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Introduction: The problem

@ The unilateral default problem and its associated dilution of long term
debt problem has long been a problem of interest

(Eaton and Gersovitz (1981), Chatterjee, Corbae, Nakajima, and Rios-Rull (2007),
Livshits, MacGee, and Tertilt (2007), Arellano (2008), Arellano and Ramanarayanan
(2012), Arellano, Mateos-Planas, and Rios-Rull (2013), Adam and Grill (2012), Passadore
and Xandri (2015), Perez (2015) and many others).

@ This problem is typically characterized either numerically or equilibria
is constructed to have some properties (via 2 extreme possible values
for the shock for instance).
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Main features of this environment

© Borrowers have no commitment to return a loan. They sometimes
default in circumstances that are different to those that they would
have liked to have committed to.

@ If long term debt exists, the borrower cannot commit to limit
additional borrowing in the future and there are no well defined
seniority rules for debt.

© There are multiple lenders and new lenders are always available. Past
lenders cannot limit the activities of future lenders, at least in the
absence of default.

@ Some form of punishment follows default. Typically, it is either output
(or utility) reduction, or limited access to future borrowing, or both.
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What we do

@ We provide the characterization of (Markov) equilibrium by looking at
an interpretation of the environment as a game between the saver and
its future selves. We implement the equilibrium conditions in loans
markets as auxiliary restrictions faced by the borrower.

@ Our characterization yields a pair of functional equations that use
auxiliary functions: when to default, and how much to borrow.

© The determination of the defaulting threshold as an indifference
between defaulting and not defaulting.

@ A Generalized Euler Equation (GEE) that determines the saving
decision and where the various effects are weighted. This equation
includes derivatives of the decision rules as in Krusell, Kuruscu, and Smith
(2002), and Klein, Krusell, and Rios-Rull (2008). We look for differentiable
decisions.
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What Economies we look at

e To illustrate the approach we look at a variety of model economies and
show how the method works in each of them and what they deliver. The
economies that we look at are

© The canonical default problem with short term debt only.

@ The canonical default problem with long term debt only.

© A multiple maturity debt problem, (Arellano and Ramanarayanan (2012)).

@ A model of partial default (Arellano, Mateos-Planas, and Rios-Rull (2013)).
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What are the effects that we isolate? | Short term debt

@ For short term debt, the GEE weighs the traditional expected
marginal utility tomorrow (in those states of the world where there is
no default) against two effects today:

@ The traditional marginal utility of consumption today that is associated
to a change in the savings multiplied by the probability of defaulting
tomorrow (internalized by the market).

@ Additional borrowing increases the set of states over which there is
default tomorrow and this deteriorates the terms of the loans. This
term involves the derivative of the defaulting decision with respect to
debt size. In the presence of commitment this term would be absent.
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Il Long term debt adds two terms:

© Borrowing more today reduces the continuation value of the debt due
to a higher probability of default. It is the value of the debt at the
defaulting threshold (bounded away from zero), times the density
times the derivative of the default function at the amount borrowed.

@ Borrowing more today induces additional borrowing tomorrow that
dilutes the continuation value of the debt. This term is the expected
value of the derivative of the price function times the derivative of the
savings function. This last effect is actively discussed in the literature.
(Arellano and Ramanarayanan (2012), and others. Gomes, Jermann, and Schmid (2014) ) pose the FOC which yields
price derivatives. They do not get rid of these price derivatives. Instead, they differentiate again which yields second

price derivatives (as the perturbation method in Klein, Krusell, and Rios-Rull (2008)).

@ We provide a formula for the derivatives of the price with respect to
borrowing that we interpret as the expected value of the time
inconsistency normalized by the marginal utility today. We think that
there is no such analysis in the literature.
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Comparison with Commitment

@ We also provide a recursive characterization of the problem under
commitment.

@ Even with commitment, debt occurs in equilibrium, but in different
circumstances than in the absence of commitment (probably with
lower probability for a given amount obtained borrowing). (To compare
with Adam and Grill (2012)).

@ This yields a clear comparison of the issues that arise and can provide
a base to assess what the is value of commitment.
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[l Coexistence of Short and Long Term Debt

Arellano and Ramanarayanan (2012)

@ The relative attractiveness of both types of debt depends on subtle
interactions between the values of the three states. Current long term
debt, current short term debt, and the endowment.

@ We are not yet ready to say much about how it works, even if we
have characterized the relevant functional equations.
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IV Partial default with incomplete debt discharge
Arellano, Mateos-Planas, and Rios-Rull (2013)
e This environment provides a clear difference with the standard default
problem:
© There is no proper default as debts do not disappear. Yet the
borrower chooses the amount to not pay unilaterally.

