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1 Introduction

Until recently, most research and controversy on macro fiscal policies was
about when and whether debt-financed government deficits have real
effects on aggregate output and employment. This problem has typically
been studied in a model of a representative agent (or overlapping gener-
ations of representative agents) interacting with a benevolent government
| maximizing a Social Welfare Function. Naturally, only a limited set of
issues (such as the role of fiscal policy in favouring optimal capital
accumulation or in minimizing the deadweight loss of distortionary tax-
ation) can be addressed within this framework (see Blanchard and
Fischer, 1989, for an extensive discussion of this approach). Thus, a
particularly important aspect of fiscal policy suppressed in this model is
the (intragenerational) redistributive effect of fiscal policy and the con-
sequent political conflicts arising from these distributional concerns.
Behind the representative agent lurks a lot of heterogeneity, whether in
terms of income and asset-holdings or of preferences. This paper focusses
on the question of how differences in income and asset-holdings give rise
to differences in preferences concerning fiscal policy and investigates how
democratic political institutions solve the social choice problem of what
fiscal policy to implement, when agents have conflicting preferences.
Our model is much inspired by the experience of public debt manage-
ment and the political conflicts surrounding it in several European coun-
tries during the interwar period. This was a time when one of the major
problems confronting the various governments was how to deal with the
huge debt-overhang problem inherited from World War 1. Very broadly,
in several countries there was a clear conflict over fiscal policy between
right-wing parties representing the interests of the rentiers (among others)
and thus favouring conservative fiscal policies aimed at preserving the real
value of government debt and other forms of nominal domestic savings,
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and left-wing parties representing the interests of the workers and

unemployed and who favoured reflationary fiscal policies as well as
increased expenditures on public goods. In several instance when left-
wing parties were elected (as for instance the ‘Cartel des Gauches’ in 1924
and the ‘Front Populaire’ in 1936 in France) there shortly followed a
period of more or less high inflation (fed by sharp increases in government
spending) which amounted to a de facto default on public debt. Conserva-
tive governments on the contrary practiced severe fiscal restraint and
endeavoured to curb inflation (see Alesina, 1988, for an illuminating
survey of interwar debt policies in Europe).

We construct a model where these conflicts over fiscal policy clearly
emerge as a result of differences in incomes between agents. We then
analyse how fiscal policy is determined when the government is assumed
to be in the hands of a political party elected through majority voting. The
political party in power is assumed to pursue the interests of it own
constituency rather than a general Social Welfare Function. In this paper,
we restrict attention to a two-party system: the left-wing party identifies
with the interests of agents having incomes below the average while the
right-wing party represents those agents with incomes above the average.
These party objectives give rise to fiscal policies where the left-wing party
favours large government expenditure on public goods with concomitant
high levels of taxation and/or high levels of indebtedness, and the right-
wing party favours low levels of expenditure, low taxes and low levels of
outstanding debt. The fiscal policy that is implemented is that of the party
which wins the elections.

Within this model we address two sets of questions: first, what role if any
does public debt play in the dynamic political game between the two
parties in constraining the actions of future administrations? Second, to
what extent does current fiscal policy have an impact on the outcome of
future elections? Concerning the first question, large levels of outstanding
debt constrain future governments both in terms of limiting future expen-
diture on public goods and in forcing higher levels of taxation to repay the
debt. We show that a left-wing government anticipating the victory of its
conservative rival in the next elections finds it worthwhile to accumulate
large levels of government debt in order both to ‘substitute intertempo-
rally’ the provision of public goods and to increase redistribution in the
future by imposing higher levels of taxation.! Surprisingly, however, this
is the only instance where a government wishes to exploit the commitment
effect of debt. Conservative governments do not wish to constrain future
left-wing governments by excessively accumulating debt. Our results are
thus in contrast with the earlier work of Alesina and Tabellini, (1987a,
1988), and Persson and Svensson (1989). Section 4 deals extensively
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with the commitment effect of debt. It discusses the precise connections
between these papers and ours. It also points out that the commitment
value of debt disappears when future governments are allowed to default
on inherited outstanding debt. We show that current fiscal policies .rm<n
an impact on the outcome of future elections only if future waBE;Sm-,
tions contemplate the possibility of default (either En.ocmr .Emm:o: or
explicit default). Our model is one of complete information @E forward-
looking agents, where current fiscal policy only matters if it changes
agents’ preferences about future fiscal policies. It turns out S.mﬂ E..omow-
ence reversals can only occur if there is a risk of default. The basic point 1s
as follows: a current conservative government accumulating large levels
of debt can swing the outcome of future elections in its favour Unow.zwo its
left-wing rival is rationally expected to default on the debt while the
conservative party is rationally expected to repay it. ,;.o _m.ﬁm.oﬂ the
outstanding debt the more voters become concerned with maintaining the
real value of debt and thus the more favourably inclined they are towards
a conservative administration. Large levels of debt change the outcome of
elections to the extent that they shift the conflict about fiscal policy away
from issues of more or less expenditure on public goods towards issues of
more or less monetization of the debt. Interestingly, left-wing parties may
be able to use debt in the same way as the conservative government above.
The circumstances in which this happens are described in Section 5.

2 The model

We consider a closed economy with no foreign debt or lending. This
economy is composed of a continuum of agents who all live mon.go
periods. At the beginning of each period, elections are :.o_a to m.Euo:: a
new government. Agents have identical preferences but a_m.onwsm incomes.
Each agent is identified by a parameter a which measures his income in
each period (agents earn the same income in both mozoamv. ,.;a. source wm
agents’ earnings is not modelled. The economy’s income distribution in
the absence of intertemporal transfers is given by fla) with support [0, 1].
The individual voters’ preferences are assumed to be represented by the
utility function:

Ulcs; g:) = log(c, + g1) + Blog(ca + g2) ey

where c, is consumption of the private good in period t and g, .mm consump-
tion of the public good; Bis the discount factor. Of course, a:.m is a rather
special utility function. We adopt it mainly to make om_oc_.m:ozm tracta-
ble. Our results hold for a much wider class of utility functions.? .

The public good, g, is provided by the government.® In fact, in our
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model the government’s role is limited to determining the level of current
expenditure on the public good and the method of financing it. In period 1
the government can choose between various combinations of tax and debt
financing. In period 2 only taxes are available to finance both debt
repayments and expenditure on the public good.

Throughout most of the paper we assume that income-tax rates are
=_Mamo_,8 and, to begin with, we shall make the additional assumptions
that:

(i) taxes are not distortionary.

(ii) the rate of transformation between the private and the public good is
equal to one. Later in the paper we relax the latter assumption.* We
denote by 7, and 7, the tax rates in periods 1 and 2 respectively. The
government can choose any tax rate between zero and one.’ Finally, given
the tax rate 7, in period one and given the government’s expenditure on
public goods g, and amount of public debt accumulated in period 1 is
given by the government’s budget constraint:

—

unm_-T_&@% @
0

‘:.6 interest rate at which the government can borrow, r, will be deter-

mined endogenously in the model.

Now, an agent with income «, anticipating government expenditures on
the public good, g; and g, financed with tax rates 7 and 7, solve the
following intertemporal consumption problem:$

max log(c, + g1) + Blog(c: + &2)

cniens

st. a+s<a(l—m) 3)
asaol-m)+sp
wherep=1+r.

