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the US there is a sense that recent
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oped a measure of economic

markets crashing.

policy uncertainty, finding
historic highs in recent years
but that it is beginning to recede
towards more normal levels.
The most striking thing
about the recent volatility of
global financial markets is that
politicians are making the news.
The actions of policy-makers and
their statements about budgets,
bailouts and regulatory reforms
are driving the stock market
gyrations.

But today, all eyes are on the
policy-makers. Unfortunately,
they cannot agree, which is
generating massive uncertainty.
In fact, according to our
new index, which charts the
evolution of US economic
policy uncertainty since 1985,
it is now close to its all-time
high (see Figure 1). This policy
uncertainty is a key factor
stalling the recovery and
threatening a return to recession.
continued on inside...
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Policy Uncertainty has been at Historically High Levels
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Notes: The index is composed of four series: monthly news articles containing the words “uncertain” or “uncertainty”, “economic” or “economy”, and
policy relevant terms (scaled by the smoothed number of articles containing ‘today’); the number of tax laws expiring in coming years, and a composite
of interquartile ranges for quarterly forecasts of federal government expenditures and 1-year CPI from the Philadelphia Fed Survey of Forecasters. Data
at www.policyuncertainty.com
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Policy Uncertainty is an Increasingly Large Share of Overall Economic Uncertainty
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Notes: The overall news-based economic uncertainty index is composed of monthly number of news articles containing “uncertain” or “uncertainty” as
well as “economic” or “economy” (scaled by the smoothed number containing ‘today’).
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Table 3
Policy Uncertainty now causes about Half of Stock Market Jumps
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Notes: Number of jumps in the S&P 500 Index, defined as increases or decreases within one day greater than 2.5%. Determination of cause of increasing
and decreasing jumps made from examination of New York Times coverage of the event on the following day.

We also see the effects of

recently exhibited much more

increased policy uncertainty on

co-movement and become

stock market volatility. To analyse

tightly correlated with our policy

this we categorized the factors

uncertainty index. To the extent

causing daily S&P500 swings of

that these policy changes and

more than 2.5% according to the

increased policy uncertainty

next day’s New York Times (see

induce large swings in the

Figure 3). We find that not only

market and more co-movement

have there been a large number

among individual stocks, they

of stock market jumps since 2008,

have the effect of increasing risk

but now almost half of these are

premia for firms, as it becomes

caused by changes in government

more difficult to diversify stock

or central bank policy.

holdings and insure against risk.

Lubos Pastor and Pietro

How much near-term

Veronesi have recently

improvement could we expect

documented how stocks have

from a stable, certainty-enhancing

policy regime? We use techniques
developed by Christopher Sims,
one of the two 2011 Nobel
laureates in economics, to
estimate the effects of economic
policy uncertainty.
The results for the United
States suggest that restoring
2006 (pre-crisis) levels of policy
uncertainty could increase
industrial production by 4%
and employment by 2.3 million
jobs over about 18 months (see
Figure 4). That would not be
enough to create a booming
continued on flap...
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Table 4
Industrial Production falls by about 4% and Employment falls by about 2 million
Following an Increase in Uncertainty

Months after the economics policy uncertainty shock
Notes: Impulse Response Functions for Industrial Production and employment to an 112 unit increase in the policy-related uncertainty index (the increase
from 2008 to 2010). Estimated using a monthly Vector Autor Regression on data from 1985 to 2011.

economy, but it would be a big
step in the right direction.
The first months of 2012
have seen steps in this direction,
with lower levels of uncertainty
surrounding federal policies,
tax measures, and European
macroeconomic policies. We find
that our measure has fallen to its

lowest level since 2009, hinting
that the historic levels of economic
policy uncertainty have subsided
for now. With a longer period of
more subdued uncertainty, the
nascent economic recovery may
find stronger legs.
This article summarises
‘Measuring Economic

Policy Uncertainty’ by Scott
Baker, Nicholas Bloom and
Steven Davis (http://www.
policyuncertainty.com).
Scott Baker and Nicholas
Bloom are at Stanford University.
Steven Davis is at the University
of Chicago’s Booth School of
Business.
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