
.

.

.

.

.

.

.

.

.

.

.

.

.

.

.

.

.

.

.

.

.

.

.

.

.

.

.

.

.

.

.

.

.

.

.

.

.

.

.

.

Discussion of “Fiscal Imbalances and Asset Returns: Cross
Sector Fluctuations under the Aggregate Budget
Constraint” by Gao, Plazzi, Valkanov, and Xu

Yang Liu

University of Hong Kong
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Present Value

• present-value relation in Campbell and Shiller (1988)

• stock

• government

• external

• This paper—jointly
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Present Value

For each sector, the valuation ratio summarizes future returns, cash-flow growth, and
the future valuation ratio:

• Private: 𝑑𝑎 (𝑑𝑝), equity returns and dividend growth.

𝑑𝑎𝑡 = (1 − 𝜌𝐴)𝑟𝐴
𝑡+1 − (1 − 𝜌𝐴)Δ𝑑𝑡+1 + 𝜌𝐴𝑑𝑎𝑡+1

• Public: 𝑛𝑠𝑏, Treasury returns and surplus growth.

𝑛𝑠𝑏𝑡 = (1 − 𝜌𝐵)𝑟𝐵
𝑡+1 − (1 − 𝜌𝐵)Δ𝑛𝑠𝑡+1 + 𝜌𝐵𝑛𝑠𝑏𝑡+1

• External: 𝑛𝑚𝑎, foreign returns and net-import growth.

𝑛𝑚𝑎𝑡 = (1 − 𝜌𝑋)𝑟𝑋
𝑡+1 − (1 − 𝜌𝑋)Δ𝑛𝑚𝑡+1 + 𝜌𝑋𝑛𝑚𝑎𝑡+1.
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Present Value
Let all equations use the same predictors

𝑥𝑡 = (𝑑𝑝𝑡, 𝑛𝑠𝑏𝑡, 𝑛𝑚𝑎𝑡, controls).

The three sector PV identities imply

𝐶 = diag(1 − 𝜌𝐸, 1 − 𝜌𝐵, 1 − 𝜌𝑋)(𝑏𝑟 − 𝑏𝑐𝑓) + diag(𝜌𝐸, 𝜌𝐵, 𝜌𝑋)𝜙

where 𝑏𝑟, 𝑏𝑐𝑓 and 𝜙 predict returns, cash-flow growth, and next-period valuation
ratios.
The aggregate budget constraint further imposes

𝑏𝑐𝑤 = 𝑤′𝜙

where 𝑤 contains the wealth shares of the private, public, and external sectors.
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Government surplus-to-debt ratio predict equity returns
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Cochrane (2005)

𝑑𝑝𝑡 = 𝑟𝑡+1 − Δ𝑑𝑡+1 + 𝜌 𝑑𝑝𝑡+1.

𝑟𝑡+1 = 𝑏𝑟𝑑𝑝𝑡 + 𝜀𝑟
𝑡+1,

Δ𝑑𝑡+1 = 𝑏𝑑𝑑𝑝𝑡 + 𝜀𝑑
𝑡+1,

𝑑𝑝𝑡+1 = 𝜙𝑑𝑝𝑡 + 𝜀𝑑𝑝
𝑡+1.

The identity imposes
1 = 𝑏𝑟 − 𝑏𝑑 + 𝜌𝜙.
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Lettau and Ludvigson (2005)

𝑟𝐸
𝑡+1 = 𝑎𝑟 + 𝑏𝑟,𝑑𝑝𝑑𝑝𝑡 + 𝑏𝑟,𝑥𝑥𝑡 + 𝜀𝑟

𝑡+1,
Δ𝑑𝑡+1 = 𝑎𝑑 + 𝑏𝑑,𝑑𝑝𝑑𝑝𝑡 + 𝑏𝑑,𝑥𝑥𝑡 + 𝜀𝑑

𝑡+1,
𝑑𝑝𝑡+1 = 𝑎𝑝 + 𝜙𝑑𝑝𝑑𝑝𝑡 + 𝜙𝑥𝑥𝑡 + 𝜀𝑝

𝑡+1.

0 = (𝑏𝑟,𝑥 − 𝑏𝑑,𝑥) + 𝜌𝐸𝜙𝑥.

Conditional on current 𝑑𝑝, if 𝑥 predicts equity returns, it must also predict dividend

growth and/or future 𝑑𝑝.

”changing forecasts of dividend growth are an important feature of the post-war U.S.
stock market, despite the failure of the dividend–price ratio to uncover such variation.”
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Comment: Efficiency gains from imposing BC and ABC
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Cochrane (2008): Dog That Did Not Bark

𝑑𝑝𝑡 = 𝑟𝑡+1 − Δ𝑑𝑡+1 + 𝜌 𝑑𝑝𝑡+1.
𝑟𝑡+1 = 𝑏𝑟𝑑𝑝𝑡 + 𝜀𝑟

𝑡+1,
Δ𝑑𝑡+1 = 𝑏𝑑𝑑𝑝𝑡 + 𝜀𝑑

𝑡+1,
𝑑𝑝𝑡+1 = 𝜙𝑑𝑝𝑡 + 𝜀𝑑𝑝

𝑡+1.
The identity imposes

1 = 𝑏𝑟 − 𝑏𝑑 + 𝜌𝜙.

