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1 Introduction

The theory of price level determination advocated by Leeper (1991), Sims (1994),
Woodford (1996) and Cochrane (1998) has brought to the attention of macroe-
conomists the role of interactions between fiscal and monetary policy. In a nutshell,
the idea is that the price level is determined by the degree of solvency of the govern-
ment. If the expected primary surplus is not sufficient to comply with the intertem-
poral budget constraint of the government, then part of the public debt should be
inflated away if it is default-free.

Although the fiscal theory of price level determination has generated a substan-
tial debate on the capability of fiscal and monetary policy to affect the price level,
study has considered its potential implications for asset prices. This considera-
tions holds both for the finance and macroeconomics literature. For instance, the
continuous-time model of the term structure of interest proposed by Buraschi (2005)
includes lump-sum taxes, but disregards the implications of the government’s budget
constraint. Dai and Philippon (2005) estimates a no-arbitrage ane term structure
model with fiscal variables on U.S. data. They find significant responses of the term
structure of interest rates to the deficit-GDP ratio. The macroeconomic restric-
tions they impose to identify the structural responses are fairly different from those
implied by the fiscal theory of the price level (see Sala, 2004).

The available finance models the term structure of interest rates consider an
explicit role for only two crucial factors, output growth and monetary policy, which
is typically expressed as a diffusion process for the growth of money supply. In this
paper, we consider a general-equilibrium model with money where the ow budget
constraint of the government plays an active role. This provides a link between
monetary and fiscal policy because lump-sum taxes are adjusted as a function of
real debt. We solve the structural model, and derive the law of motion for the
nominal and real interest rates. We also study how the term structure responds to

the fiscal parameters.



This paper is organized as follows. The first two sections introduce the reader
to the framework employed to develop the analysis, together with a brief discus-
sion on the fiscal and monetary policy rules adopted. Section 4 and 5, respectively,
discuss the optimization process form the representative investor’s side and the char-
acterization of the equilibrium. Section 6 outlines the continuous time limit of the
equilibrium relationships in discrete time presented in the previous sections. In sec-
tion 7, we consider a specialized economy with a more realistic set of assumptions
for the model. In section 8 we present the solution for the real spot rate. This is
extended in section 9 for the pricing of the entire real term structure. The nominal
and real term structure for zero coupon bonds is derived in section 9. Since the
solution does not admit a closed form, we use numerical simulations in section 10
to generate some qualitative results on the shape of the term structure. Section 11

reports some concluding remarks.

2 The model economy

We study an economy populated by a representative agent that maximizes over the
composition of her portfolio along the lines of the traditional literature on consump-
tion and asset pricing. We model the economy at discrete time intervals of length At.
The representative agent chooses its portfolio holdings by maximizing the following

utility function

5 {u (0 2) L 8

t=0

where (3 is the discount factor. In equation (1), Cy indicates the level of consumption
over the interval [t,t + At], M; is the nominal money stock providing utility to the
representative agent over the interval of length [t — A, ¢], and P, is the price of the
consumption good. Real money balances M;/P; enter the utility function of the

household. The utility function is twice continuously differentiable and concave in



both consumption and real balances
Ue >0, U >0, Uee <0, Umn < 0, Uem < 0, UecUmm — (ucm)2 >0 (2)

where the subscript to u indicates the partial derivative. In what follows, we make

the following functional assumption on the utility function

M M
U <Ct, P;) = ¢logCy + (1 — ¢) log <P:> (3)

This type of utility function is used in Stulz (1986). In equation ( 3), the preference
parameter ¢ must be chosen so that the nominal and real spot rates determined
under the assumption of absence of arbitrage opportunities are also equilibrium
values (see Corollary 1 in the Appendix).

As a working hypothesis to derive the first order conditions, we consider a model

of pure endowment economy where output growth evolves as

AY; Y-V
Y Y;

= /,LYJAZL/ + UY,tQY,t v AL. (4)

The terms py; and oy, are, respectively, the conditional expected value and the
standard deviation of output per unit of time and {Qy+t =0, At,...} is a standard

normal process.’

