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Sims, Fiscal/Monetary Coordination When the anchor Cable Has Snapped,
May 22, 2009 '§ BE D Explanation of the Title

In what have been conventional macroeconomic models there
are two policy “anchors”.

Most widely understood: Monetary policy has to control the
level of some nominal variable: E.g. the money stock,
inflation, the price level itself.

The other is that fiscal policy has to refrain from interference
with this “nominal anchoring” by itself in effect targeting a
real value for interest-bearing nominal public debt — a
real-valued “fiscal anchor”.
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Policy in the Great Recession: Some Unpleasant Fiscal Arithmetic,
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Review paper

Understanding policy in the great recession: Some unpleasant
fiscal arithmetic

John H. Cochrane *
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2.3. Sargent, Wallace, seigniorage and nominal debt

My analysis of (3) and (4) differs from Sargent and Wallace (1981) and many other joint fisc
explicitly consider nominal government debt—debt is only a promise to pay U.S. dollars.
To see the importance of nominal vs. real debt, we can rewrite (3) (see the Appendix) as

B A dM
L = Lt / ;I—H (Tt+r_Gt+t+ P H_T) dr,
JT1=0 t t+1

counting seigniorage by money creation rather than interest savings. With real debt, this eq

A dM
be =E; / S (Tr+:—Gr+:+ “4) dr,

7=0 /lt Pr+z

w

where b, denotes the real amount of debt, which does not change if the price level changes.

[FTPL-Abenomics] 7



The theory of monetary-fiscal policy coordination

| want to start by dispelling that view. There really isn’t a “fiscal theory.” There really is only one, very
conventional theory, monetary —fiscal policy coordination. You do not have to believe in exogenous
surpluses, weird off-equilibrium threats and so forth. Every model includes some equation describing
monetary affairs, such as a money demand function or an interest rate rule, and the valuation equation
for government debt,

Ed

Nominal Debt, Z Real primary surplus;, ;

Price level, Discount rate; ;4 ;

j=0
(Nominal debt is the market value of debt. This is a valuation equation, an equilibrium condition, not a

budget constraint.) The “fiscal theory” just consists of thinking a bit harder how this equation works.

Eric Leeper’s fiscal and monetary “regimes” were brilliant thought experiments, and they helped many
including myself to think through the issues clearly. But the “regimes” are observationally equivalent for
equilibrium macroeconomic time series. That's a theorem®. There is no point at all in testing for
monetary vs. fiscal regimes. And any distinction that is observationally equivalent must be meaningless.
So there is no separate fiscal theory. There is only one theory, the theory of monetary-fiscal policy
coordination.
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Sims, Limits to Inflation Targeting, 2003---a nostrum?
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Fiscal policy? Stimulus?

Fiscal policyl&Z{E L7 ? Si573 Sfiscal stimulusIX FEEIL 72
LN?---ZNTIE?

TNTITLHN?

F N TILFEBEY7Efiscal policy[Z B IO ?
MNYIZEIMICIEEDTE - ? P REIVGREEE ?

Keynes famously said, “Practical men ... are usually the slaves of
some defunct economist.” He was right (for once). Now he is the
defunct economist. But we need not be his slaves. Cochrane, Fiscal
Stimulus, RIP, Nov. 9, 20100 the ending statement. (RIP, requiescat
in pace (latin))
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“Crying ‘bubble’ is no good unless you have an operational
procedure for identifying bubbles, distinguishing them from
rationally low risk premiums, and not crying wolf too many years in

arow.” BEEIZF5IHLT=Cochrane [2009]M\5DE0)



