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What if a fiscal policy shock hits the economy?

. say, to private consumption?

o IS-LM: It goes up! (G up, Y up, Y¥ up, C up [multiplier kicks into])
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What if a fiscal policy shock hits the economy?

. say, to private consumption?
o IS-LM: It goes up! (G up, Y up, Y¥ up, C up [multiplier kicks into])
e RBC models: It goes down! (G up, exp T up, wealth down, C down)

@ You are the fiscal policy makers, and you wanna stimulate C: What
do you do?
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You ask macro guys!

@ They have a very cool tool: VAR. Just estimate

Yt = C—|—(Xt—|—l—'(L)Yt_/ +8t
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You ask macro guys!

@ They have a very cool tool: VAR. Just estimate
Yt = C—I—(Xt—i—l—'(L)Yt_/ +8t

@ You could mute ¢, then just "activate" the gjg you want, then observe
the conditional predictions (e.g. the consumption path after a shock

to €go)
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Yt = C—I—(Xt—i—l—'(L)Yt_/ +8t

@ You could mute ¢, then just "activate" the gjg you want, then observe
the conditional predictions (e.g. the consumption path after a shock
to €go)

o ... but E(e:€}) = Q, not an identity matrix: & are not pure economic
shocks! Not sensible to say "suppose £;0 moves while all the other &
are silent ..."
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You ask macro guys!

@ They have a very cool tool: VAR. Just estimate
Yt = C—I—(Xt—i—l—'(L)Yt_/ +8t

@ You could mute ¢, then just "activate" the gjg you want, then observe
the conditional predictions (e.g. the consumption path after a shock
to €go)

o ... but E(e:€}) = Q, not an identity matrix: & are not pure economic
shocks! Not sensible to say "suppose £;0 moves while all the other &
are silent ..."

@ What can we do?
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|dentification! (of the shocks of interest)

@ Orthogonalize the residuals, you are left with stuff which you may call
"shock"

AYt =cH+at+ F(L) thl + u¢
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"shock"

AYt =cH+at+ F(L) thl + u¢
@ Assume us are pure, normalized shocks, then you have E(uzu}) = |
e Mapping: A7 lu; = &, then A~LA~Y = Q! Nice system of equations,

info coming from the symmetric matrix () to the non-necessarily
symmetric matrix A ...
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"shock"

AYt =cH+at+ F(L) thl + u¢

@ Assume us are pure, normalized shocks, then you have E(uzu}) = |

e Mapping: A7 lu; = &, then A~LA~Y = Q! Nice system of equations,
info coming from the symmetric matrix () to the non-necessarily
symmetric matrix A ...

° w equations < n? unknowns! What to do?

o nz _ n(n+1)

——5— restrictions on the matrix Al i) "zeros" (recursive
approach), ii) "values" (Blanchard-Perotti)
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|dentification! (of the shocks of interest)

@ Orthogonalize the residuals, you are left with stuff which you may call
"shock"
AYt =cH+at+ F(L) thl + u¢

@ Assume us are pure, normalized shocks, then you have E(uzu}) = |

e Mapping: A7 lu; = &, then A~LA~Y = Q! Nice system of equations,
info coming from the symmetric matrix () to the non-necessarily
symmetric matrix A ...

° w equations < n? unknowns! What to do?

o nz _ n(n+1)

——5— restrictions on the matrix Al i) "zeros" (recursive
approach), ii) "values" (Blanchard-Perotti)

@ otherwise ... iii) sign restrictions! You want to have some restrictions
satisfied (e.g. output down after a monetary policy tightening), then
you "draw" an orthonormal matrix Q [Q/Q = QQ’ = [ such that
A71QQ u; = A~ u} = &], and you retain those A~1* satisfying the
restrictions
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Fiscal policy VARs and this paper

o Fiscal policy VARs offer contrasting stylized facts! Why? Dario
teaches us that it's a matter of VAR specification and comparability
of the exercises, not a matter of identification per se!
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Fiscal policy VARs and this paper

o Fiscal policy VARs offer contrasting stylized facts! Why? Dario
teaches us that it's a matter of VAR specification and comparability
of the exercises, not a matter of identification per se!