3 Fiscal and monetary policy

The main point of this paper is to examine the impact of the interaction between
monetary and fiscal policy on the the term structure of interest rates. We think
of ‘interactions’ in the sense captured by the “fiscal theory of the price level” of
Leeper (1991), Sims (1994), Woodford (1996), and recently extended by Cochrane
(1998, 1999). This approach states that a tight fiscal policy is a strictly necessary

complement to ensure price stability.

LA more realistic law of motion for output is introduced in section 7.



We define the money supply aggregate (in nominal terms) as
M} = Hy + F;. (5)

In equation (5) we observe that the total money supply is determined by two com-

ponents. H, is the so called ‘high powered money’ (or monetary base). F; represents

the amount of money needed by the government to budget its balance. Basically,

F, is an additional financing source for the government apart from taxes and debt?.
We assume that H; and F; follow the processes described by

AH; _ Hyne — Hy
H; H;

= pr At (6)

AFy _ Fione — Iy
Fy Fy

= pptAt + opQp vV AL (7)

where pp s and pupy are, respectively, the mean of the stochastic process of the mon-
etary base and of the financing to public debt. In (6), the stochastic process for
H; does not have a standard error term, implying that the monetary base possesses
only a deterministic component. The process leading F;, instead, has a standard de-
viation term oy, where {Qp;t = 0, At,...} are standard normal random variables.

From (5), (6) and (7), we can write the stochastic process for the total money

supply M?®
AMy Mt5+At - My
M M; P AL+ oSV (8)
Urt = BHE + UF: 9)
UM,tQM,t = UF,tQF,t- (10)

At a first glance, these expressions stress that the central bank is assumed to target
money growth.
The subsequent building block of the model assigns a proper macroeconomic

role to the government. The innovation introduced in this paper with respect to the

2F, can be thought of as the demand for money balances expressed by the government.



existing literature consists in the key role for the government budget constraint
ADiiat + AFar = AigparDy — ATy ay (11)

where Dy indicates the stock of public debt, and Ai;ya; is the stochastic process
of the nominal spot interest rate, whose endogeous law of motion will be computed
later. Moreover, ATy is the stochastic process for taxes. We assume that the
government, does not face any form of public spending. Recall that ADyya; =
Diiny — Dy, AFiar = Fipay — Fy. Basically, the government can use taxes, money
and debt to finance its budget.

Following the fiscal theory of price level, we assume that the government sets

taxes according to the simple rule rule
AT iar = 91 DAL + ¢1 Do 1V AL (12)

According to (12), the government sets as a function of the outstanding amount of
public debt. This means that if the stock of debt issued rises, taxes must change
accordingly with a marginal elasticity equal to ¢1. A bound on ¢; can be established
by following Sims (1994) by setting ¢; at a value less than or equal to the discount

factor 8. To close the model, the process for the nominal spot interest rate follows
Ait—f—At = uiAt + Ui,tQi,t V At, (13)

for values of the mean and the standard deviations to be determined later. By
plugging (13) and (12) into (11), we can recover the flow budget constraint of the

public sector
ADiynr + AFar = (i — ¢1) DA+ Dyo 182 .V AL — o1 Dyor i Qrp VAL (14)

In order to obtain a semi-closed form solution, we assume that the quantity of



newly-issued public debt follows a deterministic process with mean up

ADy _ Diyar — Dy
Dy Dy

= IUIDJAt. (15)

Thus, the flow budget constraint becomes

DAt + pp At + op Qg VAL = (i — ¢1) DiAt

+ Dtai,tQi,t vV AL+ _¢1DtO—T7tQT,tV At. (16)

To get intuition of how these relation work, concentrate on their deterministic
part. Assume that the government aims to maintain a constant ratio of nominal
bond to governmental money, i.e., ©» = D/F. Therefore, by applying Ito’s Lemma
to the definition of v, we can write the relationship between the mean of the public

debt and money

wD = pF — OF. (17)

From the equality between the deterministic and the stochastic terms of F7,

Yup +pr = (i — 1) (18)

op = Y(oi— o). (19)

Finally, using the definition of up into (18), we get the semi-closed solution for the

mean of the stochastic process of the governmental money

(i — ¢1+ %) W
1+ '

pr = (20)

Therefore, (19) and (20) represent the full equilibrium relationship in the economy.