@ The unpaid amount carries over at a different rate (lower) than the
standard debt, and right after not paying a certain fraction of output
is lost.

e As a consequence this environment provides two forms of borrowing: a
standard or voluntary, and an involuntary one with a fixed, low rate of
return and an output loss penalty.

e In addition to assessing the trade-offs and the decision making, the
GEE provides a comparison between the rewards to saving in each of the
two forms.
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Other Extensions

e We show how to pose Markov processes for the shock. It is trivial.

e Less dramatic punishment: Temporary exclusion of borrowing and
possibility to save.
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The canonical default model: Main features

@ Long term uncontingent debt b with decay rate A. This period it has
to pay b, and next period it has an obligation to pay (1 — A)b plus
whatever additional debt it issues at equilibrium price Q. If b < 0 its
rate is the risk free rate.

@ Irreversible default: Once the agent defaults it reverts to autarky.
We make this assumption to avoid cumbersome, uninteresting, record keeping notation.
The extension to forgiveness after some suitable waiting time, and to being able to save

while in autarky is immediate, yet garrulous.
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Preferences, endowments, markets, commitment

@ The agent, sovereign, government, has standard utility function u(c)
and discount rate g < R™L.

e Endowment each period € is iid with density f(€) and c.d.f. F(e).

@ There are only uncontingent bonds, with many risk neutral borrowers
at the risk free gross interest rate R =1+ r.

@ The agent cannot commit to anything. In particular it cannot commit
to the circumstances under it will choose to default in the future,
which could have been a form of contingency.
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Posing the Environment Recursively

@ We pose the environment recursively to focus on differential policy
functions. This allows us to look at Markov equilibria that are the
limit of finite economies. (Krusell, Kuruscu, and Smith (2002)).

@ The agent takes as given the decision rules of its future self.

o Long term debt is b. This is the amount to be paid per period and it
decays at rate A. Its price is Q(b'). The decision rule that determines
how much to borrow is decision rule is denoted h, b’ = h(e, b).

@ The default location is €* with decision rule denoted €* = d(b).
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The agent’'s problem given future behavior d and h

max u( —I-,B/ ) ')+ pv] f(de) —I-ﬁ/ v(e', b') f(de) not}

s.t. c<e—b+ Q)b —(1-A)b]

@ Q(b') is the price of debt today when b’ is chosen.

Mateos-Planas, Rios-Rull The GEE and the sovereign default problem UCL February 11, 2015 15 / 74



Zero profit condition of the price of debt

e In equilibrium, one unit of debt is worth the expected discounted value
of its repayment plus its continuation value:

y
Q(b) = R1 [1—F(d(b’))]+(1—/\)/d Qlh(e. )] f(de)
(v)
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Default Threshold

The household defaults when it is worth to do it

v[d(b), b] = u[d(b)] + B V.
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The FOC and envelope conditions
ue(e) 1QUB)+ Qu)[6 — (L= N)B} = [ w(e', ) F(ae)

vp(€,b) = uc(c) {1+ (1 —A) Q[h(e, b)]+

Qb[h(e, b)] hp(e, b) [(1—A)b— h(e, b)] — Q[h(e, b)|hy(e, b) }
+ B hyle, b) /d ey Pl (e D] A (A,

e Lines 2 and 3 of the envelope condition cancel by the FOC:
ho(e. b) |ue(c) { Qslh(e, b)] [(1— )b — h(e, b)] — Qlh(e, b)]}

+[3/ iy Wl e D)] F(0€)| =0
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This yields in compact notation

UC{Q_ Qb’[(l—)\)b— h]} :ﬁLl{ué{1+(1_A) Ql}} f(de’)

e But this object has Qp, the derivative of the pricing function evaluated
at the amount of savings chosen. This is the object that we want to avoid.
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Let us recap what we have so far
© We have the FOC, in compact notation

ue {Q = Qul(1—A)b—H]} = 5/ 14 (1—A) Q] F(de),

@ In less-compact notation, the equation that determines d

v[d(b), b] = uld(b)] + 15[5 [ e flae),

@ The definition of prices Q (note that its derivatives will involve terms
with future derivatives as well, a problem).

