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Effects of financial shocks on real economy

• Two papers studying the effects of financial shocks on the real economy.

• Both based on VAR models, one Bayesian VAR with sign restrictions, and one
with Markov Switching and Cholesky decomposition.

• Both papers suggest that financial shocks are important.



Effects of financial shocks on real economy

• Two papers studying the effects of financial shocks on the real economy.

• Both based on VAR models, one Bayesian VAR with sign restrictions, and one
with Markov Switching and Cholesky decomposition.

• Both papers suggest that financial shocks are important.

• Results rest on identification of shocks, standard is to use economic theory or
intuition to give names to shocks (and to be able to interpret the shocks).

• What are these shocks affecting financial markets?



Shocks to financial markets

• We may distinguish between two different sources of shocks

– Economic news (news on macroeconomic variables), and

– political news (political decisions on budget consolidations, monetary pol-
icy decisions).

• General consensus that news announcements (unexpected component of these)
can have substantial effects on pricing of financial assets. Microstructure of
exchange rates: Evans and Lyons (2008).

• Empirical results suggest that news on policy actions also affect financial mar-
kets. Beetsma, Giuliodori, de Jong and Widijanto (2013): news announce-
ments on Greek economy.



Shocks to financial markets

• We may distinguish between two different sources of shocks

– Economic news (news on macroeconomic variables), and

– political news (political decisions on budget consolidations, monetary pol-
icy decisions).

• General consensus that news announcements (unexpected component of these)
can have substantial effects on pricing of financial assets. Microstructure of
exchange rates: Evans and Lyons (2008).

• Empirical results suggest that news on policy actions also affect financial mar-
kets. Beetsma, Giuliodori, de Jong and Widijanto (2013): news announce-
ments on Greek economy.

• Asymmetric response to bad and good news, overreaction to bad news and
underreaction to good news.



Example: Effects of political news

Figure 1: Greek government bonds interest rate 2009-2012.

might be unsuited to explain the changes in the bond yields. Up to early 2010, the yields have barely
changed. After 2010, however, they have changed drastically at certain dates. To show that these changes
are not just driven by sentiments, we relate them to news events that affect investors’ decisions: austerity
programs, assistance agreements, banking regulation and support acts, economic forecasts of growths
and debts and changes in financial regulations.
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Figure 2: Greek government bond interest rates, 2009-2012

4 Evidence from an event study with daily data

The econometric analysis of the previous section reveals that there is no common pattern in the determi-
nants of bond yields in the EMU. There is, however, a crisis risk premium when investors have doubt that
their investment will be paid back. So far there is no reason to claim that sentiments which are unrelated
to fundamentals are driving these risk premia. To study the determinants of the yield spread further, we
use higher frequency data of government bond yields in the crisis countries.

The data on government bond yields in this section are taken from the Thomson-Reuters Datastream
and consist of daily observations of the effective annual yield of government bonds with a residual
maturity of 10 years. The information on events comes from two officially assembled, publicly available
time-lines: one from the European Commission and another one from the European Central Bank. The
critical task in our event study is the identification and selection of events. We differentiate between three
categories of events: "economic forecasts", "fiscal assistance" and "austerity measures".

A particular problem in event studies is to define the time period over which the impact of an event is
measured. For instance, in event studies investigating the impact of earnings announcements on a firm’s
value, it is usual to define an event time window including the day of the announcement as well as the
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But, also possible that policymakers respond to market pressure

• Periods of market pressure forces policymakers to react, an example is the
implementation of budget consolidations.



But, also possible that policymakers respond to market pressure

• Periods of market pressure forces policymakers to react, an example is the
implementation of budget consolidations.

• 41% of budget consolidations preceded by pressure on short- and long-term
interest rates and 62% by some kind of market pressure.

Figure 2: Multiyear Fiscal Consolidation Episodes and Market Pressure 1/. 1/Each
circle contains the episodes of multiyear fiscal consolidation that are preceded by
market pressure. Consolidations in red font flag episodes that satisfy at least two
market pressure indicators.

3.2. Identification and measurement of market pressure

We identifymarket pressure based onmultiple indicators. The simplest metric of market pressure is
the correlation between long-term government interest rates and public debt ratios. Despite a secular
increase in debt ratios, long-term interest rates fell throughout this period, suggesting modest market
pressure. In this context, we focus on shorter term indicators of market pressure that occurred during
this secular decline in interest rates. Changes in sovereign CDS spreads are a natural metric of an
increased sovereign risk premium arising from market pressure. However, CDS securities only began
trading widely for most countries from the early-to mid-2000s, and with limited liquidity in many
cases. In the absence of a pure measure of sovereign credit risk since 1980, we consider a number of
alternatives, including statistically large changes in 3-month and 10-year government interest rates.
However, interest rates are imperfect measures of credit risk because higher borrowing rates can stem
from higher expected inflation and currency risk. Consequently, we also consider negative changes in
sovereign credit ratings and large currency depreciations as complementary indicators of market
pressure (Appendix I, and Box 1).

Aside from the recent euro area crisis, advanced economies experienced relatively fewmarket crises
since 1980.10 However, periods of relative market stress compared to a country's own history have
occurred more frequently. Our methodology for identifying market pressure involves expressing
changes in monthly short- and long-term government interest rates and currency changes as a z-score
relative to a three-year moving window. Specifically, the mean and volatility of changes in the in-
dicators are calculated over a three-year moving window of monthly data. Market pressure is
considered to have taken place if the following two criteria are satisfied: (i) the z-score of monthly
changes exceeds 2 representing a two-standard deviation shock; and (ii) the monthly change is in the

Fig. 1. Multiyear Fiscal Consolidation Episodes and Market Pressure 1/. 1/Each circle contains the episodes of multiyear fiscal
consolidation that are preceded by market pressure. Consolidations in red font flag episodes that satisfy at least two market pressure
indicators. (For interpretation of the references to color in this figure legend, the reader is referred to the web version of this article.)
Sources: Devries and others (2011), Bloomberg, Datastream, and own estimates.

10 The main exceptions include Sweden's banking crisis in 1993, and the ERM crisis in 1992.

S. Dell' Erba et al. / Journal of International Money and Finance 51 (2015) 196e213200

Sources: Dell’ Erba, Mattina and Roitman (2015).



Lessons

• Important to study the effects of financial shocks on real economy.

• Also consider sources of shocks to financial markets. Improved identification
and measurements.

• Linkages between financial markets and policymakers important.


