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Inequality and optimal policy response

What this paper does:

develops numerical method

necessary to analyze question

provides insights about optimal policy

in environment with substantial household heterogeneity

quantitatively analysis

of optimal policy responses to aggregate shocks

Excellent paper, moreover...
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P. Sedláček Discussion: ”Inequality and Policy”



Inequality and optimal policy response

What this paper does:

develops numerical method

necessary to analyze question

provides insights about optimal policy

in environment with substantial household heterogeneity

quantitatively analysis

of optimal policy responses to aggregate shocks

Excellent paper, moreover...

filename: begs2 ecma.pdf
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Numerical method
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Proposed numerical method

Main idea of numerical method (roughly)

use perturbation in each period/state (including distribution)

to approximate decision rules in this period/state

use approximate decision rules to determine next period’s state

Awesome advantages

don’t need to know long-run properties of the economy

i.e. can apply anywhere, not just around steady state

i.e. applicable when we don’t know the steady state!

Moreover (!)

extends to higher-orders

can capture non-linearities/effect of uncertainty etc
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Relation to existing methods?

den Haan, Kobielarz and Rendahl (2015): “E-T” algorithm

use current period/state to obtain derivatives of decision rules

use these to construct Taylor expansion of next period’s state

Awesome advantages

don’t need to know long-run properties of the economy

i.e. can apply anywhere, not just around steady state

i.e. applicable when we don’t know the steady state!

it may not even exist, Coeurdacier, Rey, and Winant (2011)

Moreover (!)

today’s solution uses original equations

i.e. including all non-linearities/uncertainty effects etc.
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Relation to existing methods?

Levintal (2018): “Taylor projections”

type of projection method, but considerably faster

does not suffer from curse of dimensionality

Awesome advantages

don’t need to know long-run properties of the economy

i.e. can apply anywhere, not just around steady state

i.e. applicable when we don’t know the steady state!

Moreover (!)

extends to higher orders

can capture non-linearities/effect of uncertainty etc
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Relation to existing methods?

Neither den Haan et al., nor Levintal focus on heterogeneity

perhaps this is the main contribution of proposed method

are there synergies between the methods?
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Model
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Quantitative evaluation: price stabilization vs insurance

Insurance: borrowers and lenders not affected in the same way

however, heterogeneity is permanent (“initial conditions”)

understandable, but insurance motives likely at upper bound

in data, households change portfolios over business cycle

see e.g. Bayer et al. (2018), Shen (2018)

this can help mitigate some of the adverse effects

Not suggesting to include portfolio adjustment!

but more information on how heterogeneity impacts results

e.g. low earners are unlikely to change portfolios anyway

→ permanent heterogeneity a good approximation here

how important is this part of the distribution for the results?
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Quantitative evaluation: price stabilization vs insurance

Insurance: amplification through stronger effects on low earners

earnings losses, f , calibrated using only TFP shock

likely overstating earnings losses when also markups vary
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Quantitative evaluation: price stabilization vs insurance

Insurance: amplification through stronger effects on low earners

earnings losses, f , are not time-varying in model

does this imply equivalent “earnings gains” in booms?

is this overstating insurance motive?
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Quantitative evaluation: price stabilization vs insurance

Price stabilization: calibration based on Philips curve slope

relatively little time spent on price setting parametrization

with Rotemberg costs there is no price dispersion

moreover, welfare costs lower in Rotemberg compared to Calvo

even though same 1st order approx. (Lombardo, Vestin, 2008)

Would Calvo be so much more difficult?

could take price heterogeneity more seriously

comparable to how seriously you take household heterogeneity

could even think about business cycle variation (Vavra, 2014)
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Policies: what is G?

Why not adjust G instead of transfers?

might have missed it, but it seems like money out the window

But even if modelled differently

could be a useful policy tool

lowering taxes necessitates lower transfers in current model

this hurts insurance!

instead, lowering G might not have such distributional effects
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Policies: permanent impact of markup shock?
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Small stuff

calibration of markup shock from Smets, Wouters (2007)

that estimation is of course model-specific

why not match markups instead?

typo in 1st paragraph on p. 20

discussion of other policy tools (e.g. corporate taxes)?

how big are the welfare losses of Taylor rules?
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