By using (20), it is clear that the mean of the stochastic process leading money is

(i — ¢1 4+ 07) ¥
1+

pn = pH + (21)



4 The optimal choice problem

The representative agent’s budget constraint is

N
M; + (Poy + PEyiAt) 2 + PPary + asy + Z P, 1a; = PECy At + My ag
i—3

N
a1,t+At a2 t+At
P + P — : +) P 22
+ Fr 2t At O t+1+it ; 2 it @ity Ar (22)

The investor can choose among one real and one nominal bond (both risk free), and
N — 2 equities. Each bond is issued at time ¢ and has maturity at time ¢ + At. The
return on bond are 4; for the nominal bond, and r; for the real bond. P;; is the price
(inclusive of dividends) of asset i at time t. The representative agent demands M,
for cash, C; for consumption and z; for equity holdings. ait,as¢,...an, represent
the unit of financial asset held from (t — At) to ¢.3

The choice problem of the representative investor consists in the maximization
of the utility function (3) subject to the budget constraint (22). The first order

conditions for Cy, a1, azs, M; and a;; are, respectively,

Ue (Ct, mt) == )\tPtC (23)
Et [e_ﬁAtAH_AtPE;At (1 =+ ’I"tAt)] = )\tPtC (24)
E, [e—ﬁ“mm (1+ z‘tAt)} — (25)
_BAt 1
By €777 Nerar + um (Crear, Mitar) g | = M (26)
P ae
E; [6_6At)\t+AtPi,t+At} = APy (27)

3This setup above described is similar to that of Baksi and Chen (1996), who use this model to
study the impact of monetary policy and inflation on financial asset.



5 Definition of equilibrium

We assume that the economy is populated by identical agents. In a representa-
tive agent economy, optimal consumption, money demand and portfolio holdings

must adjust in order that the following equilibrium conditions are verified in general

equilibrium
Ci=Y (28)
My = Mf = M (29)
zr=1 (30)
aij; =0 Vi=1,...N (31)

In a pure endowment economy, (28) states that the total amount of consumption
must equal the total output endowment. The equality between money demand and
supply is stated in equation (29), while equation (30) states that each agent’s demand
for equity shares must equal the supply. In the same way, each agent’s demand for
financial assets should equal supply which is zero, as showed in (31).

Using equations (28)-(31) and the first order conditions (23)-(27), we obtain

e (Yi,my) = e P2 By [ue (Yiear, miyae) (1 + rAt)] (32)
Y; Y;
Uc ( témt) _ e—ﬂAtEt Ue ( t+AC€7 mt—i—At) (1 + itAt) (33)
P Pria
_ A
we (Yo my) = e PN E, [u (Virar, s ar) P25 t] (34)
2.t

_ pr
ue (Yy,my) = e PALE, {[uc (Yerat, merat) + um (Yiear, mirar)] 7P0t } (35)
AL

. P . .
where m; = % is the real cash balances and p;; = P—tc is the real price (in terms of
t t

the consumption goods) of asset i at time ¢.

Equations (32)-(35) are Euler conditions derived from the utility maximization



problem of the representative investor. Equations (32) and (35) state that the repre-
sentative investor must be indifferent between investing an amount of money equal
to PY in a real risk-free bond and holding the same amount in cash. This arbi-
trage condition holds also for nominal bonds (see equations (33) and (35)). Finally,
equations (34) and (35) describe the relation of indifference between investing one
more amount of cash of size PC in asset i and holding the same amount in a pure
cash. Equations (32)-(35) establish the demand for real money, while (33) and (35)
yield the demand for money in nominal terms. Equation (35) states that, in equi-
librium, the agent is indifferent between holding Ptc amount of cash and consuming
one extra unit of the good, because both actions produce the same marginal utility.
The link between the price level and monetary policy is established by equation
(35). Monetary policy and the asset market are tied together through equations
(35) and (34), which establish the consistency between the money supply and as-
set markets. Finally, the interdependence between monetary policy and the goods
market is described by equations (32) and (35).

Equation (34) must to hold also for the equity Z; when we replace p"";ii*t“ with

Pz,t

PL

Dz At YAt
Pzt

, where p, ; = is the real price of the equity share. Additional suf-
ficient conditions for the existence of an interior optimum are the two transversality

conditions

) _ Yr, mr)
1 E BAtw ) -0 36
T t{e ue (Vi my) U (36)

The equality (36) rules out bubbles in the price level of any risky asset. Condition
(37), instead, prevents bubbles in the price level from taking place. The intuition
behind the two TVCs is if (36) is violated the agent is willing to sacrifice actual
consumption in favor of future consumption derived from proceeds from investment

in risky assets without bound. Under condition (37), the agent accepts a reduction in

consumption today in exchange for a larger amount of money in the future without

bound.

