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Question

How should fiscal and monetary policy respond to a large negative AD shock in a monetary union?

1. When ZLB binds

2. And countries display asymmetries in their initial debt positions

Both qualifications are important

1. If unconventional monetary policy as effective as interest rate policy, monetary policy should suffice

2. If debt sustainability not an issue, symmetric fiscal expansion should substitute for monetary policy

Proposal: Issue Eurobonds → Centralize part of fiscal budget

I Monetary policy tolerates inflation increase necessary to stabilize Eurobonds issued
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Broader Policy Debate

ESBies (Brunnermeier et al., 2012) → Provision of a European safe asset

I Avoid “diabolic loop” (sovereign debt risk + bank solvency risk)

I Limited stabilization element (ceiling on amount of ESBies issued)

Fiscal standards (Blanchard et al., 2021) → General guidelines (“avoid excessive deficits”)

I Macroeconomic stabilization is key focus

I Avoid limitations of fiscal rules but face enormous enforcement concerns

Eurobonds share elements of both proposals

I Provide a European safe asset

F Though possibly less safe and requiring more fiscal integration

I Allow for macroeconomic stabilization of aggregate shocks

F But involve calculating a counterfactual

Andrea Ferrero (Oxford) Discussion of Bianchi, Melosi and Rogantini-Picco 23 September 2022 3 / 8



Broader Policy Debate

ESBies (Brunnermeier et al., 2012) → Provision of a European safe asset

I Avoid “diabolic loop” (sovereign debt risk + bank solvency risk)

I Limited stabilization element (ceiling on amount of ESBies issued)

Fiscal standards (Blanchard et al., 2021) → General guidelines (“avoid excessive deficits”)

I Macroeconomic stabilization is key focus

I Avoid limitations of fiscal rules but face enormous enforcement concerns

Eurobonds share elements of both proposals

I Provide a European safe asset

F Though possibly less safe and requiring more fiscal integration

I Allow for macroeconomic stabilization of aggregate shocks

F But involve calculating a counterfactual

Andrea Ferrero (Oxford) Discussion of Bianchi, Melosi and Rogantini-Picco 23 September 2022 3 / 8



Broader Policy Debate

ESBies (Brunnermeier et al., 2012) → Provision of a European safe asset

I Avoid “diabolic loop” (sovereign debt risk + bank solvency risk)

I Limited stabilization element (ceiling on amount of ESBies issued)

Fiscal standards (Blanchard et al., 2021) → General guidelines (“avoid excessive deficits”)

I Macroeconomic stabilization is key focus

I Avoid limitations of fiscal rules but face enormous enforcement concerns

Eurobonds share elements of both proposals

I Provide a European safe asset

F Though possibly less safe and requiring more fiscal integration

I Allow for macroeconomic stabilization of aggregate shocks

F But involve calculating a counterfactual

Andrea Ferrero (Oxford) Discussion of Bianchi, Melosi and Rogantini-Picco 23 September 2022 3 / 8



The Model

Very rich, would have expected more quantitative ambition

I Most results discussed just qualitatively

I Unclear role of different elements/frictions for results

What do we lose with a simpler model?

I All households are savers (+ no habits and no useful government spending)

I Only labor input (no growth)

I No wage rigidities and no indexation, zero steady state inflation

I Only one tax instrument (distortionary labor income tax) and no long-term debt
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A Stripped-Down Version of the Model

Closed economy version (Benigno and Woodford, 2004)

I Aggregate demand
yt = −σ−1(it −Etπt+1 + εt ) + Etyt+1

I Aggregate supply
πt = κ[(σ + η)yt + ωτt ] + βEtπt+1

I Government budget constraint

bt =
1

β
(bt−1 + it−1 − πt )− γτ(τt + yt )

Close model with same policy rules (interest rate and taxes) as in this paper

In a currency union, relative price effects on AS and gov’t budget constraint (Ferrero, 2009)
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Negative AD Shock in the Stripped-Down Model

Stripped-down model can generate qualitatively similar results (fiscal discipline scenario)

I Calibration as close as possible to this paper
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Optimal Policy

Optimal joint fiscal and monetary policy in stripped-down model (abstracting from ZLB)

I Monetary policy
πt +mππt−1 +my (yt − yt−1) = 0

I Fiscal policy
Etπt+1 = 0

Optimal policy implies taxes and debt have a unit root (Barro, 1979)

ZLB + constraints on debt levels make Eurobonds attractive

I ZLB shifts stabilization burden even more onto fiscal policy

I Eurobonds can relax constraints on national debt levels

Yet fiscal integration requirements and model-dependency remain non-trivial obstacles
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Other Imbalances

Lack of competitiveness in EMU periphery (Eggertsson, Ferrero and Raffo, 2014)
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I Asymmetric shocks still a key stabilization concern → Eurobonds unlikely to help much

Andrea Ferrero (Oxford) Discussion of Bianchi, Melosi and Rogantini-Picco 23 September 2022 8 / 8


