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Thomas Laubach Goethe University Frankfurt Discussion of Dewachter



Summary
Comments

Summary

Three elements of the paper:

I Macro-finance model à la HTV
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Three elements of the paper:

I Macro-finance model à la HTV

I Imperfect information: Learning about endpoints

I Bayesian estimation and model comparison: Assessing the
importance of flexible pricing kernel specification and of
learning.

Key results:

I Encompassing model outperforms competitors.

I Time variation in real rate is an important contributor to
“level” factor.
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Focus of my comments

Another very impressive Dewachter piece. A few comments,
perspectives and questions on

I the model selection and specification

I the specifics of learning
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Comments on model specification

Is the paper picking the most interesting model versions?

I Encompassing model is highly parametrized. Is it possible to
clarify which features (indexation and habit persistence,
learning, liquidity premia, departures from EH) are the most
important?

I Why does the ecompassing model still need so much
indexation (δπ = 0.53) and habit formation (h = 0.75)?

I How important are departures from EH once learning is
introduced? MPR parameter estimates in the encompassing
model are mostly insignificant.
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Comments on model specification

Liquidity premia φ(τ) are very important for fit of model (compare
marginal likelihood of MFS and MFM models).

I How are liquidity premium and intercepts in

yt(τ) = A(τ) + B(τ)Xt + φ(τ) + ηy ,t(τ)

separately identified?

I What would results for encompassing (MFE) model look
without liquidity premia?

I Would liquidity premia be less important if 3-month T bill
rate was used instead of Fed funds?
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Comments on model specification

Model fits long-horizon survey expectations of inflation very well.

I How important is inclusion of survey expectations in the
vector of observables?

I Good fit of survey expectations probably important for the
result that high long rates in the 1980s are mostly explained
by high actual and perceived neutral real rate. Is this
plausible? Role of inflation risk premia?
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I Allowing for time variation in the PLM (the model used for
forming expectations in pricing bonds) is not only a priori
plausible, but also holds out the promise to reduce the
importance of time-varying term premia to explain term
structure evolution.

I Adding uncertainty about “neutral real interest rate” ρ
(making ρ a shifting endpoint) particularly compelling, relates
nicely to Beechey-Wright evidence on news effects on
long-term real yields.

I Does the central bank know ρ? Does it matter?

I Why are endpoint estimates updated using only “univariate”
forecast errors (eq. 13)?
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Comments on learning

I Restricting learning to two endpoints is not uncontroversial,
not even with hindsight (e.g. debate about changes in
monetary policy conduct). Without hindsight even less
plausible.

I Results of Orphanides and Wei suggest that learning about
more parameters may fit the yield data better.

I But more general learning also creates problems
(Laubach-Tetlow-Williams, in progress).
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I State vector xt ≡ [πt qt rt ]
′ of inflation, measure of real

activity, one-period rate.
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I State vector xt ≡ [πt qt rt ]
′ of inflation, measure of real

activity, one-period rate.

I Law of motion perceived at date t = 1, . . . ,T of the state:

Xτ = µt + ΦtXτ−1 + ūτ , τ = 1, . . . , t

where

Xt ≡ [x ′

t . . . x ′

t+1−p]
′

ut ≡ [u1 . . . ut ]
′, Σt = ut′

ut/t

I Time-varying estimate of volatility Σt affects yields through
interaction with risk prices, Jensen’s inequality terms.
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Agnostic learning model: A time-varying VAR

I VAR recursively estimated

I either without discounting (expanding sample)

I or with discounting older observations at rate ρ ≤ 1 using
WLS or DRLS.

I Let Yt = [y3
t y12

t y36
t y60

t ]′, then

Yt = At + BtXt + ηt

where ηt is Gaussian measurement error with diagonal
covariance matrix ∆.

I Given the time series of VAR parameters {µt , Φt , Σt},
time-invariant parameters λ0, λ1, ∆ are estimated by ML.
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VAR-based long-horizon inflation forecast
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Standard deviations of VAR residuals
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Thomas Laubach Goethe University Frankfurt Discussion of Dewachter



Summary
Comments

Conclusions from agnostic learning model

I Restricting learning to intercepts makes life a lot easier.

I Stability priors matter.

Thomas Laubach Goethe University Frankfurt Discussion of Dewachter



Summary
Comments

Conclusions from agnostic learning model

I Restricting learning to intercepts makes life a lot easier.

I Stability priors matter.

I Time variation in perceived volatility of the economy may play
an important role in explaining term structure behaviour.
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many different macroeconomic explanations for the evolution
of the term structure.
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Conclusions

I The paper builds up an impressive machinery, allows to assess
many different macroeconomic explanations for the evolution
of the term structure.

I Once we take expectations formation seriously, how close are
we to the EH?

I How can we reduce number of free parameters?
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