with low inflation)      (with low inflation) 
 
Elections  Elections    
-Forthcoming parliamentary elections -Not an election year  
-Short remaining term of chief executive (with low inflation) 
-No recent parliamentary elections   
(with low inflation) 
 
Tenure and stability  Tenure and stability 
-Long tenure of veto players -Long tenure of veto players 
-Democracy of sufficiently long duration    -Long years in office of chief exec.   
-Low number of veto players leaving government   (with low debt/exports)  
(with low inflation)       
  -Peace    
  (with low inflation)  
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Finally we want to provide a sense of the power of the approach by checking the range that 

debt and crisis variables can adopt in observations labeled as safe.  For this exercise we take 

the example of the filter “openness and system tenure” in democratic regimes.  This 

condition predicts no default on foreign debt in democracies provided that their degree of 

openness (exports to GDP) is at least 79 percent and the system tenure is at least 6 years.  

The results are shown in table 7 below. 

 
Table 7.  Range of Crises and Debt Variables in Episodes Labeled Safe Based on 
Openness and System Tenure:  
Comparison with pre-crisis and tranquil observations 
        
 Total external debt/GDP  safe  Total external debt/exports  safe 

 precrisis tranquil 
if 
openness>79   precrisis tranquil if openness>79 

     

and years 
system is 
democratic>6      

and years 
system is 
democratic>6 

        
 Mean 62.04 46.43 49.30 2.30 1.63 0.90
 Maximum 187.33 230.15 227.13 6.51 16.86 6.62
 Minimum 18.60 0.49 4.01 0.54 0.06 0.07
 Std. Dev. 36.80 32.77 31.32 1.10 1.54 0.77
        
 Observations 38.00 669.00 202.00 38.00 654.00 202.00
        
 Currency crises  safe  Banking crises  safe 

 tranquil precrisis 
if 
openness>79   precrisis tranquil if openness>79 

     

and years 
system is 
democratic>6      

and years 
system is 
democratic>6 

        
 Mean 0.05 0.13 0.04 0.39 0.23 0.22
 Maximum 1.00 1.00 1.00 1.00 1.00 1.00
 Minimum 0.00 0.00 0.00 0.00 0.00 0.00
 Std. Dev. 0.22 0.34 0.20 0.49 0.42 0.42
        
 Observations 707.00 38.00 202.00 36.00 683.00 194.00
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We find that the range of external debt was up to 227% of GDP and 6.6 times exports in safe 

periods (those with openness>79% and system tenure>6), similar to those observed in pre-

crises. The average values of debt in safe regions was 49% of GDP and 0.9 times exports for 

observations we labeled safe. Again, these are similar values to those observed in pre-crises. 

The frequency of prior currency crises was 4% for observations we labeled safe based on 

openness and system tenure; whereas for pre-crises episodes, the frequency of prior currency 

crisis was 13%. The frequency of prior banking crises was 22% for observations we labeled 

safe, while for pre-crises episodes, the frequency of prior currency crisis was 39%.  

 

Overall the range of debt and crisis variables that can nevertheless be identified as safe under 

certain economic and political conditions is considerable.  This testifies to the power of the 

filter approach in identifying conditions for debt sustainability what would not be identified 

with simple rules. 

 

7. A word of caution on interpretation 

 

With so many conditions apparently guaranteeing safety from default with only a 1% error, 

the question arises whether it is sufficient to meet just one of the conditions for safety.  The 

1% error refers however to the error when one condition is met by itself, without knowledge 

of the results on the other tests.  If a country passes one test but fails many others, the 

probability of crisis will be much higher than 1%, while if it meets many others the 

probability of crisis will be lower.  Osband and Van Rijckeghem (1999) provide some 

illustrative calculations of these probabilities. They also note that in an early warning system 

which includes only a few conditions that each have high so-called “marginal extractions”, it 

is sufficient to meet just one test to be highly confident of safety from crisis within one year.  

