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Greetings

Ladies and gentlemen,

It is an honor to discuss the paper by Kenneth Kuttner. He clearly explains why
bond price targeting by central banks is meaningful in a low inflationary
environment. Generally the nominal interest rate tends to approach near zero in such
an environment. When the zero lower bound (ZLB) on the short-term interest rate is
binding, the central bank loses its primary monetary instrument. Unlike Korea and
the U.S., which did not experience the binding of the ZLB in recent years, the Bank
of Japan set its call rate from March 2001 to July 2006. If a country experiences the
binding of the ZLB, its central bank eventually faces an instrument shortage problem,
such as Japan did recently. Therefore, the motivation of Kuttner's paper is the search
for a new monetary instrument in a low inflationary environment.

Is the long-term bond yield an appropriate candidate? It is an interesting question
because bond management has fewer limitations than other candidates, such as
exchange rate in respect of independent operation. Exchange rate deprecation, for
instance, boosts the economy by encouraging exports. However, frequent
interventions of the foreign exchange market are criticized internationally.
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Nevertheless, availability is an important factor in choosing a candidate;
effectiveness should be dealt with carefully among other factors. It is a controversial
issue: whether long-term bond targeting is effective as a monetary instrument. It is
very much dependent on the substitutability of short-term bills for long-term notes
and bonds. If they are perfect substitutes for each other, bond management is not
effective at all. But if they are imperfect substitutes, it has some effectiveness.

Now let us review what Kuttner has done in his paper. He evaluated debt
management policies in the U.S and traced effects of the maturity distribution of
outstanding privately-held Treasury debt on the one hand; the composition of the
assets held by the Fed on the other hand. He found new econometric evidence that the
composition of privately-held debt in the aggregate, m”, has only small and

statistically insignificant effects on bond yields. Moreover, he concluded that
changes in the Fed's holdings of long-term securities, m”, have statistically

significant and econometrically meaningful effects on term premia. The second
finding is the major contribution of this paper, which had been overlooked for a long
time, until Bernanke's proposed operations as a means of dealing with deflation in
2002. If changes in m¥ have a significant effect on term premia, then the Fed's

purchases of the long-term bond can lower the long-term interest rate, thereby
producing an expansionary monetary policy effect.

Beyond these empirical findings, Kuttner undertook two more tasks in sections 2
and 3 of his paper. His first task was to explain the three mechanisms through which
the central bank can influence the long-term interest rate. His other task was to review
the history of U.S. debt management policy. Concerning the first task, the three
mechanisms are open mouth operation, pegs or caps on bond yield, and open market
operation in long-term bonds. Even though these three mechanisms work under
certain conditions, open market operation is the most market-oriented policy among
them. What are the salient characteristics of these mechanisms?

The effectiveness of open mouth operation depends on the credibility of the central
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bank, because it is oral intervention in the bond market. If the central bank has lost its
credibility to the public, this mechanism will not work at all. Also, commitment to
any particular path of future interest rates is necessary for open mouth operation to
work.

The second mechanism, pegs or caps on the long-term bond, is more explicit than
open mouth operation. Therefore, an explicit bond price or yield should be
committed according to the given peg or cap.

Other than the above two mechanisms, open market operations in long-term bonds
by the Fed should harmonize with debt management by the Treasury in order to
influence the long-term bond price or interest rate. Neither commitment to any
particular path of future interest rates nor explicit bond prices are advantages of this
mechanism. But cooperation between the Treasury and the Fed is essential. The
Treasury alters the maturity structure of the debt for sale and the Fed changes the
maturity distribution in the System of Open Market Account (SOMA). We regard all
of these operations by the two organizations as debt management. Let us consider an
example. If the Fed sets a target for the long-term yield to change maturity
distribution, it sells or buys Treasury bonds. In this case, the Treasury can support or
disturb the achievement of the Fed's objective by changing the supply of bonds. The
Fed's debt management (or open market operation) will succeed as long as the
Treasury supports the Fed's operation. Otherwise, the Fed's operation may not affect
the long-term bond interest rate.