10



To conclude the characterization of the equilibrium relations, we need to define
the stochastic process for real asset prices. We follow Baksi and Chen (1996), Merton
(1971) and Grossman and Grossmann and Shiller (1982) by assuming

Apz',t

it = uf’tAt + aitﬁit\/ At (38)
i,

where pf, and of, are, respectively, the conditional expected value and the stan-
dard deviation of real return on asset ¢ per unit of time. Finally, the process

{vatt =0, At,.. } is a standard normal.

6 The equilibrium in the continuous time limit

In this section we characterize the equilibrium for the continuous time limit. These
results are independent from the assumptions made on the role of fiscal and monetary
policies in the determination of the equilibrium. For this reason, the results from

this section are similar to Baksi and Chen (1996) Balduzzi (1998).

Proposition 1 The equilibrium risk premiums for any risky asset over the real spot

interest rate is

e Ciiee dpi,t dY; MtUem dpi,t dmy
WSy — 1 = — covs ,— | — covy | —=, — | . (39)
’ c pit Vi Uc Pit My

Proof 1 Subtract equation (32) from (34), manipulating the resulting expression

and using the definition of the stochastic process for p;+ (38) , we get

Y, Mt AL)
~BAL e (Yegae, meyae [ e _ ) At e e /7At:| —0. 40
‘ t{ ue (Yz, my) (ki = re) At o (40)

Thus, by taking a Taylor expansion of the equation (40) around steady state, we get

e AR, { [(:U’Zt — rt) At + o7, Q5 4V At}

Uce (Yerae, mirar) Ye AYy  tem (Yivar, miepae) my Amt] } 1

— =0.
Uc (}/;fvmt) Y Ue (Yt,mt) my

1
<A At

11



By letting At — 0 and applying Ito’s multiplication rule, we obtain (39). B

Proposition 2 The real price for the equity share is

o0 Ys,ms)
P.—E *ﬁ(S*t)MYd 41
z,t t/t € Ue (Yt’mt) saS ( )

Proof 2 Recalling that

P, int + YieaeAt _ Ap; At

, 42
P,y Dit (42)
use equation (34) to obtain
—BAt Uc (Y2+At, mt+At)
P.i=Eiqe (YigatAt + Priiag) ¢ - (43)
Uc (Yt7 mt)
After iterating forward, the result is
7
P.; = E; ZG—B(JAt Uc tﬂAt,mtﬂAt)YtHAtAt (44)

ue (Yz, my)

Thus, by taking the limit for At — 0 in (44) we finally get the result under (41). B

Proposition 3 In the continuous time limit equilibrium, the commodity price level

s given at time t by

1 ®©  gre_pum(Ys,mg) 1
- E Bls—t) ImA~s> %)~ g 45
woE (Yiome) 27 )
The expected inflation rate is
1 dpPf
= —FE{—5¢= 46
"= g Pf} 0
, dPE Y ueY: dY; dPF
= — — — — 47
U — T —1—1}@7}{ Ptc } i COVy Y, Pto (47)
dPf d
_Ucmmtcovt (é’mt) (48)
Ue Pt my



Proof 3 Reuwrite the first order condition (35) as follows

1 __—BAt Ue (Y},+At, mt+At) 1 Um (C't+At, mt+At) At
>0 = e Et C C (49)
P ue (Ye,me) — Po ue (Ye, my) Pl

then, iterate equation (49) to get

1 > , Cipj ; At
ﬁ — Et Z e‘ﬁ(]At) Um ( ut+(j§t7 mt)—i-]At) PC (50)
t = c \Lt, Tt t+jAL

Taking the limit of the equation (50) we get the result under (45).

