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A Simple Model of Debt Dynamics
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Instability and tipping points
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Recent experience in advanced economies
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Figure 3.1 Response of Sovereign
vields to Debt Ratios

under alternative current account
balances
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Implications for fiscal sustainability
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Table 38.2. HKey Fiscal Indicators for 20 advanced

econoOImies.,
(1) (2) (3} (4] ] (6] (7T}
2007-11 Mominal 2011 necessary

2012 2011 2011 net current GDP surplus surplus

10-year | debt/GDP | debtiGDP | acct/GDF | growth (% of (% of

Couniry yield (%) (%) (%) (%) (%) GDOP) GDP)
Australia 3.4 242 8.2 4.0 6.7 -4.0 0.8
Austria 24 72.3 52.1 3.2 34 -0.4 0.7
Belgium 3.0 a7 .5 81.4 0.2 34 0.8 04
Canada 1.9 B5.4 331 -1.6 42 -3.9 -2.0
Denmark 1.5 44 1 0.2 4.0 26 -1.4 0.5
Finland 19 491 -54 1 1.8 3.0 -1.0 0.5
France 26 6.0 78.8 -1.5 2.7 -2.F 0.1
Germany 1.5 a0.6 503 6.3 2.2 0.9 0.6
Greece 229 1654 165.4 -12.1 26 -2.2 280
Ireland 6.0 106.5 040 -2.2 1.6 -9.6 45
Itakhy 2.5 1201 99.6 -2.6 2.0 0.8 4.1
Japan 0.8 2296 126.4 3.4 -1.0 -5.9 4.1
Metherlands 20 65.2 3T 6.1 2.7 -3.1 -0.5
Morway 2.1 49.6 -168.2 13.2 56 11.6 -18
Portugal 11.0 107.8 97.3 -10.0 2.0 0.6 9.0
Spain 2.9 69.1 o7 .o 6.5 3.6 -7.0 1.6
Sweden 1.5 7.8 -18.2 7.7 3.9 -0.8 0.9
Switzerland 0.7 46.5 25.9 9.2 28 0.8 -1.0
UK. 19 1.5 76.6 -1.8 3.6 -a.7 -1.5
U.5. 1.8 102.9 80.3 -3.7 3.5 -7.8 -1.8

Source: Hover Analytics, IMF, authors’ calculations
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Fiscal consolidation and monetary policy
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Fiscal dominance and monetary policy
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Fed’s exit strategy

An important issue raised by the possible emergence of concerns about U.S. fiscal

sustainability is how could affect the Fed’s exit from the extraordinary policy easing it
has undertaken since the onset of the financial crisis.

Baseline assumption (ZEAHJIZ 13 Carpenter et al.(2013) & [F] L)

Table 4.1

Baseline assumptions for Fed’'s

balance sheet and net income projections.

Variable Assumed growth path Figure
1. Assetpurchases | Continue at current pace through December 4.1
2013, slow to maintenance levels (stock
stable) through 2014, stop (stock declines) n
2015.
2. Assetsales MBS sales start late 2015, completed 1n 2019 4.1
MBS prepayment | Follows market models
4. Liabilities Currency grows at 7% AR (2pp above 43
Blue Chip forecast for nominal GDP
growth per historical experience):
required reserves grow at 4% AR
5. Interest rates Driven by Blue Chip consensus forecast 4.4
6. Fed capital Grows at 10% AR per historical average 4.5
Operating Grow on historical trend 4.5
expenses

7£) AR: annual rate
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Asset and average maturity

Figure 4.1. Baseline assets
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Figure 4.2 Average maturity of
Treasury notes/bonds held by Fed
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Liability and interest rates

Figure 4.8 Baseline liabilities
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Figure 4.4 Interest rate assumptions
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Income receipts and expenses

Figure 4.5
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Net interest income

Figure 4.6 Realized net interest

income receipts
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Capital gains or Losses

Figure 4.7 Net wvaluation gains or
losses realized on asset sales
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Income before payments to Treasury

Figure 4.8 Income before payments
to Treasury
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The Fed would create new reserves against an item called deferred asset account on
the asset side of its balance sheet.
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Deferred asset account

Figure 4.9 Deferred Asset Account
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Even if the Fed were able to create additional reserves with no effects on the interest
rate on those reserves, a cessation of positive interest payments from the Fed to the
Treasury for a significant period could bring Fed policy decisions under public
scrutiny, potentially leading to controversy that could even threaten bank
independence.

20



Cumulative net remittances to Treasury

Figure 4.10 Cummulative net income relative
to pre-crisis trend
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Alternative scenarios

Table 4.2 Impact of alternative scenario on
Fed’'s deferred cumulative

Peak Cumulative
deferred excess
asset ($ Bn) | gain/loss (S Bn)
2007-2020
1. Baseline 22 43
2. Baseline with 2% pts slower 41 7
currency growth
3. No asset sales 4 67
4. QE through 2014 at current pace 58 45
Baseline plus 1% pt higher interest 105 -43
rates begin 2016
6. Baseline plus 2% pt higher interest 194 -126
rates begin 2016
7. Baseline plus 2% pt higher interest 67 -18
rates beg in 2016 but no asset sales
8. QE through 2014 at current pace 372 -282
and 2% pt higher interest rates
begin 2016

Source: Aurhors’ calculations
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Implications for Fed policy

The magnitude of the Fed’s cumulative net income losses could be increased
substantially — even approaching several times the size of Fed capital — if failure to
deal with an unsustainable U.S. fiscal position in the longer term results in a sizable
increase in the inflation risk premium on U.S. national debt. This unfavorable fiscal
arithmetic might tend to push the Fed toward delaying its exit from the extraordinary
easing measures it has taken in the recent years; it could even affect decisions this
year about how much further to expand the Fed’s holdings of longer-term government
securities.

The combination of a massively expanded central bank balance sheet and an
unsustainable public debt trajectory is a mix that has the potential to substantially
reduce the flexibility of monetary policy. This mix could induce a bias toward slower
exit or easier policy, and be seen as the first step toward fiscal dominance. It could
thereby be the cause of longer-term inflation expectations and raise the risk of
inflation overall.
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