Q(b) =R {[1 — F(d(b))] + (1 - /\)/

) QLA D) f(de’)} .
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Short term debt A = 1, is easy to solve

@ Given that debt prices do not include its future values:

R=Q(W)=R1[1-F(d)],

@ Neither does its derivative

Qu = Qp(b) = —RLF(d) djy = —R* Fy(d') dj,

@ Which allows us to rewrite the FOC as a GEE

ue [(1— F(d')) — F(d') d}y h] = B R /d uL f(de').
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Summarizing: short term debt equilibrium funct equations

e The equation that determines the default threshold (indifference
between defaulting and not defaulting)

v[d(b), b] = u[d(b)] + B V,
e The GEE

[(1—F(d"))] per unit gain in today's consumption
—f(d") d,, h reduction of the price of debt

}:,BR /d J. F(de").

e An auxiliary object: the definition of value function

v(e,b) = ule — b+ h(e, b)(1 — F(d(h(e, b))))] -I-,B/ v(€', h(e, b))f(de)
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Rewriting the GEE with arguments

wele b Qlhe, b)]){[l ~ F(d[h(e, )])] -

~ f(dlh(e, b)]) dolh(c.b)] hle, b)} -

/ / /_//b; /
BR /d[h(e,b)] UL (€ + hie, b) — Q[h(€, he, b))]) F(de').
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Compare with the Commitment Case. It is also recursive

o Write it as a commitment to repay k in expected value. The agent can

choose to default. It chooses how much to pay m, and with what
probability, [1 — F(e°)].

e m with commitment compares to b without.

ve(k) = max {/ (de) +/ e)]F(de) +5/ ()] ( de)}

c(e),k (e)

subject to
v(e) =u(e) + Bv, punishment to autarky
k=[1—F(e)|m, repayment
k' (e
cle) =€+ ] -(I- 2 —m, €>¢€". budget constraint
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Rewriting it compactly, getting the FOCs

ve(k) = ecr?ke,mé) { /Oec (u(e) + ,BV) f(de)+

/ecu [€+ ll{,_(:z — 1_;;(6(:)] f(d€)+'3/€c velk'(€)] f(de)}.

FOC wrt to k'(e):

ue[c(e)] + B(1+ r)vi[k'(e)] = 0.

FOC wrt to €°€:

u(€) + BV = u[c(e)] + BvE[K (e +/ wele(€)) r—preaye (9

Mateos-Planas, Rios-Rull The GEE and the sovereign default problem UCL February 11, 2015 25/ 74



Using the envelope condition under commitment

¢y Jec tc[c(€)] F(de)
il = = F e

Putting it forward and using the decision rules

 Jaeine, k)} uclce(h(e, k), €')] F(de’)

vilhe(e k)] = — F(d<[h<(e, k)])

Combining the FOC wrt to k’(€) and the envelope condition

uc[ct(e, k)] (1 — F(d°[h° (e, k)])> =
pL+n) [ uc[c€(d°[h° (e, k), €')] F(de').

d<[he (e k)]
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The functional equations that characterize the problem

he (€€, k) k
1+r  1—F[d(k)]

Lol 55~ riaegan | e

ulde (k)] + BV = u {dc(k)—f— }—s—ﬂv[hc(ec,k)]-i-

wler BB ] (1- Rt -
i, hle' he(e, k)] h(e. k) /
pl+n) /df[hc(e,k)] e {e tTIrr T F(dehee k)})] fde’).
Compactly,
U] 1BV = ulct(el, k)] + Bv[AC (€S, K)] + m/ ol f(de),
w[L-F(d9)] = B(l+r) /d ue F(de').
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Comparison between commitment and no commitment
The value equation

k [.c uc f(de)

W u[ec] +ﬁ7 —u [Cc(ec' k)] +‘3vc[hc(€c, k)]+(1 — F[dc(k)])2

Wo ule*] 4+ Bv = u[c(€*, b)] + Bv[h(e*, b)]

The GEE
With ue [1 — F(d")] - / o F(de’)
Without ue[l— F(d)] —uc F(d') dly h = / u. f(d

e The arguments b and k are not strightly comparable, but
b[1 — F(d(b))] and k are comparable.

Mateos-Planas, Rios-Rull The GEE and the sovereign default problem UCL February 11, 2015 28 / 74



Location of Default Decision
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Il Long Term Bonds, A < 1. Harder
Recall the FOC of this problem

u{Q+ Qulh— (1 - A)b]} = ﬁ/d,{U’c[l +(1-A) QY (de"),
with its associated price @ and its derivative Qg
Q = R1 {(1 —F(d)+(1-=2) /d Q f(de’)} :
Qv = Rl{—Fd(d’)dL/+ (1-2) [—déf?”r/d/ Qpr hly f(de’)} }
where we denote with @’ the price at the default threshold as
Q" = Q[h(d(b), b')]
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The task is to eliminate Q,: use FOC and move forward

B [ {u[1+(1—7)Q}(de') + Que.

