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Abstract

We study the interaction of risk-sensitive preferences with sovereign default risk. Macro-

financial separation, a pervasive property of real business cyclesmodels, breaks in the context

of sovereign debt. Risk aversion that is consistent with observed risk premia significantly

affects the equilibrium, the ergodic distribution of debt and spreads, and the inference drawn

about costs of default. We (re)evaluate the welfare effects of access to capital markets, debt

dilution, and post-default negotiations. We also find that convex default costs can become

problematic when paired with meaningful risk aversion and show how to amend them in a

way that is also more consistent with observation.
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INTRODUCTION

Business cycles in emerging-market economies (EMEs) differ from those in advanced economies
due to the presence of sovereign default risk (Neumeyer and Perri, 2005). EMEs display high
debt levels together with high, volatile, and countercyclical interest rate spreads. Following
Aguiar and Gopinath (2006) and Arellano (2008), the modern quantitative-theoretic literature on
sovereign debt has extended the Eaton and Gersovitz (1981) canonical framework to account for
these empirical regularities of EMEs. Borrowing in thesemodels is used for consumption smooth-
ing and intertemporal substitution. However, while the government is typically calibrated as be-
ing impatient relative to its creditors, this literature often remains silent about the government’s
attitudes towards risk and most studies specify constant relative risk aversion (CRRA) prefer-
ences, a feature which renders business-cycle volatility in consumption mostly irrelevant (Lucas,
1987) and hence overemphasizes the frontloading gains of debt. At the same time, while the
standard model generates plausible behavior of debt and spreads, its counterfactual asset pricing
implications are often overlooked.

In this paper we study sovereign default risk under risk-sensitive preferences, which disen-
tangle risk aversion from the elasticity of intertemporal substitution. This improves the model’s
performance with respect to asset pricing but also provides a consumption-smoothing motive
for borrowing. Formally, we analyze a small open economy that receives stochastic endowments
of a single tradable good. The government is benevolent, issues long-term noncontingent debt
in international markets, and cannot commit to repay its debt. While not in default, the gov-
ernment issues debt that is purchased and priced by competitive foreign lenders. We extend the
canonical model by considering risk-sensitive preferences for the government or, equivalently,
the representative agent.

Risk aversion modulates the welfare costs of consumption volatility and thus the strength
of the threat of autarky following default. This leads to a failure of macro-financial separa-
tion (Tallarini, 2000) and creates a role for risk aversion in the determination of economic out-
comes beyond asset prices. We then compare the performance and predictions of this model with
the standard CRRA case, both calibrated to the same empirical regularities of emerging-market
economies.

We find that risk-sensitive preferences affect the equilibrium, especially in the higher order
moments of some variables. With meaningful risk aversion, the government faces a more potent
trade-off when making borrowing decisions. While on the one hand, it really dislikes being
exposed to the risk of default, it also wishes to use debt more heavily to smooth income shocks.
This results in more pronounced dynamics of debt relative to the default barrier which manifest
as more skewness and volatility of spreads. We also find that convex costs of default, a standard
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feature of models of sovereign default, have a powerful impact on the equilibrium of the model
with robustness, and show how to amend this feature to improve the performance of the model
in a way that also happens to be more in line with the data.

Discussion of the Literature Our analysis builds on and extends two branches of the literature:
sovereign default and the asset pricing implications of robust control and risk-sensitive pref-
erences. First, our study is related to the recent literature on quantitative models of sovereign
default that extended the approach developed by Eaton and Gersovitz (1981), starting with Aguiar
and Gopinath (2006) and Arellano (2008). Different aspects of sovereign debt dynamics and de-
fault have been analyzed in these quantitative studies. Excellent surveys of the literature on
sustainable public debt and sovereign default can be found in handbook chapters by Aguiar and
Amador (2014), Aguiar, Chatterjee, Cole, and Stangebye (2016), D’Erasmo, Mendoza, and Zhang
(2016), and Martinez, Roch, Roldán, and Zettelmeyer (2023).