• Under the null of no return predictability, 𝑏𝑟 = 0, 𝑏𝑑 = 𝜌𝜙 − 1 < 0.,
• But dividend growth is essentially not predictable: the “dog” that should bark

does not bark.
• The PV restriction turns the absence of cash-flow predictability into evidence for

return predictability.
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Jiang, Lustig, Van Nieuwerburgh, and Xiaolan (2024): The Dogs that Did
not Bark

A high debt-to-output ratio today must be reflected in

higher future surpluses + lower future Treasury returns + high future debt/output.

• Future surpluses do not rise much.

• Treasury returns do not fall much.

• Most variation remains in future debt/output.

• The PV restriction identifies that the usual cash-flow and discount-rate channels
“do not bark.”
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Jiang, Lustig, Van Nieuwerburgh, and Xiaolan (2024): The Dogs that Did
not Bark
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Comment: BC and ABC

• The econometrics are strong

• How many dogs? Which should barks? Why?
• For the insignificant coefficients, should we conclude that there are no effects?

- stocks do not “bark” at the bonds
- dividends do not “bark”
- external sector do not “bark”

• What can we learn from ABC in addition?
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Comment: Debt/GDP or Surplus

Liu (2023)
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Comment: Debt/GDP or Surplus

Unlike, PD, PE, CAPE (Shiller), PC, P/GDP (Buffet)

𝑆𝑢𝑟𝑝𝑙𝑢𝑠/𝐷𝑒𝑏𝑡 = 𝑆𝑢𝑟𝑝𝑙𝑢𝑠/𝐺𝐷𝑃 × 𝐺𝐷𝑃/𝐷𝑒𝑏𝑡.

1929–2025 1952–2025
D/GDP Surplus Joint D/GDP Surplus Joint

𝐷𝑒𝑏𝑡/𝐺𝐷𝑃 0.155 0.164 0.124 0.120
(3.16) (2.96) (2.97) (2.43)

𝑆𝑢𝑟𝑝𝑙𝑢𝑠/𝐺𝐷𝑃 -0.926 0.232 -1.010 -0.109
(-1.79) (0.40) (-1.60) (-0.15)

𝑅2 13.35% 2.52% 13.47% 9.78% 3.13% 9.81%
𝑁 96 96 96 73 73 73

• Long run: high debt/GDP may suggest high tax/low spending

• Short run: high debt/surplus and GDP/surplus may suggest low tax/high spending
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Comment: Predictive Coefficients
For 𝑍 ∈ {𝑁𝑆, 𝐶, 𝐷}, fiscal news has an expected component 𝑋 and a risky
component 𝜀𝑡+1, with 𝑡(𝜀𝑡+1) = 𝑉 .

Expected cash-flow response:

𝐶𝑍 = 𝐴𝑍𝑋 + 1
2𝑈2

𝑍𝑉

Covariance component of the risk premium:

𝜋𝑍 = 𝛾𝑈𝑐𝑈𝑍𝑉 , 𝑍 ∈ {𝑁𝑆, 𝐷}.

The public valuation ratio responds as

𝑛𝑠𝑏𝑡 − 𝑛𝑠𝑏𝑡 = (1 − 𝜌𝐾) (−𝐶𝑛𝑠 + 𝑅𝑓 + 𝜋𝑛𝑠) .

Thus, 𝑛𝑠𝑏 reflects three components: expected surplus growth, the risk-free rate, and
the fiscal risk premium.
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Comment: Predictive Coefficients

”We therefore use the covariance term to map fiscal risk into equity excess returns. ”

𝑏(𝑛𝑠𝑏𝑡, 𝑟𝐸
𝑡+1) − 𝑏(𝑛𝑠𝑏𝑡, 𝑟𝑓

𝑡+1) = 𝜋𝑑
(1 − 𝜌𝐾)𝜋𝑛𝑠

= 𝑈𝑑
(1 − 𝜌𝐾)𝑈𝑛𝑠

.

Using
𝑈𝑑 = −(1 + 𝑐𝜏) 𝑇

𝐷 + 𝛼𝑐𝑔 𝐺
𝐷, 𝑈𝑛𝑠 = 1 − 𝛼𝛽

1 − 𝛽 ,

we obtain

𝑏(𝑛𝑠𝑏𝑡, 𝑟𝐸
𝑡+1) − 𝑏(𝑛𝑠𝑏𝑡, 𝑟𝑓

𝑡+1) = 1 − 𝛽
(1 − 𝜌𝐾)(1 − 𝛼𝛽) [−(1 + 𝑐𝜏) 𝑇

𝐷 + 𝛼𝑐𝑔 𝐺
𝐷] .
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Comment: Predictive Coefficients

• How to deal with 𝐶𝑛𝑠?

• return or excess return?

• What is time varying in the model?

• C = D?

• C multiplier = D multiplier?
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