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My view of paper’s aim:

1 Provide evidence news about US government spending impacts bond
yields via

increase in nominal term premium
decrease in convenience yield

2 Provide evidence that bond investors and forecasters do not have full
information and don’t update beliefs fully rationally
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Why do we care?

Fiscal risk has not always been centre stage in the US

Not surprising if Argentine bonds are exposed to fiscal risk (sorry Roberto ;))
Interesting to know that US bonds have some exposure to fiscal risk and this
may be increasing

Interesting to study deviations from rationality for professionals such as bond
investors and forecasters

Bond investors and forecasters more sophisticated than households
FIRE fails for bond investors and forecasters

Harjoat S. Bhamra 2024 3 / 21



Summary

Key Finding: CBO cost release dates show largest effect on Treasury values

Model Framework:

Rational Bayesian investors value Treasurys using present value approach
Learn about fiscal stance through CBO releases, realized surpluses, bond prices
Fiscal stance includes: surplus policy, government discount rates, future debt
path

Key Mechanisms:

Parameter learning is gradual due to policy persistence
Large negative cost releases lead to sustained negative Treasury responses
Model explains why large positive proposals show insignificant value changes
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Unknowability Problem

In the future, events will take place which we currently do not even entertain
as possible

The state space is expanding to include events we have not even thought of
yet

Our current and past actions are creating the future state space in a way we
do not fully understand

This is particularly important in the context of governments and asset prices
because governments in richer countries step in to deal with crises

A full understanding of how the US surplus will evolve is impossible

It’s not even clear the US will exist in 100 years time
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Model Setup: Rational Bayesian Learning

Investors determine Treasury values using present value framework

They learn about unobservable fiscal stance components:

Persistent components of surplus policy
Government discount rates
Future path of debt
Learning sources:

CBO cost releases
Realized surpluses
Bond price data

χ
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Key Model Components

Realized Surplus: Ŝo
t+1 = χt + εst+1

with χt+1 = µχ + ρχ(χt − µχ) + εχt+1

Gov’t Return: r̂ogt+1 = ht + εrt+1

with ht+1 = µh + ρh(ht − µh) + εht+1

χt , ht are latent (unobservable) processes

Parameters µχ, ρχ, µh, ρh unknown to investors

Superscript ’o’ denotes variables observed by investors
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Present Value Framework

Government budget identity links observable market value of debt:

b̂ot = α? + Et

T∑
j=1

ν j−1γŜo
t+j − Et

T∑
j=1

ν j−1r̂ogt+j + Etν
T b̂t+T ,

Expected value of debt/GDP (ψt ≡ Etν
T b̂t+T ) follows:

ψt+1 = µψ + ρψ(ψt − µψ) + εφt+1

Results in observable debt relation:

bot = b0 + bχχt + bhht + ψt

Monthly CBO cost intensity measure Vo
t provides signal about surplus policy

Vo
t = c0 + c1χt + εc,t

Parameters c0 and c1 are unobservable to investors and εc,t ∼ N
(
0, σ2

c

)
is

independent to all other shocks.
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Learning Problem: Summary

Bond investors do not observe the vector of latent states Zt ≡ [χt , ht , ψt ]
′,

and they do not know the value of the parameters

Θ ≡
[
µχ, ρχ, σ

2
s , σ

2
χ, c0, c1, σ

2
c , µh, ρh, σ

2
r , σ

2
h, µψ, ρψ, σ

2
ψ, σχh, σχψ, σhψ

]′
They observe monthly surpluses, cost intensity measure, government returns
adjusted for inflation and growth, and debt to GDP, summarized in the vector

yo
t =

[
Ŝo
t ,V

o
t , r̂

o
gt , b

o
t

]
.

Estimate prior from via maximum likelihood estimates using data from 1980
to December 1997.

Implement Bayesian learning
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The Signal

Signal obtained from CBO cost estimates

CBO estimates costs of legislative proposals

Some proposals are passed
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Comments

Why do we need the Learning Model?

Would a simple regression of yields against estimates of the deficit or its
changes be enough? Why go beyond Appendix B?
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Comments

Learning Model: Decomposition

Main benefit seems to be the ability to decompose effects

news vs cashflows
inflation, term premium, convenience yield

Is that the right focus when it comes to the deficit?
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Comments

Wars and Deficits

Wars impact federal finances through:

Direct military expenditures
Reduced tax revenues
Long-term veteran care costs

Recent veteran spending trends:

2023: $302 billion (5% of federal spending)
Major increase due to Iraq/Afghanistan veterans
PACT Act (2022) expanded benefits for toxic exposure

https:

//www.pgpf.org/blog/2024/04/spending-on-veterans-in-the-budget
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Comments
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Comments
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Comments

Refine Learning Model to Account for Wars

COB tells us what spending is for – you know if it is war related – why
discard this information?

Parameters can depend on a war state (which is observable!)

Have two sets of priors: war priors and non-war priors
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Comments

New Questions

Do fiscal risks associated with war spending have different price effects
relative to other spending?

Spending money on disabled veterans is very different from spending money
on childrens’ education
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Comments

Questions about the Signal

CBO spending estimates depend on discount rates they use

We really don’t know which discount rate to use

Different discount rates mean a different signal!

Discounting gains from education spending need careful thought: it can be
particularly useful to have a good education in very bad states. It’s useful in
good states too!
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Comments

Interpretation of Forecast Errors

Hard to predict COVID!

Are forecast errors that big a deal in a very unknowable world?
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Comments

Conclusion

My takeaways: Fiscal policy matters for bond prices. Fiscal risk seems to
matter now for bond prices. Interesting in light of Ricardian Equivalance.

Actual numbers are interesting, but I won’t remember them in a week from
now...

Why does fiscal policy matter? I think it’s because of financing wars. Can
you show this? Wars are very different from other events – have huge impact
on state space.

I would like to understand the long term risks of policies that involve military
confrontation, even for a super power.
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