We model the political process as follows:

At each period there are two political parties competing to be elected: a
left-wing party and a right-wing party.” Once a party is in power it has
total control over 7, and g,. Prior to the election, a party cannot commit
itself to pursuing a particular fiscal policy if it is elected.® To fix ideas, we
represent the sequences of moves and events in the time-line (Figure 11.1):
Whichever party get more votes is elected. How do we distinguish
between a left-wing and a right-wing party? We assume that the left-wing
party represents primarily the interests of those individuals whose income
is below the average income in the economy. The right-wing party
represents primarily the interests of those whose income is above the
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new elections: new government
parties cannot chooses g5 and 7,
commit to future and how much of
policies during  the public debt
the campaign to be repaid.

incumbent administration
chooses g; and 7y (Dand

p are then implicitly
determined)

Figure 11.1 The time line

average. More specifically, we suppose that the left-wing party maximizes
the interests of some income group a; < Eq; and that the right-wing party
maximizes the interests of some income group ag > Ea. Both ag and oy,
are exogenously given, and we do not consider the question of how a
party may wish to choose ain order to maximize the probability of being
elected.

We shall be interested in the subgame-perfect equilibria of this game. As
usual, one solves for these equilibria backwards. This is particularly
straightforward in this model since there is perfect information and no
uncertainty.® The only potential difficulty arises from the endogeneity of
the interest rate. The individual agents’ savings decisions depend on their
(rational) expectations about future policy as well as on the equilibrium
interest rate; and the latter simultaneously influences and depends on
future policy. Before solving for the perfect equilibria of the game
described above, we shall consider various scenarios which will serve as
helpful benchmarks. We begin by solving for the optimal government
policies when the government is respectively a social planner, a right-wing
dictator and a left-wing dictator, assuming that the government does not
default on outstanding public debt in period 2. Then we solve for the
political equilibrium, first assuming no default and secondly, allowing the
period-2 governments to default on outstanding public debt.

3 Optimal policy decisions of a social planner and of right-wing and
left-wing dictators

Throughout this paper we only consider optimal time-consistent policies.
These are the relevant benchmarks to compare with the dynamic political
equilibrium. We call a dictator a government pursuing the interests of his
own clientele and who remains in power in periods 1 and 2.19 A social
planner, on the other hand, maximizes the utility of a representative
average consumer. We are particularly interested in finding out how much
debt each type of government wants to accumulate in period 1.

To begin with, consider the optimal savings behaviour of an agent with
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income a. Solving the maximization problem (3) yields the following
savings function:

Bo(g: + a1l — 1)) — (g2 + (1 = 7))
(I+Bp

The equilibrium interest rate r is then given by the following equation:

s p, 71, 8) = 4

_ S( p, 7 g)a)da=D )

0
where p=1+r.

The LHS represents the net supply of savings and the RHS the demand
for savings. Using equation (4) and the two government budget con-
straints, g, = nEa+ D and g =nEa- Dp (where Ea denotes the
average income in the economy), one easily solves for the equilibrium
interest rate:

Lemma 1: In equilibrium we have p=1/8 for all levels of debt
D €[0; Ea- B).

Proof. Obvious.
The level of outstanding debt cannot exceed Ea-B, for otherwise the
government is unable to pay back all the public debt in period 2.!!

Consider first the optimal policy chosen by a social planner in periods 1
and 2. We suppose that the social planner maximizes the utility of a
representative average consumer. The main reason for selecting this social
welfare function is that it allows us to characterize a point on the
Pareto-frontier abstracting from distributional issues between high- and
low-income agents. This is not the case, for instance, with the utilitarian
welfare function which corresponds to maximizing the sum of the utilities.
The latter welfare function leads to perfect equality as the social optimum
in our model.'?

Thus, in period 2 the social planner chooses 7 and g, to maximize the
utility of the consumer with income Ea:

wAmRPﬂ: Nb._
B

log TN + Eo(l - 1)+ (6)

where g, = nEa — W\ . (Recall p=1/p from lemma 1).

Substituting for g; in (6) it is clear that the social planner is indifferent
. D .
between any second-period tax rate ™ € _HWMN. ; H,_.; Since taxes are
a
non-discretionary, and since the rate of transformation between the
private and the public good is equal to one, the social planner is indifferent
between any feasible level of expenditure on public goods.
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A similar result holds in period 1. In the first period, the social planner
chooses 7,, D and g, to solve:

max log(c: + g1) + Bloglez + &2) #
subject to: ¢, = Ea(l — ) — s(Ee; p, 7o, g0
gi=nEat+D Q)
1
Cy = Ea(l - T2) — s(Ea;, p, T, WNV.W
=T Ea+ bb : J
d(c; + g)

Now, notice that =0; (i=1,2). Consequently, the social

&ﬁ.
planner is indifferent between any level of taxation 7, €[0, 1]. It is also
straightforward to see that G &bwv =0; (i=1,2), so that the social

planner is indifferent between any feasible level of debt and therefore
between feasible level of period 1 expenditure on public goods. This result is
reminiscent of the Ricardian equivalence theorem, to the extent that the
government’s financial structure is indeterminate as a result of indi-
viduals’ intertemporal arbitrage behaviour. That is to say, when the
government deficit increases today, agents save more to pay future
&AQw bu Tt Nb
dD
deficit today is exactly offset by an extra dollar of savings). However our
result is more general than the Ricardian equivalence theorem, since
government expenditure decisions here are endogenous. The indetermi-
nacy is not only in the financial structure, but also in the optimal level of
government expenditure. One might refer to this result as ‘Ricardian
super indeterminacy’. To complete our characterization of the social
optimum note that if the social planner were allowed to default on public
outstanding debt in period 2, it is easy to show that he would be
indifferent between default and no default. This is altogether not surpris-
ing given that taxes are assumed to be nondistortionary.

As will become clear below, the social planner’s optimal policy differs
from that of a left-wing or right-wing dictator. Consider first the optimal
fiscal policy of a dictator of type ain period 2 (in other words, the optimal
policy of a government which represents the interests of the income-group
a): the government then chooses 7, and g, to solve:

= 1 so that one extra dollar of

increases in taxes (note that

max log(cz + g2)

71,82
subject to: ¢, = ol — ) + p~s(a; p, 7> 81) ®)
and g, =7 Ea—Dp
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where s, p, D are taken as given).

Solving (8) one easily obtains the result that if @ > Ea, the government

D
chooses go=0and =, = Fa In other words, the government chooses to

minimize expenditure on the public good. Vice-versa, if a< Ea, the
government chooses 7, = 1 and g, = Ea — Dp; that is, the government
maximizes expenditure on the public good.

In period 1, a dictator of type a chooses 7, and D to solve:

max log(c; + g1) + Blog(cz +g3) )

;D

subject to: ¢; = a(l — 1) — s(e; p, T &)

a=aol-™H)+s(sp1.8)p | ®
and N-"ﬂ_mn&n_nb
g8 =1 Ea—Dp )

where g¥ and ¥ are the solutions to problem (8) and where

s(a;, p, T, 8)
_ nEe+D+ ol - 1) —(FEa—D/B+ ol — 7))
a+pg
B

One can easily verify that if a < Ea, then both ¢, + g, and c> + g» (as
defined in (9)) are increasing in 7. It follows that the optimal solution is to
set 7, = 1. Vice-versa, if @ > Ea, then ¢, + g) and ¢, + g; are decreasing in
7, so that the solution then is to set =, = 0. Thus if a dictator wants to
maximize tax revenues (and expenditure on public goods) he wants to do
so in both periods. The same is true if he wants to minimize taxes. Given
our assumptions on a; and ag, this means that a left-wing dictator wants
to maximize expenditure on public goods, and a right-wing dictator wants to
minimize expenditure.