Our study also relates to the literature on robust control methods pioneered by Hansen and
Sargent (2001, 2016). A growing theoretical macro literature extends canonical models to the
case in which the social planner and/or private agents fear model misspecification and search for
robust policies under worst-case scenarios (Adam and Woodford, 2012; Ferrière and Karantou-
nias, 2019; Bennett, Montamat, and Roch, 2023; Karantounias, 2023). In the context of sovereign
default, a nascent literature augments the canonical model with risk-sensitive preferences. In
Chamon and Roldán (2024), robustness aimed in particular at misspecification of the possible
permanence of default costs, on the side of the government, can account for a large share of
debt tolerance while matching the dynamics of output around defaults. In Roldán (2025), risk-
sensitive preferences modulate the aggregate-demand reaction to sovereign risk. On the creditor
side, Pouzo and Presno (2016) demonstrate how robustness by lenders improves the quantitative
performance of sovereign default models, by generating high and volatile spreads without coun-
terfactually large default frequencies. Roch and Roldán (2023) show that the ambiguity premium
can be very large when state-contingent bonds feature the threshold structure observed in recent
issuances (e.g., by Argentina 2005, Greece 2012, or Ukraine 2015), which accounts for the unfa-
vorable pricing of these instruments and can ultimately explain their scant use. In this paper, we
abstract from robustness on the creditor side and, instead, study the implications of endowing
the government (or, equivalently, the representative agent) with risk-sensitive preferences.

Layout The remainder of the paper is structured as follows. First, section 2 introduces the
quantitative model. Section 3 presents our benchmark calibration. Section 4 contains our main
results on the equilibrium effects of assuming different preferences for the government. Section
5 discusses the implications of departing from the baseline model by assuming persistent costs
of defaults. Finally, section 6 concludes.
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2. MODEL

We consider a small open economy whose government borrows from competitive international
lenders on behalf of its citizens. Debt helps frontload consumption and smooth shocks and takes
the form of a long-term, non-contingent, defaultable bond. Except for the choice of the govern-
ment’s (or the representative agent’s) preferences, we stay as close as possible to the standard
formulation of Chatterjee and Eyigungor (2012).

Resources The economy receives an exogenous tradable endowment 𝑦𝑡 whose evolution fol-
lows an AR(1) process in logs,

𝑧𝑡 = (1 − 𝜌𝑧)𝜇𝑧 + 𝜌𝑧𝑧𝑡−1 + 𝜖𝑧𝑡

where 𝑦𝑡 = exp (𝑧𝑡) and 𝜖𝑧 𝑖𝑖𝑑∼ 𝒩 (0, 𝜎2𝑧 ).

Government The government’s objective is tomaximize the representative consumer’swelfare,
given recursively by the following specification of Epstein-Zin preferences

𝑤𝑡 = ℎ(𝑐𝑡 , 𝕋𝑡 [𝑤𝑡+1])
= 𝑢−1 ((1 − 𝛽)𝑢(𝑐) + 𝛽𝑢 (𝑔−1 (𝔼𝑡 [𝑔(𝑤𝑡+1)])))

(1)

where 𝑢(𝑥) = 𝑥1−𝜎 and 𝑔(𝑦) = 𝑦1−𝛾 capture potentially different attitudes towards substitution
across time and between states. The function ℎ (parametrized by 𝜎 ) determines attitudes towards
intertemporal substitution and the operator 𝕋 (parametrized by 𝛾 ) describes attitudes towards
risk. Notice that when 𝜎 = 1, this formulation nests the robust multiplier preferences of Hansen
and Sargent (2001); when 𝛾 = 𝜎 , it nests the standard CRRA case.

Assets The government borrows from international lenders in the form of a defaultable bond
which promises to pay a noncontingent stream of geometrically-decaying coupons (Leland, 1998;
Hatchondo and Martinez, 2009; Chatterjee and Eyigungor, 2012). A bond issued in period 𝑡 pays
(1 − 𝛿)𝑠−1𝜅 units of the good in period 𝑡 + 𝑠, which effectively makes a one-period-old bond a
perfect substitute of (1 − 𝛿) units of newly-issued debt. The coupon rate 𝜅 = 𝑟 + 𝛿 , where 𝑟 is the
international risk-free rate, is chosen so that the price of a bond that is expected to never default
is 𝑞⋆ = 1.

