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This paper forms part of the background work for a DfID workshop on the Fiscal Implications
of Debt and Debt Relief to be held on 20 November 1998 and is to be presented in summary
form at the workshop.

Other work being done for the workshop comprises:

1) A literature review of debt, investment and debt relief.

i) A literature survey on the lessons for developing countries from debt in developed
countries.

i) Case studies of debt in Ghana and Tanzania.

It isanticipated that following the Workshop there will be further analytical and empirical work
on the issues raised, guided by the output of the Workshop itself.

Thisissues paper is concerned with broad areas across the full scope of the work on debt being
undertaken for the Workshop. It highlights key issues and provides possible answers suggested
by the literature, the aim being to facilitate discussion rather than to present comprehensive or
finished work.

The main issues addressed in the paper are fiscal sustainability concepts and their use in
developing countries, the desirable amount and structure of internal and external debt, the
macroeconomic and monetary implications of debt relief, and the relative merits of using donor
resources for debt relief compared with direct financing of government expenditure. The paper
also comments on some further issues such as the interaction between debt and private savings,
and the implications of economic uncertainty for debt strategy.



Can ‘fiscal sustainability’ criteria be devised and made operational for
LDCs?

A large literature has grown up on the question of fiscal sustainability in developed countries,
primarily inrelation to the large fiscal deficits of the USin the 1980s and the M aastricht Treaty
criteriain Europe. A working definition of sustainability is that a government's stock of debt
should not grow beyond the point where the debt to GDP ratio is too high for debt servicing
payments to be made to keep that ratio stable with plausible tax rates (relative to government
expenditure) to generate those payments. If the debt to GDP ratio passes this point there will be
atendency for the required debt service payments to outstrip the governments primary surplus
(revenue less expenditure other than debt service payments). Broadening this idea to an inter-
temporal context, and assuming aperfect capital market, indebted governments need to generate
primary fiscal surpluses equal, in present value terms, to the level of their initial debt for the
fiscal position, defined by those surpluses, to be sustainable. The assumption of aperfect capital
market limitsthe applicability of the present val ue condition to devel oping countries who do not
have access to such amarket but the point concerning the sustainable debt to GDP ratio is till
of relevance.

If we define the level of debt each period by D, and the level of real incomeby Y,, with thereal
interest rate given by r and the growth of real income by g (both of which are assumed constant
for simplicity) then for alevel of debt service payment S each period, the stock of debt and
income evolve according to:

D, =D, (1+r) - S, (1.2)

Y, =Y, (1+g) (1.2)

From which the dynamics of the debt to GDP ratio are:
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In asteady state defined by a stable debt to GDP ratio, shown by D/Y without atime subscript,
thisimplies that ratio of debt service paymentsto GDP, S/'Y must be:
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Hence for a government to stabilise its debt/output ratio, and ignoring the 1+g term in the
denominator that hasonly asmall effect, it needsto make debt service paymentsequal tothereal
rate of interest minus the real rate of economic growth per unit of debt. Given that this is
government debt this level of debt service relative to GDP must also be equal to the primary
fiscal surplus. If the debt is owed to foreign creditors the trade balance must also exceed by this
amount what it would be as aresult of private capital movements alone. To the extent that the
foreign share of the debt isless than one the required additional trade surplus need be only that
fraction of S.



The description of sustainability given above concerns the debt repayments to be made to
stabilise the debt to GDP ratio in a steady state, and the feasible level of debt repayments as a
share of GDP effectively definesthe feasible maximum steady state value of that ratio. It should
be emphasised that this does not describe the transition to that steady state during which extra
debt is being incurred and the debt to GDP ratio will tend to grow. Clearly the return to the
investmentsfinanced by that debt iscrucial in determining thepath of output over timeand hence
the debt to GDP ratio that actually occurs.

It may be noted that if steady state debt service payments of (r-g) per unit of debt are made the
total stock of debt will be continually expanding but that stock relative to GDP will be stable. It
isthevalue of debt or debt service paymentsrelativeto GDP that mattersfor sustainability since
the governments ability to raise revenueislikely to risein line with GDP.