It remains to determine how much debt each type of dictator is willing to
incur in period 1. A left-wing dictator, who sets T, = 7, = 1, will be indiffer-
ent between any level of debt below Ea- B. This follows from the fact that
both ¢; + g1 and ¢, + g (as defined in (9)) remain constant as the level of
debt is changed. The left-wing dictator is indifferent between debt and
taxes, since any increase in debt today implies a corresponding reduction
in expenditure on the public good tomorrow so that the increase in utility
from more expenditure on public goods today is exactly offset by a
reduction in utility tomorrow.
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To determine how much debt a right-wing dictator is willing to accumu-
late in period 1, it suffices again to see how (c; + g1) and (c2 + g2) vary
with D. The right-wing dictator minimizes public expenditures and thus

D . . .
setsy =0; o= mm. Total consumption in periods 1 and 2, respectively,
for an individual of type ax then becomes:

a
n._+%._"b+ﬁ«b| ~+m A:vv
B

ka 1

+ R
C + 2, = A~I|Ul.Wv+|®|‘m|Q|\w (11)

S U ) A
Differentiating (10) and (11) with respect to D, one obtains:
Hertg) _ ] A |E,v. A tg) _ 1 A_ |mhv 12)
éD 1+8 Eal’ D 1+ 8 Ee

Since ax > Ea by assumption we obtain the conclusion that a right-wing
dictator strictly prefers not to issue any public debt in period 1. This result is
all the more striking in that taxes are not distortionary in our model. The
intuition behind this result is straightforward. The consumers with
incomes above the average bear most of the taxation cost of servicing the
debt in period 2. In fact, it is easy to verify that those consumers with
incomes below the average pay less than one dollar in taxes for any one
dollar of debt repayment they receive. Therefore, debt accumulation
indirectly serves the role of a redistributive tax. This explains why right-
wing administrations strictly prefer no: to accumulate debt. It does not,
however, explain why left-wing administrations are indifferent between
debt accumulation and no debt accumulation. The latter result is
obtained because taxes and expenditure on public goods are a (weakly)
superior instrument of income redistribution; so that the role of debt in
redistributing income becomes irrelevant.

4  Dynamic political equilibrium with no default

If elected, a right-wing administration will choose to minimize expendi-
ture on the public good by setting the period-2 tax rate
Dp

=max {0, —
72 A Ea
set 7, = 1. This was established in the previous section. Note that the
policy objective in period 2 of each type of administration is the same

w . A left-wing administration will do the opposite and
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regardless of what fiscal policy was implemented in period 1. What affects
the policy objective in period 2 is only the location of the political party in
power (a; < Ea < ag).

Voters know the policy objectives of each party and rationally foresee
what fiscal policy each party will implement. We assume that voters always
vote and that they vote for the party implementing the fiscal policy which is
in their individual best interest.!* Our model has a useful feature which
considerably simplifies the derivation of the political equilibrium in period
2: we can define an income-group, denoted by &, such that all voters with
this income are indifferent between the policies of a right-wing government
and those of a left-wing government. This income group is uniquely deter-
mined, and all voters with incomes a less than & vote for the left-wing
candidate and all voters with incomes above & vote for the right-wing can-
didate. In other words, our model has the feature that income is a perfect
predictor of voting behaviour. In Section 3, it was shown that a government
representing the income group Ee is indifferent between minimizing or
maximizing expenditure on the public good for any given first-period fiscal
policy. It follows that in our model & = Ea, and that there is a left-wing
majority if the median income «,, < Ea and a right-wing majority when
a,, > Ea. Our discussion so far not only characterizes the second-period
political equilibrium, but also establishes our first important result:

Proposition 1: When governments cannot default on outstanding domestic
debt, then past and current budget deficits have no strategic effect. In other
words, public debt cannot be used to influence the outcome of future
elections.

Proposition 1 follows from the fact that each candidates’ period 2 fiscal
policy and the median voter’s preferences remain the same for any
D €]0, Ea- B]. Thus, with no default, public debt can only be used to
constrain the policies of future administrations as in Alesina and Tabellini
(1987a) and Persson and Svensson (1989). The remaining part of this
section will be devoted to the analysis of optimal first-period fiscal policy
when the incumbent party knows that it will be replaced in period 2. We
determine to what extent the party in place in period 1 wants to constrain
the policies of its opponent in period 2.

We begin with the case where a left-wing administration in period 1
knows that it will be followed by a right-wing administration in period 2.
Such a situation might arise, for instance, if after the period-1 elections
there was a shift in income distribution (or a change in tastes) such that in
the new elections in period 2 there is a right-wing majority (that is, fla) is
such that a,, > Ea). Then, the left-wing administration will choose its
fiscal policy, § = (7, D, g,) to maximize the utility of its clientele, antici-
pating the policy followed by the right-wing administration in period 2:

Government domestic debt and the risk of default 325

max log(c, +g;) + Blog(c. + &)

7,D,8

w.—.—.vu.mOOﬁ to: a+gi=m7 Ea+ D+ QﬁAﬂ - ﬂ_v - QAQPW bv Aﬂwv

D
atg=ar A - m|nv +s(az; p)-p
Dp
nEa+D+a(l—7n)—a,|l " Fa
where s(ay; p) = s(ar; 1/B) = 1+ BB
+ +
Again, it is easy to verify that %wloé >0 and ﬁ > 0, so that
1 1

the left-wing government sets 7, = 1. More interesting is the debt policy;
we have:

142 1
Xeitg) _, _ Ex B_ 1 T-ﬁ (14)
oD _ a1+p/B 1+p8 Ea
and
dotp)_ LT, ] 09
oD 1+8 Ea

since a; < Ea (by assumption), we have that both period 1 and period 2
utility is increasing in D. We thus obtain our second noteworthy result:

Proposition 2: 4 left-wing government followed by a right-wing govern-
ment will run budget deficits in order to ‘constrain’ the right-wing
government.

In fact the left-wing government will choose to accumulate the maximum
sustainable public debt: D = Ea- 8. The intuition behind Proposition 2 is
simple. By accumulating public debt, the left-wing government can
increase expenditure on public goods in period 1. This increases the
period-1 utility of all consumers with incomes below the average. It is
perhaps more surprising that it also increases their utility in period 2. This
follows from the fact that most of the tax burden of servicing the debt falls
on wealthy consumers with incomes above the average. For any one
dollar of debt repayment by the right-wing government in period 2, a
consumer with income less than the average is taxed less than one dollar.
Thus debt accumulation with no default amounts to an indirect income
transfer from the wealthy to the poor. The only income group that is
neither hurt nor favoured by debt accumulation is the average-income
group. It follows that, from the perspective of a left-wing party, being
replaced by a right-wing party accumulation is favourable in both
periods.!?
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We close this section with the case where a right-wing administration is
followed by a left-wing administration. We know that the left-wing
administration will choose 7 =1 and g, = Ea — Dp, so that the right-
wing administration chooses § = (7, D, g;) to solve:

ﬁ max ., p g log(c; + g1) + Blog(ca + g2)

st. e;+gi=7Ea+D+ar(l—m7)
_mEa+ D+ ag(l —71)—(Ea—D/PB)
{ (1+p)/B

c;+g,=Ea—-D/B
1 ﬁ:m.a+ D+ ag(l —n) - (Ea— b\mvg

f i 1+p/B

Again it is straightforward to check that a right-wing administration will
minimize taxes in period 1 (n, =0). If we differentiate (¢; +g,) and
(c2 + g;) with respect to D, we obtain:

(16)

&h._ + W_v 1+ w\m
=1- =0 a7
oD a+B/B
— 2= —— | —— =0 (18)
oD B BLU+B/B
This implies that a right-wing administration followed by a left-wing
administration is indifferent between any level of debt D €10, Ww&a :

Proposition 3: A4 right-wing administration followed by a left-wing admin-
istration does not gain by constraining the future administration’s policy
choices through the accumulation of debt.

