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Overview

• Currency crisis model with long-term nominal debt

+ fiscal correction shock
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Start from the situation with a sustainable peg

B0

P−1
= S−1

1 + r∗
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Fiscal correction shock ω that makes peg sustainable

Bt

P−1
= (S + ω)
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)

Asssume peg is kept until needed correction becomes too large

Bt

P−1
≥ (S + ω̄)

(
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)
• Higher probability of correction helps delay abandonment and

may avoid if shock is realized

• Examples of non-unique timing of abandonment
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Suppose S falls
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Peg must be abandoned at some point
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Comments
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Multiple Equilibria

• Very interesting results on multiple equilibria

• Multiplicity examples when probability of fiscal shock is

assumed to be decreasing in necessary fiscal correction

• I will argue that multiplicity is a general result as long as there

is a positive probability of fiscal shock

• Reason: Calvo 88

• Dynamic version, Lorenzoni-Werning (2019)
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Multiple Equilibria and Calvo 88

• Consider an equilibrium with exit at t = 1 (marginally insolvent)

B1

P−1
= (S + ω̄)

(
1 + r∗

r∗

)

• Conjecture another equilibrium with t = 2 exit and ↑ Q0 ⇒ ↓ B1

B1

P−1
< (S + ω̄)

(
1 + r∗

r∗

)
Left to check that intertemporal budget constraint holds

B0

P0

[
δ + r∗

1 + r∗
− (1− δ)Q0

]
= EV (S + ω)

Delay in abandoning ⇒ Strict discrete increase in PV of surplus

(for positive prob. of ω) ⇒ so intertemporal budget holds

Can ceiling on nominal rates can implement high T eq.?
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When to abandon?

• No decision by Central Bank

• Waiting or gambling

• All paths deliver identical welfare.

• Would be interesting to extend the model for optimal policy

• Rebelo and Vegh: KFG model with real debt & CIA

• Delaying benefits: postpones fixed cost of abandonment

• Exiting benefits: avoid intertemporal distortion in consumption

• Higher probability of a fiscal redemption, increases exit period

Interesting contrast:

• Ability to wait in Rebelo-Vegh comes from seignorage vs.
long-term nominal debt in Corsetti-Maćkowiak
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Mapping to Current Environment?

• Suggestion that inflation post-Covid is part of a “gamble”

• Unclear whether interpretation is that that fiscal theory

arguments played a role

• Is inflation due to a gamble on fiscal correction that did

not take place?

• Contrast with more conventional view:

• Demand rebalancing towards good coupled with supply
constraints acted as cost-push shock

• Fiscal and monetary stimulus

• No obvious fiscal shock since 2022Q4, yet inflation coming

down back to target
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