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KEY MACRO POLICY QUESTIONS

o Monetary Policy
o Fiscal policy

Theory does not speak with a unified voice

o Keynesian vs. neoclassical views

Empirical Evidence is key!




EXAMPLE: MONETARY POLICY

Neoclassical Model:
o Frictionless prices

o Double money supply — Prices will double
(instantly)

o Nothing happens (Just a change in units)
o Same argument for exchange rates!




MILTON FRIEDMAN: DAYLIGHT SAVINGS TIME

o March 10 2024: Clocks rolled forward by one hour

* Intended to optimize meeting times vs. daylight

o If meeting times were set optimally already,
DST wouldn’t matter
» Apparently it does
» More heart attacks on March 14

o “Obvious” reasons:
» Meeting times are not perfectly flexible
e Similar arguments for prices

e Coordination, simplicity, etc.




Do FED / BOC ACTIONS MATTER?

o Consensus 1n mainstream media that monetary
policy effects are large

o But theory is not clear!

» Neoclassical model with flexible prices implies
monetary policy is only about units

o If I measure your height in inches vs. cm, does not
affect how tall you are!

o Evidence 1s key




MILTON FRIEDMAN:
POSITIVE MACROECONOMICS

“Positive scientific knowledge that enables us to
predict the consequences of a possible course of
action 1s clearly a prerequisite for the normative
judgment whether that course of action is
desirable.”

---Milton Friedman’s Nobel Prize lecture in 1976




WHY IS POSITIVE MACROECONOMICS
SO HARD?

Examples:
1. How does monetary policy affect the economy?
2. How does fiscal stimulus affect the economy?

Policy interventions usually happen for a reason

No randomized trials




NEW AMMUNITION

o Big data

» Explosion of availability of micro data
(underlying traditional macro statistics)

o High frequency data from financial markets

o New empirical methods

» Natural experiments

o New answers for old macro questions?




FIVE SETS OF GRAPHS

1. Understanding Inflation
2. Monetary policy shocks

3. Fiscal stimulus

1. Declining employment rates

5. Exchange Rate Depreciations




MACROECONOMICS OF TRISCUITS
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HAIRCUTS
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FREQUENCY OF PRICE CHANGE: CANADA
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COFFEE PRICES: BEANS VS. WHOLESALE

Coffee Wholesale and Commodity Prices
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RECENT INFLATION IN THE US
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RECENT INFLATION IN CANADA
FRED ~/) — Inflation, consumer prices for Canada
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UNEMPLOYMENT BY STATE
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STATE LEVEL PHILLIPS CURVES
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STATE LEVEL PHILLIPS CURVES:

PRE vS. PosT COVID

Cerrato and Gitt1 (2023)
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PHILLIPS CURVE FOR CANADIAN PROVINCES

Table 3: Phillips curves for Canadian provinces

Variables OLS on aggregate (Canada) Pooled Regional
Inflation(-1) 0.48%** 0.38%%*F (. 17%**
(0.00) (0.00)  (0.00)
Unemployment rate 0.021 -0.00032  -0.069**
(0.78) (0.98) (0.04)
Constant 0.76 1.1%%* 2. 1%FF
(0.20) (0.00) (0.00)
Observations 120 1.200 1,200
Adjusted R-squared 0.23 0.15 0.62
Time-fixed effects No No Yes

te: The sample is 1990 to 2019 and includes data for the 10 provinces. *, ** and *** indica‘

Source: Gnocchi et al., 2024




FIVE SETS OF GRAPHS

1. Understanding Inflation

2. Monetary policy shocks
3. Fiscal stimulus

1. Declining employment rates

5. Exchange Rate Depreciations




INTEREST RATES:
3 MONTH T-BILL YIELD (PRE-COVID)
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FOMC ANNOUNCEMENTS ARE MINI-EXPERIMENTS

(a) June 25, 2003 (July 2003 Contract)
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EFFECT ON REAL RATES

Figure 1: Binned Scatter Plot for 5-Year Real-Yield Regression
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MONETARY SHOCKS IN CANADA

02}

015 -

01

| | d | 1
2003 2006 2008 2010 2012 2014 2016 2018
Date

Figure 2: Second front contract of the monetary surprise measure (BAX2).
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EFFECTS OF MONETARY TIGHTENING IN
CANADA