This result is in sharp contrast to the conclusions obtained by, say
Persson and Svensson (1989); and also to those obtained in the present
model when a right-wing administration is followed by another right-
wing administration. The reason why the right-wing incumbent is
indifferent is because debt plays no indirect redistributive role when all
income is taxed away in period 2. As a result, any increase in debt today

resulting in an increase in period-1 utility is exactly offset by a decrease in

de e . 1
utility in period 2, since the equilibrium interest rates 1s p = —.

B
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7  Dynamic political equilibrium with costless default

We have already pointed out in Section 3 that with no distortionary taxes,
a social planner is indifferent between default and no default in period 2.
Our first important result of this section is that both a left-wing govern-
ment and a right-wing government strictly prefer default in period 2, even
though taxes are non-distortionary. We go on to show, however, that this
conclusion crucially depends on the assumption that the rate of trans-
formation between the private and the public good is (less than or) equal
to one. As soon as the rate of transformation exceeds one, it is no longer
generally true that both types of government strictly prefer default.

Consider first the default decision of a left-wing administration
(ar < Ea) inheriting a total debt of D. We know that such an administra-
tion maximizes expenditure on public goods by setting = = 1. If it
defaults, total expenditure on public goods is given by Ea, and every
consumer in the economy gets utility log Ea.!6 If it does not default, then
total expenditure on the public good is Ea — D/B and a consumer with
income a gets period-2 utility of log[Ea — D/B + s(a, 1/8)-1/8]. Thus a
left-wing administration prefers to default if and only Iif:
Ea>Ea—D/B+ s(ar; 1/8)-1/8

D> s(ar; 1/B) (19)
We know from the credit-market equilibrium that

_
bL5_\@?&"2&_\@uéi\s ss
0

The last equality in (20) follows from the linearity of the savings function
s(e; 1/B) in a. Since ay < Eeq, it follows that (19) is verified for all
D €(0, Ea- B). Thus we obtain:

Proposition 4: A left-wing administration (such that ap < Ea) strictly
prefers to default on any positive level of outstanding public debt.

By refusing to repay the outstanding debt, a left-wing administration can
increase even further its expenditure on public goods. Since savings are an
increasing function of income, default becomes another form of redistri-
butive taxation. A left-wing government represents the interests of those
agents who benefit from this redistribution and therefore favours default.
This is altogether not very surprising. We were, however, astonished at
first to get the next result about the incentives to default of a right-wing
administration. We know that the latter wants to minimize expenditure
0 Imlv if it does not

* BEaf '
default. In that case, an individual with income a gets a period-2 utility of

on the public good and therefore sets 7, = max *
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D
log T« A_ - W.WMV + s(a; 1 \E_ . If the right-wing government defaults,

period-2 utility becomes simply loga. Thus a right-wing government
defaults if and only if:

D

vanlewwM_+h€a 1/B)-1/B @n

where ag > Ea).

In words, if the cost of increased taxation required to finance debt
repayments outweigh the benefits to those individuals with incomes above
the average, then the right-wing government prefers to default. It turns
out that the costs are always greater than the benefits for any positive level
of inherited debt:

Proposition 5: A right-wing administration such that ap > Ea defaults on
any positive level of outstanding debt.

Proof. Condition (21) is equivalent to

D
aR Ea > s(ag; 1/8)

where: D
D+ ag(l - )+ Ea 7 IBNT lm
1/ = .
s(axs 1/8) (i +B/8
ar 1
_ D T + M..\.Mx. : WU—
1+p)/B
but
4733
D D —Hh + wa
ar T > a1+ 8 = s(ag; 1/B)
since
ag(l + B) > BEa + agp<> ar > Ea O

We pointed out earlier that if there is no default, then the agents with
incomes above the average pay more in taxes to finance debt repayment
than the value of their bond holdings. It is then obvious that they should
prefer the government to default. The implications of Propositions 4 and
S are far-reaching. If default is costless, there does not exist a rational-
expectations political equilibrium where government expenditures are
financed through debt (except in the degenerate case where
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a; = a,, = Ea = ag). This is all the more striking as taxes are not dis-
tortionary. The reason why there cannot be positive public debt in
equilibrium is that no one will agree to lending to the government in
period 1 if they anticipate default in period 2. Another obvious con-
sequence of these propositions is that public debt plays neither a strategic
nor a constraining role when default is costless ex-post.'’

To leave it at that, however, would be misleading. It turns out that
Propositions 4 and 5 are not robust to small changes in the parameters of
the model. Specifically, if the rate of transformation between the private
good and the public good is 1 + A (A > 0) instead of 1, then Propositions 4
and 5 are no longer generally valid.!®

The main modification introduced into the model the rate of trans-
formation is given by 1 + A is that the subset of income groups preferring
expenditure maximization (respectively, expenditure minimization) on
public goods no longer coincides with the subset of income groups who
prefer default on public debt when period-2 tax rates are maximized
(respectively, minimized). As a result, there exists a range of middle-
income groups who strictly prefer no default. We demonstrate this last
point rigorously below and investigate the implications of this result for
the dynamic political equilibrium.

When the rate of transformation between the private and the public
good is less than one, supplying the public good becomes less attractive,
other things being equal. As a result, one should expect fewer income
groups to prefer expenditure maximization on public goods than before.
This is indeed the result we obtain here: if a government representing
income group a is elected in period 2, it will set the tax rate 7, to solve:

max log(c; + g2)

2

subject to: c;= ol — 1) + s(a; p)-p (22)
! Ea—Dp
&2 1+ A
(assuming that there is no default on public debt). Notice that any dollar
1 .
raised through taxes and spent on the public good yields T A more units
of the public good. From the first-order conditions we obtain that
E
#=1 if as $
; (23)
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Szo in the previous sections all income groups below the average
income strictly preferred maximum expenditure on public goods, now

Ea
1+A

If the public good is more expensive to produce one should also expect
that fewer income groups prefer default in order to increase expenditure
on the public good, and consequently that fewer possible administrations
would choose to default in period 2.

The next result shows that this intuition is indeed correct! Assuming that
the first-period tax rate has been set equal to zero,!? consider how an
elected government located at a assesses a default decision:

Suppose first that 7, = 1. In that case default is attractive if and only if:

only those income groups below prefer expenditure maximization.

