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Large Public Debts

Net Government debt to GDP

Greece 155
JaPan [
Portugal 1
taly 10%
Ireland 102
United States 87
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United Kingclom 82
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Questions

Does abilitg to inflate reduce exposure to roll-

over crises’?

Should monetaxy Policy Plag an active role in

debt crises?

How much of inflation commitment is oPtimal?
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* Aguiar, Amador, Farhi and Gopinat]ﬂ (2014)

+ Crisis and Commitment: Inflation Credibilit9 and the
\/ulnerabilitg to Selmcﬂ[ulﬁ”ing debt crisis

+» Coordination and Crises in a Monetary Union
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Case 2: MU
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Environment (SOE)

o Government issues nominal bonds
o lenders expec’c real risk free rate

© coml:)ensated for exPectecl inflation and

default risk.
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Government lacks commitment to inflation:

Cost w
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Environment

Government lacks commitment to repay

_Cost is exclusion from financial markets

12

4



' Roll-over Risk

+ Coordination failure among lenders
|
s For hig}w values of debt

e i b

o if each lender thinks all other lenders will

roll~over: no crises
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+ if each lender thinks all other lenders will

not ro||~over: then clebt run
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| Constructing Debt Runs

L - SUPPOSC the govemment cannot ro” over

| * To avoid clfncaul’cJ needs to repay

* generate ﬁscal surpluses

* use inflation

o If the value of repagment s below the default
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« roll-over crisis is selﬁmculﬁ”ing: vulnerable to

Chists
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Debt Threshold

+ How does the Vulnerabilitg debt cut-oft
clepencl on the abilitg to inflate 7
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Two extremes cases: 1) = () and ¢ = 00

In the first; inflate all the time
In the second: never inflate
Same vulnerability: inflation is not state contingent
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More generally two opposite effects when 1) increases

It may reduce equilibrium inflation

Increases the G
Reduces equilibrium interest rate

cost of repaying
in case of a run u

Reduces the cost of repaying in
case of a run
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Fiscal .:xtemality

Heterogenous Debt Levels
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Heterogeneitg in Public Debts in Euro Area

Net Government debt to GDP

Greece 125
Portugal 1

ltalg 105

Ireland 102

[Efanee S
Spain 71
Germany 7
Netherlands 52
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Fiscal Extemality

o Countries do not internalize the iml:)act of

their debt decisions on borrowing costs

o Too much debt

+ Not save enough

* Too l’wiglﬁ inflation




Heterogenous Debt | evels

* Incentive to inflate Aepends on the fraction of higl’) debtors

in the union.

+ Roll-over risk makesjoininga union with low debtors costlg

for high debt countries.

* Monetary intervention “O1C1C~equi|ibrium” Promise, 50 low-

dcbtors clo not ha\/e to necessarilg |oose.




; ' ‘ Take Awags

. * Does abilitg to inflate reduce exposure to roll-

f over crises? Not necessari19

+ Should monetary Policg P!ay an active role in
debt crises?  Yes
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« How much of inflation commitment is optimal’:’

Intermediate
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