Qv =B(hd.Q.Q) = uc[ (1= A)b—

e Put this forward (for Q) a in the explicit derivation of Qp using the
equilibrium condition for prices (third equation in previous page) and

Qy :R‘l{—Fd(d’)d[,,—i—(l— )[ d,Q +/, B(W,d", Q' Q")h),f(de )]}
e Substituting it back into the FOC yields
0= uC{Q—I— [h— (1 —/\)b]Rl{—Fd(d’) dy +(1=2)
[—d,’)/é/ + /d B(H.d" Q. Q") hy f(de’)} }}

/ / /
B [ {ullL+(1-2) Q1) F(de)).
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So we get 2 functl eqns h, d that use auxiliary fns Q, v, B

e Auxiliary functions (Q and v look like contractions).

Q(h(e. b); hd) R-l{u ~ Fd'(h(e, b))+

=D [ Q[h(¢, h(e, b)); h, d]f(de’)}

v(e b;h,d) = max{u(e) +1 f 5?,

ule + b— h(e, b)) + B / v[e' e, b h, d)] f(de’)}

B [ Aulll+(1—A)Q}(de') + Quc

B(e, b;h d) = uc[(1—A)b— h
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Equilibrium functional equations

0= uC{Q—i—[h—(l—A)b]R‘l{—Fd(d’) dy+(1—A)
[—d,’,@’ + [ BH.d".Q.Q") by, f(de’)] }}
B [ {ull1+ (-1 Q) f(de),

v[d(b), b] = b)+ﬁ/ h(e, b')F(de").
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Rewriting all objects explicitly using functions d and h
e Auxiliary functions

Q(b;h d)=R! {(1 — F(d(P)))+(1—2) /d(b/c),?(h(e’, b'); h, d)f(de’)}

d u(e+ b+ Q(h(e, b); h,d)((1 — A)b— h(e, b)))

uc(e, b;h,d) = dc

B(e, b; h,d) = {p /d(h(ab)) uc(€', h(e, b); h,d)[1+ (1 —A) Q(h(€, h(e, b)); h, d)]f(de)

+ Q(h(e, b); h,d)uc(e, b; h,d)}
/{l(1 =A)b— h(e, b)uc(e, b; h,d)}

v(e, b; h, d) = max {u(e) + % / u(e')f(de’),

u(e+ b+ Q(h(e, b); h,d)((L—A)b— h(e, b)) + / v(€', h(e, b); h, d)f(de/)}
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e Equilibrium functional equations

0 = uc(e,b;h,d){Q(h(e,b);h,d)+[h(e,b)(1/\)b}R‘1
{~Fatatate. o) dn(hte, )
A A) [—db(h(e, b))Q(h(h(e, b), d(h(e, b))); b, d)
+/ | Bl h(e, b, d) (€', e, b)) F (o )} }}

—B /d<h(ab)) uc(€', h(e, b); h,d)[L+ (1 —A) Q(h(€, h(e, b)); h, d)]f(de)

v[d(b),b] = ]+[3/ hie, b')
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Isolating effects using compact notation

Q = Q(h(e, b); h,d), @ = Q[h(, h(e, b)); h,d], Q' = Q[h(h(e, b), d(h(e, b))): d, h],
d=d(b), d = d(h(e, b)), B' = B(€', h(e, b); h,d), h, = hy(¢’, h(e, b)). Then

UC{Q R+ consumption gain
[h—(1—A)b] new borrowing times

(—f(d’) d; tomorrow's payment loss
+(1-2) [—d[, Q' f(d')  tomorrow’s principal loss
+/ B’hf,f(de’)])} dilution due to additional debt
d/

_y R/dl L[+ (1—A) Q) F(de').
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A closer peek at the effects of long term debt
© Additional borrowing induces a capital loss in amount Q[d(h)],
(1=1)|~d; Q)] 7(d)

@ The dilution term is more contrived,

[ Bl AN @

(1

dl

e It is the surviving fraction of the debt times the expect value of the harm that
additional debt does. Such damage is the term in the ratio. We can think of it as the
expected amount of the time inconsistent term of the FOC tomorrow (the difference
between the FOC with and without commitment) normalized by the marginal utility times

the amount borrowed tomorrow.
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With Commitment Long and Short Term Debt is the
Same

eC

) = max { [lute)+ pir(ae) + [ (ule(e)) + prelk () de) |

1-A

t okt k=1 F(e
st o [ (€)]m
K'(e)
—e4 208 h c
c(e) €+r+)\ p, whene>e

ve(k) = max {/Oec <u(e)+ﬁ7> f(de)+

€,k (€)
K'(e) ki

/ecu €+ P l—F(eC)] f(d€)+‘6/€c Vc[k/(e)]f(de)}
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The first order condition with respect to k’'(€) and €€ are

ue(e) = —Blr+A)v[K'(e)]

_ K
e +B7 = ule(e)) +BK ()] + [ uele()l = ey f(de)