Ea vmn|pw s
Tva> 144 T@PP
or I@lv - D
T+ A s(a; p) 4)
where:
D Ea—- Dp
EEAI_+>+Qvl T3 A (25
s(a;, p) =
1+ Bp

and p is the (correctly anticipated) equilibrium interest rate in period 2
when 7, = 1 and the elected government does not default:
We can then establish the following lemma:
. Lemma 1: Ja €(0, Ea) such that if =, is to be chosen equal to 1, then all
income groups a €(0, @) prefer default whereas all income groups
a & (a, 1)prefernodefault. Furthermore aisincreasingin D, and a(0) = Ea.
mu_.co.m. First, the equilibrium interest rate p, when the _uoaoawN govern-
ment is expected both to set 7, = 1 and to avoid default, is defined by:

Es(a; p) = s(Ea; p) = D,

where s(a; p) is defined in (25).
We then have, for all a:

s(a; p) = D + (s(e; p) — S(Ea; p))
(a—Ea)B
1+ 8

Hence (24) can be rewritten as:

D -
Vb+€ Eq)p
1+A 1+p8

=D+

(26)
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Which in turn is equivalent to:
1+ BAD
(1+A)B

We immediately verify that: a(0) = Ea and that a is decreasing in D. O

In words: when the rate of transformation between public and private

goods is greater than one and if 7, = 1, the range of middle incomes which

strictly prefer no defauit increases with the amount of outstanding debt,

D.2° Furthermore, our analysis so far implies that a (left-wing) govern-

ment located between a=0and a= a-chooses 7, = 1 and defaults on its
Ea

1+ A

a< aoD)=Ea- 27)

outstanding debt; whereas a government located between @ and

chooses 7 = 1 and no default.
Consider next how agents assess the default decision when the govern-
ment in place in period 2 minimizes expenditure on the public good (i.e.,
D . .
whenn,=00rmn = M..Manvona_sm on whether the government honours its
debts). Then an agent earning income a strictly prefers the government to

default if and only if:
Dp

QVQT Immv+b.n?ﬁ E

D Dp
aD mnf+>+nvtaﬁ_umav

or: M.MV,AR P = 0+ Pp

(s(a; p) is derived assuming that the government will not default).

We can then prove the following lemma which is similar to Lemma 1.

Lemma 2: If 7, is to be minimized by the period-2 government, then all
income groups a < Ea prefer no default, and all income groups above Ea
prefer default.

Proof. We begin by deriving the equilibrium interest rate, p*, when the
period-2 government is expected to set g, = 0: the equilibrium interest rate
is given by the equation:

Es(a; p*) = s(Ea; p*) =D 29
where s(a; p) is defined in (28).
aD
Now, let g(a) = — — s(a; p*)
Ea

From (29), we have: g(Ea) =0.
Furthermore g is linear in a and therefore monotonic in a. Next, we can
show that the function g is increasing in a. Indeed, we have g(1) >0 and

(28)
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Ty = bb«\so default
7, =1/default  7,=1/nodefault * Ea M = 0/default
| “ ! 1 |
0 a(D) Ea Ea 1
1+X
Ea
D
@@ :ad< T
T bn
7, = 1/default 2= 75 = 0/default
“ — " i
0 Ea a(D) EFa 1
14+2A
Ea
+2A

Figure 11.2 The optimal default decision

ma
A T+ >v < 0. This follows from the fact that when & = 1, inequality (28)

becomes equivalent to:
(1+A)D>DA+ D-Ea,

which is automatically true since Ea < 1; this establishes: g(1) > 0;
Ea

1+A
Bp*(1+ B)D > Bp*(1 + B)D + B-(p*B - 1),
which is violated since
Ea(1+2)
Ea{l + XY - DA

when a = , inequality (28) becomes equivalent to:

Bp* =

>1

hence g A Ea
1+

Lemma 2 then implies that a moderate-right-wing government located
Ea

1+
period 2 Am.a. ™=

v < 0 and Lemma 2 is proved. O

and Ea chooses both no default and minimum taxation in
Dp*
FEa

between Ea and 1 chooses to default and sets 7, = 0.
Figure 11.2 representing the support of the income distribution function:

v“ on the other hand a government located
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summarizes our results about optimal tax rates in period 2 and the default
decision when 7, = 0:

As we shall now see, the presence of the middle-class of incomes
a Ela, Ea) can create a situation where it is in the interest of a moderate
right-wing party in power to excessively accumulate public debt in order to
raise the likelihood of being reelected. Recall that a left or right-wing party
was (somewhat arbitrarily) defined to be a party representing primarily
the interests of the income groups respectively below the average and
above the average. Casual empiricism suggests that this is not always an
unreasonble approximation. In the same spirit we shall define a moderate-
left-wing party as one that puts more weight on middle-income groups but
remains favourable to large public expenditure on public goods and a
moderate-right-wing party as one that puts more weight on middle-income
groups but prefers fiscal restraint. In terms of our model, a moderate-left

Ea V and a

1+A
moderate-right party represents the interests of those groups
Ea . E

* mA_ A nv

The next two propositions establish that under certain conditions a
moderate right-wing party in power in period 1 may:
(i) successfully modify the voting behaviour of the median voter by
accumulating debt and thus ensure its reelection.
(ii) be better off by following that strategy of debt accumulation.

. . . Ea
Consider the situation where a,, < T+ Then with zero outstanding

debt in period 2, there is a majority in favour of a left-wing candidate

party defends the interests of income groups QmAmu

E
(ar < a,,) standing against a right-wing incumbent az € A_ +Q 1 mav .

We show in the first proposition that for a large enough outstanding debt,
a new majority arises favouring this ‘moderate’ right-wing incumbent.

Ea
1+A’
outstanding debt D such that all a €[a,,, 1] strictly prefer the right-wing
candidate over the left-wing challenger.

Proposition 6: When a,, is close enough to there exists a level of

E .
Proof. In what follows, we suppose that a,, < Y with a,, close to

Ea 1+A

1+A°
Let D > 0 be a level of debt such that:

(@) &SA_+>
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0 a(D) Ea m_n 1
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Figure 11.3  Shifting the median voter’s preferences to the right

() .b -p* M MQ (where p* is defined in Lemma 2).
(This condition says that it is feasible to repay the amount of debt D!).
Condition (b) is equivalent to:

B Ea
Ds< — 30)
1+8 ——
A 1+
Whereas condition (a) is equivalent to:
B Ea
D> [+ B (31)

Note that these two inequalities (30) and (31) are consistent; they define a
non-empty set of debt levels D.

Using the fact that o(D) is continuously decreasing in D, we can always

choose D sufficiently close to Mw+mw in order to have:
Ea
ap < a(D) < T 32

TN
(see Figure 11.3).
.ﬂg such a level of debt the left-wing candidate a, will default in period 2
if elected; furthermore we know from the foregoing analysis that this
left-wing candidate will set:

Ea
1+A°

On the .oa.aa hand the right-wing candidate ag will not default on this
outstanding debt, D, if elected, since we have assumed ag < Ea; further-
more we know that such a right-wing candidate will set:

Dbt
“Ea’ 57 0
Clearly, if the median voter a,, were located below o(D), he would

automatically vote for the left-wing candidate a, since both a,, and a1
would choose 7, = 1 and default in that case. However, if a,, is sufficiently

»n=1 and g, =

T2
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close to _m“.TQ 1 the level of debt D can always be chosen such that:
ar < (D) < ap,

(by continuity of @ w.r.t D).

