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Address the following questions in your report, please:

a) Can you recognize an original contribution of the author?

b) Is the thesis based on relevant references?

c) Is the thesis defendable at your home institution?

d) Do the results of the thesis allow their publication in a respected economic journal?

e) Are there any additional major comments on what should be improved?

f) Were the comments raised at the pre-defense, addressed in the dissertation submitted to the regular
defense?

g) What is your overall assessment of the thesis? (a) I recommend the thesis to be defended without
major changes; (b) The thesis is not defendable.

(Note: The report should be at least 2 pages long.)

Content of the Report:

a) Can you recognize an original contribution of the author?
Yes. The three papers are nice, relevant, carefully executed and well-written pieces of
empirical analysis, which analyze important questions about the role monetary and fiscal
policy. In what follows I summarize the papers and highlight their key contributions with
respect to the existing literature.

Chapter 2 uses models with time-varying parameters to estimate how the introduction of
inflation targeting (in five countries) affected the conduct of monetary policy. Extending the
standard Taylor-rule framework the authors allow for time-variation in the responses of
interest rates to inflation and output gap, and in the persistence of the interest rate. The Taylor
rules are estimated using an alternative to the Kalman filter framework, “the varying-
coefficients method,” which does not require specifying initial conditions. The authors find
some evidence that the response to inflation is stronger when inflation is high and that the
response can become less aggressive after the adoption of inflation targeting.

As for the contribution of this paper, while time-varying parameter models have been used to
estimate many macroeconomic relationships (e.g. the Phillips curve or the Taylor rule), the
application to investigate the effects of inflation targeting is to my knowledge novel. Given




that the work is well-done—similar to the remaining two chapters—I only have a few technical
comments/questions mentioned in paragraph (f) below.

Chapter 3 augments the standard Taylor rule with an indicator of financial stress (FSI)
constructed (by the IMF) using various series on interest-rate spreads, stock returns and
exchange rates. The FSI enters significantly in a Taylor rule in which the parameters are
allowed to vary and has contributed to the sharp decrease of interest rates during the Great
Recession.

The role of financial indicators has not been adequately investigated in the literature. This
chapter raises a few questions: To which extent are the results driven by the Great-
Recession/post-2007 data? How do the estimates change if you restrict the sample to the pre-
2008 period?

It is clear that the standard constant-parameter Taylor rule (without the FSI) does not
adequately capture (all aspects of) the behavior of central banks during the current financial
crisis. However, it would be interesting to test whether the rule with the FSI beats other rules
extended for e.g. non-linearities, such as a particularly strong response of interest rates to
output gap when GDP is falling substantially.

What is the role of the zero-lower bound on the (nominal) interest rates? My understanding is
that the standard constant-parameter Taylor rule without the FSI would currently imply a
(infeasible) negative interest rate. What is the prediction of (i) the constant-parameter rule
with the FSI and (i1) the time-varying parameter rule with the FSI? Generally, from
presentational point of view, I would prefer if the exposition started with a very simple
baseline Taylor rule with constant parameters, in the second step adding the FSI, and in the
third step allowing for time-variation in parameters. Such approach would make it easier to
assess how the individual features affect the results.

Chapter 4 estimates a threshold fiscal VAR model with the FSI to investigate whether the
effects of fiscal policy differ in times of financial instability. The authors find that the
differences in responses during high- and low-financial-stress regimes are small in the full
sample, although the size of the fiscal multiplier was relatively high in the 2008-2009 period.

The paper contributes to the literature on the effects of fiscal policy, which has recently grown
a lot, by estimating how these effects vary depending on the intensity of financial stress.
While neither the topic (the effects of fiscal policy) nor the method (threshold VAR) are
particularly unique or new, the paper in my view provides an important application with
complementary evidence about the role/potency of fiscal policy during financial crises.

b) Is the thesis based on relevant references?
Yes, all three chapters include a section with a comprehensive review of the existing literature
and a detailed, up-to-date list of references, on which the chapters build and which they
extend.

c) Is the thesis defendable at your home institution or another respected institution
where you gave lectures?
Yes, the thesis is comparable to theses that are being defended at top European academic
institutions.



d) Do the results of the thesis allow their publication in a respected economic journal?
Yes, as mentioned in the introduction, two of the chapters are forthcoming or under revision
for publication in a high-quality journal (Macroeconomic Dynamics and Journal of Financial
Stability); the last chapter was published in the ECB and IES FSV UK working paper series.

e) Arethere any additional major comments on what should be improved?
I do not have any major comments. For smaller technical comments/suggestions for future
work please see my answer below.

f) Were the comments raised at the pre-defense, addressed in the dissertation
submitted to the regular defense?
The author has provided a detailed overview (several pages) of explanations, which
adequately address the issues I raised in my report of May 18, 2012 on the pre-defense
version of the thesis.

g) Whatis your overall assessment of the thesis?

(a) I recommend the thesis to be defended without major changes.
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Content of the Report:

a) Can you recognize an original contribution of the author?
Yes. The three papers are nice, relevant, carefully executed and well-written pieces of
empirical analysis, which analyze important questions about the role monetary and fiscal
policy. In what follows I summarize the papers and highlight their key contributions with
respect to the existing literature.

Chapter 2 uses models with time-varying parameters to estimate how the introduction of
inflation targeting (in five countries) affected the conduct of monetary policy. Extending the
standard Taylor-rule framework the authors allow for time-variation in the responses of
interest rates to inflation and output gap, and in the persistence of the interest rate. The Taylor
rules are estimated using an alternative to the Kalman filter framework, “the varying-
coefficients method,” which does not require specifying initial conditions. The authors find
some evidence that the response to inflation is stronger when inflation is high and that the
response can become less aggressive after the adoption of inflation targeting.