To derive the inflation rate, divide the first order conditions (32) and (33)

Ue (YirAt, MetAt)
E 1+nAD)Y = B
t{ we Vo) LTy =B

. PF
Ue (Yerat, mepar) (14 itAt) —o—
t+At
(51)

After taking the Taylor approximation of (51) and re-arranging,

. U Yy A}/t Uem A'rnt
_ At = |1 2
(ip — re) At [ + w (}/%)—i- ucmt<mt )] 62)

+o (At)*/? (53)

APE  (APEN?
PF PF

Thus, by taking the limit of equation (53), for At — 0 we have

1 dpc dpr° Y; dY; dP‘
i — 1 = Et{ L }—vart{ Pé }+ucc L covy (t t> +

dt Ptc t Ue Y, '’ Ptc
| Ut dPE dmy
cov ,
Ue t PtC mi

C
Thus, by using m = %Et {"Pig}, and rearranging we get the equation (48). B
t

7 A specialized economy

In what follows we lay out a specific model used to derive the stochastic processes

for the price level and the other variables. We assume that the stochastic process

13



for output is

dY; = (py + nyxy) dt + oy /TdW,,. (54)

where the process for the technology factor z; is

dr; = a (b — il?t) dt + O'x\/?tdwx,ta (55)

where (W), is a unidimensional Q-Brownian motion, uy, ny, oy, a, b, and o, are
fixed real numbers.

The monetary aggregates H; and F}; follow the exogenous processes

dln Hy = pppdt 4+ dln (qp) (56)

dInF; = fipdt + dln (q;) (57)

where ¢; is the detrended money supply process. Each type of money supply has
two components, a drift term and a stochastic part. In particular, p7; is assumed
to be constant and positive, while fip is determined by equation ( 20). From Baksi

and Chen (1996), ¢; evolves according to

dg

L = ol = @) dt & 0 /qdWis, i = H, F (58)

where (W;;), is a unidimensional Q-Brownian motion independent upon (W),
Therefore, by using the definition of money supply (5), we find that the stochastic

process leading money supply is

dM,

M = ,U/M,tdt + Gq\/@dWM,t‘ (59)

(Whr,t), is a unidimensional Q-Brownian motion independent from (W, ;), and (W),
and where

s = oy + 2kg (g — 1) (60)

14



with pjy, = py + g, and dQpr = dQpr + dQpy.
The set of assumptions presented earlier allows us to compute the equilibrium

price level of the commodity and the inflation process.

Theorem 4 Given the utility function of the representative agent as described by

equation (3), then the equilibrium price level is

¢ qf (B4 iy (B+ iy + 2kgpg) My
1-¢ (ﬁ + Iu}kW) + (kq + 30_3) #2kqpiq Yt

P = (61)

The stochastic process of the CPI is

dPf AU — AV
L= mdt + ogvq |1+ (qq)qt] AWt — oy /2 dWy (62)
Pf AWY
where the inflation rate is
(AgV — AVy)

o= Wy — syt (02 —ny) ze+

02%
AT @ | kg (tg — at) + N {63)

n (2 (Aqq\I’ - AlI’qq) - AW+ A\I/q] qu?/Q

2W2A (64)
¢ * *
Afg) = -6 a7 (B4 1ar) (B + why + 2kqgpq)] (65)
V(g) = (B+uis)+ (kg +307) a:2kqpq (66)
0A ov 0A
and Ay = —8((;]), v, = &(IQ), and Ayq = —8((;1).
Proof 4 We start by showing how to get (61). From (59) we have that
1 _l"/* )
7R =e Humg (67)
Define G(q) = q%. Thus by using Ito’s Lemma, we get
t
62]‘7‘1“‘1} 2 20,
d|—5—| = = (kg + 302) e2Faralqt — L qWy,,. 68
[ a; ar (ks + 3,) ava (©8)

15



The expected value is

1 1
FE; | — :Eq}:
t[qg} t[qgt

s e2kqtiqz e2kqpqt
= E [e%q“qs {/ d[ 5 } +— } ’CJt:| =
t qz; 4y

B _ 2
e 2kqpiq(s—t) N (kg +302) (1 B e_quuq(s—t)> _
qt thq,“q

Finally, from the first order conditions of the problem of the representative agent,

we get

1 1—<f>/°° [1} ~B(s—0)—1}
= —" B |—=|e P\ HMmds 69
PtCYt o t ! qg ( )

After solving for the integral, we get equation (62).

