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Key Model features

A small NK-model with a few special features:

1 An IS-curve where it is the long-maturity real interest r lt that affect the
real economy:

ut = φuut−1+(1− φu)E (ut+1)+ αu
(
r lt − r l

∗)
+ αf (pbt − pb∗)+ eu,t

2 Term premium τt is determined by the share of government debt held
by the central bank bt/dt−1 :

τt = τ∗ + ατ (bt/dt−1 − b∗/d∗)

3 Agents do not have RE, but update through a learning process with
constant gain. OLS-type learning about parameters but with
information from past data discounted.

4 Taylor rule for monetary policy allowing for debt purchases (QE) when
ZLB binds.

5 Fiscal policy also follows a Taylor-type rule in unemployment deviations
and debt deviations.

Simulations of "normal" business cycles and a large (demand) shock.
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Some key results

QE can alleviate negative consequences of ZLB. Lower average
unemployment, inflation closer to target, lower debt and smaller
deficits. Less sluggish recovery after a large shock and a smaller debt
increase.

Negative policy rates also works.

Assuming anchored inflation expectations, i.e., agents know that
π∗ = 2%, rather than learn about it, substantially reduces the need
for QE or negative policy rates, but not fully.
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Some questions/comments

Anchored inflation expectations improve things — reasonable. Inflation
below target for a long time, may make agents doubt intentions of
central bank.

But here it is quite mechanic. Is this reasonable? Compare agents’s
expectations of π∗ after a period of undershooting with data on
long-run inflation expectations.

QE seems to work in reality, but why?

In model mechanism is clear —portfolio preferences. QE reduces the
term premium by maturity transformation of government debt.
Then, it should not matter who does the maturity transformation.
Arguably more natural tool of fiscal authority, reducing the debt
maturity in deep recessions when the ZLB binds.
Gut-feeling that this would not work.
If it doesn’t work, maybe it is something else that make QE work, e.g.,
that debt in the hands of the CB appears safer. This might change
policy implications.
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Some questions/comments:2

With the learning algorithm, explosive paths occur. Ruled out by
manipulating learning. Is this the right way to go?

Explosive paths could be interpreted as confidence collapses, e.g., in
debt stabilization.
This then puts bounds on parameters in fiscal policy function. More
realistic than "debt aversions".

What is optimal speed of going out of QE?

Fiscal policy is modeled as a Taylor type rule. In reality, a lot of it is
discretionary and not very countercyclical. Weakens the argument for
a more active fiscal policy.
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Discretionary fiscal policy in Sweden

Expansionary policy

Contractionary policy
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Discretionary fiscal policy
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Conclusions

Interesting paper with many reasonable policy conclusions.

1 If QE can reduce interests that matter for real economy, it can be
helpful, in particular if it helps anchoring inflation expectations.

2 Negative policy rates also works and may have less negative
consequences (few modelled here, though).

3 Moderately large automatic stabilizers combined with a more active
fiscal policy at ZLB is good.

4 Quick debt consolidations bad (unless necessary).
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