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Introduction Big Picture Fiscal Policy Puzzles

Introduction

In response to crisis, CBs deployed variety of unconventional policies

I Should such policies be used as complements or substitutes?

Uncertainty about effects justifies contemporaneous use of multiple tools

I Robustness approach

But unconventional policies potentially costly

I Forward Guidance (FG) ⇒ Loss of credibility

I Quantitative Easing (QE) ⇒ Balance sheet losses

Need cost-benefit analysis

I This paper addresses preliminary question of FG and QE effectiveness

F FG as effective as in existing literature

F QE much more effective than in existing literature
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Introduction Big Picture Fiscal Policy Puzzles

Outline of Discussion

1 Big picture: An unsurprising answer

2 Fiscal policy: Treasury actions

3 FG and QE: A common puzzle
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1. Big Picture
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QE and FG: Both!

Chen, Curdia and Ferrero (2012, CCF) find small marginal effects of QE

I Due to small estimated degree of segmentation

Yet, even in CCF, QE and FG are best used as complements

Hard to deviate from this conclusion in standard NK DSGEs with role for QE

Would be necessary (and interesting) to add other considerations

I Risks to financial stability

I Distributional aspects

In this sense, this paper is really about large effects of QE
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2. Fiscal Policy
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Key Ingredients

Medium-scale DSGE model with minimum ingredients to study FG and QE

1 Anticipated monetary shocks (FG)

2 Long-term bonds, maturity composition, and Treasury actions (QE)

Anticipated shocks are typical device in NK DSGEs to capture FG

I Laseen and Svensson (2011)

Long-term bonds introduced following Woodford (2001)

I Perpetuities with exponentially decaying coupon

Financial intermediaries make private sector maturity composition decisions

I Without additional frictions, as if households took decision on composition

New specification of Treasury actions to pin down composition of debt
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Government Budget Constraint and Tax Rule

Government budget constraint

bSt + pLtb
L
t =

rSt−1

πt
bSt−1 +

rLt−1

πt
pLtb

L
t−1 + Gt − Tt

Tax rule

Tt = Θ

(
bSt−1 + pLt−1b

L
t−1

bS + pLbL

)θ

εTDt

Government spending
Gt = gt(yt)

ϑ

Questions:

1 Does tax rule matter only for determinacy?

2 Does endogenous component of government spending play any role?
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Introduction Big Picture Fiscal Policy Puzzles

Composition of Debt

Benchmark rule to pin down composition of debt (long vs. short-term)

bLt
bSt

= ξεMAT
t (εTDt )ν

I Constant maturity composition (equal to ξ) absent shocks

Alternative: Endogenous maturity rule

b̂Lt − b̂St = mrS r̂
S
t +mrL r̂

L
t +my ŷt +mππ̂t + ε̂MAT

t−4 + νε̂TDt

I Only robust finding: Longer maturity during expansions

How does maturity composition look in practice?

I Evidence for US and UK
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Evidence on Composition of Debt

US average maturity dynamics (Hall and Sargent, 2011)
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Figure 2: Mean and Standard Deviation of Real Holding Period Returns by Maturity

The solid blue line is the return. The dashed green line is the standard deviation.
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Figure 3: Ratio of Market Value of Public Debt Held by Private Investors to GDP and Average
Maturity of the Public Debt

The solid blue line is the ratio of the end of the calendar year total market value of interest-bearing marketable
Treasury securities held by private investors to GDP. The dashed green line is the average maturity, in years, of
the debt.

5

How does maturity composition look in practice?

I Strong evidence of low frequency movements

Market value of US long-term debt also very persistent

I Estimated persistence of AR(1) process from CCF

Prior Posterior
5% Median 95% 5% Median 95%

0.6146 0.8135 0.9389 0.9396 0.9659 0.9880

Perhaps should relax benchmark formulation to allow for some persistence

bLt
bSt

= ξ

(
bLt−1

bSt−1

)ρb

εMAT
t (εTDt )ν

Is key difference with CCF observing both short and long-term debt?
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Evidence on Composition of Debt

UK full maturity dynamics (Ellison and Scott, 2016)

Composition of UK debt by maturity
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FG and QE Puzzles

FG puzzle: Implausibly powerful in NK DSGEs (Del Negro et al., 2012)

I Several ways of tempering response of consumption to interest rates

F Bring “perpetual youth” in NK DSGEs (Del Negro et al., 2012)

F Heterogeneous agents and borrowing constraints (McKay et al., 2015)

F Rich “hand-to-mouth” (Kaplan et al., 2015)

F Bounded rationality (Gabaix, 2015)

F Imperfect credibility (Haberis et al., 2015)

QE puzzle: Works in practice but not in theory (Bernanke, 2014)

I This paper “solves” Bernanke’s puzzle

I Yet, QE works through term structure of interest rates

F Mechanisms that dampen effects of FG are likely to mitigate effects of QE

F Just a scaling factor or some non-linearities?

Need to reassess effects of QE in framework that addresses FG puzzle
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Conclusions

Interesting paper that finds large effects of QE

In NK DSGEs, uncontroversial that FG and QE should be used together

Fiscal policy modeling crucial, especially interaction with Treasury actions

Revisit effects of QE in a framework to address challenges of FG puzzle
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