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Abstract

This paper develops a quantitative theory of how political distortions in fiscal policy generate public debt
accumulation inside a currency union. The model has two member states that share a common monetary
authority. The North government maximises resident welfare. The South government maximises a weighted
average of welfare and incumbent vote share, which biases fiscal policy toward targeted transfers and away
from broad public goods. The numerical solution closes the fiscal block with a reduced-form stationary
debt rule around calibrated debt targets. In the baseline calibration, the political distortion lowers South
public goods by about 45% relative to a benevolent South government and implies a consumption-equivalent
welfare cost of 3.23% per period. A one-time adverse South political shock raises South debt by 0.56%
relative to its steady-state level at peak, equivalent to about 0.68 percentage points of steady-state South
output. Eight consecutive adverse political shocks raise South debt by about 4.43% relative to steady-state
debt, equivalent to about 5.37 percentage points of steady-state South output. The mechanism is a deteri-
oration in the primary balance caused by politically motivated transfer expansion. This pattern is robust
to alternative home bias, vote sensitivity, political transfer elasticity, and debt targets. Additional exercises
show that tighter fiscal rules reduce debt volatility but do not remove the underlying distortion, while an

endogenous sovereign spread breaks local determinacy under first-order perturbation.
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1 Introduction

This paper asks how political distortions in fiscal policy interact with a common monetary policy inside a
currency union. Not so long ago, European sovereign debt crisis revealed that fiscally fragile member states
can generate union-wide externalities, and a growing body of evidence suggests that political incentives, rather
than pure economic fundamentals, help explain cross-country variation in fiscal composition.

The model combines four elements. First, the South government’s objective includes a vote-share term
alongside social welfare, following the probabilistic-voting framework of Lindbeck and Weibull (1987) and Lind-
beck and Weibull (1993). This creates a political wedge that biases fiscal spending toward targeted transfers
and away from broad public goods, in the spirit of the public-good versus transfer distinction in Lizzeri and
Persico (2001). Second, sticky prices in the Rotemberg (1982) tradition give the common monetary policy real
effects, following the currency-union rationale of Benigno (2004). Third, convex portfolio-adjustment costs pin
issuer-specific sovereign-bond holdings, providing the standard international-macro closure of Schmitt-Grohé
and Uribe (2003). Fourth, the fiscal block inherits from the debt-smoothing tradition of Barro (1979), Robert
E. Lucas and Stokey (1983), and Aiyagari et al. (2002), and from the political-debt perspective of Alesina and
Tabellini (1990).

On the monetary side, the model embeds the fiscal game in a currency union environment with a common
Taylor rule, following Taylor (1993), Benigno (2004), Leith and Wren-Lewis (2011), and Aguiar et al. (2014). The
office-seeking view of government draws on Downs (1957). The analysis of fiscal rules connect to the Stability
and Growth Pact literature (Beetsma and Uhlig, 1999), while the endogenous sovereign spread channel relates
to the debt-spread doom loop studied by Corsetti et al. (2013) and Bi, Leeper and Leith (2013).

The paper’s central contribution is to isolate and quantify a mechanism through which political deterioration
shifts the fiscal mix toward electorally effective transfers, weakens the primary balance, and accumulates debt
inside a currency union. To obtain stationary debt dynamics, the quantitative model replaces the full Ramsey
debt problem with a reduced-form fiscal closure around calibrated debt targets.

The paper proceeds as follows. Section 2 reviews the literature. Section 3 presents the model. Section 4
describes calibration and the numerical solution. Section 5 reports the political-shock results and the welfare
implications of the distortion. Section 6 collects robustness checks. Section 7 concludes. Derivations, non-

political shock evidence, and auxiliary quantitative exercises are reported in the appendix.

2 Literature Review

This paper sits at the intersection of three literatures: the political economy of fiscal composition, political
models of debt accumulation, and macroeconomic analysis of fiscal policy in currency unions. The key theoretical
premise is that targeted transfers can be electorally more valuable than broad public goods. That logic is
closest to Lizzeri and Persico (2001), who show that when politicians care about marginal votes they may prefer

narrowly targeted benefits to general public provision. The debt side of the problem connects to Alesina and



Tabellini (1990) and Persson and Svensson (1989), where political incentives distort intertemporal fiscal choices
and can leave behind larger public debt burdens.