Thesefiscal sustainability criteria of course require forecasts of the rea rate of interest and the
real rate of growth. Asaresult any assessment of sustainability relies upon the accuracy of such
forecasts and thus contains a subj ective el ement. This point may beillustrated by the experience
of debtor countries in the 1970s when large debts were built up at a time when real rates of
growth outstripped (often negative) real interest rates (in which case continued growth would
make it progressively easier to service a given level of debt). By contrast, in the early 1980s
growth rates fell and real interest rates rose to unprecedented levels. Hence levels of debt that
appeared sustainable ex ante turned out to be unsustainable ex post. Thus uncertainty about the
future means that sustainability isaprobabilistic concept rather than abinary ‘yes/no’ concept.

A related question is that of whether aflow of grant aid to a country should be included in the
measurement of its primary surplus for the purpose of assessing sustainability. Clearly it would
be helpful if aid flows could be predicted with certainty but, as with interest rates and growth
rates, thereisresidual uncertainty. That having beensaid, aid flowstend to changeonly gradually
in which case asignificant proportion of them may be included in projections of medium term
revenue when considering fiscal sustainability.

Aid may also play alarger role in assisting sustainability in countries prone to negative shocks
If aid tends to increase in response to adverse conditions, thus helping to smooth their effects.
This is particularly important given that developing countries do not have access to perfect
capital markets and hence short run sustainability of the public finances may become a more
pressing concern than the sustainability of the public finances over time in a net present value
sense.

The forecasting or expectations-driven aspect of sustainability is reinforced when the question
at hand changes from one of the sustainability of a given path of future deficits or surplusesto
one of whether agovernment islikely torepay itsloansfully. Thisisamatter of ‘willingness-to-
pay’ (or willingnessto tax) compared with ‘ ability-to-pay’ andiscrucial for determining the cost
of internal and external capital to the country. This is because the cost of capital will reflect
default risk, and it depends not only on forecasts of economic variables but also on whether the
debtor government will be willing to tax its economy enough to continue servicing debts. This
ismoreimportant for perceived sustainability than the broader question of whether agovernment
is technically solvent in the sense that there exists at least one set of policies that makes
continued debt service feasible. It is often said that one of the reasons for the high level of



lending in the 1970s, to Latin Americain particular, was a perception that governments would
always be able to tax their economies more if necessary and thus never become bankrupt (in
contrast to private sector firms). Sincethat timetheliterature hasidentified the‘ sovereign’ nature
of international lending to governmentsto be particularly problematic (rather than the opposite)
given the difficulties of enforcing contracts between countries and the resulting possibility of
default while not technically insolvent. As a result models of sovereign lending emphasise
‘willingnessto pay’ (itself afunction of the extent of sanctionsin the event of default) as much
as ‘ability to pay’.

Hence in summary fiscal sustainability depends on the current level of debt (domestic and
foreign), the expected values of fiscal deficits, interest rates, growth rates etc. and the
government's willingness to tax and impose austerity measures as necessary in order to service
debt. Thus fiscal sustainability depends partly on economic fundamentals and partly on
perceptions/expectations that are difficult to quantify. The discussion has highlighted the
probabilistic nature of sustainability but that does not mean that the concept loses force because
there remains a huge difference between government fiscal positionswhich are almost certainly
sustainable and those which are ailmost certainly not.

In operational terms the lack of precision in estimating the sustainable fiscal stance
corresponding to a given level of debt (or the feasible level of debt given expectations of the
future fiscal position), and the importance of perceived sustainability, suggests that debtor
governments need to weigh the relative costs of being too optimistic or too pessimistic in their
fiscal planning. The cost of being overly cautiousis essentially an opportunity cost of missing
thebenefitsof higher government expenditure. In poor countrieswith tight budgets, alimited tax
base and high returns to government spending this cost isnot to be underestimated. On the other
hand, however, there are costs to perceived unsustainability and hence governments need to
strike a balance between the two. In relation to external borrowing a perception that the
government's fiscal position is unsustainable will result in a higher cost of borrowing and/or
credit rationing. This is costly because it reduces or makes less attractive borrowing to fund
government investment and it may prevent borrowing to smooth the effects of temporary shocks
(both of which are likely to discourage investment). In relation to domestic borrowing, and
assuming imperfect capital mobility so domestic and world real interest rates can diverge, the
domesticinterest rateislikely to rise sincethe government will at the margin be expected to fund
a fiscal deficit that is unsustainable at current tax rates through excessive money creation.
Expectations of inflation and subsequent currency depreciation, assuming an initialy fixed
exchange rate, are also likely to stimulate capital flight.