One Year T-Eill GDP
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SIX SETS OF GRAPHS

1. Understanding Inflation

2. Monetary policy shocks

3. Fiscal stimulus

1. Declining employment rates
5. Exchange Rate Depreciations




FISCAL STIMULUS: THE EMPIRICAL
CHALLENGE

o Government spending happens for a reason

o E.g., Government employs fiscal stimulus to offset a
recessionary shock (e.g. negative housing wealth

shock)

o Simple correlations yield wrong answers
o Unfortunately (for science) no randomized trials




REGIONAL VARIATION IN MILITARY
SPENDING
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SCATTER PLOT

0.02
®
0.01 1 )
o ® »
®
o d ®
0 °
® ®
™
-0.01 .
@
™
0.02
-0.01 -0.005 0 0.005 0.01
FIGURE I
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FiscAL MULTIPLIERS FROM JAPAN




F1SCAL MULTIPLIERS IN JAPAN
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FIVE SETS OF GRAPHS

1. Understanding Inflation
Monetary policy shocks

Fiscal stimulus

- L b

Declining employment rates
5. Exchange Rate Depreciations




SLOWING RECOVERIES (PRE COVID)
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AND IT’S ALL ABOUT WOMEN
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LLABOR FORCE PARTICIPATION:
MEN VS. WOMEN
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Do WOMEN CROWD OUT MEN?

Female employment rate growth
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Do WOMEN CROWD OUT MEN?

Male employment rate growth
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MEN> 24: TREND SINCE 1950

Male Employment Rate (age over 24)
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CANADA VS US:
PRIME AGE LABOR FORCE PARTICIPATION

Figure 1
U.S., Canada prime-age labor participation, 1976-2017
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CANADA VS US:
PRIME AGE LFP By GENDER

Figure 2

Canada and U.S. prime-age labor participation by gender
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FIVE SETS OF GRAPHS

1. Understanding Inflation
Monetary policy shocks
Fiscal stimulus

Declining employment rates

AR

Exchange Rate Depreciations




HOW DOES AN EXCHANGE RATE
DEPRECIATION AFFECT THE ECONOMY?

o Alternative theories yield conflicting results
o Simple textbook logic suggests expansionary effect

» But: Long literature on contractionary depreciations,
exchange rate disconnect

o What 1s the empirical evidence?
e Challenge (again): Reverse causality!

» A negative economic shock (e.g., banking crisis) may
cause an exchange rate depreciation

» Hard to think of “effect” of exchange rate depreciation
1n 1solation




A NATURAL EXPERIMENT?

o Historical determination of peg vs. floater status
creates potential for natural experiment

o Example:
o Egypt pegs to USD, South Africa floats versus USD

e When USD depreciates, EGP depreciates versus ZAR

o How does this event affect other macro outcomes in
Egypt versus South Africa?

I
. >‘




TURNS OUT THAT PEGGERS BOOM WHEN
USD CAUSES CURRENCY TO DEPRECIATE

Nominal Effective Exchange Rate GDP
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Years Years

o But not because of export boom or monetary
easing




EXAMPLE: PLAZA ACCORD

* January 1985: James Baker becomes Treasury Secretary
» September 22, 1985: G5 jointly agreement to depreciate USD

Log Real Exchange Rate to USD

Plaza accord
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CANADIAN DOLLAR IN TERMS OF
US DOLLAR

Figure 1: Historical Trajectory of Canadian Dollar Exchange Rate
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BRIDGE FROM NATURAL EXPERIMENTS TO
THEORY

o I have glossed over the details of the connection
between the natural experiments and macro
theories

o Often the natural experiment isn’t exactly the
experiment we want for policy questions

 E.g., We want to know what happens when
government spending increases overall, not in one
state relative to another

o Hard to answer without combination of theory
and data




MACROECONOMICS AND METEOROLOGY




APPENDIX




A LONGER PERSPECTIVE...
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VOLCKER DISINFLATION:
LONG-RUN INFLATION EXPECTATIONS
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REGIONAL PHILIPS CURVES
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CONTRACTIONARY MONETARY POLICY SHOCKS
ASSOCIATED WITH POSITIVE GROWTH UPDATES
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T-BILL RATES: PROFESSIONAL FORECASTS
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REAL GDP GROWTH:
PROFESSIONAL FORECASTS
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