Recent empirical work supports the idea that electoral incentives shape not only how much the government
spends, but also how it allocates spending across uses and constituencies. Finan and Mazzocco (2021) show
that electoral incentives account for a substantial share of the misallocation of public funds in the Brazilian
legislature. Hamel (2025) document that discretionary education spending in Los Angeles is directed toward
electorally valuable neighbourhoods rather than uniformly across districts. Tebaldi, Gassmann and Martorano
(2025) show that reelection incentives affect the adoption of local pro-poor programmes in Brazil. More broadly,
Titl and De Witte (2022) and Shen (2023) emphasise that political competition and institutional capacity shape
the quality of public-good provision. Taken together, this evidence supports the modelling choice that politically
targeted instruments may respond differently from broad public goods.

The present paper brings these insights into a currency-union environment with a common Taylor rule, sticky
prices, and sovereign debt. In that sense, it is closest in spirit to the currency-union fiscal literature, but it shifts
the focus from standard stabilisation tradeoffs to the political composition of fiscal policy. The contribution
is therefore not simply that political shocks matter, but that they matter through a specific transfer-versus-

public-good margin whose debt consequences can be quantified inside a monetary union.

3 Model

3.1 Private Sector

Time is discrete, t =0, 1,2,.... There are two member states, i € {N, S}, inside a common currency union.
Each country contains a representative household, a continuum of firms, and a national fiscal authority. The
central bank sets a single nominal policy rate.

Household ¢ values private consumption, public goods, and leisure:

)
U, =Eg Z ﬁt |:10g Cit+ xilogGi s — 1 ijL%jV . (1)
t=0

Private consumption is a CES basket of North and South goods. Households supply labour, receive firm
profits, and trade one-period nominal government bonds. A small quadratic portfolio-adjustment cost pins
down issuer-specific bond holdings and provides the standard international-macro closure of Schmitt-Grohé and
Uribe (2003). Firms use labour-only technology and face Rotemberg price-adjustment costs, so the common
nominal interest rate affects real activity. The exact household conditions, CES demand system, Phillips curves,

and market-clearing equations are collected in Appendix A.



3.2 Fiscal Authorities

Both governments finance expenditure with labour taxes and one-period nominal debt. The North issues

debt only to finance public-good provision. The South also makes targeted transfers:

PN,tGNt + Bne = NWN eIt + Qe By t41, (2)

ps,tGs, + Ty + Bs,y = 7sWs 1 Ls,s + Q¢ Bs,i41. (3)

The North government maximises resident welfare. The South government maximises a weighted average of

welfare and incumbent vote share.

3.3 Political Distortion in the South
The incumbent vote share follows a probabilistic-voting specification:

eiE
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Ky > 0. (4)

The electoral utility index excludes broad public goods and depends only on private consumption and labour:

¥s L1+V (5)

tgt = logCg ¢ — T lst

This is the key political assumption. Targeted transfers move the electoral objective directly, whereas broad
public goods do not.
The South government therefore faces a wedge between the social value of public goods and their political

opportunity cost. In equilibrium,
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Equation (6) makes the mechanism transparent. A higher political weight v, raises the shadow cost of broad

public spending in the South and shifts fiscal resources toward targeted transfers.

3.4 Monetary Policy and Equilibrium

The common central bank follows a Taylor rule against union inflation and union output:

1+ 14y 1Ty v,V
1 — = 1 - - 1 - 1 = m.
Og<1+i> Pm og( 173 >+¢n og(H* +oylog ( T | et (7)

Union inflation and union output are CPI and output aggregates with fixed country weights. The full competitive-

equilibrium system, the state vector, and the perturbation representation used in the Julia code are reported

in Appendix A. In the quantitative implementation, the Ramsey-style fiscal conditions are replaced by small



feedback rules around debt targets so that the linearised economy is stationary. This is the sense in which the
paper is a quantitative theory exercise with a reduced-form fiscal closure rather than a full structural solution

of the Ramsey debt problem.

4 Calibration

4.1 Steady-State Characterisation

The deterministic steady state solves the household intratemporal conditions, CES demand system, goods-
market-clearing conditions, fiscal rules, and target vote share jointly. The algebra is reported in Appendix A.
The main text reports only the objects needed for the quantitative interpretation.

Monetary steady state satisfies

- LI _
nv =1, 1+i:?, Q=

B

= (8)

With zero trend inflation in the baseline calibration, Rotemberg adjustment costs vanish at the steady state
and the Phillips curve reduces to the standard markup condition.

The key fiscal object is the South public-good rule:

= xsPsCs P _ 1
Gg = — 1+ Ko(1— 7 . 9
e (B (R Q

Equation (9) shows directly why the South provides less broad public spending than the North at identical
primitives. A higher political weight i raises the wedge, multiplying the shadow value of public funds and
compressing Gg.

