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Exposure to fiscal constraints and Covid-19
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Controlling for HQ and industry:
@ Risk-adjusted drawdown: 7% larger risk-adjusted drawdown on trading day
15 (i.e., March 6, 2020).
@ Disaster beta: market 51 by 0.21 in a disaster.!

© Perceived firm fiscal constraints risk: FCRs ;1 (doubling).

Q Pre-disaster alpha - backward: CAPM a1 by 6% per year (pre-pandemic).
!Change from Q4 2019 (pre-disaster) to Q3 2020 (disaster)




Exposure to fiscal constraints and Covid-19
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Controlling for HQ and industry, and pre-disaster (2015-2019):
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© Discount rates: r{",1 by 1.1% (data from Gormsen and Huber (2023)).

@ Investment: the capital expenditure ratio|? by 0.8% point. R&D expenditure
ratio| by 1.3% point.

Big Question

Is it a story about constrained government spending and aggregate demand?

2Relative to the firm's total assets.



A simple Keynesian model
Government wants debt sustainability in the long run:
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Keynesian cross:
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demand shock

Fiscal authority’s objective: Y as close to Y (i.e., natural output)
as possible, subject to (1).




Covid shock

The threshold:

A®* = (1—MPC+rxb)Y—(1-MPQ)T
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If firm h (/) sells products to country h (/)
@ Firm h's profit becomes more sensitive to fluctuations in A



Romer and Romer (2018): case of financial crises

FIGURE 6
Behavior of Real GDP after a Financial Crisis,
with and without Fiscal Policy Space

Response of GDP (Percent)
A

AN ~ Without Fiscal Policy Space
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Notes: The figure shows the impulse response function for real GDP to an impulse of 7 in our new
measure of financial distress derived from estimating equation (2) for the sample of 24 OECD countries
over the post-1980 period using OLS. The measure of fiscal policy space used is the (negative) gross debt-
to-GDP ratio in the previous calendar year. The “without fiscal policy space” line corresponds to a value
of the debt-to-GDP ratio one standard deviation above the sample average; the “with fiscal policy space”
line corresponds to a value of the debt-to-GDP ratio one standard deviation below the sample average.
The dashed lines show the two-standard-error confidence bands.



Advanced and emerging economies during Covid-19

Table 2. Global Public Debt, 1950-2022

(Percent of GDP, weighted averages)

1950s 1960s

1968 1970s 1980s

1986 1990s 2000s 2004 2010s 2019 2020 2021 2022
World 562 39.8 363 331 476 543 620 665 69.8 81.0 849 1004 960 92.4
Advanced Economies 640 443 395 361 507 57.5 66.4 753 76.8 104.6 [ 1054 124.4 [118.7 1135
Euro Area 325 247 250 27.7 470 521 67.0 699 697 909 859 992 97.3 932
Japan 134 101 118 234 643 740 89.0 1666 1695 2275 2364 258.7 2554 261.3
United Kingdom 1340 815 709 575 403 410 381 426 398 847 855 1056 1059 101.4
Unite States 69.7 544 487 436 516 577 663 641 66.1 1041 108.7 1335 1264 121.4
Emerging Market Economies 155 188 206 214 356 402 415 409 441 443 [ 557 658 |64.8 652
China 1/ 212 269 264 443 604 701 718 771
Others 155 188 206 214 386 458 463 447 490 440 520 619 584 553
Low-Income Developing Countries 156 362 432 648 458 512 348 429 485 485 484

Figure 1. Discretionary Fiscal Response to the COVID-19

Crisis in Selected Economies

(Percent of GDP)
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Sources: Database of Country Fiscal Measures in Response to the COVID-19 Pandemic; and IMF staff estimates.
Note: Estimates as of June 5, 2021. Numbers in U.S. dollar and percent of GDP are based on July 2021 World Economic Outlook
Update unless otherwise stated. Country group averages are weighted by GDP in US dollars adjusted by purchasing power
parity. Data labels use International Organization for Standardization country codes. AEs = advanced economies; EMEs =

‘emerging market economies; LIDCs = low-income developing countries.

mAdditional spending and forgone revenue

@Equity, loans, and guarantees




Advanced and emerging economies during Covid-19

@ Advanced countries (e.g., United States): higher debt-to-GDP ratio —
even higher pandemic spending

e Blanchard (2019): with low r, higher debt == higher fiscal costs

@ Maybe, US Treasury bonds are overpriced?: Jiang, Lustig, Van Nieuwer-
burgh, and Xiaolan (2024)3

3Brunnermeier, Merkel, and Sannikov (2023): service flow value of US Treasuries



Monetary policy: equally important?
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Romer and Romer (2018): case of financial crises

FIGURE 4
Behavior of Real GDP after a Financial Crisis,
with and without Monetary Policy Space

Response of GDP (Percent)
A
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Notes: The figure shows the impulse response function for real GDP to an impulse of 7 in our new
measure of financial distress derived from estimating equation (2) for the sample of 24 OECD countries
over the post-1980 period using OLS. The measure of monetary policy space used is a dummy variable
equal to 1 if the policy interest rate is greater than 1.25 percent at the end of the previous half-year. The
“without monetary policy space” line corresponds to a value of the dummy of 0; the “with monetary policy
space” line corresponds to a value of the dummy of 1. The dashed lines show the two-standard-error
confidence bands.
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Advanced and emerging economies: monetary policy

Figure 1.1
Central bank policy rates in developed and developing countries
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0 Sources: UN DESA, based on data

from the Bank for International
Settlements, CEIC and World

Bank Open Data (accessed on 17
November 2021).
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weighted average policy rates for a
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@ Less monetary room for advanced economies (with higher debt-to-GDP
ratio)?
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Vissing-Jorgensen (2021): Federal Reserve Purchases

Figure 4. Federal Reserve purchase effects on the Treasury market

Panel A is similar to Figure 1 Panel A, but adds vertical lines to indicate the three Federal Reserve bond
purchase announcements during the COVID crisis. Panel B lines up the timing of the Treasury yield
reversal with Federal Reserve Treasury purchases, using data from the Federal Reserve Bank of New
York. Panel C graphs the 10-year Treasury yield and the yield on investment grade corporate bonds.

Panel A. Treasury yields and S&P500

Vertical lines mark 3/15, 3/23, 4/9
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Potentially interesting channel

Firm F based in Country H having a higher portion of sales in Country C:

@ Firm F's subsidiary might operate based on loans from banks in Country
C

@ Country C might experience a so-called bank-sovereign doom loop: e.g.,
Farhi and Tirole (2018), De Marco (2019), Jappelli et al. (2024)

@ The bank lending channel hurts Firm F's profitability and value

Summary: very interesting and thought-provoking paper!

@ Especially for macroeconomists

@ Which channels are the most relevant?
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