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Questions and ingredients

@ Paper raises some critical questions:

e How should we think of "“Greek-style” crises?
e How does “contagion” work?

o How do “incentives” work?

@ Key ingredients

o Public domestic debt as collateral for interbank loans

e Public domestic debt is “tradable”
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The role of domestic debt: Deja vu all over again?

@ Domestic debt deepens domestic financial markets but ...
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The role of domestic debt: Deja vu all over again?

@ Domestic debt deepens domestic financial markets but ...

All else equal, reduces credit to private sector

@ Increases the banking system'’s exposure to government's lack of
credibility

@ Governments become “borrowers of first resort”
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Relationship between bank's government debt and quality

of institutions
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Guess which Euro countries have highest share?

Share of bank-held government debt that is held

by domestic banks
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Key differences between “Argentina” and “Greece”

@ Argentina
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Key differences between “Argentina” and “Greece”

@ Argentina
e can devalue and reduce domestic debt in dollar terms
@ ... and then can devalue again

o ... and restructure its domestic debt

o Greece
e can “export” its domestic debt crisis
e has a lender of last resort
e has reduced incentive for fiscal adjusment

e has higher risk of default (from the union’s perspective)
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Houston, we have a problem

@ Current arrangements in Euro area are not sustainable ...

Vegh (IMF ARC) Discussion of Bolton and Jeanne November 2010



Houston, we have a problem ...

@ Current arrangements in Euro area are not sustainable ...

@ Too little fiscal adjustment

Vegh (IMF ARC) Discussion of Bolton and Jeanne November 2010 7/8



Houston, we have a problem ...

@ Current arrangements in Euro area are not sustainable ...
@ Too little fiscal adjustment

@ Ex-post contagion increases

Vegh (IMF ARC) Discussion of Bolton and Jeanne November 2010 7/8



Houston, we have a problem ...

Current arrangements in Euro area are not sustainable ...

@ Too little fiscal adjustment

Ex-post contagion increases

@ .. and we have not even touched on moral hazard problems

Vegh (IMF ARC) Discussion of Bolton and Jeanne November 2010



Houston, we have a problem ...

Current arrangements in Euro area are not sustainable ...

@ Too little fiscal adjustment

Ex-post contagion increases
@ .. and we have not even touched on moral hazard problems

@ So, when is the German taxpayer going to revolt?
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Solutions?

@ Fiscal integration: first best, but politically infeasible ...
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Solutions?

@ Fiscal integration: first best, but politically infeasible ...
@ Limit financial integration? Bad and probably useless idea

@ In the long-run, you either have a club of “peers” or else ...
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	New ingredient relative to developing countries is the tradability of government debt.  Argentina could not directly export its crises, Greece can.  
	Bolton-Jeanne show that ex-post there is more contagion
	Government debt deepens financial markets less in less advanced countries because movable collateral plays less of a role (Kumhof and Tanner discuss this).