Debt targets by and bg then pin down the residual steady-state transfer T' through the government budget
constraints. This closure is deliberate. The quantitative exercise is about how political developments move debt
around those targets, not about deriving a unique Ramsey steady-state debt level in an environment where

public debt would otherwise remain indeterminate.

4.2 Numerical Solution and Calibration

This section solves the model numerically using a first-order perturbation around the deterministic steady
state. The equilibrium conditions are linearised via numerical differentiation to form the linear rational expecta-
tions system AE;[Z;11]4+ B 2 = 0, which is then solved via generalised Schur (QZ) decomposition. Appendix A

collects the full state-space representation and the perturbation details.

4.2.1 Calibration

Table 1 reports the baseline calibration. One period is a quarter.



Table 1: Baseline Calibration

Parameter Description Value
Preferences

B Discount factor 0.99
n Armington elasticity 1.50
WN = Ws Home bias in consumption 0.70
XN = X8 Weight on public goods 0.22
PN = ps Labour disutility scale 2.10
v Inverse Frisch elasticity 1.50
Fiscal

™ North tax rate 0.28
s South tax rate 0.30
b North real debt level (target) 0.60
bs South real debt level (target) 0.90
Firms and price setting

EN = €5 Elasticity of substitution 6.0
¢p,N = ¢p,s Rotemberg adjustment cost 40.0
Monetary policy

m* Gross inflation target 1.0
Pm Interest-rate smoothing 0.80
on Response to inflation 1.50
by Response to output gap 0.20
Political block

P Steady-state political weight 0.25
Ko Vote sensitivity 6.00
Ttarget Target vote share 0.55
Closure and fiscal feedback

da Portfolio adjustment cost 0.001
Kg,N North spending feedback on debt 0.10
Kg,s South spending feedback on debt 0.12
KT,s South transfer feedback on debt 0.15
Ko, T Political transfer elasticity 2.50
Exogenous processes

Pz N = Pz8 TFP persistence 0.90
Py Political shock persistence 0.75
o.N =055 TFP shock std. dev. 0.010
Oy Political shock std. dev. 0.010
Om Monetary shock std. dev. 0.0025




The preference and technology parameters are standard for euro-area calibrations. The discount factor
B = 0.99 implies a quarterly real interest rate of approximately one per cent. The Armington elasticity n = 1.5
lies in the range considered by Benigno (2004). Home bias w; = 0.70 implies a steady-state import share of
thirty per cent, broadly consistent with intra-euro-area trade. The Rotemberg cost ¢, = 40 yields a slope of
the New Keynesian Phillips curve comparable to the Calvo benchmark with an average price duration of about
four quarters.

The fiscal calibration sets the North and South real debt targets at by = 0.60 and bs = 0.90, implying
debt-to-output ratios at the steady state of approximately 1.0 and 1.2, respectively. These levels are chosen to
generate a meaningful debt differential between core and peripheral euro-area countries. Tax rates T = 0.28
and 7 = 0.30 are within the range of effective average tax rates observed in the euro area. The inflation target
is set to I1* = 1 (zero trend inflation), so that real and nominal debt coincide at the steady state.

The political weight 1) = 0.25 and vote sensitivity , = 6 are set to produce a moderate but visible distortion
of public-good provision in the South. Because 1) is a reduced-form political weight, its quantitative meaning is
tied to the utility normalisation used in the steady state. The political transfer elasticity &, 7 = 2.5 is treated as
a reduced-form transmission parameter rather than as a deep preference primitive. Quantitatively, it normalises
the impact response of targeted transfers to the political state once debt stationarity is imposed through the fiscal
closure. In the baseline political IRF, this value implies an impact increase of about 2.5% in South transfers. The
paper therefore does not interpret x,, 7 as an externally identified structural elasticity. Instead, Section 6 reports
explicit sensitivity to lower and higher values. The baseline debt magnitudes should therefore be interpreted as
benchmark implications of the quantitative theory calibration, not as policy elasticities estimated directly from

data.

4.2.2 Fiscal Feedback Rules

A well-known difficulty in solving Ramsey-optimal fiscal policy models is that government debt follows a unit
root under the unconstrained optimum. In a linearised system this means the debt eigenvalue equals 1/8 > 1,
which violates the Blanchard-Kahn conditions for a determinate rational expectations equilibrium.