For such a choice of D by the incumbent government, the median voter’s
most preferred period-2 policy becomes: 7 = 1 and no default. However,
the left-wing candidate will default on D if elected (ar < a(D)); and the
right-wing candidate will minimize taxes 7

(e 153)"
R71+A)°

So, the median voter must compare the losses involved in electing either
of the two candidates: if the left-wing candidate is elected, the median

E .
voter gets: 1 +Q 3 if the right-wing candidate is elected he gets:
b *
A A_ - mﬂ v + p* - s(m; p*)-

(It is easy to show that the first period choice of 7 by the right-wing
incumbent is given by r, = 0. Given this choice of 7, a left-wing party will
indeed always default). Thus the median income earner (and therefore the
median voter) votes for the right-wing incumbent if and only if:

Dp* . o Ea

QsA_ vafo s(am P> T2 (33)

Let a, = Ea then (35) is equivalent to
m=1Ex d

Da,,

—2 < 5(am 5*) (34)

Ea
But from the proof of Lemma 2 we know that (34) is satisfied when

Ea . . S Ea
Mm=Tia By continuity, the same inequality will hold for a,, < T+ A
but sufficiently close to Ea 1
Y 1+A°

By accumulating debt the moderate right-wing incumbent makes the
left-wing challenger look bad in the eyes of moderate voters. The latter
care about preserving the real value of their savings (i.e., the government
not defaulting); they also like large expenditures on public goods. The
problem for the left-wing candidate is that he cannot commit himself both
to maximizing expenditure on public goods and not defaulting on the
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public debt. When it comes to choosing between no default but fiscal
restraint on the one hand and increased spending on public goods, but default
on outstanding debt on the other, a lower-middle class voter may well prefer
the former alternative. An incumbent moderate-right-wing party can
foresee this and thus use public debt to enhance its likelihood of re-
election. The question remains, whether it is in the interest of a right-wing
party to follow that strategy. The next proposition establishes this.

Proposition 7: When A is sufficiently small and a,, is sufficiently close to
Ea

1+A
a positive amount of debt (D > 0) in order to ensure its reelection.

it will be in the right-wing incumbent’s interest to accumulate

Proof. If the incumbent sets D = 0, the left-wing challenger wins the next
election so that the right-wing party’s total utility is given by

Fa

_om?xlu?ao.@: Eomﬁ+|> + Aaao.wv.wv G&

. Ea
Bpar =173

T+ B

and pis given by: s(Ea;0,p) =0

PO B
_.n..b!mﬁ Y ﬂ

We can then reexpress (35) as:

where: s(ag;0,p) =

B(ar — Ea) Ea ar— Ea
ERTY: v+m_omA_+>+:+\c:+m;

Now, suppose that the incumbent chooses the minimum amount D of
debt necessary for him to reverse the outcome of the elections; when

_omAEa (359

an, = mml._.mw , this amount is simply defined by the equation:
Ea (1+BAD
= =Ea— ——"— 6
(D) = 7= where a(D) = Ea 0+ B (36)
which yields:
- BEa 37

=T 1+8
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The incumbent right-wing’s total utility in that case will be given by:

D . Dp(D)
_omAQx *1ea” %Qx...b..bgvv + m_omAQxA_ Ea v +
s(ag;D,p(D)).p(D)) (38)
Now we can show that for A sufficiently small:
B(ar — Ea) D
- - - ) 39
ag 1+ 8 < QxA + 1+ .,AQ?I.\»@V (39)
and
Ea ag— Ea Dp(D)
- ==\ + ;D,p(D))p(D 40
et T n0ap (" Ea ) TERRADPD @0

First, from the proof of lemma 2 we know that for D > D the equilib-
rium rate p(D) is given by:

o) = 5+ D= T @
The corresponding savings for the ax income group are equal to:
BoD -2 - ant - 222
s(ar,D),p(D)) = ( + BaD)
Inequality (5) is then equivalent to:
Ea—ag(—2BA—1-A—F1)>0 39)

which is automatically satisfied for A small since ag < Ea by assumption.
Inequality (40), on the other hand, can be expressed as:

+

i 1+81+A) 1 1
maT+m+>| B+B+A) 1+4 :+Ec+iv

1+A_ (L+N(1+HU+A+BY
1+B+A B(l+ B+ A)

1+

1
- 40’
S? + 21+ B) _ (499
which is automatically satisfied when A > 0 and ar < Ea.

Proposition 7 now follows immediately from a term by term compari-
son of (35) and (38).
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6 Conclusions

To sum up, what have we established in this section? We have shown that,
even though agents are forward-looking, debt can play an important
strategic role in the political game between a left-wing and a right-wing
party. The particular illustration of the strategic role of debt considered
here was about a right-wing party?! accumulating excessively large
amounts of debt so as to change the preferences of the median voter in its
favour by creating a situation where the left-wing party appears finan-
cially irresponsible in the eyes of a majority of voters holding a substantial
fraction of their savings in government bonds.

The fact that voters become more concerned about the government
monetizing the debt, when they hold a substantial fraction of their savings
in government bonds, seems rather plausible. In light of historical experi-
ence (at least in the 20th century) it seems equally plausible that left-wing
administrations may be more inclined to erode the real value of outstand-
ing public debt than right-wing administrations. The next step in the
argument, following logically from these two observations — namely, that
a right-wing administration may deliberately increase the government’s
indebtedness to create a problem of potential monetization of the debt so
as to ensure its reelection — somehow seems less plausible. Are govern-
ments perhaps not as cynical as we make them appear in this model?

Alternatively, they may have superior instruments available to manipu-
late the outcome of elections. For instance, it has often been argued ﬁmﬁ a
policy inducing more voters to become home-owners on even share-
holders is pursued by right-wing administrations partly because:home-
owners tend to vote more conservatively. Exactly how this works is not
clear but is the mechanism perhaps similar to the one highlighted in this
paper? A third reason might be that governments may not know exactly
the distribution of bond-holdings in the economy. They may then not be
able to predict exactly the preferences of voters concerning default. A
fourth reason, (perhaps the most important of all) is that a government
accumulating large deficits may itself appear financially irresponsible and
thus be voted out of office for incompetent management (recent events,
however, do not seem to corroborate this explanation).

In any event, we do not wish to argue that the main interest of the model
developed here is summarized in Propositions 6 and 7. Rather the whole
reasoning about government action (and specifically about fiscal policy)
behind these propositions is as instructive as the conclusions. Other
interesting aspects of the model relate to how empirically plausible pre-
dictions about fiscal policy of one or the other party emerge from simple
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assumptions about which income group’s interests ommr party mmo.wm to
promote. Moreover a general lesson from this section is that conflicts of
interest may exist between the middle-income groups and the extremes ?.o@
low and very high income groups). In this respect our model has &E:E.
properties as the one in Cuikerman and Meltzer (1988). ,.;nmo ooa?oa of
interest are quite general and rise whenever the public mooa. is not a
perfect substitute for the private good. We expect that even if H.:awo is
perfect substitution between public and private goods, such a conflict may
exist if the income-tax schedule is sufficiently progressive, for then the
higher income groups bear most of the costs of servicing F.a debt. As a
result, a conflict may arise concerning the default decision between
middle-income earners and the other income groups. Many aspects R_m.?
ing to this model of course need much further development. A systematic
treatment of uncertainty is necessary. More needs to be said about the
political system: how do parties choose their location and what deter-
mines the equilibrium number of parties? If there are more than two
parties what political equilibrium emerges? Finally, this paper along with
those of Alesina and Tabellini (1987a and b) and Persson and Svensson
(1989) has highlighted some of the costs of a .%Bo@mzo two-party
system. An interesting and important project is to investigate and forma-
lize the benefits of such a system.

