
22

and H quarters, with the issuance proceeds being evenly spread across maturities. For instance, in one

of the strategies we consider, the government issues GDP-linked bonds with maturities of 3 months, 6

months, . . . , 10 years, that is: issn
t,h = issr

t,h = 0 for all maturities h, and iss⇤t,h = It/(hYtPt) if h  40

(quarters), and 0 otherwise.

FIGURE 6. Schematic representation of our approach
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We consider two extreme situations regarding the fiscal reaction function. To this end, we conduct

two exercises that differ in the way the primary budget surplus is determined.24 In the first exercise,

the fiscal authority does not react to the debt-to-GDP ratio, and the primary budget surplus is set to

a constant value. For a given issuance strategy and model-implied economic path, the dynamics of

the debt-to-GDP ratio is determined by Eq. (9). In the second one, the fiscal authority aims at perfectly

stabilizing the debt-to-GDP ratio. This strategy consists in setting the primary budget surplus to its

debt-stabilizing value (previously defined as DSBS in Subsection 2.3). Notice that in this context, the

stationarity of debt is guaranteed.

Although none of these two exercises should be seen as realistic, an issuance strategy that achieves ei-

ther a constant debt-to-GDP ratio (first exercise) or a constant DSBS (second exercise) is consistent with

the notion of fiscal insurance developed in the optimal public debt management literature (Faraglia,

Marcet, and Scott, 2008, 2010). Indeed, all else being equal, such strategies reduce the need for aggres-

sive fiscal adjustments to ensure the government’s intertemporal solvency.25

24See Leeper, Plante, and Traum (2010) for an analysis of alternative fiscal rules. Notably, they show that: (i) their esti-
mated policy rules respond strongly to government debt and (ii) strong automatic stabilizers impose a long-run cost, despite
reducing short-run fluctuations.

25Empirical studies suggest that primary budget balances positively react to debt-to-GDP ratios (see e.g. Bohn, 1998; Men-
doza and Ostry, 2008; Ghosh, Ostry, and Qureshi, 2013). However, the data also suggest that the adjustment weakens for
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