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Abstract:  Using behavioral expectation formation of the economic agents la De Grauwe and Foresti (2023), 

this paper analyzes the optimal fiscal portfolio choice, and its relationship with the inflation targeting for the 

US. Specifically, we calculate the optimum proportion of the short-term and long-term bonds; and the optimal 

maturity date of the long-term bonds in the fiscal portfolio. Additionally, we also analyze how the optimal 

portfolio choice changes along with the extent of inflation targeting of the monetary authority. We find that 

the fiscal authority should optimally hold 55% (45%) of her debt in long-term (short-term) bonds with 

maturity date 2 years (3 months) when the short-term policy rate is determined by the truncated Taylor rule. 

On the other hand, it is found optimal for the fiscal authority to hold 60% (40%) of her debt in long-term 

(short-term) bonds with maturity date 3 years (3 months) during an economic crisis when short-term policy 

rate is at the zero lower bound for a prolonged period of time as observed during the global financial recession 

of 2008. Note, (i) term structure of interest rate suggests a positive relationship between the bond's return 

and its maturity date; and (ii) bonds with longer maturity date allows fiscal authority to postpone the 

repayment of her debt outstanding. Our model also predicts a countercyclical portfolio return - higher 

proportion of long-term bonds with longer maturity in the optimal fiscal portfolio during an economic crisis 

than the normal time period. However, a pure inflation targeting is always found optimal for the monetary 

authority irrespective of the economic situation. 
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University at Albany, SUNY in 2011 with specialization in macroeconomics and econometrics. Before pursuing my 

graduate studies abroad, I have also worked as Research Assistant in Centre for Studies in Social Sciences, 

Calcutta (CSSSC). 
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