Marginal extractions are extractions made by one filter but not another.  That is they refer to 

tranquil observations extracted by one filter and not any others in the early warning system.  

Intuitively, if historically many observations meet one but not other tests (i.e. if the tests are 

not correlated), meeting only one but not the other tests is not an indication of danger.  This 

calls for an early warning system which has uncorrelated tests, and under which as a 
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consequence meeting one of the tests of the system is sufficient for safety.  For democracies 

and external debt, for example, we have found a system of three uncorrelated filters, where 

each of the filters has total extractions of at least 150 and marginal extractions of at least 

100.  The three filters are (1) a system which has been democratic over 6 years and where 

openness exceeds 79%; (2) a parliamentary system with broad money/reserves of less than 9; 

and (3) short-term debt/reserves of less than one and real growth above 3.4%.  We use this 

system to predict which democracies were safe from default on external debt during 2002-03 

and check whether we mislabeled any countries as safe.  We find that we did not (e.g. 

Argentina meets none of the tests). 39  

 

8. Conclusions 

 

This paper has demonstrated that political conditions are useful in conjunction with 

economic variables in understanding which countries can avoid a debt crisis.  We find inter 

alia that in democracies political constraints (a large number of checks and balances) are 

helpful in avoiding default but only when the economic situation is supportive; that less 

polarization and long tenure in dictatorships in conjunction with macroeconomic stability 

(low inflation) is associated with absence of default on domestic debt; and that absence of 

recent elections provides safety from default on domestic debt (but not external debt) in 

democracies and dictatorships alike.      

 

We also confirm the role of certain economic variables (liquidity, growth, inflation, and 

openness) found in the literature.  And we find—in contrast to the existing literature—a role 

for the fiscal balance, once we allow for certain complementary conditions.  Our results here 

suggest that the fiscal balance should be entered interactively along with international 

interest rates and the ratio of short-term debt to reserves in probit and logit analysis.  We do 

                                                 
39 Interestingly, Turkey, which avoided a default, but only narrowly in some interpretations, meets several of 
the tests for safety. 
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not find any evidence, on the other hand, that not experiencing a currency or banking crisis 

provides safety from debt crisis.   

 

In addition to being useful as a preliminary exercise to uncover complementary conditions to 

be used in probit or logit analysis, our approach can contribute to the debate in international 

institutions about appropriate “debt thresholds.” For example, in debt-sustainability analysis 

for low-income countries, country-specific debt thresholds (in this case, maximum 

recommended debt levels) that are inversely related to the quality of policies and institutions 
40 have recently been recommended.  Our analysis suggests that these thresholds are higher 

for parliamentary democracies and for non-democracies with longer tenure.   

 

 

                                                 
40 Based on the work by Kraay and Nehru (2003) which uses the World Bank “CPIA” index.   
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Appendix 1:  Data Definitions and Sources  
 

Appendix Table 1a: Democracies, excluding Transition Countries before 1991 

 
 
Variable  Definition Source  Mean  Median  Max.   Min,  Std. Dev.

BCRIS 

Systemic and 
borderline banking 
crises 

Glick and 
Hutchison+
Caprio and 
Klingebiel 0.25 0.00 1.00 0.00 0.43

CAGNP Current account/GNP MRS -3.54 -3.46 33.88 -39.49 5.94

CCRISCVR currency crisis 
Own 
calculations 0.09 0.00 1.00 0.00 0.28

CHECKS checks and balances DPI 3.23 3.00 18.00 1.00 1.83

CORRUPT Corruption 

 
ICRG 
merged with 
TI 2.61 3.00 6.00 0.00 1.08

DEBTLOCAL 
default on local 
currency debt 

S&P, own 
calculations 0.13 0.00 1.00 0.00 0.34

DEBTSP 
Default on foreign 
currency debt S&P 0.26 0.00 1.00 0.00 0.44

DEMOCRACY  Gastil 2.93 3.00 4.50 1.00 1.03
DNONOIL Non-oil producers MRS 0.92 1.00 1.00 0.00 0.26