As for the contribution of this paper, while time-varying parameter models have been used to
estimate many macroeconomic relationships (e.g. the Phillips curve or the Taylor rule), the
application to investigate the effects of inflation targeting is to my knowledge novel. Given




that the work is well-done—similar to the remaining two chapters—I only have a few technical
comments/questions mentioned in paragraph (f) below.

Chapter 3 augments the standard Taylor rule with an indicator of financial stress (FSI)
constructed (by the IMF) using various series on interest-rate spreads, stock returns and
exchange rates. The FSI enters significantly in a Taylor rule in which the parameters are
allowed to vary and has contributed to the sharp decrease of interest rates during the Great
Recession.

The role of financial indicators has not been adequately investigated in the literature. This
chapter raises a few questions: To which extent are the results driven by the Great-
Recession/post-2007 data? How do the estimates change if you restrict the sample to the pre-
2008 period?

It is clear that the standard constant-parameter Taylor rule (without the FSI) does not
adequately capture (all aspects of) the behavior of central banks during the current financial
crisis. However, it would be interesting to test whether the rule with the FSI beats other rules
extended for e.g. non-linearities, such as a particularly strong response of interest rates to
output gap when GDP is falling substantially.

What is the role of the zero-lower bound on the (nominal) interest rates? My understanding is
that the standard constant-parameter Taylor rule without the FSI would currently imply a
(infeasible) negative interest rate. What is the prediction of (i) the constant-parameter rule
with the FSI and (i1) the time-varying parameter rule with the FSI? Generally, from
presentational point of view, I would prefer if the exposition started with a very simple
baseline Taylor rule with constant parameters, in the second step adding the FSI, and in the
third step allowing for time-variation in parameters. Such approach would make it easier to
assess how the individual features affect the results.

Chapter 4 estimates a threshold fiscal VAR model with the FSI to investigate whether the
effects of fiscal policy differ in times of financial instability. The authors find that the
differences in responses during high- and low-financial-stress regimes are small in the full
sample, although the size of the fiscal multiplier was relatively high in the 2008-2009 period.

The paper contributes to the literature on the effects of fiscal policy, which has recently grown
a lot, by estimating how these effects vary depending on the intensity of financial stress.
While neither the topic (the effects of fiscal policy) nor the method (threshold VAR) are
particularly unique or new, the paper in my view provides an important application with
complementary evidence about the role/potency of fiscal policy during financial crises.

b) Is the thesis based on relevant references?
Yes, all three chapters include a section with a comprehensive review of the existing literature
and a detailed, up-to-date list of references, on which the chapters build and which they
extend.

c) Isthe thesis defendable at your home institution or another respected institution
where you gave lectures?
Yes, the thesis is comparable to theses that are being defended at top European academic
institutions.



d) Do the results of the thesis allow their publication in a respected economic journal?
Yes, as mentioned in the introduction, two of the chapters are forthcoming or under revision
for publication in a high-quality journal (Macroeconomic Dynamics and Journal of Financial
Stability); the last chapter was published in the ECB and IES FSV UK working paper series.

e) Are there any additional major comments on what should be improved?
I do not have any major comments. For smaller technical comments/suggestions for future
work please see my answer below.

f) What is your overall assessment of the thesis? (a) | recommend the thesis for
defense without substantial changes, (b) the thesis can be defended after revision
indicated in my comments, (c) not-defendable in this form.

I recommend the thesis for defense without substantial changes. A number of smaller issues
occurred to me when reading the thesis. These issues can be clarified by the author during the
defense and/or taken as suggestions for future work (given that the papers from the thesis are
already forthcoming/under revision in a journal).

Chapter 2

e [s there a way to test for time variation, e.g. by reporting whether the variances of the
state variables are significant?

e [ understand the extent of time-variation is estimated. But it seems to me that the
parameters/state variables often vary “too much,” in the sense that in other
applications one typically sees smoother paths of state variables.

¢ Do the estimates of state variables correspond to Kalman smoothers or filters? (ie, are
they based on full-sample information like Kalman smoothers?)

e How were the standard errors (e.g. in Figure 1) calculated? Do they also account for
parameter/estimation uncertainty?

e In Figure 3 on page 19, the estimates for New Zealand seem to become substantially
smoother after 1998 or so. Do you know why?

e [ find it surprising the inflation responses beta for Australia and Canada (Figures 5 and
7) tend to be smaller than 1 quite often, which could imply that the central bank does
not adjust interest rates adequately enough to stabilize inflation. Is this typically found
in the literature?

e Related to the previous point, the authors speculate on page 29 that the fact that the
inflation response is often found higher in other studies has to do with the fact that
they not adequately model time-variation in parameters. Given that this is an important
issue, I think it should be done more carefully/systematically to analyze under what
assumptions can be the constant beta biased upward and whether these assumptions
are likely to be met.

Chapter 3
e As mentioned above, I would like to know how much more explanatory power for the

interest rate does the TV model with the FSI give in addition to the constant-parameter
model with the FSI and without the FSI.

Chapter 4
e [ wonder how the confidence bands in Figure 3, page 97 were calculated. The impulse
response for the low- and high-stress regime seem to be quite close to each other and
presumably their confidence bands are quite wide, so that the difference is not



statistically significant. Can you test formally whether the two impulse responses

differ?

e More generally, the issue arises why would we prefer to use a threshold VAR rather
than a plain VAR given that the impulse responses are presumably very similar.

¢ You could again implement a step-by-step procedure by incrementally adding features
to a plain VAR and investigating how the impulse responses to a fiscal shock change.
First, estimate a plain VAR without the FSI. Second, estimate a plain VAR with the
FSI. Third, estimate a threshold VAR with the FSI.
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