To close the model numerically while preserving the qualitative features of the political wedge, I introduce
small fiscal feedback rules that make spending and transfers respond to the deviation of debt from its steady-

state level:

XNPNeON e eXp(—ﬁg,N(EN,t — 5N)> = pn,t Gty (10)
(1 —1) xs eXp(—f-’ug,s(l;s,t — Bs)) = s, ps,t Gs i, (11)
T; = T exp (Hw,T(wt — ) — rrs(bs,e — BS)) . (12)

The feedback coeflicients k4 n = 0.10, k4,5 = 0.12, and k7,5 = 0.15 are small enough that, near the steady state,
the modified first-order conditions are nearly identical to the original Ramsey conditions. Away from the steady

state, the exponential terms gently pull debt back to its target value by reducing spending when debt is above



target and increasing it when debt is below. The term ry 7 (¢ — 1) maps the political state into the transfer
instrument itself. This term is not redundant with the political wedge in (6). The wedge governs the marginal
valuation of transfers relative to public goods, whereas (12) is the reduced-form instrument rule used after the
full Ramsey debt problem has been replaced by a stationary fiscal closure. In that sense, £y 7 determines how
strongly a deterioration in political conditions is translated into transfer spending in the quantitative solution.
Because this elasticity is not separately identified within the model, the results are reported together with direct

sensitivity analysis for lower and higher values of xy 7.

4.2.3 Linear Rational Expectations System

The quantitative model is solved as a linear rational expectations system with 9 predetermined states and
9 jump variables. The full state vector, the complete list of equilibrium conditions, and the mapping from
the nonlinear residual system to the matrices (A4, B, ®, P, R) are reported in Appendix A. For the baseline
calibration the QZ decomposition returns the required 9 stable and 9 unstable roots, so the Blanchard-Kahn

conditions hold in the benchmark economy.

4.2.4 Steady State

Table 2 reports the deterministic steady state.

Table 2: Deterministic Steady State

Variable North  South
Consumption C; 0.721  0.379
Labour L; 0.600  0.743
Output Y; 0.600  0.743
Public goods G 0.135  0.064
Producer price p; 1.292  0.793
CPI P, 1.102  0.907
Wage W; 1.077  0.661
Real debt b; 0.600  0.900

Real marginal cost mec; 0.833  0.833

Transfer T 0.088
Vote share 7 0.550
Policy rate % 1.01%
Union output Y'Y 0.671

The steady state exhibits the political wedge directly. North public goods (Gx = 0.135) are more than
double South public goods (Gs = 0.064), even though both countries share identical preference parameters

XN = Xs- The South incumbent diverts resources toward transfers (7' = 0.088), which are more effective at



raising vote share than broad public goods. This is the central distortion of the model.
South consumption is lower than North consumption (0.379 versus 0.721), and South labour supply is higher
(0.743 versus 0.600). The South household works more and consumes less because it carries a higher tax burden

(s = 0.30 vs. 7v = 0.28) and a larger debt stock.

5 Results

This section proceeds in three steps. It first studies the transmission of a one-time South political shock.
It then asks how repeated political deterioration translates into debt accumulation. It closes by quantifying
the steady-state welfare cost of the political wedge. The reported debt numbers use two metrics throughout:
percentage deviations from steady-state South debt and, where helpful, the equivalent change measured in

percentage points of steady-state South output.

5.1 Political Shock Transmission

Figure 1 reports the key responses to a one-standard-deviation increase in the South political state ;.
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Figure 1: Focused impulse responses to a one-standard-deviation South political shock. The shock raises the
political weight on targeted transfers and lowers the weight on broad public-good provision. The primary-
balance panel is plotted as the deviation from its steady-state value, in percentage points of South output.



A positive political shock raises the South incumbent’s weight on electorally targeted fiscal instruments. On
impact, the South vote share rises by about 0.20 percentage points, South public goods fall by 1.68%, and South
transfers rise by 2.5%. The primary balance deteriorates by roughly 0.21 percentage points of South output
relative to steady state. Debt is predetermined within the quarter, so the debt response is delayed, but the
weaker primary balance and the persistence of the political state are enough to push South debt to a peak of
about 0.56% above its steady-state level after 13 quarters. Measured against steady-state South output, this is
about 0.68 percentage points of output.

The impact vote response is governed by the private-utility index @g, in (5), not by total welfare. Because
the political shock raises targeted transfers, supports private consumption, and slightly lowers labour, the
incumbent’s vote share rises even though broad public-good provision falls. Political deterioration therefore
improves the incumbent’s electoral position while worsening the fiscal mix and setting in motion medium-run

debt accumulation.

