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@ Pre-crisis: Ignore asset bubbles and “mop after the fact”
» Asset bubbles difficult to detect in real time
> Interest rates too blunt to prick bubbles
» Shared view:

* Policymakers: Greenspan doctrine
* Academics: Bernanke and Gertler (1999, 2000)

@ Post-crisis: Low interest rates = Asset bubbles
» Taylor (2008): “Interest rates too low for too long” root of crisis
» Rajan (2010): “Bernanke must end era of ultra-low rates” (FT, July 28)
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Monetary Policy and Asset Bubbles: This Paper

@ Premise: “Leaning against the wind” works if increase in nominal interest
rate pricks bubble

@ Theory (Gali, 2013): Partial equilibrium model to discipline empirical analysis
> Interest rate hike always reduces fundamentals

» Higher interest rates may amplify bubbles

@ Empirics: Response of stock prices to identified monetary policy shock in
time-varying coefficients VAR

@ Main results: Observed stock price
» Falls less than fundamentals
» Becomes positive after 2 years (fundamentals still negative after 5)

» True on average but particularly pronounced since early 1980s
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Three Comments

@ Theory

@ Identification and specification

© Systematic monetary policy vs innovations

Andrea Ferrero (Oxford) Discussion of Gali and Gambetti September 27, 2013



-
Theory

@ A general asset pricing framework:
E; (Mt,t+1R£+1> =1 (1)

» M ++1 = Stochastic discount factor (SDF)

> R£+1 = Gross return on asset j at t +1
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Theory

@ A general asset pricing framework:
E; (Mt,t+1R£+1> =1 (1)

» M ++1 = Stochastic discount factor (SDF)

> R£+1 = Gross return on asset j at t +1

@ This paper:
» CCAPM perspective: My 41 = BU'(Cer1)/U'(Ce)
» Specializes utility to linear: U(C¢) = a+ bCr = M1 =
» Focuses on stocks (i = s) and risk-free bonds (i = b)

s _ Diy1+ Qe

b
t+1 = Qt and Rt+1 = Rt

@ Would derive same implications using first order approximation of (1)
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Comment |: Risk Neutrality

o Is risk neutrality (first order approximation) too restrictive?

@ Can go through same math as in G&G paper with general SDF to
@ Define

QtF =E; (Z Mt,t+iDt+i>

i=1
@ Prove that QtF satisfies

Qf =E, [Mt,t-‘rl (Dt+1 + Qfﬂ)]

@ Define bubble component as QF = Q: — QF

@ Use no arbitrage restriction

E¢ |:Mt,t+1 (Dt-s-+t(\)t+1 - Rt):|

to show that bubble component must satisfy

QF = B (Mr41QE,)
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Comment |: Risk Neutrality

@ Generalized bubble pricing formula

QF R, - QF
1= IEt (Mt,t—klm) = IEt < tEl Rt 1 + COoV¢ Mt,H»lv iBl
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@ Generalized bubble pricing formula

QF 1 QF 1 1 Qf1
1=1I; Mt,t+17;§ =E; +B Ry~ 4 cove | My 41, 7+B
Qt Qt t

» Effect of interest rate increase on ]Et(QFH/QF) a priori ambiguous

» Covariance term plays key role for standard assets. What about bubbles?

@ When does it make sense to abstract from the covariance term?
» Fully irrational bubble probably uncorrelated with stochastic discount factor

» What about bubbles that build on fundamentals?
* E.g. Financial deregulation (fundamental) leads to housing frenzy (bubble)

» Could use same framework for house price bubble

* Presence of borrowing constraints complicates theory

@ Could augment VAR with empirical model of stochastic discount factor
» Predictions from theory less sharp but results more robust
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Identification

@ Reduced-form specification
xt = Aot + Arexe—1 + ... + AptXt—p + Ut

where )
xt=[ Ayt Ade Apr it Ag: ]

> y+ = log real GDP

» dy = log real dividends

pt = log price level

> i = short-term nominal interest rate
g: = real stock price index

v

v
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|dentification
@ Reduced-form specification

xt = Aot + Arexe—1 + ... + Aptxe—p + ut

where
. /
= [ Ayr Ady Ape iy Age ]
> = log real GDP
> dt = log real dividends
» pt = log price level
> iy = short-term nominal interest rate
» g: = real stock price index

o Identification
@ Christiano, Eichenbaum and Evans (2005):
Innovations to i do not contemporaneously affect Ay, Ady, Ap:

@ In addition, this paper:
CB does not respond contemporaneously to innovations in Agy
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Comment II: Identification and Specification

@ Why does CB not respond contemporaneously to innovations in Aq¢?

» Not an implementability issue

* No restrictions on contemporaneous response to Ay; and Ap; (“implementable”
Taylor rule as in Schmitt-Grohe and Uribe, 2006)

» For some reason, CB does not want to respond to Aqg; contemporaneously?

* If so, perhaps should clarify rationale

@ TVC specification relies on model predictions:
“If that view [based on the theory] is correct, a VAR with constant
coefficients will be mis-specified and may provide a distorted view of
the effects of monetary policy on stock prices,..."”

» Do other theories of bubble imply different restrictions?

» Important? Ultimate objective: Test tenet of “leaning against the wind”
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Comment Il: Monetary Policy Shocks

@ For business cycle, systematic part of monetary policy rules matters

» Different for asset pricing?

@ Example: Assume house price boom driven by lower LTVs
» Does expansionary monetary policy induce risk-taking (banks lower LTVs)?
» Simple (naive?) regression

LTVt = IX+,BXt + u;

where x; is monetary policy variable

« B R?
Xt — eFrre  -0.0104 -0.0031%** 01452
xt = FFRy  -0.0012 -3.0454***  0.1462
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Summary

o Great paper! Contrary to (new) conventional wisdom, higher interest rates
may actually fuel, not prick, bubbles

Andrea Ferrero (Oxford) Discussion of Gali and Gambetti September 27, 2013



Summary

o Great paper! Contrary to (new) conventional wisdom, higher interest rates
may actually fuel, not prick, bubbles

@ Three comments:

@ Some predictions of simple theory fail under generalized specification of
stochastic discount factor

@ Where does key identification assumption come from?

© Systematic part of monetary policy vs monetary innovations
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