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e Study the optimal conduct of fiscal policy in an economy characterized by:
e Incomplete markets.
e Lack of commitment: to tax policies designed in the past and to debt
repayment (explicit default).

e Look at basic (classical/ fundamental) theory questions:
e Tax-smoothing over time and states
e Optimal debt issuance and default
e Drifts in taxes and debt? Positive or negative?

e Policy angle:
e Fiscal rules — are they close to the optimal?
Not quite there yet. 2/11
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Basic Ingredients of the Framework

e Lucas-Stokey (83) economy without capital. Real, closed economy.
e Uncertainty: spending shocks g; € [g, g].

e Non-contingent one-period government bonds and distortionary linear taxes.

Lack of commitment:

1. To previous tax plans
2. To debt repayment

Study the optimal time-consistent policy triplet
(1, B,d)
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Lessons

Previous slide suggests that getting the default incentives right is crucial.

Default incentives — debt capacity — SD(7) and corr(7¢, T¢—1)

Numerical exercises show that introducing default risk:

1. Lowers debt capacity
2. Increases volatility and lowers autocorrelation of 7.
3. Increases corr(g,7) — tax is (almost the only) shock absorver

Even small default risk limits the tax-smoothing greatly.
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e It's theoretically important (and elegant).

e The policy applications can be very interesting.
Specific comments:

1. Greed vs. Fear: which one dominates?
2. Debt capacity

3. Nominal debt, inflation and default technologies
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Greed vs. Fear: which one dominates?

Seems very clear that Fear dominates.

Small default risk limits debt severely and affects tax dynamics considerably.

Didn't see a clear statement/conclusion in the paper saying “Fear is the
dominant effect”. Why?

1. Maybe it's obvious and there is no need to state the obvious.

2. Maybe it's not obvious, and | am missing something.

Can we see a decomposition of the “Greed” and “Fear” effect?

Even a graph at different points of the s.s. would be informative.

8/11
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e Your current numerical exercises are running into the typical problems:
e Standard Arellano-type models (w/ 1-period debt) cannot sustain large debt
levels at the observed default frequencies.
e All the shock absorption has to be done by taxes

e Need to calibrate (closer) to observed debt levels. How?
e Long-term debt — dilution issues (Hatchondo, Martinez and Sosa-Padilla, 2016)
e Liquidity and banking sector — ( Sosa-Padilla, 2018, Perez, 2015)
e Reserve accumulation — (Bianchi et al., 2018, Bianchi and Sosa-Padilla, 2019)
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Nominal debt, inflation, and default technologies

e Governments have access to different default technologies:
e Repudiation
e Partial defaults, renegotiations, re-profiling
e Debasement, inflation

e EMEs have increased their borrowing in LC (Ottonello and Perez, 2019).
e Roettger (2019) solves similar problem in a monetary economy (nominal
debt, inflation and outright default). Finds related result:

e Lack of commitment — | debt capacity — | incentive to use inflation
e Even more reliance on labor taxes to absorb shocks

e | suspect your results may extend to monetary economies. 10/11



The End

AGAIN: Very nice paper/project, ambitious and policy-relevant.

Looking forward to the next iteration!
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