With this structure, the government’s budget constraint dictates resources available for con-
sumption in case of repayment and if new debt 𝑖𝑡 = 𝑏′𝑡 − (1 − 𝛿)𝑏𝑡 is issued at price 𝑞𝑡

𝑐𝑡 + 𝜅𝑏𝑡 = 𝑦(𝑧𝑡) + 𝑞𝑡(𝑏′𝑡 − (1 − 𝛿)𝑏𝑡)
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Default Each period, the government may choose to default on the debt, which triggers tempo-
rary exclusion from international capital markets. As in most models, we assume that while this
period of exclusion lasts, the economy’s output is reduced by a factor of 𝜑(𝑦). At the same time,
while excluded the government faces a constant hazard 𝜓 of reaching a deal with bondholders,
in which case a share 𝑁(𝑏, 𝑧) of the defaulted bonds become due again. The value of default for
the government is then

𝑣𝐷(𝑏, 𝑧) = ℎ (𝑦(𝑧) − 𝜑(𝑦(𝑧)), 𝕋 [1𝑅𝒱 (𝑁(𝑏, 𝑧′)𝑏, 𝑧′) + (1 − 1𝑅)𝑣𝐷(𝑏, 𝑧′) ∣ 𝑧]) (2)

where 1𝑅 is an indicator function for the event of market reentry and 𝒱 is the value attained by
the government when it has access to markets.

At the beginning of each period in which it has access to markets, the government faces a
choice to repay the debt or default, so that

𝒱 (𝑏, 𝑧) = max {𝑣𝑅(𝑏, 𝑧) + 𝜖𝑅 , 𝑣𝐷(𝑏, 𝑧) + 𝜖𝐷}

where (𝜖𝑅 , 𝜖𝐷) follow independent Type 1 Extreme Value distributions with scale parameter 𝜒 . As
is well-known (Chatterjee et al., 2018; Dvorkin et al., 2021), this specification leads the distribution
of the difference 𝜖𝑅−𝜖𝐷 to be logistic and yields closed forms for the value function and the ex-post
probability of default

𝒱 (𝑏, 𝑧) = 𝜒 log ( exp (𝑣𝑅(𝑏, 𝑧)/𝜒) + exp (𝑣𝐷(𝑏, 𝑧)/𝜒) )

𝒫 (𝑏, 𝑧) = exp (𝑣𝐷(𝑏, 𝑧)/𝜒)
exp (𝑣𝑅(𝑏, 𝑧)/𝜒) + exp (𝑣𝐷(𝑏, 𝑧)/𝜒)

(3)

Since the 𝜖 shocks are only intended for numerical performance (and hencewe keep their variance
small), following standard practice in discrete-choice models with risk-sensitive preferences we
assume that they are not factored in through the agent’s risk attitudes.

Debt issuances While it remains current on its obligations, the government can issue new debt
𝑏′ on the market1 and attain a value

𝑣𝑅(𝑏, 𝑧) = max
𝑏′

ℎ (𝑐, 𝕋 [𝒱 (𝑏′, 𝑧′) ∣ 𝑧])

subject to 𝑐 + 𝜅𝑏 = 𝑦(𝑧) + 𝑞(𝑏′, 𝑧)(𝑏′ − (1 − 𝛿)𝑏)
(4)

1In the numerical solution of the model, we discretize the set of choices ℬ for debt and include Extreme Value
Type 1 preference shocks, similarly to the default choice. This helps smooth out the choice of debt by making the
probability of choosing level 𝑏′ proportional to exp ( 1

𝜒𝑏
ℎ (𝑐, 𝕋 [𝒱 (𝑏′, 𝑧′) ∣ 𝑧])). Similarly to the default decision, we

choose 𝜒𝑏 as small as possible to ensure that it does not affect the equilibrium.
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Debt prices Financing to the small open economy is provided by a continuum of competitive
risk-neutral foreign investors with access to funds at a risk-free rate 𝑟 . To hold the government’s
debt, creditors must break even in expectation

𝑞(𝑏′, 𝑧) = 1
1 + 𝑟 𝔼 [𝑅(𝑏′, 𝑧′) ∣ 𝑧]