More generally a perception that the government's fiscal position is unsustainable generates
uncertainty about how itsbudget constraint will ultimately be satisfied inthe sensethat afiscally
unsustai nable position must in the long run, once creditors are unwilling to lend further funds,
lead to either higher tax rates, sharp reductions in government expenditure or printing money.
Capital flight and/or higher domestic interest rates to compensate for the risk of higher inflation
are a reflection of this but the uncertainty is likely to extend to the whole policy stance of
government which is likely to make investors delay investment.

Hence the costs and benefits of over or under optimism in fiscal planning suggests that
governments must strike abal ance between thetwo when their fiscal position appearsto beclose



to its sustainable limit. This does not mean, however, that governments should be overcautious
since there is a high return to well directed government expenditure in developing countries,
particularly debtor countries who have often experienced fiscal austerity as they adjusted to
higher debt repaymentsin the 1980s. It may also be noted that the definition of sustainability,
resting asit does on the expected growth rate, meansthat agiven size of overall fiscal deficit may
be clearly sustainable in one economy (post-adjustment and with good growth prospects) but
clearly unsustainable in another that has yet to create the conditions for renewed growth. Inthis
regard setting asingle figure for what counts as a sustainable deficit or fiscal position ishighly
problematic. For example the HIPC initiative specifiesagoal of 280% for the net present value
of debt to government revenue (for countries with high exports to GDP ratios) which may be a
clearly sustainable or unsustainable ratio depending on country circumstances.

A further point is that the formal definitions of sustainability do permit precise consistency
checksto be madewhen thegovernment isplanning itsexpendituresand revenuessinceforecasts
of the necessary variables are already integral to such an exercise. Fiscal planning is based on
adopting arange of assumptions about the future, including those required for the assessment of
sustainability as discussed above, and asaresult the government's standard macroeconomic and
budgetary planning is a context in which the definitions of sustainability given above can be
made operational and be subject to appropriate sensitivity analyses. Hence an operational
definition of fiscal sustainability isa set of tax and expenditure policies that may be seen to be
sustainable in the long run, allowing for possible negative shocks, in the context of an exercise
of this kind based on plausible assumptions about future growth rates, interest rates and the
governments willingness to impose the necessary tax rates.

In addition theimportance of expectationsand perceptionsimpliesthat governments have much
to gain by making such an analysis public information, assuming that the assumptions required
for itsintended policiesto be sustainable are seen as plausible. Publicity of thiskind can ssmply
signal good practice within government but it may also feed into assessments of country risk
made by outsiders which have been shown to influence investment.

How can thedesirableamount and structur e of inter nal and exter nal debt be
assessed?

Thedesirable amount of total debt hasalready been partly addressed abovein that the use of debt
financing for high return projectsis likely to be highly beneficial aslong as the resulting debt
positionisregarded as sustainable. What has not been discussed i sthe desirabl e mixture between
external and internal debt. Thefirst point is that the key rationale for long term borrowing isto
overcometheproblem of largetax distortionsfrom mobilising fiscal resourcesfromthedomestic
economy; and within that foreign borrowing isattractiveif savingsarelow, asisusually the case
inpoor economies, and to avoid the crowding out of the private sector'suse of available domestic
savings.

We discuss the crowding out issue in more detail below with an emphasis on investment but it
should also be noted that the costs of excessive deficits go beyond their effect on investment and
include the distorting effects of higher taxes in future and the risk of afiscal crisisthat callsfor
very rapid adjustment.



A related point is that while the analysis points towards potential costs from high deficits,
governmentsin practicefindit very difficult and painful to reduce deficits or generate surpluses.
This has been shown by the problems many European countries have had in meeting the
Maastricht criteriafor EMU of deficitslessthan 3% of GDP. By contrast many African countries
have been obliged to run surpluses in recent years.

A further consideration is the desire for monetary stability to encourage financial sector
development, including the holding of nominal rather than real assets to improve financial
intermediation. A moredevel oped financia sector may hel pthe operation of monetary policy and
also enable greater consumption smoothing to occur which is particularly important in shock-
prone economies.

Inamodel inwhichtreasury billsand/or domestic government bonds are the main domestic debt
instruments, crowding out occurs through a large supply of bonds or Treasury Bills raising
interest rates. This may be exacerbated by expectations of higher inflation by which the
government can deflate thereal value of thelarger nominal stock of bonds. Crowding out results
from higher interest rates discouraging private sector investment (on the assumption that the
private sector haslimited accessto theworld capital market). Inafinancially repressed economy
in which interest rates are kept artificially low and credit is rationed (often at the discretion of
government) crowding out can occur directly through a reduced availability of credit to the
private sector if thegovernment obligesthe banksto allocate more of theavailablecredit toitself.