DSX 
debt service /exports 
(%) GDF 21.27 18.67 181.60 0.02 15.19

FINITTRM finite term of office DPI 0.90 1.00 1.00 0.00 0.30
GX export growth (%) GDF 9.40 8.13 204.05 -34.53 16.91
INF Inflation (%) IFS 75.89 11.41 11749.63 -68.00 518.04
LIBOR Libor (%) MRS 9.44 7.63 17.06 5.38 3.50

M2YR 
M2+foreign exchange 
deposits/reserves IFS 9.90 4.15 348.01 0.00 24.50

OBY 
overall fiscal 
balance/GDP (%) MRS -4.43 -3.71 19.42 -48.78 5.67

ODTD 
official debt/total debt 
(%) GDF 46.26 44.05 99.93 0.00 26.82

OPEN 
(imports+exports) 
/GDP (%) MRS 78.33 67.31 436.35 11.94 45.53

PAREL 
parliamentary 
elections MRS 0.25 0.00 1.00 0.00 0.43

PC 
political constraints 
(polcon III) Wharton U. 0.31 0.37 0.65 0.00 0.19

PCV 
political constraints 
(polcon V) Wharton U. 0.43 0.43 0.86 0.00 0.28

PEACE no war Nils, et. al. 0.77 1.00 1.00 0.00 0.42

PEDY 
public external debt 
(%) MRS 40.72 32.08 177.82 1.39 31.52
polarization of  
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government 
PREL presidential elections MRS 0.12 0.00 1.00 0.00 0.32

STABS 

percent of veto 
players who leave 
government DPI 0.16 0.00 1.00 0.00 0.32

STDRM 
(-) Short-term 
debt/reserves  GDF -3.79 -0.84 0.00 -1176.69 39.16

STTD 
Short-term debt/total 
debt (%) GDF 15.29 12.24 83.36 0.09 11.81

SYSTEM2 parliamentary system DPI 0.31 0.00 1.00 0.00 0.46

TDEG 
total external 
debt/GDP (%) GDF 57.54 47.84 249.28 0.49 39.59

TDEX 
total external 
debt/exports (%) GDF 2.06 1.64 16.86 0.06 1.77

TENLONG 
longest tenure of a 
veto player DPI 6.84 4.00 46.00 1.00 6.93

TENSHORT 
Shortest length of 
tenure of a veto player DPI 3.32 2.00 39.00 1.00 3.38

TENSYS 
tenure of the system 
(years) DPI 14.84 11.00 70.00 1.00 13.08

YNPAE 

years to next 
parliamentary 
elections MRS 2.00 1.00 18.00 0.00 2.40

YNPRE 
years to next 
presidential elections MRS 2.78 2.00 18.00 0.00 3.03

YRCURNT 
remaining terms of 
chief executive DPI 2.04 2.00 6.00 0.00 1.51

YRSOFFC 
Years in office of 
chief executive DPI 5.28 3.00 46.00 1.00 6.54

YSPAE 

years since 
parliamentary 
elections MRS 1.93 2.00 15.00 0.00 2.09

YSPRE 
years since 
presidential elections MRS 2.16 2.00 15.00 0.00 2.29
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Appendix Table 1b: Non-Democratic Regimes, excluding Transition Countries before 
1991 
 
        
Variable  Definition Source  Mean  Median  Max.   Min,  Std. Dev.
        