Therefore, the crucial issue is to investigate the extent to which open market
operation on the bond market can have an impact on the long-term bond rate. It is a
question of theory as well as practice. Expectation hypothesis implies that altering the
maturity distribution has no impact on the long-term interest rate. However, if
expectation hypothesis does not work, altering the maturity distribution has some
impacton the long-term rate. Thus it is a question of theory. On the other hand, it is
question of practice because Treasury behavior very much influences the extent of
the open market operation.
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Now let us discuss the crux of Kuttner's analysis in section 4. Since we reviewed
the empirical results in the first part, we now carefully take a look at the structure of
the model. Kuttner's dependent variable in regression models is ex post observed
term premia in the yield curve. He included the composition of outstanding
government debt and the Fed's holdings with other potential predictors from the
literature as explanatory variables. He then determined whether the term premia are
forecastable on the basis of currently available information on the explanatory
variables. Another potential predictor is the Cochrane-Piazzesi forward-rate factor,
7fi - a weighted average of the current 1-year rate one- through four-year-ahead

1-year forward rates. The weights were obtained from a regression of the average
excess return on the five rates.

Even though the author made an effort to construct a regression model neatly, |
have some questions and suggestions concerning the model. Firstly, why are both the
Fed and the Treasury bond variables included in the model? Those two variables are
statistically different, but are not intrinsically different when we consider the
directions of their movements. If the Treasury does not change the supply of bonds,
the Fed's purchases of long-term bond reduce the amount of privately-held bonds.
They have different information only so long as the Treasury changes the supply of
long-term debt. The inclusion of the two variables is somewhat dubious because
estimation results seem too large to be true. Instead of m7”, some bond supply

variable would have to take a sufficient role. I think that inclusion of the forward rate
factor is the best candidate to solve this problem. Another solution but inclusion of
the supply variable is to reduce the regression period. The Treasury buybacks of the
long-term debt since 2000 have exposed the exogenous behavior of the two
organizations, as we see in Figure 4. Therefore, constructing a regression model
using monthly data since 1998 could avoid this problem.

Secondly, m " does not represent the supply of the long-term bond by the Treasury

itself. We should be careful of our interpretation of the variable. m 7' is the change in
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relative supply of the long-term bond. Two conditions have to be met for the variable
to give the supply adequate meaning. First, the Treasury should not supply more of
the short-term bond relative to the long-term bond. Otherwise m” may be reduced

despite of the net supply of the long-term bond. Our second condition has to do with
the behavior of the Fed. If the Fed purchases most of the recently issued long-term
bond, supply effect by the Treasury would disappear. Therefore, we have to assume
that the Fed would not purchase most of the recently issued long-term bond.

Thirdly, why are the first differences in the shares used as explanatory variables? If
the private thinks that there are minimum and maximum shares, debt management
policy effects may be different. In other words, I think that level data have extra
information on the ex post term premia in the yield curve. To control the level effect,
inserting shares of the Fed's long-term bond in the SOMA and in the privately-held
Federal debt but the first differences in the shares might work.

Fourthly, some business indicating variables are needed in the model, since bond
term premia are expected to change over the business cycle. Two explanatory
variables, »f, and m¥, are not sufficient to control the business condition in the

forward-rate factor model.

Finally, excluding the 1968-1969 maturity bulges in the forward-rate factor model
will reduce possible distortions of the results.

This paper has policy implications for the Korean economy. The natural question
immediately comes to mind: "Can the Bank of Korea (BOK) target bond prices?" It is
an interesting question, but we have to investigate the Korean economic environment
before we apply the idea. The Korean economy experienced 2.4-3.3% inflation rate
in the past 5 years. It is low compared to past inflation rates. Such a low inflation
environment leads to low interest rates by maturity distribution: call rate 3.97%,
3-year Treasury bond rate 4.72%, 5-year Treasury bond rate 4.82% at the end of May
2006. Even though the nominal rate is ever low in Korean economic history, it is not
close to zero. In other words, the BOK does not have an instrument shortage problem
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right now. However, targeting bond prices is a useful idea because it provides a
supplementary monetary instrument. Soon, Korea could issue strip bonds up to
20-years of maturity. Replacing the monetary stabilizing bonds with long-term
Treasury bonds, the Treasury and the BOK could secure an extra policy instrument to
boost the economy. If existing inflation targeting has a long-term target range, the
two targeting systems do not conflict each other. A limitation, however, is that we
cannot measure the policy effect before we implement the bond price targeting.
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