@ A pure spending shock raises private consumption, output, and
employment. Real wages do not respond. Investments: not clear.

@ Results robust to an incredible number of perturbations of the
benchmark model! ...

@ ... 6 different VARs x 3 different identification schemes x 6 different
policy exercises x all the robustness checks ...
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6 x 3 x 6717 Impressive!!!
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My reaction

@ Nice paper! It really helps understanding what's going on in the
VAR-fiscal policy current literature ...
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@ Nice paper! It really helps understanding what's going on in the
VAR-fiscal policy current literature ...

@ ... but are these results true? | have a cople of comments on
@ stability

@ regime-dependence
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Nice paper! It really helps understanding what's going on in the
VAR-fiscal policy current literature ...

... but are these results true? | have a cople of comments on
stability
regime-dependence

vector-specification

miscellaneous
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LOGE Residuals

VAR with fixed parameters estimated over a very long sample
('55Q1-'04Q4), several istitutional breaks in the middle (e.g.
Reaganomics, Volcker's experiment): Subsample robustness check needed
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Regime-dependence

@ Nice theoretical papers by Leeper and coauthors (2006,2007) on the
role of fiscal and monetary policy regime-shifts for
indeterminacy/uniqueness
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@ Nice theoretical papers by Leeper and coauthors (2006,2007) on the
role of fiscal and monetary policy regime-shifts for
indeterminacy/uniqueness

e Favero and Monacelli (2006), Castelnuovo, Greco, and Raggi (2007):
estimation of regime-dependent policy rules, evidence of two regimes
(not-synchronized!)
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Regime-dependence

@ Nice theoretical papers by Leeper and coauthors (2006,2007) on the
role of fiscal and monetary policy regime-shifts for
indeterminacy/uniqueness

e Favero and Monacelli (2006), Castelnuovo, Greco, and Raggi (2007):
estimation of regime-dependent policy rules, evidence of two regimes
(not-synchronized!)

@ Problems when interpreting your results (obtained under the null of a
unique regime?)
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Vector specification

o Castelnuovo and Surico (2006): Inflation expectations in VARs
matter under indeterminacy! Take the residuals of your reduced form
interest rate equation and the series of SPF inflation expectations ...
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Vector specification

o Castelnuovo and Surico (2006): Inflation expectations in VARs
matter under indeterminacy! Take the residuals of your reduced form
interest rate equation and the series of SPF inflation expectations ...

@ sample up to 1979Q3: -0.021523***: sample from 1982Q4 onwards:
0.004504. Perhaps we are wrong, but our story apparently squares
also with fiscal data!
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Vector specification

o Castelnuovo and Surico (2006): Inflation expectations in VARs
matter under indeterminacy! Take the residuals of your reduced form
interest rate equation and the series of SPF inflation expectations ...

@ sample up to 1979Q3: -0.021523***: sample from 1982Q4 onwards:
0.004504. Perhaps we are wrong, but our story apparently squares
also with fiscal data!

o Giavazzi and Favero (2007): debt in VARs matters! (at least with
Blanchard and Perotti's)
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Miscellaneous

@ Real wages and consumption never in the same VAR: perhaps not a
good idea (Mihov 2003)
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@ long-term interest rate inst of short-term one (as in Perotti 2005):
perhaps better IRFs for investments (both as in Bagliano and Favero
'087)
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Miscellaneous

Real wages and consumption never in the same VAR: perhaps not a
good idea (Mihov 2003)

long-term interest rate inst of short-term one (as in Perotti 2005):
perhaps better IRFs for investments (both as in Bagliano and Favero
'087)

Recursive identification: Check for a simple Taylor rule (why should
the central banker react to policy variables per se?)

Policy exercises with unbalanced budget: expected vs. unexpected
shocks ... Lucas critique?

Policy exercises with balanced budet: say ¢, =1,1,1,1,0, ... and
e =0,0,0,4,0, ... would this reveal something about Ricardians vs.
rule-of-thumbers?

Agreement about the effects of a monetary policy shock ... well,
Uhlig (2005) on output and cost-channel people on inflation would
not agree
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