NOTES

We are particularly grateful to Alberto Alesina for introducing us to the field of
Macroeconomics and Politics and for many useful comments. We would also like
to thank Olivier Blanchard, Jean-Pierre Danthine, Rudiger Dornbusch, Pietro
Reichlin and Philippe Weil for very helpful discussions. o
1 In our model even a proportional income tax has 3@55@&.20 effects. .
2 Qur results can be obtained for any utility function satisfying the following
properties: .
— private and public consumption are substitutes . .
— the marginal rate of substitution between the private and the public good is
increasing with consumption of the private good:

&IA | mq\%@ Ao
mﬁ_ %Q\%W~
A utility function with these properties gives rise to the basic conflict about
fiscal policy in our model where agents with income below average prefer large
expenditure on public goods. Similarly, the .Q.Em_oﬁ in our model regarding
default on public debt would arise with any utility function with the properties
above. . ,
Moreover it one assumes intertemporal separability one also obtains our
result about Ricardian super indeterminacy (provided of course that the social
planner only cares about Pareto-efficiency). (See Section 3 for a derivation of
the result of Ricardian super indeterminacy.)
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3 Given the form of the utility function, we only consider such public goods aé

v:c__ona:ommo?rmw_ﬁromno,mo&m:ooﬁ:%oﬁo.wEnmoomscoSoiaanEﬁm«
naturally as substitutes for private consumption. t

4 Fﬁo.acosm .&mﬂo_.aoswnw taxation would not alter our main results about the
political o.nE_&:E: and the commitment and strategic roles of debt. Interest-
ing additional on.a.oa probably arise if taxes are distortionary. For instance
the .uo_:_nw_ oac.;&aca may depend on the well known trade off cogoom
equity and efficiency. We shall pursue these additional aspects in future
research.

5 In our model we have normalized the set of taxable incomes to be [0, 1]
Equivalently, we could have taken this set to be @, 1 + a], with an EooBo,:cm
schedule composed of a tax exemption equal to « and a uniform tax rate
7 €[0, 1], and redefined the consumers’ utility function to be:

u(c) = log(c — @)

Note that introducing a lower bound on taxable incomes amounts to imposing
an upper co.c:a 7< 1 on the tax rate when there is no tax-exemption. By doing
S0, we m,\ozw~ an Eum_nmmwa feature of our savings functions: namely, that
wwwﬂw MJV_\V. ave positive savings even if all their income is taxed away (see

6 >m2.:m can save by holding three different assets: they can hold cash which
provides zero interest; they can buy government bonds with interest rate p; or
Eow.omn lend to other agents who wish to borrow. Holding cash is w_i.@m
dominated by either lending to other agents or buying government bonds. -

We assume that there is a perfectly competitive capital market and tha®
private agents never default on their debts. Given these assumptions, th@!
interest rate on private loans must always be equal to the interest Smo e
government bonds (when the government does not default on its debt). ‘W

7 An interesting extension of our model would be to analyse the implications fole
fiscal policy of having more than two parties. We shall investigate this in future®
research. A

8 We Ecm assume that parties in power break their campaign pledges if this is in
their interest and that there is no reputational loss from doing so. Electoral
campaigns then are pure ‘cheap talk’. Electoral programs have no commitment
value and nobody is fooled by them. Judging from recent campaigns, this does
not seem to be a very unrealistic assumption. ,

9 A ?:-Eoé.: analysis of the political game with uncertainty is beyond the
scope o.». this paper. Several interesting issues arise with the introduction of
uncertainty. We shall just mention two: to begin with, uncertainty about future
income may result in uncertainty about the outcome of future elections. This
may bring about default in equilibrium so that government bonds become a
risky asset. Agents then face a portfolio-choice problem ex-ante instead of a
.m_Bv_o savings decision. Secondly, when governments choose their debt policy
in the m.nmﬁ period they also have to make difficult compromises because of the
uncertainty of the electoral outcome. Thirdly, interesting issues arise con-
cerning default when the government is uncertain about the distribution of
bond-holdings in the economy.

10 In all other respects, the dictator is identical to a democratically-elected
government. In particular, our dictator is not above the law and behaves so as
to respect all constitutional rules imposed on him.
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n extremely useful property of s(e; p, 7, g) for our purposes is the linearity
ith respect to . This allows us for instance to easily solve for the equilibrium
aterest rate. While the shape of s(a; p, 7, g) simplifies our analysis consider-
ably, none of our results seem to depend directly on its specific form. This is

_, reassuring since linearity is probably not a robust property.

There are several other noteworthy features about s(a; p, 7., g,). First, when
the government runs no deficits so that D = 0, one observes that agents with
income below average borrow from the capital market and those with incomes
above average lend at the equilibrium interest rate p= 1/8, if and only if
7, 2 7. Otherwise, the borrowing and lending functions are reversed. That is,
if 7, < 7, then low-income agents save and high-income agents borrow. These
predictions are modified when the government runs deficits only to the extent
that the higher the supply of government bonds, the more all income-groups
tend to save.

Second, a slightly awkward feature of our savings function is that agents may
have positive savings even if 7, = 1. They save, even though all their income is
taxed away. This is possible since we allow for negative consumption. In foonote
5 we have argued that this unpleasant feature of our model is simply the result of
a normalization. A tax rate such as 7, = 1 should not be interpreted literally. In
practice, governments have upper bounds on how much they can effectively tax
income. This upper bound is normalized to equal one if our model.

12 Since individual utility functions are strictly concave and identical, the utili-
tarian welfare function is maximized when all individuals’ consumption is
equal to the average income. This outcome can be implemented by setting

.= r,= 1.For 1, = , = 1, it can be shown that the utilitarian social planner is

different between any level of debt D €[0, Ea: 8}

e thus rule out voting behaviour driven by ideological considerations. This is
early a very strong assumption. However, in our defence, we should point
out that it has been widely observed that income is the best predictor of voting
_ behaviour.
15 Recall that a left-wing government followed by another left-wing government
_ does not need to accumulate debt to redistribute income, since income is more
efficiently redistributed through high taxes in both periods. Debt is used only
| because the right-wing government sets low tax rates in period 2.
” 16 We assume here that the government defaults on its outstanding nominal debt
| by running an infinitely-high inflation, so that not only the real value of
:  government debt is totally eroded but also the real value of other nominal
' assets. In practice, implicit default through inflation (monetization of the debt)
seems more common than explicit default.

This is why we have focussed on this form of default. In addition, default
| through inflation is more costly than explicit default to the extent that it also
' wipes out the real value of other nominal assets. If we establish that a
' government has incentives to default via inflation even though this hurts its

own constituency by eroding their private savings then a fortiori these incen-
tives are present if the government defaults explicitly and thus does not afffect
the real value of its constituency’s savings.

In footnote 17 we briefly analyse the effects of explicit default. In particular
we consider whether a government prefers explicit default over monetization if
given a choice.

i
: ~ 1ce 7, is chosen in period 2, savings must be treated as a constant.
}
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17 Thedifference between explicit default and monetization is thatin the former
case only government bonds becomes worthless while in the latter case all
other nominal assets as well as government bonds see their value being eroded.
Creditors therefore prefer explicit default over monetization and debtors have
the reverse preferences. Given a choice between monetization or explicit
default a government is all the more tempted to default explicitly on the
outstanding public debt (instead of monetizing the debt) if it represents the
interest of agents who are borrowers. Thus, to find out how the incentives for
explicit default differ from the incentives of monetization in our model we
must determine who are the borrowers and who are the lenders in the internal
capital market.