BCRIS Banking crisis 
Glick and 
Hutchison 0.19423 0 1 0 0.39586

CAGNP Current account/GNP MRS -3.77058 -3.60123 19.5206 -33.4945 6.12638

CCRISCVR currency crisis 

Own 
calculation
s 0.08608 0 1 0 0.28065

CHECKS Checks and balances DPI 1.44083 1 8 1 0.93232

CORRUPT corruption 

ICRG 
merged 
with TI 2.28696 2 5 -0.20667 1.12041

DEBTLOCAL 
Default on local 
currency debt 

S&P, own 
calculation
s 0.05263 0 1 0 0.22344

DEBTSP 
Default on external 
debt S&P 0.25884 0 1 0 0.43827

DEMOCRACY  Gastil 5.49748 5.5 7 4.5 0.73343
DNONOIL non-oil producers MRS 0.8851 1 1 0 0.3191
DSX Debt service /exports GDF 20.9477 18.6129 77.8125 0.22596 13.5132
FINITTRM finite term of office DPI 0.6109 1 1 0 0.48786
GX export growth GDF 8.01578 7.00409 187.147 -60.0953 20.183
INF inflation IFS 28.7093 10.329 1879.9 -14.9436 121.055
LIBOR LIBOR MRS 10.3945 10.5625 17.063 5.375 3.5007

OBY 
overall fiscal 
balance/GDP (%) MRS -5.90703 -4.9089 12.7893 -57.7355 6.99658

 
 
 
ODTD 

official debt/total debt 
(%) GDF 54.0329 54.8069 100 4.49029 25.1124

OPEN 
(imports+exports) 
/GDP MRS 70.1987 58.7868 410.024 10.2515 46.0682

PAREL 
parliamentary 
elections MRS 0.10227 0 1 0 0.3032

PC 
political constraints 
(polcon III) DPI 0.05387 0 0.58219 0 0.13071

PCV 
political constraints 
(polcon V) DPI 0.08193 0 0.7767 0 0.19887

PEACE no war 
Nils, et al. 
(2002) 0.74874 1 1 0 0.43401

PEDY 
public external debt 
(%) MRS 47.0767 37.2134 266.088 0.89339 34.17

POLARIZ 
polarization of 
government MRS 0.03595 0 2 0 0.25306

PREL presidential elections MRS 0.05177 0 1 0 0.2217
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STABS 

percent of veto 
players who leave 
goverenment DPI 0.09562 0 1 0 0.26699

STDRM 
(-) Short-term 
debt/reserves GDF -20.9596 -1.00638 -0.00036 -2268.06 128.976

STTD 
Short-term debt/total 
debt GDF 14.234 12.1075 83.3601 0.01264 11.6321

SYSTEM2 parliamentary system DPI 0.08333 0 1 0 0.27656

TDEG 
total external 
debt/GDP (%) GDF 66.154 52.4375 415.865 0.13062 48.95

TDEX 
total external 
debt/exports (%) GDF 3.10691 2.07439 36.4521 0.00608 3.94514

TENLONG 
longest length of 
tenure of a veto player DPI 11.116 9 45 1 8.94597

TENSHORT 
shortest length of 
tenure of a veto player DPI 7.94459 5 37 1 7.45608

TENSYS tenure of the system DPI 11.076 8 48 1 9.33026

YNPAE 

years to next 
parliamentary 
elections MRS 5.06423 3 21 0 4.76604

YNPRE 
years to next 
presidential elections MRS 6.89412 5 22 0 5.55846

YRCURNT2 
remaining terms of 
chief executive DPI 2.6871 3 10 0 2.17833

YRSOFFC 
Years in office of 
chief executive DPI 10.5909 8 45 1 9.00453

YSPAE 

years since 
parliamentary 
elections MRS 3.96209 3 22 0 4.13013

YSPRE 
 

years since 
presidential elections MRS 2.88372 2 13 0 2.82188 
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Appendix II : List of Countries   
Afghanistan Madagascar 
Algeria Malawi 
Argentina Malaysia 
Bangladesh Mali 
Bolivia Mauritius 
Botswana Mexico 
Brazil Moldova 
Burkina Faso Morocco 
Burundi  
Cameroon Niger 
Chile Nigeria 
Colombia Oman 
Costa Rica P. N. Guinea 
Cote d'Ivoire Pakistan 
Cyprus Panama 
Czech Rep. Paraguay 
Dom. Rep. Peru 
Ecuador Philippines 
Egypt Poland 
El Salvador PRC 
Estonia Romania 
Ethiopia Russia 
Gabon S. Africa 
Guatemala Senegal 
Haiti Sierra Leone 
Honduras Slovakia 
Hungary Sri Lanka 
India Sudan 
Indonesia Thailand 
 Trinidad-Tobago 
Jamaica Tunisia 
Jordan Turkey 
Kazakhstan Ukraine 
Kenya Uruguay 
Korea Venezuela 
Latvia  
Lebanon Zambia 
Lesotho Zimbabwe 
Lithuania  
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Appendix III:  Correlation Matrix for Political Conditions 
 