5.2 Political Developments and Debt Accumulation

Figure 2 goes beyond the one-time IRF and asks whether sustained political deterioration can generate
meaningful debt build-up. I compare three cases: a one-time adverse political shock, eight consecutive adverse

political shocks, and eight consecutive favourable political shocks.
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Figure 2: South debt accumulation under alternative political developments. The repeated-adverse scenario
applies the one-standard-deviation positive political shock in each of the first eight quarters. The repeated-
favourable scenario applies the symmetric negative political shock.

The one-time shock produces a modest but persistent debt build-up. More importantly, repeated adverse
political developments generate substantial accumulation: South debt rises by about 4.43% above its steady-
state level and peaks after roughly 17 quarters. This corresponds to about 5.37 percentage points of steady-state
South output. The mechanism is transparent in the figure. Repeated adverse shocks keep transfers high for
several quarters, compress public goods, and push the primary balance below its steady-state level. A repeated
favourable political sequence works in the opposite direction and lowers South debt by about 4.43% below
its steady-state level, again about 5.37 percentage points of steady-state South output. In other words, what
matters for debt is not only the existence of a distorted political regime in the steady state, but also the

realisation of political developments that repeatedly tilt fiscal policy toward targeted transfers.

5.3 The Cost of Political Distortion

To quantify the welfare consequences of the political wedge, I compare the baseline economy (i) = 0.25)

with a counterfactual in which the South government is benevolent (¢ =0, oy, = 0).

5.3.1 Steady-State Comparison

Table 3 reports the steady-state allocations under both regimes.

11



Table 3: Steady State: Baseline vs. No Political Distortion

Variable Baseline (¢ = 0.25) No politics (1) = 0) Change

Cs 0.379 0.370 —2.4%
Lg 0.743 0.757 +1.9%
Gs 0.064 0.093 +45.4%
T 0.088 0.068 —22.6%
Yy 0.743 0.757 +1.9%
Cn 0.721 0.718 —0.4%
Gx 0.135 0.135 —0.01%

Eliminating the political distortion raises South public goods by 45% and reduces transfers by 23%. This is
a large reallocation. Because more resources flow into the public good, which enters utility directly, the South
household is unambiguously better off despite a 2.4% decline in private consumption. The decline in private
consumption occurs because higher public spending crowds out some private demand, and the higher labour
supply (+1.9%) needed to finance it raises output but reduces leisure. The North is essentially unaffected: its

steady-state allocations change by less than half a percentage point.

5.3.2 Welfare Cost

The consumption-equivalent welfare cost of the political distortion is computed as the fraction A\ of all
consumption-like goods (private and public) that would have to be added to the baseline allocation to match

the benevolent counterfactual:

(1+ X)X exp(Ug*) = exp(U¢ ™), (13)

To see this, scale both private consumption and public goods in the baseline allocation by the same factor (14 X)
while leaving labour unchanged. Period utility then rises by log(1 4+ A\) + xslog(1 + A) = (1 + xs) log(1 + A),
which yields A = exp(AU/(1 + xs)) — 1, where AU = U~ — U,

The consumption-equivalent welfare cost of the political distortion is A = 3.23% per period. This is a
substantial cost. For comparison, the classic Robert E. Lucas (1987) welfare cost of business cycles is on the
order of 0.05%. The political distortion in this model is roughly sixty times more costly than the welfare cost
of aggregate fluctuations, because it operates on the level of allocations rather than on second moments.

Appendix B reports the broader stochastic comparison with the no-politics counterfactual, including business-
cycle moments and variance decompositions. These results point in the same direction: the distortion mainly

works through the fiscal mix and the debt path, not through large movements in aggregate union output.
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6 Robustness Checks

6.1 Sensitivity to the Political Weight

Figure 3 reports how key outcomes vary as the political weight ¥ ranges from 0 (benevolent planner) to 0.50

(strong electoral motive). All other parameters are held at their baseline values.
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Figure 3: Sensitivity of steady-state allocations, welfare, and volatility to the political weight 1. Top row:
steady-state public goods (left) and transfers (right). Middle row: consumption-equivalent welfare cost (left)

and share of political shock in Var(Gs) (right). Bottom row: volatility of Gs and bg (left) and South consumption
(right).

South public goods decline monotonically in 1: from Gg = 0.093 at ¢ = 0 to Gs = 0.039 at 1 = 0.50,
a reduction of more than half. Transfers rise from 0.068 to 0.104. The relationship is approximately linear,
reflecting the log-linear structure of the political wedge in (6). North public goods are invariant to %, confirming
that the political distortion operates entirely through the South fiscal block with negligible general-equilibrium
spillovers to the North steady state.

