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Abstract

This paper examines equilibrium determination under different monetary policy regimes when the gov-
ernment might default on its debt. We apply a cash-in-advance model where the government does not have
access to non-distortionary taxation and does not account for initial outstanding debt when it sets the income
tax rate. Solvency is then not guaranteed and sovereign default can affect the return on public debt. If the
central bank sets the interest rate in a conventional way, the equilibrium allocation cannot be determined.
If, instead, money supply is controlled, the equilibrium allocation can uniquely be determined.
© 2009 Elsevier Inc. All rights reserved.
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1. Introduction

How should monetary policy be conducted when fiscal policy does not guarantee full debt
repayment? [9] suggests that central banks should control monetary aggregates if interest rates
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are associated with default risk. In this paper, we provide a formal analysis of this question by
extending the “Fiscal Theory of Sovereign Risk™ of [10] to a simple framework where money
serves as a means of payment and government surpluses are endogenous. Fiscal policy does not
guarantee full debt repayment, such that sovereign default affects the effective rate of return on
government bonds. Conducting monetary policy by setting the nominal interest rate then fails to
determine the equilibrium allocation, while the equilibrium allocation and the associated price
system can uniquely be determined under a money growth policy.'

It is known that monetary policy can be severely constrained by fiscal policy, in particu-
lar when the government fails to guarantee government solvency (see e.g. [2] or [3]). Most
prominently, the fiscal theory of the price level (FTPL) has demonstrated that monetary pol-
icy is required to accommodate fiscal policy, when the government decides on primary sur-
pluses irrespective of outstanding debt.”> We depart from the FTPL approach and consider that
investors/households account for the possibility of sovereign default due to intertemporal insol-
vency, consistent with the criticism raised by [7]. In contrast to the set-up in [10], we allow
production to be endogenous and assume that non-distortionary taxes are not available such that
tax revenues depend on the equilibrium allocation. The income tax rate is assumed to be con-
stant and does not guarantee debt obligations to be fully serviced. Sovereign default can occur
if the present value of endogenous revenues from distortionary taxation and from seigniorage
are too low, while we do not consider the case where the government strategically defaults on
debt.

Due to a cash-in-advance constraint monetary policy is non-neutral and might affect the
equilibrium allocation and government revenues. We show that monetary policy implementa-
tion is decisive for the determination of the equilibrium allocation. Since debt obligations might
not fully be served, the actual debt repayment rate and the contractual interest rate on public
debt jointly affect the saving decision of households. A standard interest rate policy (regardless
whether interest rates are set exogenously or contingent on macroeconomic indicators) is then
ineffective in the sense that neither the equilibrium allocation nor the associated price system can
be determined. In contrast, if the central bank controls the money growth rate, the equilibrium
allocation and the associated price level can uniquely be determined.

The remainder of this paper is organized as follows. Section 2 presents the model. In Sec-
tion 3 equilibrium determination under different monetary policy regimes is examined. Section 4
concludes.

2. The model

This section presents a simple perfect foresight model with a cash-credit good distortion and
a labor income tax. The government is assumed not to have access to lump-sum taxation. Fol-
lowing [10], we assume that tax revenues do not necessarily suffice to serve debt obligations, and
— departing from the literature that considers strategic default® — we assume that the government
is able to commit to its promises and serves its debt obligations as far as possible, for a given
monetary and tax policy.

1 This analysis adds a new argument to the debate on equilibrium determinacy under money growth rules (see [6] for
an overview).

2 See[11,12].

3 See for example [4] or more recently [1].
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