𝑞𝐷(𝑏, 𝑧) =
1

1 + 𝑟 𝔼 [(𝜓𝑁 (𝑏, 𝑧′)𝑅(𝑁 (𝑏, 𝑧′)𝑏, 𝑧′)𝑏 + (1 − 𝜓)𝑞𝐷(𝑏, 𝑧′)) ∣ 𝑧]
(5)

where 𝑅(𝑏, 𝑧) = (1 − 1𝒟 )(𝜅 + (1 − 𝛿)𝑞(𝑔𝑏(𝑏, 𝑧), 𝑧)) + 1𝒟 𝑞𝐷(𝑏, 𝑧) is the expected payoff of holding
a bond and 𝑔𝑏(𝑏, 𝑧) denotes the government’s (potentially stochastic) policy function for debt
issuance.

Domestic risk premia We compute domestic risk premia by pricing a claim to the small open
economy’s output 𝑦𝑡 (a so-called Lucas tree) using the representative household’s stochastic dis-
count factor. Given a consumption process 𝑐(𝑏, 𝑧; 𝑑), the household’s first-order conditions imply
that the price of a Lucas tree satisfies

𝑞𝐿(𝑏, 𝑧; 𝑑) = 𝛽𝔼 [(𝑐(𝑏
′, 𝑧′; 𝑑′)

𝑐(𝑏, 𝑧; 𝑑) )
−𝜎

( 𝑣𝑑′(𝑏′, 𝑧′)
𝕋 [𝑣𝑑′(𝑏′, 𝑧′) ∣ 𝑧, 𝑑]

)
𝜎−𝛾

(𝑦(𝑧′; 𝑑′) + 𝑞𝐿(𝑏′, 𝑧′; 𝑑′)) ||| 𝑧, 𝑑] (6)

3. CALIBRATION

We parametrize our model to match salient features of emerging-market economies. A period in
the model refers to a quarter. We use data from Argentina, a common reference for quantitative
studies of sovereign default. In particular, we focus on the time period starting when Argentina
regained access to international capital markets (1993:I) and ending when it defaulted on its ex-
ternal debt (2001:IV). We set the risk-free interest rate 𝑟 and the government’s discount factor 𝛽
to standard values in the literature. We set the inverse maturity of debt 𝛿 to match the average
maturity of Argentine bonds in the data of 5 years. We assume that any defaults are resolved
in about 6 years, which is well in the range of empirical estimates (Cruces and Trebesch, 2013).
The parameters governing the exogenous shock process are taken from Roch and Roldán (2023)
to match the behavior of output, and are similar to the one used in other studies that consider a
longer sample period (see, for instance, Aguiar and Gopinath, 2006). For the debt restructuring
function 𝑁(𝑏, 𝑧), for the time being we assume zero recovery.

Table 1 summarizes the parameters we set externally.

We set the output costs of default function 𝜑(𝑦) = max{0, 𝑑1𝑦 + 𝑑2𝑦2}. These two parameters
help match the average levels of debt and spread in the data (Hatchondo and Martinez, 2017).
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Parameter Value

Sovereign’s discount factor 𝛽 0.9633
Income autocorrelation coefficient 𝜌𝑧 0.9484
Standard deviation of 𝑦𝑡 𝜎𝑧 0.02
Preference shock scale parameter: default 𝜒 0
Preference shock scale parameter: borrowing 𝜒𝑏 0
Risk-free interest rate 𝑟 0.01
Duration of debt 𝛿 0.05
Reentry probability 𝜓 0.0385
Haircut upon default ℏ 1

TABLE 1: EXTERNALLY CHOSEN PARAMETERS

We consider three main cases, a standard CRRA calibration with 𝜎 = 2 and 𝛾 = 2, a ‘loglog’
benchmark with 𝜎 = 𝛾 = 1, and a robust version with 𝜎 = 1 and 𝛾 = 3 (as we show below,
this version generates an equity premium of 5-6pp). For each, we calibrate the cost of default
parameters (𝑑1, 𝑑2) to match the average level of external debt to annual output ratio (17.4 per-
cent) and interest rate spread (8.15 percent) in pre-default samples corresponding to Argentina
in 1993Q1-2001Q4. The targets for the spread distribution are taken from the spread behavior
in Argentina before its 2001 default. The target for the mean debt to GDP ratio consists of the
average unsecured external gross public debt between 1993 and 2001.