The envelop condition with respect to k gives

1+r [ uclc(e)]f(de)

i) = = T T Fen

Let €€ = d(k), then forwarding the envelop condition yields

14+r fd[kf(e)] uc[c(e")] f(de’)

K@) == T Faem o)
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Long Term Debt With Commitment

Combining the FOC wrt k’(€) and the envelop condition yields

uclc(e)] (1 — F(dC[k/(e)])> =pB(1+r) /dc[k'(e)] uc[c(e)] F(de")

c 1+r
Let k' = he(e, k) and c(e, k) = e+ e — Lol then

u(e) + Bv = u[c(e, k)] +Bve(h°)
1+r

r+/\ ¢
+/uc (e, k)] 7= Freyye F(99)

ue [c5(e k)] [1— F(d")] = B(1+7) /d ue [/, h)] F(de).

Which coincides with short term commitment when A = 1. QED
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Comparison bw commitment and no commitment

W u(e)+pv = ulcS(eS, b))+ Py(h)+ op s [l F(de),

Wo ule’]+BVv= ulc(e*, a)] + Bvlh(e*, b)]
The GEE
W e [L— F(d)] = B(1+7) / ol F(de')

Wo uclh—(1—A)bQR = ‘B(1+r)/d,u’c 1+ (1-A) Q] f(de)

ruclh— (1= B F() &y — (1= 1) |~ @ F(e) + [ Bhyf(ae)] |
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Coexistence of Short and Long Term Debt
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Coexistance of Short and Long Term Debt

e lIrreversible default, with punishment being autarky with value v(€) and
expected value v. iid endowment € with density f and cdf F.

e Long term debt is a console (A = 0).

e a and P one-period debt and its price; b and @ long-term debt.
Decision rules: d(a, b) default threshold; & = g(e, a, b) and
b’ = h(e, a, b).

e The budget constraint is

c=e+P& b)d+ Q> b)Y —-b)—a—b

e If there was no default, one unit of a’ yields today R™! units of the
good today while one unit of b’ yields (R —1)~L.
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The model

v(e, a,b) =max u(c)+ ,B/Od(a,’b,) v(e') f(de')+

a,p
/, /,bl f d /
FRICERINC
s.t.
c=e+ P&, b)ad+Q@ )b —b)—a—b
e Default threshold d(a, b) is v(d(a, b), a, b) = v(d(a, b)). Prices

P(a,b) = RM1—-F(d(d, b))
R, b)) = R‘l{[l—F(d(a’,b’))]

- /d(a’,b’) Qg(e’, 2, b'). h(e', &', b)) f(del)}
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FOC and Envelope

0 = wlP+aP,+ (b —b)Qs) — /s/ e D))

0 = u[Q+ (b —b)Qy+aPy —/s/d(a/b/) vo(€', d, b')F(de’)

va(e,a,b) = —U
(e a,b) = —uc(l+Q(a, b))

e Substitute back (using g = a’ = g(€,a,b) and h=b" = h(e,a, b))
ue|P+ P+ (h— b)Qa]—ﬁ/ LF(de') = O
0 Q + (h— b) Qs+ gPs) - ‘B/d(g,h)(l +Q' )ucf(de ) = 0
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Use P and @ to find derivatives in FOC

Recall that prices are given by

P(a,b)=R1—F(dd, b))
R, b)=R"! {[1 —F(d(d, b))+ [ Qg(e,a b)) h(e, a b)) f(de’)}

d(a,b)

Directly differentiating P and @ above wrt a and b:
P, = R Y(—Fyd))

P, = R Y—Fudp)
@ = R Fald)dy + |- + [ [Qiel+ Q] 0|}

@ = RH-Fald)dy + |~y + [ [Qleh+ Q4 rice)| |
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Use tomorrow's FOC to pin down Q. and Q},

e Define
(h— b) .A((—Z, a, b) — [ﬁ fd(g,h) U/cZ(del) — Pu, 4P,
(h—b)B(e,a,b) — [ﬁfdgh 1+uf)( )_QUc_ng]

e From the FOC it turns out that

Q, = A, g, h)
Q, = B(e g h)
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In sum: the GEE
e The FOC's

uc[P+gPs+ (h—b)Q)] = /3/ UL F(de’)
u[Q+ gPy+ (h— b)Qs] = /3/ (14 Q')uLf(de")

e ... with price derivatives given as

Pa = R_l(_Fdd;)
Py = R '(—Fqdp)
Q. = R—l{—Fd(d’) [ d,q +/ [Qigs + Qphl] f(de’)]},

@ = RH-Fald)dy + |-y + [ [Qleh+ Q4 rice)| |
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Analysis of the GEEs

e Note that the FOC's tell us that the optimal choice of each type of
debt takes into account, not only what is directly obtained when issuing,
but also the induced changes in the prices of both types of debt. To
understand what is involved requires more detailed expressions

e With respect to the effects on the price of short term debt,

P, = R Y—fd)