To compute the inflation rate, it is enough to apply Ito’s lemma to (62) by setting

—

V (M, Yi,q0) = 355 so that

1
dPf = GudM; + Gy dYi + Gedgr + 5 | Gyy (4Y0)" + Gog (dar)” + Garg (dMy) (dgy) |
(70)
By taking into account (65), (66), and the definitions for Yy, ¢ and My, (54), (58)

and (59) respectively, we obtain equation (64). B

8 The real spot interest rate

In this section we derive the dynamics of the real spot interest rate implied by ex-
ogenous the dynamics of the technology process. Since this requires solving the
differential equation ( 55), x; is Markov and satisfies the necessary technical con-
ditions to apply the Representation Theorem of Feyman-Kac.* We can now follow

the partial differential equation — PDE — approach to compute the real spot rate.

Theorem 5 If the technology process follows ( 55) , then the real spot rate ry is a

4The drift and volatility terms in ( 55) must be Lipschitz and bounded on R.
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function ¢ (t,x¢) that represents the unique solution to the Kolmogorov PDE

2
boRu TG +a (b —w) PG + PG — o (1) = 0 (71)

¢ (T7 iUt) = ,3_7_?1

where the final condition is the long time spot rate determined in Cox, Ingersoll and
Ross (1985). This gives
re = A(0) C O (72)

where 0 =T —t and

02(2+a)(1—e?y)

2afof —a+e(a—0f) = (1+e)9]

1 —<

A) = pogpn {2"&()6”(9)7C [a ty—o2+e? (y—a+ ai)} } (74)
a2 —~% —20%(a+b+ab) +o* (1 +0)
(a—03)* =2

bdo2 (2 +a —7)

2(a+vy—o02)
bo? (0326 —2a — 2)

(a—02)* =42

v = Va?+ 202 (78)

Proof 5 If ¢ (t,x¢) = 14, like in equation ( 72), then the Kolmogorov PDE is

20?0, C% (0) e+ a(b— ) C(0) rp + A" () eSOy
—l—Cl (9) Xy — 2y = 0 (79)

¢>(T79Ct) = %

where A" (9) and C' () represent the derivative with respect to time of functions A (8)
and C (0) equations ( 73) and (74). Given that the Kolmogorov PDE is verified for
all t and xy, we can divide it into two parts. One part is dependent and the other

one is independent from xy. The task boils down to solving the differential equation

17



— DE — system

15202 (0) —aC () +C' () —1=0 C(0)=1
A" (0) +abA(0)C () =0 A(0) = 2ab

= Sia-

(80)

The first DE is a Riccati equation whose solution is ( 73). The second equation,

instead, is a regular first order DE with solution given by ( 74). B

Lemma 6 The dynamics of real spot interest rate is
dri=a" (0) [b" (0) —r) dt + C (0) reop/xedWy s (81)
where (Wy.t), is a unidimensional Q—Brownian motion, and with

@ 0) = —|ab—2)C0O)+C O+ %agmtﬁ )

b (0) =

Proof 6 By applying Ito’s Lemma to ( 72), the dynamics of 1y = ¢ (t,x¢) is

dry = C(0)rdr, + aa?dt + %Uga:tCQ (0) redt (82)
, 1

= rla(b—2)CO)+C (0)x + iaithQ (0) ]| dt + (83)

+ A" (0) O dt 1+ C (0) o0 /T AW, (84)

Finally, we can write ( 83) as a mean reverting process in square root with time

dependent coefficients like in ( 81). B

9 The term structure of real interest rates

Here we show how to compute the price of zero coupon bonds as a function of time,
technology and the real spot rate. We follow again a PDE approach because both

x; and r; are Markov and satisfy the necessary technical conditions to apply the

18



Representation Theorem of Feyman-Kac. The solution has no closed form, and it is

necessary to use numerical methods to understand how it works.