Table 2 contains the values of the parameters that we set by calibration, for the main versions
we consider, along with the calibration moments which these choices generate.

Parameter CRRA (𝜎 = 5) 𝛾 = 10 loglog

Sovereign’s discount factor 𝛽 0.9633 0.9633 0.9633
Sovereign’s risk aversion 𝛾 5 10 1
Sovereign’s EIS 𝜎 5 1 1
Default output cost: linear 𝑑1 −0.2788 −0.2796 −0.2826
Default output cost: quadratic 𝑑2 0.3283 0.3275 0.3257
Average spread (bps) 815 680 860 828
Debt-to-GDP (%) 17.4 15.4 18.6 17.2

TABLE 2: CALIBRATED PARAMETERS
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3.1 Macro-financial separation

We demonstrate that macro-financial separation breaks in the context of the sovereign debt and
default model. For this, first consider a version of the model without default risk (e.g. 𝑑1 → 1, 𝑑2 =
0).

Table 3 demonstrates macro-financial separation in the model without default. Starting from
the loglog case, we increase risk aversion (keeping the EIS fixed) in the top panel and increase
both the risk aversion and EIS parameters in the bottom panel. In addition to the spread and debt
average levels, we compute the correlation of net exports and GDP, the relatively volatility of
consumption to output, and the correlation between GDP and the government deficit. We also
show the average level of the risk or equity premium in the economy, computed as the difference
in yields between a Lucas tree (a claim to the economy’s output) and a risk-free asset, both priced
by the representative household’s stochastic discount factor. Finally, we show the value of each
allocation to the representative household, measured as the constant amount of consumption that
would attain the same value as the equilibrium under consideration.

loglog 𝛾 = 1 𝛾 = 2 𝛾 = 3
Average spread (bps) 0.0276 0.031 0.0406 0.138
Corr. NX, y 0.00777 0.00916 0.0114 0.0147
Rel. vol. cons 1.59 1.62 1.65 1.66
Risk premium (p.p.) 0.0769 2.03 3.84 5.44
Debt-to-GDP (%) 29.7 29.5 29.2 28.9
Corr. deficit, y −0.0119 −0.0141 −0.0177 −0.0231
Welfare 1.034 1.008 0.9867 0.971

loglog 𝜎 = 2 𝜎 = 5 𝜎 = 10 𝜎 = 20
Average spread (bps) 0.0276 0.0273 0.0269 0.0271 0.0285
Corr. NX, y 0.00777 0.0154 0.0852 0.397 0.668
Rel. vol. cons 1.59 1.56 1.35 0.965 0.727
Risk premium (p.p.) 0.0769 0.227 0.627 1.02 1.67
Debt-to-GDP (%) 29.7 28.8 25.9 19.3 8.75
Corr. deficit, y −0.0119 −0.0251 −0.162 −0.605 −0.774
Welfare 1.034 1.03 1.021 1.01 0.9918

TABLE 3: MACRO-FINANCIAL SEPARATION WITHOUT DEFAULT

The top panel of Table 3 shows that by increasing risk aversion, one can generate a substantial
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equity premium (of about 6pp) with almost no impact on the equilibrium allocation.2 At the same
time, as risk aversion increases, so does the dislike of the household for this allocation inwhich the
volatility of consumption is about 60% larger than that of output. On the other hand, the bottom
panel shows that increasing the EIS (along with risk aversion, following the CRRA direction)
induces a dramatic change in macroeconomic outcomes, substantially decreasing the volatility of
consumption, making exports procyclical and the deficit countercyclical. These changes coexist
with a very modest increase in the risk premium.

In contrast, when default is an option, the lack of smoothing while excluded from interna-
tional capital markets becomes more costly for the household. This opens up a way for risk
aversion to have a direct impact on the relative value of default versus repayment. Through it,
risk aversion affects default probabilities and, hence, the entire equilibrium.

