VENICE - GLOBALISATION & FISCAL POPULISM

Markets manufacture safety.

The safety of public debt is not just a matter of solvency. It is
produced — jointly by a solvent government and a financial system
that absorbs the risk of rolling the debt over.

THE PAPER

The Safe-Debt Laffer Curve

Ricardo J. Caballero - MIT & NBER


Presenter Notes
Presentation Notes
Refuse Şebnem's binary (culprit vs. doing-their-job). Markets are neither — they are the production technology for the safe asset. A government can be fully solvent and still find its debt costly to keep safe, because safety also needs the financial system's capacity to absorb rollover risk. That reframing separates my answer from the other three.


The safe-debt Laffer curve

Below the peak

More debt produces safe wealth — aggregate demand and the
safe rate rise.

more debt -
more safe wealth

Above the peak

The fiscal cost of preserving safety dominates the direct wealth
effect.
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Aggregate-demand contribution of safe debt

Debt relative to financial cépacity

Safe debt can drain — without becoming unsdfe.



Presenter Notes
Presentation Notes
Both halves of her question. Below the peak markets DO share risk: more debt -> more safe wealth, demand and rate rise. Above the peak they 'throw fuel on the fire' — but the amplification is the repricing of the whole stock, i.e. correct pricing of a genuinely rising production cost, not panic.


Where is the U.S.? Close to the peak.

600 -
+ 2020 surge
p in issuance

room before extra debt stops adding safe wealth — a baseline, with risks to
the downside.
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~ 500 bp of room

What we look at — quarterly, around the post-2020 surge: the Treasury debt in the low-stress era

due to roll over, the dealer capacity that absorbs it, and the premium charged

o
o]
V4

(0]

Q

o

Q
e
)

[

| -

O
y—

Qv
O

S

o

O
o

to hold it.
200 -
® Stretched: rollover needs have grown far faster than that dealer
capacity.
® Turned: the premium once fell as supply rose; since 2020 it rises with o
supply — the convenience-yield cushion has weakened. 2016 2018 2020 2022 2024 5026

Why it bites: an extra dollar of debt reprices the whole stock, not just today’s

Preliminary sign diagnostic. Convexity, central-bank purchases, convenience demand, premium — slow to arrive in full, but the relevant concept in steady state.
and measurement all push this gap toward — and plausibly past — zero.

The constraint is no longer how many safe assets we can issue — but how



Presenter Notes
Presentation Notes
Headline +42 bp is the room left before extra debt stops adding to demand — positive but small, and likely biased upward by the signed forces on the slide (convexity, central-bank purchases, convenience demand, measurement), which push it toward and plausibly past zero. The policy point is the decomposition in the chart: of the marginal cost, only ~37 bp is today's premium; ~250 bp is repricing the ENTIRE outstanding stock. So 'fuel on the fire' is not panic — it is the invoice for keeping the whole stock safe coming due at once. Keep it a SIGN diagnostic, not a point forecast. Close verbally and STOP here.


A parting thought: a world of crowding out

® Claims now compete for the same balance sheets:
developed-market debt crowds out emerging-market debt; forp:\f‘ekrj'ygtri;"}ver

corporate debt crowds out public debt.
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® Every borrower draws on the same finite capacity to absorb =
rollover risk — so effective capacity per type of debt falls. §
o)
<
® Lower capacity per claim pulls each borrower's peak inward: === ample capacity per claim \
. o — ity shared lai \
all hit the safe-debt limit at lower debt. Debt of any one borrower type

The capacity to manufacture safety is finite — and



Presenter Notes
Presentation Notes
Parting thought. We live in a world of massive crowding out: developed-market public debt crowds out EM debt; corporate debt crowds out public debt. All of it leans on the same finite balance-sheet / rollover-absorption capacity, so effective N PER TYPE of debt falls. By the same comparative static as the curve, lower N pulls every borrower's peak inward — the room to convert debt into demand-supporting safe wealth is shrinking across the board. Financial fragmentation (Hélène's theme) is one instance of this: it lowers effective N and pulls the peak in.


Backup: Two Channels to Failure Modes

_ Emerging markets Advanced safe-asset issuers

Failure mode Debt becomes risky Debt stays safe but costly to keep safe
Market signal Sovereign spread / default risk Safety-production premium; intermediation strain
Policy margin Credibility, external financing, FX mismatch Maturity, issuance mix, financial capacity

Same logic, different door: emerging markets live the sovereign-risk version; advanced economies are now meeting the safe-debt-
production version.


Presenter Notes
Presentation Notes
The two channels to failure. EMs: the claim itself becomes risky (sovereign spreads, default). Advanced issuers: the claim stays safe but the cost of keeping it safe rises — intermediation strain, safety-production premium. Different door, same fiscal-financial logic. Bridge to Andrés (EM) and Hélène (fragmentation).
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