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Markus’ intro on Government Debt
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Risk management approach to government debt
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Risk management approach to government debt
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Money vs. Debt m’
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Two Service flows

" Consol bond with floating interest rate

maturity of debt Rollover risk
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Distorted Treasury interest rates m
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Narrow Corridor between two traps

" Deflation trap (Liquidity trap)

Reversal Rate

" [nflation trap
solvency concern
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A simple talk

We'll look at some plots of fiscal ratios.
We'll do a little arithmetic.
We'll talk about Japan.

We'll ponder what is to be done.
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Zero fiscal cost debt?

e r < g, i.e. the real interest rate on government debt is below the growth
rate of real gdp, implies we can issue debt, roll it over forever, i.e. never
back it with taxes, and nonetheless the ratio of the debt to gdp shrinks
over time.

e This reasoning applies to a one-time increase in debt. The steady state
version Is



r(b/y)

e |In growth models we expect in steady state to see g < p, where p is the
private sector rate of return on capital.

e |f government debt pays a lower rate than private capital, this must
be because of some service it provides (hedging, liquidity, regulatory
constraints), and such services are likely to have finite demand.

e So we can expect that r increases with b/y, eventually reaching p.



Limits to b/y

e If 7/(b/y) is non-decreasing and positive, as seems likely, it will reach

p > g at some finite level of b/y, so there will be a finite maximum to
sustainable b/y.

e The condition that a higher b/y can be sustained without increasing ¢ /y
is that r'(b/y) + 7 < g, not r < g.

e Furthermore, well before the maximum sustainable b/y, while r < g is

still true, g — r — r'(b/y) will become negative, so that increases in b/y
require increases in ¢ /y for sustainability.



Japan

lllustrates that the fiscal theory of the price level is not a b — p one-way
causal arrow, but rather a balance of expectations of future fiscal policy
against current debt.



What is to be done?
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