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In case of default, output of utility cost + temporary exclusion
from international financial market.

Result: there is an equilibrium risk premium on sovereign debt.
Default incentives and interest rates are higher in recessions
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depress aggregate demand and create unemployment
Government spending in non tradable goods can pull the
economy out of unemployment.
How to finance it?

» Taxes : distortion cost

> Debt : increase incentives to default and hence risk premium
Could it the case that cost of government spending is so high
that austerity (not increasing much g) is preferable compared
to expansionary fiscal policy?
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counter-cyclical
X If the stock of debt is high, government spending is less
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When one adds the fact that debt is indeed costly (has to be
repaid)

Because of the absence of commitment, there is a Laffer curve
in borrowing revenues

This Laffer curve is “more severe” when the stock of
outstanding debt is already large

...Hence fiscal policy is less desirable in case of adverse shock.
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stabilization benefits behind fiscal stimulus, "

» This is a commonly shared view ... which is misleading

» There is an old literature on Keynesian effect of demand
shocks in flex price economies (COOPER & JOHN, MURPHY,
SHLEIFER & VISHNY, KIYOTAKI, DIAMOND...)
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X RK is favored by the data

X An RK model with sticky price has very different implications
in terms of monetary policy:

> Determinacy with a fixed nominal rate rule

> Therefore very different behavior at the ZLB

> Unpleasant tradeoff between inflation and output stabilization
with demand shocks
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