P, = R Y—fd})

e We see that the difference between the two relates only to the effect
that each type of debt has on the probability of default as indicated by
how much each type of debt moves the default threshold.
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Effects on long term debt prices of both types of debt

Qa = RY(—Fydi) +RIE[A(€, g h)g, + B(€' g )]

Qy = R Y—Fyd) +RE[A(, g, h)g, +B(e g h)hj)

Al 4, )

[ﬁfd (g0 UL F(de") = Pul

uc

~gR(-F(d") dé’)} . ,,}

B(Gl, 3, n _g,R 1(_f(dN) dl/7) h—h

U

b)) = {[ﬁfd (&' ) "(1+ Q")f(de") — Q'ul. . 1 }

e As you can imagine, we still have to digest these terms to relate them
to price sensitivity in certain contexts (Arellano and Ramanarayanan (2012)) .
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The Model with Partial Default

(Arellano, Mateos-Planas, and Rios-Rull (2013))
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Partial default and its GEE

What is not paid accumulates at rate R, and reduces output
tomorrow. Think of voluntary and involuntary borrowing from the
point of view of the lenders.

@ Endowment € with density f and cdf F.
@ Asset position is A, more precisely A > 0 is the amount to pay today.

@ Unpaid debt is 0 < D < A, it accumulates at exogenous rate R and it
reduces the endowment tomorrow a fraction [1 — (D)].

@ New emissions of (voluntary) debt are B, become part of A" one for
one, and are priced at Q(A, B, D).
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Possing the model recursively, b(e, a) and d(e, a)

v(e, a) = max ule—(a—d)+ Q(a, b, d)b]+
BE{v(e'p(d),Aa+ b+ (1—A)Rd)}

Remarks: @ = m when b < 0; we are ignoring in the text d < a;

e The FOC and envelope of this problem are

0 = ucl[Qb+Q+pE{v;}
= uc[l+ Qubl+ B E{(1 —A)RV,+€"pgv}

Va = uc{—1+ Qsb} +pBA E{v,} (invoking optimality tomorrow)
= —uc(1+AQ+ b(AQp— Q,)) (using 1st FOC)

Ve - Uc
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Possing the model recursively, b(e, a) and d(e, a)

e Substitute back into the FOC's so they contain price derivatives Qp,
Qd. Qp and Q:
0 = uc[Qb+ Q] = BE{uc(1+AQ + b'(AQ, — Q3))}

0 =uc[l+ Qb + BE{ugle'pa — (1 - MR(1+AQ + b/(AQ, — Q;))]}
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Strategy to derive the GEE

e We need to calculate price derivatives in FOC.

@ Define auxiliary price function Q via zero-profit condition.

@ Differentiate it to get price derivatives that depend on tomorrow’s
price derivatives

© Solve tomorrow’s price derivatives from the FOC shifted forward.

@ Build the GEE.
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Step 1 - auxiliary function for prices

e The value of a claim to one unit of debt is

Hie,a) = (1— d(i'a)> e (/\—l-R(l—A)d(z’a))

E{H(e'p(d(e, a)), Aa+ b(e,a) + (1L — A)Rd(e, a))}.

e a zero profit condition determines the price function

Q(a, b, d) = E{H(e'p(d), Aa+ b+ (1— A)Rd)}.

1+r
e Combining

He a) = (1 - d(eT")) + (A+ﬁ(1 _ e a)> Q(a, ble, a), d(e, a)).

a

e Substituting (ie, killing H) auxiliary function of prices is

Qa bd) = + {(1— d(y;,’ "’l))
<A+R d(e., a)>Q(’ b(e',a'), d(e’,a’))},
e Z: _ Aa+b+(lf/\)Rd.

Mateos-Planas, Rios-Rull The GEE and the sovereign default problem UCL February 11, 2015 56 / 74



Step 2 - Use price function @ to find derivatives in FOC

° Ql/: and Q) drop from FOC since, obviously, Q; = AQ)

e Wrt b and d:
Qv(a, b,d) = 1irE{_da(e va)aa/; d(e,d)
+ (ﬁ(l e e a,)) 0 bl ), 806 )
+ (Hﬁ(l LG )) QL+ Quba(e o) + Q) da(e,,a,)]} .
Qd(a,b,d) = lirE{_dE(eyajfl/Jd(d)

+ <§(1 _ A)w) Q(a', b(e', a’), d(EI’ a’))