The consumption-equivalent welfare cost rises convexly in t: from zero at » = 0 to 3.2% at ¢p = 0.25

(baseline) to 9.4% at 1 = 0.50. The convexity arises because successive reductions in Gg are increasingly costly
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in welfare terms due to the concavity of log Gg. At 1 = 0.50, the welfare loss from the political distortion is
equivalent to a permanent 9.4% reduction in all consumption-like goods, a very large number by the standards
of the macroeconomic welfare literature.

The share of the political shock in Var(Gg) is approximately 2.5-3% across the ¥ grid, reflecting the fact that
the political shock’s variance share depends primarily on oy, (which is held constant) rather than on 1. However,
the level of Gg volatility declines in t: from 1.1% at 1) = 0 to 0.84% at ¢) = 0.50. This perhaps counterintuitive
result arises because a smaller steady-state G's means the absolute fluctuations in Gg (in deviation from a lower
level) are smaller, even though the fiscal composition is more distorted. South debt volatility shows a similar
declining pattern.

Table 4 varies home bias, vote sensitivity, the political transfer elasticity, and the South debt target. Five
patterns are stable. First, the qualitative fiscal distortion survives in every case: South public-good provision
remains below the North benchmark. Second, the welfare cost of politics remains positive throughout, although
it is smaller when vote sensitivity x, is reduced. Third, the political shock continues to raise the South vote
share on impact in every case. Fourth, the peak South debt response to the adverse political shock remains
positive in every case. Fifth, changing xy, r moves the debt response in the expected direction: a smaller political
transfer elasticity weakens accumulation, and a larger one strengthens it. The larger percentage response under
the lower debt target reflects the numerical closure: for a given deterioration in the primary balance, the same

nominal debt movement is scaled by a smaller steady-state debt base.

Table 4: Robustness Beyond the Political Weight

Case w Ko bs G_'S/GN A Amo (pp) Peak Abs (% of steady-state debt)
Baseline 0.70 6.0 0.90 0472 3.23% 0.204 0.558
Lower home bias 0.60 6.0 0.90 0494 3.40% 0.204 0.528
Lower vote sensitivity 0.70 3.0 0.90 0559 1.57% 0.073 0.573
Lower Ky, T 0.70 6.0 0.90 0472 3.23% 0.204 0.203
Higher Ky, 7 070 6.0 090 0472 3.23% 0.204 0.914
Lower South debt target 0.70 6.0 0.60 0.472 3.23% 0.204 0.899
Higher South debt target 0.70 6.0 1.20 0.472 3.23% 0.204 0.387

In the baseline row, the 0.558% peak debt response is the same object reported in the IRF discussion above.

It is equivalent to roughly 0.68 percentage points of steady-state South output.

7 Conclusions

This paper shows how a political wedge in fiscal policy becomes a debt-accumulation mechanism inside
a currency union. Adverse South political developments, interpreted as increases in the weight placed on
electorally targeted transfers, weaken the primary balance and generate persistent public debt build-up. In the

baseline quantitative-theory calibration, a one-time political shock raises South debt by about 0.56% relative
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to its steady-state level at peak, which is about 0.68 percentage points of steady-state South output. Eight
consecutive adverse political shocks raise it by roughly 4.43% relative to steady-state debt, or about 5.37
percentage points of steady-state South output. These magnitudes should be interpreted as benchmark orders
of magnitude under the stationary reduced-form fiscal closure used in the quantitative implementation.

This dynamic mechanism sits on top of a large steady-state distortion. Relative to a benevolent South
government, the baseline political regime lowers South public goods by about 45%, raises transfers by roughly
23%, and imposes a consumption-equivalent welfare cost of 3.23% per period. The robustness exercises show
that the qualitative mechanism survives lower home bias, weaker vote sensitivity, alternative debt targets,
and direct variation in the political transfer elasticity x,, 7 that governs how strongly political deterioration is
translated into targeted transfers under the reduced-form closure. The size of the debt response changes, but
the direction of the political wedge does not.

The implication is straightforward. In a currency union, politically motivated transfer expansions can
translate into debt accumulation even when aggregate union variables move very little. The common monetary
policy cannot undo a country-specific fiscal reallocation of this kind. That makes political developments fiscally
important even when they are nearly invisible in aggregate output or inflation.

Additional quantitative evidence on debt decomposition, fiscal rules, common shocks, and sovereign spreads
is reported in Appendix C.

Future work should push in three directions. First, a richer political block with turnover or retrospective
voting would let the debt consequences of political instability be studied more directly. Second, global solution
methods would be useful for the sovereign-spread mechanism in Appendix C.4. Third, empirical measurement of

the political weight v; from spending composition data would sharpen the calibration of the central distortion.
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A Steady-State Derivations and Perturbation Details

A.1 Full Equilibrium Conditions

This appendix collects the equilibrium conditions omitted from the main text.