Table 4 repeats the previous exercise in the main model with the values of (𝑑1, 𝑑2) at their
calibrated levels for the loglog model.

loglog 𝛾 = 1 𝛾 = 2 𝛾 = 3
Avg. spread (bps) 731 1,215 1,635 1,505

Corr. NX, y (%) -0.291 -0.231 -0.167 -0.0692

Rel. vol. cons (%) 1.51 1.4 1.33 1.27

Risk premium (p.p.) 0.657 2.87 4.8 5.93

Debt-to-GDP (%) 16.9 14.5 11.1 7.63

Corr. deficit, y (%) 0.394 0.304 0.213 0.136

Default freq. (%) 4.43 5.79 4.72 2.58

Std. dev. spreads (bps) 369 700 965 1,084

loglog 𝜎 = 2 𝜎 = 5 𝜎 = 10 𝜎 = 20
Avg. spread (bps) 731 770 840 851 581

Corr. NX, y (%) -0.291 -0.305 -0.213 0.0514 0.353

Rel. vol. cons (%) 1.51 1.37 1.19 1.05 0.939

Risk premium (p.p.) 0.657 0.792 1.03 1.3 2.23

Debt-to-GDP (%) 16.9 15.9 12.6 7.8 3.07

Corr. deficit, y (%) 0.394 0.394 0.223 -0.175 -0.549

Default freq. (%) 4.43 4.43 4.18 3.43 2.04

Std. dev. spreads (bps) 369 452 650 834 764

TABLE 4: NO MACRO-FINANCIAL SEPARATION WITH DEFAULT

2Positive (but below 1 basis point) spreads reflect the presence of preference shocks which lead to a non-zero but
negligible default probability.
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The top panel of Table 4 shows that, with the option of default, risk aversion leads to a similar
level for the risk premium but now also affects quantities: debt tolerance decreases as the gov-
ernment sustains much lower levels of debt, the economy becomes a bit less exposed to risk as
consumption becomes smoother and net exports and the deficit exhibit a lower correlation with
output. At the same time, while the unconditional default frequency is lower, the volatility of
spreads is magnified, leading to higher average spreads in pre-default samples.

In the bottom panel, we see that increasing the EIS (along with risk aversion, in the CRRA
direction) leads to much less volatility, highly procyclical net exports and countercyclical deficits
(in contrast to Cuadra, Sanchez, and Sapriza, 2010, who argue that procyclical deficits arise as a
consequence of lack of commitment). Debt tolerance is also significantly reduced and a similar
pattern can be found in the default frequency and the volatility of spreads. However, even with a
large value of the CRRA parameter, consistent with standard findings, the domestic risk premium
remains too low.

3.2 Calibrations with risk aversion

σ2 loglog γ3

Avg. spread (bps) 754 757 749

Corr. NX, y (%) -0.315 -0.288 -0.198

Rel. vol. cons (%) 1.38 1.5 1.36

Risk premium (p.p.) 0.778 0.649 5.91

Debt-to-GDP (%) 16.8 16.7 17.4

Corr. deficit, y (%) 0.406 0.392 0.209

Default freq. (%) 4.21 4.4 1.51

Std. dev. spreads (bps) 500 458 1,622

TABLE 5: CALIBRATIONS WITH RISK AVERSION

4. QUANTITATIVE ANALYSIS

Figure 1 shows output and the debt/GDP ratio in a long simulation in blue (conditioning only on
having exited the latest default spell at least 2 years prior). The red dots correspond to periods
in which a default is declared, and the black dashed line represents the debt level at which the
default probability 𝒫 crosses 50%.

While standard models based on CRRA preferences stay close to the barrier most of the time
(as can be seen in Figure 5 in the Appendix). In contrast, themodel with risk-sensitive preferences
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FIGURE 1: ERGODIC DISTRIBUTION FOR DEBT IN MODEL WITH ROBUSTNESS

generates more cautious behavior, the government tries to reduce risk by keeping a distance from
the default barrier. At the same time, because it has real smoothing motive, it uses debt to lean
against income shocks, which can bring debt back up when negative shocks pile up.