                
entire sample (democracies+non) 1312 observations            
 CHECKS DEMOCRACY FINITTRM NOPAREL NOPREL PEACE PC PCV POLARIZ STABS TENLONG TENSHORT SYSTEM2 YRSOFFC TENSYS 

CHECKS 1.00 -0.58 0.40 -0.11 -0.04 -0.04 0.65 0.64 0.53 0.11 -0.32 -0.36 0.45 -0.37 0.15 
DEMOCRACY -0.58 1.00 -0.47 0.22 0.13 -0.10 -0.74 -0.74 -0.37 -0.15 0.31 0.42 -0.34 0.38 -0.22 
FINITTRM 0.40 -0.47 1.00 -0.12 -0.08 0.08 0.43 0.41 0.22 0.03 -0.19 -0.23 0.23 -0.26 0.08 
NOPAREL -0.11 0.22 -0.12 1.00 0.46 0.01 -0.16 -0.16 -0.08 0.05 0.03 0.08 -0.07 0.07 -0.02 
NOPREL -0.04 0.13 -0.08 0.46 1.00 -0.02 -0.08 -0.09 -0.11 0.05 0.03 0.04 0.12 0.04 -0.02 
OPEN 0.05 -0.16 0.05 0.02 0.01 0.26 0.01 0.08 -0.03 0.00 0.15 0.13 0.24 0.13 0.09 
PEACE -0.04 -0.10 0.08 0.01 -0.02 1.00 -0.04 0.07 0.07 -0.06 0.06 0.10 -0.01 0.09 -0.03 
PC 0.65 -0.74 0.43 -0.16 -0.08 -0.04 1.00 0.84 0.44 0.13 -0.33 -0.40 0.33 -0.41 0.18 
PCV 0.64 -0.74 0.41 -0.16 -0.09 0.07 0.84 1.00 0.48 0.09 -0.27 -0.37 0.37 -0.36 0.28 
POLARIZ 0.53 -0.37 0.22 -0.08 -0.11 0.07 0.44 0.48 1.00 0.07 -0.24 -0.23 0.03 -0.25 0.07 
STABS 0.11 -0.15 0.03 0.05 0.05 -0.06 0.13 0.09 0.07 1.00 -0.29 -0.31 0.10 -0.33 -0.10 
TENLONG -0.32 0.31 -0.19 0.03 0.03 0.06 -0.33 -0.27 -0.24 -0.29 1.00 0.68 -0.17 0.93 0.45 
TENSHORT -0.36 0.42 -0.23 0.08 0.04 0.10 -0.40 -0.37 -0.23 -0.31 0.68 1.00 -0.20 0.73 0.28 
SYSTEM2 0.45 -0.34 0.23 -0.07 0.12 -0.01 0.33 0.37 0.03 0.10 -0.17 -0.20 1.00 -0.21 0.07 
YRSOFFC -0.37 0.38 -0.26 0.07 0.04 0.09 -0.41 -0.36 -0.25 -0.33 0.93 0.73 -0.21 1.00 0.35 
TENSYS 0.15 -0.22 0.08 -0.02 -0.02 -0.03 0.18 0.28 0.07 -0.10 0.45 0.28 0.07 0.35 1.00 
                

legend:  
  

red:  about 40% correlation or above 
green:  consistently 40% correlation or above  
(for democratic and non-democratic )            

           
 