+ ()\ +R1-A) d(e;', "”) [Qhbe(e’, ') + Qe (€', a')}e’tpd(d)} via €

+(1 —A)RQp(a, b, d) via a’; see Qp(...) above

.. where short-hand notation stands for

Q= Qb ) d(e ), Q) = @(a b€, d), d(e,2)), @ = Qs(d,b(e, &), d(e', ).
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Step 3 - Use tomorrow's FOC to pin down Q; and Q/,

e define

BE{uc(1+AQ")} — Quc
buc
Die,a) = —BE{ul(e'ps— (1 - MNRA+AQ"))} — uc

buc

B(e, a)

.. where short-hand notation stands for

ue = E[e— (a—d(e, a)) + Qb(e, a)]

. = —[e —(a —d(,d) + Qb))
Q = Q(ble a),dea)a)

Q = ( (€",d).d(¢",a"). &)

e = "p(d(e, a))

d = Aat+b(e,a)+(1—A)Rd(e a)

e From the FOC (1) it turns out that

Q, = B(.a)
Q[’j = D(,d)
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Step 4 - Collecting pieces: the GEE

e The FOC

o Where:
Q
Q/
Qb
Qq
Qh
Q

provided

uc[Qpb+ Q) — BE{uL(1+AQ")}

e[l 4 Qab] + BE{ucle'py — (1 — M)R(1+AQN]}

Q(a, b, d) as in auxiliary func Q step 1

Q(d, b(¢',d'),d(¢',a")) as in auxiliary func Q step 1
Qp(a, b, d) as in derivatives step 2: contains d,, b, Qf,, Q:j
Qqu(a, b, d) as in derivatives step 2: contains dc, b, Q[/,, QQ
B(€',a') from FOC in step 3

D(€',a") from FOC in step 3

e = €yp(d(ea))

a = Aa+b(e a)+(1—A)Rd(e, a)
b = b€ a)

d = d(ea)

Mateos-Planas, Rios-Rull The GEE and the sovereign default problem UCL February 11, 2015

59 / 74



The indifference condition between both forms of moving
resources

e When the solution is interior we can use both FOC to see what drives the indifference
between both forms of “borrowing.” Equating them and moving terms we get

ue[(Q=1) + b (Qp — Q)] = BE{uc [R(1—A) = 1] (1 +AQ")]} — PE{uc[e'pal}

e The left hand side has the gains from borrowing versus not paying. We get directly that per
unit that we borrow we get Q while if we default one unit we get the whole unit. The second
consideration is the relative effect on the price of loans (to be analyzed below) multiplied by the
amount of debt. Finally, tomorrow, both types of borrowing have differential rates of

accumulation, (the difference being [R(1 — A) — 1]), and, defaulting has the lower subsequent
output cost.
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a decomposition of the Considerations
Recall that we wrote the GEE compactly as
ue[Q+ Qpb] = PE{uc(1+AQ")}
ucl+Qeb] = BE{uc[(1-MR(1+AQ") —€'pal}

It interpretation is standard, with price derivatives Qp and Qg, for which we have explicit
expressions, encapsulating all future consequences, including dilution. They can be written as

Q = 1+ E{ (d'/a')a effect on % defaulted via a’

+R(1—-M)(d'/a"),Q default that remains debt, via a’
!
+ ()L +R(1— /\)%) [B'(A+ b))+ [/d;]} dilution via a’; pf derivatives

1

! !
Qs = 1T rE {—% effect on % defaulted via €

! A
+R(1—-2)E-T2 dee lpd Q default that remains debt, via €’

+ (A +R(1— /\)%) [B'bL.+ D'dé]e’lpd} dilution via €’; pf derivatives

+(1 — A)RQ effect via a’; see @, above
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Writing them slightly differently

Q= 1+rE{ da(e)d d(e.d) a’ (.2 [1+R (1-1)Q] Increased default via a

+(/\+R(1 A< )[B'(A+b’)+D d!] dilution via a }

Q= 1E{[1+R(1—/\)Q] (—déi,"’d increased default via €’

—(1-M)R L""@M) and via @'
+(A+R(1-1)F) [B'b+D'dl] €'y, dilution via €’

+[B/(A+b,)+D'd]] (1-A)R) and via a}
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Looking at the difference between @ and Qq

Qb — Qo ——E{ (d'/7d),[1+R(1-1)Q]

+ (A+ﬁ(1 —A)Z—j) [B'(A+ bL) + ['dl] } [1-(1-A)R]

differences between b and d in effects on increased default and dilution via a’

+—E{ ([1+ﬁ(1—/\) E

T ()H—R(l—/\)—) [B’bg+[’dg}) €Pq }

only due to d, additional effects on increased default and dilution via €’
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The terms shaping dilution:

@ Working via 2’

[B'(A+b}) +D'dj] = (A+b;){ﬂE{U’c(1 +b)/\ucf -],
d;[*ﬂE{”'c’(e”%*<1;A>F<1+m~>>}wc
/ué

e This is a weighted average of the time inconsistent elements associated to default and
to save.