Theorem 7 If technology and the real spot rate follow ( 55) and ( 83), respectively,

then the zero coupon bond B (t,T) is a function 9 (t,xy, ) that represents the unique

solution to the Kolmogorov PDE

12 0%9(t,me,re)
20Tt ox? or;

+a* (0) [b* (6) — o] GHr) 41, C () ok, Spllgir) 4+ Oigeri) o

th

—Tt79 (t, Tt, Tt) =0

) (T, (L’t,’f‘t) =1

Proof 7 Let us assume ¥ (t,x¢,1m¢) = B (t,T) with
B(t,T) = A* (§) e~ Ot

The Kolmogorov PDE becomes

—2023,C% (0) 1, C*2 (0) B(t,T) [1 — C*2 () 1] +
—ab— ) C* (0) B(t,T)r,C (0) + 5022,C? (0) r?C**(0) B (t,T) +
—a* (0) [b* (0) — re) C* (0) B (t,T) + o22,C? (0) r2C*2 (0) B (t,T) +

+ A% (0) eSO — " (0) 1B (t,T) — B (t,T) = 0

9 (T, T, Tt) = 1.

+alb— o] 2L 4 102 (9) 0% (9) 1302, L2

(85)

Since the PDE ( 87) is verified for all t, x; and ¢, we can divide it into two

equations, one dependent and one independent from xy and ri. Now the problem is

to solve the DE system

$02(0)C* 2 (0) =T (t)C*(0) —C¥ () —1=0 C*(0)=0
A¥(0) — a* () b* (0) A* () C* (9) = 0 A*(0) =1
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where o* (t) and ¥ (t) are

o*(0) = 20,C(0)/rexe (89)
U = §a§xt02 () 4+ abC (8) — aC () z; — a* (6) . (90)

The first DE is a Riccati equation, and the second is a first order DE. Both equations
have time-varying coefficient. We can then find the solution only by using numerical

methods. W

Lemma 8 The term structure of real interest rates is
1
R(t,T) = ~3 [ln A* (0) — r.C™* (0)]. (91)

where A* (0) and C* (6) are the solutions of system ( 88).

Proof 8 The term structure of real interest rates can be derived from the relation

between the price of zero coupon bond and the continuous real interest rate

B(t,T) = e IR®T), (92)

10 The term structure of nominal interest rates

In this section we derive the equilibrium nominal spot interest rate, the analytical
expression for the nominal zero coupon bond, and for the nominal term structure of

interest rates.

Lemma 9 The nominal spot interest rate is

L= (8+pag) + (kg +307) ai2kpq Ve
where A (0), C (0) are (73) and (74), respectively.
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Proof 9 Multiply (72) by ( 61). B

Lemma 10 The nominal zero coupon bond is

N (t,T) = B(t,T)

L= (8+pag) + (kg +307) ai2kpg Ve

where B (t,T) is the solution of ( 87) .

Proof 10 Multiply the solution of (85) by ( 61). B

Lemma 11 The nominal term structure of interest rate is

I(t,T)=R(t,T)

1—0) (8+ why) + (kg + 302) q:2kqpuq Yi

where R (t,T) is (91)
Proof 11 Multiply (91) by (61). B

From the expressions for (93), (94) and (95), we observe that the values of the
rates for the nominal term structure are higher than those for the real variables if

(61) is higher than one. This is linked to ¢1, which determines p3,), through the

condition

whe < pii and iy > pi (96)

where 1137, ,uﬂ are

rab —T + /T2 + AM;pg? A
b 97
Hm 2M,$g? )
r = 2Mt¢¢1t2 (B + kqpg) — Y (1 — ¢) (98)
A = —Yi(1—¢)B—2Yikguqeqr (kg +307) (1— ¢) (99)
+Mpa; B (B + 2kqpiq)
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Figure 1: The nominal and real spot curve

Nominal and Real Spot Rate Curve
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Legend: The line (—.) is for pj, = 0.98, the dark line is for uj3; = 0.55, the dashed (——)
is for pj; = 0.01 and the crossed curve (4+) is for p3, = 0.0001.

11 Simulation results

We now calibrate the model and run numerical simulations to get a better under-
standing of the relations involved. The intertemporal substitution coefficient 3 has
been set equal to 0.998. The values for the other parameters are from Balduzzi
(1998), who proposes a model with similar stochastic processes. In particular, we
have kg = 0.3, ug = 0.1, py = 0.2, ny =04, 04 = 0.1, ¢ = 0.5, pps = 0.2. For the
other parameters we have chosen values that are consistent from an economic point
of view, that is a = 0.45, b = 0.03, o, = 1.35. The solution of the model on the
stochastic processes for =, g, M and Y. We initialize these processes at xg = 0.1,
qo = 0.1, My =0.1 and Yy = 1.

