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Abstract

Emerging market economies typically experience procyclical public expenditures

and private consumption, countercyclical default risk, interest rate spreads, current

account and in�ation tax rates as well as and higher volatility in consumption than

in output. We develop a quantitative stochastic dynamic equilibrium model of

a small open economy with endogenous �scal policy and endogenous default risk

and country interest rate spreads that rationalizes these empirical �ndings. In a

quantitative analysis, the calibrated model can account for an important fraction of

the magnitude of the comovement of these macroeconomic variables that is observed

in data.
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1. Introduction

In this paper we rationalize several stylized facts documented in the empirical literature

of emerging market economies by developing a dynamic stochastic equilibrium model of

a small open economy with endogenous �scal policy, endogenous borrowing constraints

and equilibrium default.

OECD countries and developing economies di¤er in the cyclical properties of their

capital �ows, macroeconomic policies and many macroeconomic variables. We provide

a quantitative model that captures several distinct empirical regularities of emerging

economies and thus also provides implications of practical importance from a policy

perspective.

Developed economies experience acyclical public expenditures, lower volatility in

consumption than in GDP, countercyclical current accounts, countercyclical in�ation as

well as countercyclical consumption taxes (in�ation taxes). While developing economies

also exhibit countercyclical current accounts, in�ation and in�ation taxes, their public

expenditures are procyclical and their consumption is more volatile than GDP. In ad-

dition, these countries experience procyclical capital �ows, countercyclical default risk

and countercyclical interest rate spreads. Our model helps to close the gap between the

empirical and theoretical literature in emerging markets.

The government in the model economy collects consumption taxes from households

and borrows abroad to �nance public expenditures. It may optimally default on the

outstanding debt every period, so interest rate spreads re�ect the sovereign default risk.

In recessions the government faces higher interest rate spreads due to higher default risk

and �nds it optimal to rely more heavily on taxation to �nance public expenditures.
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However in expansions the marginal cost of international credit is lower so there is

an increase in �nancing through borrowing, while taxes play a lesser role. Since the

government cares about households, it is not optimal to tax heavily in recessions, so

public expenditures are highly procyclical.

In a quantitative exercise, we calibrate the model to the mexican economy. Results

show that the calibrated model mimics all the empirical regularities described above

for emerging economies and captures an important fraction of the magnitude of the

comovements observed in data.

The paper proceeds as follows: Section 2 provides the link to the literature; the eco-

nomic environment and the theoretical model are presented in Section 3, the equilibrium

is characterized in Section 4, the quantitative implications of the model are analyzed in

Section 5 and the conclusions are presented in Section 6. The algorithm is described in

the appendix.