The difference of policies implied by the model with robust and CRRA preferences can also
be seen in Figure 2, which plots the ergodic distribution of spreads for all models. While in the
pre-default samples used for calibration, all models share roughly the same level of spreads, the
ergodic distribution reveal that the model with robustness spends much more time away from
the risky area. In this sense, for the model with robustness crises are much more salient events.

4.1 Welfare implications

Our specification of preferences (1) is such that the value function 𝒱 equals the constant level of
consumption that would yield the same utility as the equilibrium (in other words, the value of a
constant stream of consumption 𝑐 is 𝑐). Therefore, to study the differential welfare implications of
policies, we compare the average of the value function averaging across the ergodic distribution
𝜇(𝑧) for the exogenous state, at 0 debt,

𝑐⋆(Θ) = ∫𝒱Θ(0, 𝑧)𝑑𝜇(𝑧). (7)
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4.1.1 Welfare effects of access to markets

Figure 3 shows the welfare gains (7) of moving from autarky (our model with 𝑞(𝑏′, 𝑧) ≡ 0) to the
benchmark equilibrium, for the three parametrizations we consider.
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FIGURE 3: WELFARE GAINS FROM MARKET ACCESS

The version with robustness (𝜃 = 3) displays the largest gains, but also this is the model
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in which the gains from market access are the most state-dependent. This gradient reflects the
insurance benefits that market access provides in the model with robustness. In the model(s)
without meaningful risk aversion, debt is mostly used to frontload consumption, and hence the
gains are less dependent on the current state.

4.1.2 Welfare effects of sovereign risk

We now turn to the welfare gains of making defaults impossible. Figure 4 shows the gains of
moving from the benchmark equilibrium to one inwhich defaults are banned (e.g. 𝑑2 = 0, 𝑑1 → 1).
In this case, the gains are comparable across all models, and the model with robustness is the one
for which gains are least dependent on the current state.
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FIGURE 4: WELFARE GAINS FROM BANNING DEFAULTS

5. A MODEL WITH PERSISTENT COSTS OF DEFAULT

In most models of sovereign default, while the government is excluded from international capital
markets, it suffers an output penalty, which we summarize above by the function 𝜑. As is well-
known, the costs of default must be convex in order to induce defaults in bad time and, hence,
countercyclical spreads.

However, an overlooked feature of convex costs as represented by a convex function 𝜑 is
that they mute the volatility of output during the default spell, by disproportionately reducing
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upside risk. This second prediction is counterfactual can be avoided by simply amending the
value function for the default choice as follows

𝒱 (𝑏, 𝑧) = max {𝑣𝑅(𝑏, 𝑧) + 𝜀𝑅 , 𝑣𝐷(𝑏, 𝜑(𝑦(𝑧)), 𝑧) + 𝜀𝐷}
𝑣𝐷(𝑏, 𝜙, 𝑧) = ℎ (𝑦(𝑧) − 𝜙, 𝕋 [1𝑅𝒱 (𝑁(𝑏, 𝑧′)𝑏, 𝑧′) + (1 − 1𝑅)𝑣𝐷(𝑏, 𝜙, 𝑧′) ∣ 𝑧])

so that 𝜙 = 𝜑(𝑦(𝑧)) at the moment of default.

6. CONCLUDING REMARKS

This paper extends the standard quantitative sovereign default model by positing risk-sensitive
preferences for the government, which disentangle risk aversion from the elasticity of intertem-
poral substitution. The sovereign debt literature is often silent about the government’s prefer-
ences and typically assumes constant relative risk aversion (CRRA) together with impatience,
which lowers the welfare costs of business-cycle fluctuations and drives borrowing mostly for
consumption frontloading purposes. We find that risk aversion modulates the welfare costs of
fluctuations in consumption and thus the strength of the threat of autarky following default. This
leads to a failure of macro-financial separation (Tallarini, 2000) and creates a role for risk aversion
in the determination of economic outcomes beyond asset prices. We then compare the perfor-
mance and predictions of this model with the standard CRRA case, both calibrated to the same
empirical regularities of emerging-market economies.
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A. MORE RESULTS
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FIGURE 5: ERGODIC DISTRIBUTION FOR DEBT IN MODEL WITH CRRA
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