Figure 1 plots the nominal and real spot rate curve for different values of u},.
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Figure 2: The nominal and real term structure of zero coupon bonds

Term Structure of Nominal and Real Zero Coupon Bond
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Legend: The line (—.) is for pj, = 0.98, the dark line is for uj3; = 0.55, the dashed (——)
is for pj; = 0.01 and the crossed curve (4+) is for p3, = 0.0001.

> The parameters governing

The curve of real rates lays below the nominal curve.
the real curve are kept constant. However, we impose the constraint in (96). Figure
1 shows that the higher the reaction of the tax rate to real debt, the lower puj,,
and the lower the position of the nominal curve in the plan. This implies that the
average nominal rates are consistent with the notion of equilibrium outlined earlier.
For a very elastic tax rate (i.e. a very low u},), the curve of nominal spot rates does
not change as a function of fiscal parameters.

In order to simulate a closed form solution for the term structure of zero-coupon

bonds, we assume that the coefficients of the equations in (88) are constant. We

5The case where the nominal curve is above the real curve can be thought as the result of a very
tight fiscal policy that produces a deflationary equilibrium. Such deflationary equilibria are not to
be ruled out within the framework of the fiscal theory of price level determination. They can be
interpreted as arising from the contraction of aggregate demand because of a high of taxes to real
debt.
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are aware of the limitation of this choice. However, this is only meant to make the
discussion of the results more intuitive.

Figure 2 shows that the position of the term structure depends on the value
assumed for p3, and, consequently, on the value of the tax elasticity ¢;. If the
tax elasticity falls and p}, rises, the curve of the nominal zero coupon bond shifts
downward except for very low values of u},, when the curve loses sensitiveness to
this parameter. This is consistent with the results form the fiscal theory of the price
level. As the tax rate falls, also the price for newly issued debt drops because the
reduced backing of taxes generates inflationary risk in the future, thus causing a

reduction of the nominal value of debt today.

12 Concluding remarks

In this paper we study a simple intertemporal model for the determination of the
nominal and real term structure where the interaction between fiscal and monetary
plays a key role. In particular, we investigate the relation between the term structure
of interest rate and the fiscal theory of price level determination. In so doing, we
move beyond the standard finance models where monetary and technological factors
are the sole determinants of the term structure of interest rates.

A number of interesting avenues of future work can be considered. The model
presented in this paper should be taken to the data to study how inflation risk
premia are affected by fiscal determinants. An ongoing work considers the pricing
of interest-rate futures in our model. This is likely to shadow more light on the role

of monetary policy expectations when also fiscal policy matters.
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A Appendix

Proposition 12 In the continuous time limit equilibrium, the real interest rate has

the form
Y;Succ 1 dY,t 1 Y;‘?ucc dY;ﬁ MiUem 1 dmt
= — —El— 5 — = — = —FEy s — 100
"t b U dt ¢ { Y; 2 U vare Y; Ue dt t my )
_}L%Ucmm varg dm _ Yomucem covy ﬁ, % . (101)
2 Ue mg Uc }/}, my

Proof 12 A Taylor expansion around the equilibrium of first order condition (32)

yields

ue (Ye, my) (1 + reAt) = Ep {(1 4+ reAt) [ue (Ye, my) + tee (Ye, my) AY;+

Ucee (Y;b mt)

2

i e ) g 2 G (2| 0807 (102)

FUem (Y;fv mt) Amy + (A}/t)2

After collecting terms and re-arranging

1 ucc}/t A}/t Uem Amt 'Ufcch;g2 Ath 2
=3—- —F
re=Pp At t{ Ue ( Y; ) * Ue mt( my + 2, Y, +

2 2
+ucch;mt (AY}) <Amt) o UemmMy <Amt) }+0(At)3/2. (103)

U Y; my U my

Thus, take the limit of (103) and apply Ito’s multiplication rule, we get equation

(101), after having recalled that
Ly l(AanL _ . (A%
@\ Y, "7
1 B Amy 2 - Amy
% t = varg .
my myg

Corollary 13 The real spot interest rate determined in equation (72) is also an
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equilibrium rate, for utility function parameter values ¢ such that this equation and

(101) are equated. Consequently, this be also true for the nominal spot interest rate.
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