The identity of the borrowers and lenders is most easily identified when there
is no outstanding government debt (D = 0). Then the savings function is given
by:

(i~ Ea—a)
1+p/B

One notes immediately that intertemporal transfers then only take place when
7; # 7,. The reason is that an individual agent only wishes to perform intertem-
poral transfers at the equilibrium interest rate, when p=1/8 if his or her
consumption is different in the two periods. Consumption smoothing is the
motive for intertemporal transfers! Now, an individual agent’s consumption in
both periods differs only if ﬁmﬂa@.awﬂom in both periods differ. Given that
optimal tax rates in both periods are either equal to zero (when a right-wing
administration is in place) or one (when the left-wing party is in power), there
are only two cases to consider:

s(a 1/B, 1, 1) =

Qv ﬂ.’ﬂN"m
i) n—n=-1

(i) In this case, agents-with incomes @« < Ea save and those with incomes
a> Ea borrow. When 7, =1 and 7, =0, the agents with incomes below
average get a higher consumption in period 1, because of the government’s
policy of maximum redistribution in that period, than in period 2 (where a
policy of minimum redistribution is selected). Consumption smoothing then
dictates that they save. The opposite is true for agents with income above
average, which is why they borrow.
(ii) This case is entirely symmetric to (i); here low-income agents borrow, in
anticipation of a more redistributive policy in the future and for the exactly
opposite reasons the wealthy save. (Note that these rather intuitive results
depend critically on our assumptions of rational expectations on the one hand
on our assumptions on the tax-treatment of savings on the other. In our model
interest revenue from savings is not taxed. We appeal to the principle of no
double taxation to justify this assumption. Of course this principle is never
systematically applied in practice, for obvious reasons. An interesting exten-
sion of our model, thus might be to allow taxation of interest income).

Next, consider how an individual agent’s savings change when the govern-
ment increases the level of outstanding government debt. We have:

(n—n)Ea—a)+ D(1+1/B)
(1+8)/8

mAQw —\m. Ti T2s bv =

18

19

20
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ds(*)
Thus, 4D 1.

As the government increases D, everyone saves more so as to exactly compen-

sate for expected future increases in taxes. Thus the identify of the borrowers
and lenders of private funds is independent of the level of government debt.
(Only the <o_c=wo of borrowing and lending varies with D to the extent that
Ea-B
exchanged in the internal capital markets). Since the identity of the borrowers
and lenders does not change with D it is now straightforward to determine the
difference in incentives to default explicitly rather than through monetization.
Basically, a left-wing government following a right-wing government (7, = 1;
7, = 0) prefers monetization since its constituency is mainly composed of
borrowers.In the opposite case iww.a a right-wing government follows a
Ea B
monetization again, since its constituency is then composed mainly of bor-
rowers (case (i)). In the case where a left-wing government is followed by
another left-wing administration (1, = 7, = 1) the wmmco does not arise. Finally
Ea B
ferred to monetization. Since, in this final case, we establish that monetization
is better than no default, it follows that a fortiori explicit default is better than
no default.
A can be interpreted in several different ways. It may be a pure technological
cost: to produce one unit of public good one requires 1 + A units of private
good. Alternatively, it may represent a cost of public funds (A then measures the
efficiency-loss of allocating funds to the public sector). Whatever interpreta-
tion one takes it is a strong assumption to suppose that the rate of trans-
formation is constant and independent of the level of production of public
goods. We maintain this assumption mainly to remain in the spirit of the
model where everything is linear.

Finally, note that propositions 4 and 5 are false, only if A > 0. When A< 0, all
types of government a €[0, 1] prefer to default in period 2. (See footnote 20 for
details).

It is easy to show that 7, = 0 is optimal for a right-wing incumbent govern-
ment. We restrict attention to the case where 7, = 0 for expositional reasons. In
fact a more general result can be established that holds for all 7, €{0, 1]. (See
footnote 20).

If A < 0, this set of income-groups is empty. All governments, no matter which
income-group’s interests they seek to promote, favour default ex-post. This
can be seen as follows:

now 7, € A 1, w . In fact, the higher is D the lower is the volume of funds

left-wing government Aq_ =Ln= v , the right-wing government prefers

when the right follows the right Aﬂ_ =1 = v explicit default is pre-

Consider first the case where r, = 1. Then, condition (24) becomes:

d .
o3> S p) = s(Ea p) = D, since m, = 7, = L
In other words, default is attractive, if and only _% A < 0. Note that 7, = 1 for all
E
as< wlm.mﬂ . Next, when a> 7 +n 5 and 7 mﬁ ) m|& , we can apply the follow-

ing lemma and conclude that all types a > Ea wish to default:
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! I } 1 ) 4 ! .
| 1 | 1

T T
0 a(D) Ea Ea 1
1+ =a(0)

Figure 11.4 Shifting the median <o3.~.m preferences to the left

ad
Lemma: Za > s(a; p)> a €[Ea, 1].
T..con. We begin E deriving the equilibrium interest rate, p*, when the
period-2 government is expected to set g, = 0: the equilibrium interest rate is
given by the equation

% (o Pfe)da = Es(a p) = s(Eat, p) = D

0

or
D+ nEa—~ Dp
Bp ~_+|_>+ Eo(l - qL - Ta A - mi =D(1+B)p
Rearranging terms one obtains:

. 1+ AN)Ea
b —3
BlEa(l + A(1 — 1)) — DA]
Let & be the income group indifferent between default and no default, then
aD

ab e
Fu s(a; p*)

or using (29)

(28)

:+BHWM.|.?A 1+A Ea

The lemma now follows from the monotonicity and linearity of the savings
function w.r.t. a. O
Notice Ewab the proof works for any value 7, €[0, 1] and for any A. The

condition M«.V,AR p) simply says that any income group a satisfying this

property prefers default when g, = 0. To summarize, when 7, =1 and A M‘\,Q).w:

D D aDp*
a. +ﬂ_ma+m~:|q_vlew1bev

’ Ea
all types a> Ea prefer default. It remains to verify the incentives to default

when 7, =0 and 7, = 1. Here, it suffices to apply Lemma 1 which states that all
d+pArb

types of government prefer default. Moreover, when 7, =0 and 7, € A .@hw

prefer default (this lemma applies for all values of

A). .

Note that for A <0 we have a(D) 2 Ea. Thus, when A <0, all governments
who wish to set 7, = 1 prefer default and all governments into wish to set =0
prefer default as well. o
21 The strategic use of debt-accumulation is not the exclusive attribute of right-

wing administrations. Our model allows for the symmetric possibility that a
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moderate left-wing party accumulate excessively large amounts of debt so as to
ensure its reelection against a right-wing opponent. Such an (implausible) situ-
ation corresponds to the political configuration shown in Figure 11.4:

(1) ag> Ea, so that the right-wing candidate defaults on the outstanding debt if
reelected.

Q) a,€ Aﬂmw , m.av , so that without debt-accumulation the nmm:ﬁ-inmows&-

date is elected, and with debt-accumulation the median voter prefers no default
on the oustanding debt.
Eoa Ea
3 a <

o >ch_om08 T+ 4
debt D, the left-wing party ends up being located above the cut-off point a(D): this
in turn provides the guarantee that the left-wing party will not default on D if
reelected.

, so that by accumulating a sufficient amount of
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Discussion

JEAN-PIERRE DANTHINE

Can public debt be used in a strategic sense by political parties? More
specifically, can one envision governments altering significantly the level
of their countries’ public debt with a view to improving their chance of



