
Birmingham MSc International Macro Autumn 2015

Sovereign debt and default - Assignment

[NB, embraces model of reputation too, which, remember, won’t be exam-
ined, even if you will be required to get the general idea that reputation is a
way to engender commitment in a sovereign default game].
1. Discuss how realistic it is to assume that the contract the ‘borrower’-

our small economy seeking insurance - takes out state-contingent contracts.

2. What is
S∑
s=1

πs?

3. The Lagrangian for the problem with no commitment and creditor sanc-
tions is:

L =

S∑
s=1

πs[u(y + es − ds) + λds + γs(k − ds)]

Why is one constraint entered with a state-contingent multiplier, and the
other not?
4. We observed that when there is no commitment, but sanctions k levied

by the creditor, that the greater the value of k the higher was the welfare of
the borrower. Interpret negotiations over Eurozone financing for Greece in the
light of this result and comment.
5. What does the no-commitment-sanctions version of the model miss out

regarding Greece?
6. In the section on sovereign debt with reputation we assumed that once a

borrower defaults, he or she is excluded forever more. Comment on the realism
of this assumption and why, if you think the real world is different from the
model in this respect, that might be so.
7. In the Lagrangian for the period by period maximisation with repu-

tational exclusion, the constraint imposed by the demands of the lenders is

represented as: +λ
S∑
s=1

πsds. Why does the multiplier not have a subscript s?

8. In the Lagrangian discussed in question 7, the incentive compatability
constraint on the borrower is encoded thus:

+

S∑
s=1

γs

[
u(y + es − ds) +

β

1− β

S∑
s=1

πsu(y + es − ds)− u(y + es)−
β

1− β

S∑
s=1

πsu(y + es)

]

Why is there a subscript on the multiplier γs and why are they not probabil-
ity weighted as with the constraint imposed by the lender discussed in question
7?
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9. Comment in broad-brush how the incentive compatability constraint
would be modified if we made the endowment shock-space continuous, instead
of one partitioned into a finite set of discrete endowment levels, as we have here.
10. In the model, we have assumed that the decisions about debt payments

are made by the representative consumer themselves. Is this realistic? Discuss.
11. Many sovereign borrowers are highly imperfect democracies. Discuss in

broad-brush terms how that might turn out relative to what our model predicts.

12. Suppose that we have a government that understands and faithfully
represents social preferences in the management of debt contracts, but faces
periodic re-elections. How might this affect the realism of our model?
13. Shiller and others have advocated GDP-linked bonds. Use the model to

say something about why these have not yet been used by borrowing countries
to finance their needs.
14. In our model with sanctions enforcement, is there any problem of realism

in assuming that when the debt is not paid back sanctions are in fact imposed
by the lender?
15. What is the key empirical diffi culty in trying to measure the output

costs of sovereign default?
16. Suppose that the lending country knows that sanctions won’t actually

be imposed if the borrower defaults, but the borrower is not aware of this. What
would happen then? [Answer informally, not with a revised model].
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