@ Working via €’

B b+Dd]= b [ﬁE{"g(HAQH)}* Ql“éh

b'ul.
4 [—ﬁE{U’c’(E"lPQ —(1=MRI+1Q"))} — ue

T
b’ ul.

e This is also a weighted average of the time inconsistent elements associated to default
and to save.
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Conclusions

@ We have developed a characterization of the equilibrium in a popular
class of models widely used to treat issues of sovereign default. These
models can be relatively sophisticated in terms of its ingredients.

@ Such characterization looks at a problem of a decision maker that
@ Takes as given the em decision rules of it future self.

@ Faces market restrictions that can be dealt with as part of the problem.

@ The characterization is in terms of functional equations where the
terms involved have a clear economic interpretation and can be used
to find the solution with arbitrary accuracy without constructing
examples with desired properties by looking at a particular class of
shocks.

@ One of the equations involved is a GEE where the agent understands
how future versions of itself will be affected by its current choices and

tries to exploit them.
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The long term debt problem
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Properties of auxiliary functions
Given g and d, two of these are simple contractions:

e Prices

iz d) = R (1= Fe@) +0-0) [ glee.#)igd) flae) |

e Continuation values associated with optimality (eg, continuity, FOC ...)

. v if d(a
v(e.aig.d) = { vgz,)a;g, d) if z ; dgag
with

V(e ag,d) = ue +a+algle a); g d)((1—A)a—gle, a))) + B / V(¢ gle, a): g, d)F(de’)

Sle) — B / /
9(e) = ule) + ﬂ/u(e )F(de')
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definitions (3)

e Marginal utility, in future continuation allocations

Uc(e aig, d) =du(e+a+q(gle a)ig, d)(1—A)a—g(e a)))/dc

e Consumption from budget constraint

Cle,a,d;g,d)=€e+a+q(a;g d)((1-A)a—2a)
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Optimal default (4)

Threshold rule €*(a; g, d) is value €* solving
7(e) = u(Cle.ad (e a" g d)ig d) +p [ W(a (e a"ig.d), g, ) (de) (1)

where 3(€, a; g, d) is optimal (deviation) choice of savings.
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Optimal (deviation) savings: GEE (5)

The problem of the agent is

(@)
maxu(C(e, 2, a/;g,d))+,s/oh V(e’)f(de’)—kﬁ/h(a/) V(€. d; g, d)f(de’)

for € > €*(a; g, d), where optimal (deviation) default rule €*(a; g, d).

The FOC, envelope condition on v, and continuity imply the GEE

uc(Cle 2, a'g.d))[a:(a" 8. d)((1 - A)a—3a) —q(a’; g, d)]

* ﬁ/h(ar) Uc(e, a1 g, d)[1+(1-MN)qgl(g(e',a) g, d)]f(de)  (2)

which yields the savings rule a'(e, a; g, d).

Notice this involves the derivative of the price q,(a’; g, d).
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The derivative of the price (6)

Differentiating the expression for g, shows that the derivative g,(a’; g, d) depends on the
derivative of future prices.

The FOC holds in future from which future derivatives q,(g(€’, a’); g, d) can be expressed as
-(¢’,a’; g, d) where

(e, a;g,d) ={q(g(e, a); g, d)Uc(€, a;g,d)

B [y Ul 8208 )

X[1+(1—/\) (g(e g(e,a)): g, h)]f(de')
}
/{1 =AN)a—g(e a)lte(e aig h)}

Then differentiating the auxiliary equation for g gives

q(a's 8. h) = R [—Fy(h(a))hy(a) + (1 — A)
(

h(a'),a'); g; h)f(h(a"))

+./h(a/) 4(6/13,;g,h)ga(€/,a/)f(del)}} (3)
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Equilibrium and computation (7 and 8)

An equilibrium is a pair of functions g and d such that:

@ Fixed point. Optimal choices in (1) and (2)+(3) are consistent with g and d:

a(e ahg)
€*(a; g, h)

gle a)
h(a)

@ Given g and d, the underlying auxiliary functions are determined as in (69) and (69).

There are two loops, the second is the outer loop. Two possible approaches to inner loop: solve
as fixed point iterating on g and d; or solve as a system of equations in g and d. In the second
approach, we could write the system compactly:

ECFE (e, a, h(g((e,2))). ha(g(e. a)). g (e, a). g (€' g(e. a)). &€ g (e, a)). €)=
E¢"(a h(a), g(a,h(a)) =

o o
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