Private consumption in country 4 is a CES bundle of home and foreign goods:

n

1
1—n

n—1
] ) P, = {wipi,t TH(1- wi)P;tn} )

n—1 n—1

J— . n _ . n
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with demand system
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Households trade one-period nominal government bonds and face a small quadratic portfolio-adjustment

cost. Their intratemporal and Euler conditions are

(1 —7)Wiy
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Firms produce with labour only,
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and face Rotemberg price adjustment:

The corresponding Phillips curve is
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The South electoral block is
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and the associated fiscal wedge is
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Goods-market clearing is
YNt =connge + csnye + Gt + v, Ys+ =cns,t + css,t + Gse + gy,

and bond-market clearing is issuer by issuer. Monetary policy follows the Taylor rule in (7). Together with the

fiscal rules in (10)—(12), these conditions define the quantitative equilibrium.

A.2 Deterministic Steady State

The deterministic steady state imposes constant relative prices, constant real debt, and constant real portfolio

positions. The monetary block satisfies

_ _ I _ 8
HU I* 1 g L
’ ’ B’ / m’

while zero steady-state inflation implies zero Rotemberg costs and the standard markup mc; = (e; — 1) /e;.

The private block is pinned down by

together with CES demand and goods-market clearing:

.\ 1 _ =\
Cii = Wj (g) Cs, Cij = (1-— wi) (%) C;,

YN = énn + sy + Gn, Ys = éns + Css + Gs.

The fiscal-political block is

Given the calibrated real debt targets (by,bs), the steady-state transfer T is the residual object that closes the
South government budget constraint. That is the source of the higher transfer level in the politically distorted

baseline.

A.3 Local State-Space Representation

The state-space representation used by the Julia code is written as

A]Et[ét+1] + BZA't = 0

19



The predetermined state vector is

7 7 . m
St = (bN,ta bs,tv DPN,t—1, PS,t—1, Ut—1, ZN,t, ZS,t;, 1/’t7 &t )7

and the jump vector is

Jt = (Cnyg, Csy, Ly, Lsy, DN, DSyt GNes Gsey Tt).

The equilibrium system comprises eighteen conditions: two goods-market-clearing equations, the two public-
good rules, two government budget constraints, two Rotemberg Phillips curves, two household Euler equations,
three lag identities, two TFP AR(1) laws of motion, one AR(1) law of motion for the political state, one
monetary-shock identity, and the South transfer rule in (12). Numerical differentiation of the residual system
around the deterministic steady state delivers the Jacobians (A, B). The QZ decomposition then yields the

policy rule j; = P35, and the transition law 541 = ®5; + Reyq1.
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B Additional Shock Evidence

B.1 North and South TFP Shocks

North TFP Shock: North public goods Policy rate South public goods
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Figure 4: Impulse responses to a one-standard-deviation North TFP shock. Output, consumption, public
goods, and debt are in per cent deviations from steady state. The policy rate, inflation, and vote share are in
percentage-point deviations.
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South TFP Shock: North public goods Policy rate South public goods
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Figure 5: Impulse responses to a one-standard-deviation South TFP shock.

A positive TFP shock in either country raises local output and consumption, relaxes the domestic budget
constraint, and lowers union inflation through the supply channel. These responses are economically standard.
They mainly reproduce familiar currency-union transmission patterns and are therefore reported in the appendix

rather than in the main results section.

22



B.2 Monetary Policy Shock

Monetary Shock: North public goods Policy rate South public goods
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Figure 6: Impulse responses to a one-standard-deviation contractionary monetary policy shock.

A contractionary monetary shock raises the common policy rate, lowers output in both regions, and pushes
debt upward through weaker tax revenues and a more expensive rollover environment. The South debt response
is more persistent than the North response because the South enters with a larger debt stock and a politically

distorted fiscal mix.
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B.3 Aggregate Moments and Variance Decomposition
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Figure 7: Representative simulated paths for union output, North and South consumption, South public goods,
the policy rate, and South debt. The debt series is highly persistent under the local closure, so medium-run

Union output

North consumption

50 100 150
South consumption

o 50 100 150

South public goods

50 100 150 0 50 100 150
Policy rate (pp) South debt
_20 -
—40 F
_60 .
-80 L L
50 100 150 o 50 100 150

sample paths can drift visibly even though the deterministic steady state is stationary.
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Table 5: Simulated Business Cycle Moments