These mechanisms for crowding out operate through the financing of investment. More direct
crowding out can occur in product or factor markets (such ashigh government investment raising
the relative price of non-tradable investment goods such as construction) though this depends
more ontheoverall level of government investment than whether it isfinanced through domestic
or foreign borrowing. For balance it should also be emphasised that government investment in
appropriate projects can have a strong crowding-in effect by raising private sector returns.

A final point isthat the crowding out argument, which suggests that the government should be
careful not tolet itsactionsrai sedomesticinterest ratestoo much, doesnot necessarily imply that
forcing interest rates down to artificially low levelsis beneficial since thisis likely to reduce
domestic savings. In arepressed financial system with controlled interest rates this last point
differsin that reduced government use of available credit increases that available to the private
sector without changing savings behaviour if interest rates remain constant. This does not,
however, imply that financial repressionisbeneficial, simply that itspresencealtersthecrowding
out/domestic savings rel ationship.

Given the above considerations a possible conclusion is that government domestic debt is not
harmful as such but excessive selling of government bonds (or use of credit in a repressed
system) may have significant costs through crowding out and the generation of inflationary
expectationsthat will tend tofurther raiseinterest ratesand/or stimulate capital flight and hamper
the development of the financial system. For these reasons many economists would argue that
beyond the point at which real interest rates are mildly positive governments should look to
external sources of funds (over and above domestic tax revenues) to finance its expenditure
within aplausible sustainable fiscal framework. Hence the point at which domestic real interest
rates become excessive defines adesirable ceiling for domestic borrowing though this does not



excludetheuseof foreign borrowing beforethisceilingisreached. A further considerationisthat
foreign borrowing carries with it a short term exchange rate risk whereby real exchange rate
misalignments away from their equilibrium values introduces an element of uncertainty not
present with domestic borrowing.

If theexisting stock of internal debt isgreater than the amount deemed appropriatethereisaclear
potential ‘ crowding-in’ benefit to retiring the debt down towardsthat level in order to reversethe
costs of excessive domestic borrowing outlined above. It should be noted that realising this
benefit restsin part on the financial system being ableto effectively lend to borrowers other than
the government. One of the symptoms of high domestic government debt, with associated high
real interest rates, isthat the return to holding government debt is high (at least in the short run
beforethe government may betempted to reducethereal value of that debt throughinflation) and
partly as aresult the capacity of the financial system to intermediate resources to private sector
borrowers may not be fully developed. If thisisthe case it does not reverse the arguments above
concerning the possi ble crowding-in benefits of lower domestic government debt but it may give
rise to a case for gradualism in the speed with which that debt is reduced to allow the capacity
of the financia system to expand.

A further issue concerns the desired maturity structure of government debt, be it domestic or
external. Thisisacomplex subject but it may be noted that in general there are gainsto avoiding
too much short term debt in order to avoid rollover risk whereby a government that wants to
refinance a large proportion of its debt at one time is more exposed to the risk of market
fluctuations at that time. A longer maturity structure implies a smaller proportion of the debt
being refinanced at any one time and hence less uncertainty. In domestic currency capital
markets, high inflation expectations as well as uncertainty about the future course of inflation
often constrain governments to short term debt in which case a sustainable domestic financial
framework (in which interest rates are not excessively high through crowding out or inflation
expectationseffects) offersthe benefit of |engthening theaverage maturity. A similar benefitalso
arises from perceived sustainability in foreign capital markets.

What arethe monetary and macroeconomic implications of debt relief?

We turn to the effects on the economy of debt relief assuming that this is financed by donors
and/or foreign creditorswho provideforeign exchangefor this purpose. Thisisdiscussed for the
four combinations of internal and external debt with floating or fixed exchange rates.

Before turning to the monetary and macroeconomic implications for these casesindividually it
may be noted that the transfer of resources to the debtor country increases its real wealth or
permanent incomeand in each casethiswill lead to anincreasein the price of non-tradablegoods
relative to tradable goods. Thisis areflection of higher standards of living and givesriseto a
Dutch Disease effect whereby the tradable sector tends to shrink as the non-tradable sector
expands. Despite theterm ‘disease’ this should not be regarded as a problem and indeed it may
represent areversal of apreviously severe biasin the economy in the other direction due to the
need to generate resources to meet higher debt service payments, assuming that this adjustment
took place before debt relief was given.