Moment Value

Standard deviations

o(YV) 1.20%
7(Cx) 1.40%
o(Cs) 1.29%
o(Gs) 3.77%
o (i) 0.24%

Correlations with union output

p(Cn, YY) 0.925
p(Cs, YY) 0.952
p(Gs, YY) 0.542
Autocorrelations

AR(1)(YY) 0.868
AR(1)(1) 0.761
AR(1)(bs) 0.9997

Table 6: Variance Decomposition (% of unconditional variance)

Variable TFP North TFP South Political Monetary

Cn 69.2 29.2 0.1 15
Cs 21.0 77.4 0.3 1.3
Lx 66.1 21.8 0.3 11.8
Ls 28.8 61.2 2.7 7.3
Gx 91.9 4.6 0.1 3.4
Gs 35.1 61.5 2.8 0.7
T 35.4 60.7 3.2 0.7
bx 20.8 26.5 1.2 51.5
bs 36.6 62.6 0.1 0.7

The TFP shocks dominate the variance of most real variables, and political shocks account for only a small
share of unconditional debt variance under the baseline stochastic calibration. The debt mechanism therefore
does not appear as a large unconditional second-moment fact. It appears when adverse political developments

are traced directly through the transfer rule and the primary-balance deterioration they create.
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B.4 Business-Cycle Comparison with the No-Politics Counterfactual

Table 7: Business-Cycle Moments: Baseline vs. No Political Distortion

Moment Baseline  No politics
o(Gs) 3. 7% 2.37%
o(bs) 43.64%  30.02%
p(Gs, YY) 0.542 0.785
o(Cx) 1.40% 1.39%
o(Cs) 1.29% 1.29%
a(YY) 1.29% 1.29%

Removing the political distortion sharply lowers South public-good and debt volatility while leaving aggre-
gate output moments almost unchanged. Politics mainly matters through the composition of fiscal policy and

the associated debt path.

C Additional Debt and Policy Evidence
C.1 Debt Decomposition

South Debt Deviation: Per-Shock Decomposition
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Figure 8: South debt deviation from steady state: decomposition by shock source. All four shocks are set to
one standard deviation at ¢t = 1.

Under the political-transfer closure used in the quantitative model, the political component of debt is positive

rather than negative. In the all-shocks-at-once experiment, however, it remains modest relative to the combined
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TFP and monetary contributions. This is why the main text relies on politically focused sequences, not on an

all-shocks-on decomposition, to identify the debt-accumulation channel.

C.2 Fiscal Rules and Debt Stabilisation
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Figure 9: Effect of fiscal-rule tightness on South debt and public-good volatility.

Tighter fiscal rules substantially compress debt volatility. In the updated calibration, U(l;s) falls from roughly
2.00 under a loose rule to 0.24 under a very tight rule, while the steady-state welfare cost is unchanged because
the rules are inactive at the deterministic steady state. Fiscal rules therefore stabilise debt fluctuations but do

not remove the underlying political distortion.
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C.3 Asymmetric Response to Common Shocks
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Figure 10: Response to a common negative TFP shock: baseline political distortion vs. no-politics counterfac-
tual.

Even symmetric non-political shocks generate asymmetric fiscal outcomes once the South political wedge is

present. In the figure, union output and the policy-rate response are nearly identical across regimes, but South

public goods and South debt diverge visibly. This reinforces the point that the political wedge appears most

clearly in fiscal composition and debt dynamics rather than in aggregate union variables.

C.4 Endogenous Sovereign Risk Premium

QS,t =@y eXp(_’fspread (BS,t - BS)))
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Figure 11: Blanchard-Kahn determinacy as a function of the sovereign spread parameter Kspread-

Table 8: Blanchard-Kahn eigenvalue structure under endogenous sovereign spreads

Kspread Stable Unstable Max stable |A] BK

0.000 9 9 0.996 OK
0.001 8 10 0.998 Fail
0.002 8 10 0.998 Fail
0.005 8 10 0.998 Fail
0.010 8 10 0.998 Fail

Any positive spread sensitivity violates the baseline 9/9 Blanchard—Kahn count. The local reason is that
the spread rule feeds South debt directly into both the debt law of motion and the forward-looking shadow-
value equation. When debt rises, the spread lowers the South bond price, which worsens current financing
conditions in the budget constraint and simultaneously changes the expected intertemporal valuation of debt.
That feedback turns the debt-shadow-value block into a coupled 2 x 2 subsystem and pushes one previously
stable root outside the unit circle. The spread mechanism is therefore economically relevant, but it is not part

of the baseline quantitative specification.
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