In this context the long run real effect of relief of external debt, that lowersthe cost of servicing
debt by the interest rate multiplied by the amount of debt relieved, has the opposite
macroeconomic effects to the well understood adjustment process by which debtor economies
have had to generate trade surpluses (given that external debt serviceisinforeign exchange) and
corresponding fiscal surpluses (given that we are discussing public debt). External debt relief
therefore eases the pressure on the government budget and the balance of payments.

Starting from aninitially unsustai nable position, external debt relief movestheeconomy towards
sustainability without freeing up further real resources for immediate use (though the
achievement of sustainability in itself is likely to generate real benefits in the form of higher
investment). Starting from a sustainable position there is a generation of new usable red
resources for higher expenditure and/or lower taxes. External debt relief will also reinforce the
perception of sustainability aslong asthe government does not overreact to the loosening of its
budget constraint or offset the fiscal gains by reducing itstax effort.

The discussion so far has been in terms of the fiscal position. With regard to the balance of
payments the lowering of external debt service means that the economy no longer needs to
generate as large a trade surplus to finance the outflow of debt service funds and hence a real
appreciation results as noted above.

Turning to the monetary consequences of debt relief, initially external debt relief with afloating
exchange rate (so the money supply remains constant unless the government changesitsrate of
money creation), the effect of the debt relief issimilar to an exogenousincrease in exports of the
amount of the debt service payments that need no longer be made. The exchange rate will
appreciate and, with a constant money supply, the aggregate price level must fall since real
money balances must increase in equilibrium given the higher level of income. Hence the
exchange rate will appreciate and the price level fall. These changes will be strengthened if the
debt relief allowsthe government to reduce its reliance on seigniorage revenue and thus reduce
its rate of money creation.

With afixed exchangerate and external debt relief the money supply isendogenous and the price
of tradables is exogenous and equal to the world price (plus the effect of tariffs or export
subsidiesif present) at the fixed exchangerate. Higher real incomefrom debt relief will raisethe
relative price of non-tradables and hence the aggregate price level rises since its components
either remain constant or increase. Monetary equilibriumwill thereforerequireanincreaseinthe
money supply since real income and the price level have both risen.

The use of external funds to finance internal debt relief givesrise to broadly similar monetary
consequencesto external debt relief. Donated foreign exchangeisused to buy domestic currency
which isin turn used to buy back or retire domestic debt of equivalent value. The domestic
currency holding of the private sector is unchanged by this and hence the money supply is
unaffected. Thisisin sharp contrast to a domestic debt buyback financed by domestic money
creation which would lead to alarge and destabilising rise in the money supply. For domestic
debt relief with afloating exchange rate there will be an appreciation of the exchange rate and
fall in the price level. These movements may then be reinforced over time if the government
makes less use of money creation to finance its spending due to the reduced pressure on its
budget following the debt relief. With afixed exchange rate the aggregate price level will rise,



asthe price of non-tradabl esincreases with the price of tradablesfixed by the exchangerate, and
the money supply will increase also in a similar fashion to the external debt relief case above.

Perhaps the most important result of the above analysisisthat domestic debt reduction does not
lead to aggregate monetary instability if it isfinanced from abroad, as opposed to being financed
by money creation. This means that in principle rapid reductions in domestic debt need not be
destabilising but it should be emphasised that stability here refers to the economy-wide money
supply. Theremay in practicebearisk of financial instability if domestic debt reductionisrapid
if the banking system is not well developed and unable to intermediate the funds it receives
during or after the buyback effectively. Asdiscussed earlier thisis not an argument for avoiding
domestic debt reduction but it does suggest a case for gradualism.

What are the trade-offs in the use of donor resources for debt relief as
opposed to the direct financing of gover nment expenditure?

Given scarce donor resourcesthe question of wherethey may have the maximum devel opmental
Impact isextremely important and in thisregard what mattersis not so much whether debt relief
would be beneficial but whether it would be more beneficial than direct financing of government
expenditure. Thisis clearly acomplex issue and the exact nature of the trade-offs and hence the
relative effectiveness of donor resources financing debt relief or government expenditure will
undoubtedly vary country-by-country. That having been said there are arguments that suggest
that debt relief may yield high returns to donor funds.

Perhaps the most important of these arises from a debt overhang discouraging investment. The
mechanisms for this are outlined in the accompanying debt and investment literature review
paper. If the debt overhang effect is severe, debt relief may potentially have a strong effect in
encouraging private sector investment and hence employment opportunities and increased tax
revenuefor financing social sector expenditures. Thisuse of funds must, however, be compared
with the encouragement to investment that arises from aternative uses of the funds.

A related point isthat if the debt overhang effect is severe, such that debt trades at a discount in
secondary markets, the economy will be on a part of its debt relief Laffer curve below the 45
degree line, the situation of many devel oping country debtors. In the extreme case of being on
the downward sloping portion of thiscurve private creditorswouldin principlebewilling togive
(coordinated) voluntary debt relief since the return on the remaining debt would rise sufficiently
to offset thereduction in thefacevalue of their claims. In thissituation therole of donorsismore
one of coordination (perhaps combined with conditionality) rather than the provision of funds
assuch. Inthelessextreme situation of there being asecondary market discount so the debt relief
Laffer curveisbel ow the45 degreelinebut still upward sloping, donor resourcesmay potentially
induce resources from private creditors for debt relief that would not otherwise be forthcoming.
In effect donor funds act as a subsidy to private sector debt relief and as a result there is a
multiplier or gearing effect that suggests a high return to those funds.

Should debt relief beconditioned on total debt, domesticand for eign, but debt
relief be limited to external debt?



Most analyses of debt regard debt service problems as being essentially fiscal in nature without
denying the balance of payments dimension to servicing foreign debt. This points strongly
towards debt relief being conditioned on total debt rather than external debt though thereis a
partial counter-argument based on moral hazard in that awareness of thismay |ead governments
to issue excessive amounts of domestic debt ex ante and give little priority to broadening the tax
base to improve itsfiscal position. The same argument appliesin part to the prospect of foreign
debt relief, in which a country has an incentive to downplay its ‘ability to pay’ though in that
situation the government is usually prevented from increasing the stock of new debt.

A further possible argument is based on a situation in which the fiscal position is relatively
benign but the economy findsiit particularly difficult to make the required external adjustment
to meet foreign debt service obligations. An example of this would be a highly undiversified
economy whose output consists primarily of a primary commodity(s) in relatively inelastic
supply and non-tradables. Such a situation points towards a greater concern for external than
internal debt though arguably thisis more a case for prioritising external debt relief rather than
conditioning the amount of debt relief on external debt only.

What isther elationship between debt strategy and attemptstoraisedomestic
savings?

The earlier discussion suggested a number of interactions between the government's fiscal
position and debt level and the rate of domestic savings. Itisnot clear that thereisacasefor any
direct subsidy of savings but equally the macroeconomic environment should ideally not
discourage saving. The clearest linkage isthat aregime of financial repression with artificially
low interest rates will give riseto a strong disincentive to save. While not inevitably linked to
the governments debt strategy, financial repression is more likely when a government's fiscal
position is under pressure and as a result a move to more sustainable public finances would
encouragefinancial liberalisation. A further linkage follows from the crowding out argument in
that excessivereliance on domestic government debt, while causing highreal interest ratesin the
short run, may neverthel essdiscourage savingsby generating expectationsof inflation and hence
areluctance to save in nominal termswithin the financial system rather than holding real assets
outsideiit.

What is the effect on debt strategy of uncertainty about future economic
per formance?

Uncertainty about the future performance of the economy has anumber of implicationsfor debt
strategy and optimal management of the public finances. Firstly, uncertainty about the future
makesit harder to establish beyond doubt that a given economic situation will be sustainable. At
the margin this suggests more prudent fiscal policies though this argument can be overstated
given that sustainability is inherently a probabilistic concept. Secondly, uncertainty about the
futureislikely to raise the negative debt overhang effect on investment. Thirdly, the variability
of economic conditions implied by uncertainty raises the desirability of continued access to
capital markets in order to smooth the economy’s response to (temporary) shocks. Given that
capital market access depends on perceived sustainability, variability in outcomes over time
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underlinesthe valueto an economy of that perception, particularly since‘ smoothing’ borrowing
is required following negative shocks when lenders may be more reluctant to provide loans.
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