Macro Comment 12/50

Economic visibility must improve quickly
Economic policy uncertainty in Europe and the US remains high and this will have negative
repercussions for growth. Thus far, financial markets have remained optimistic, but policymakers
should not expect this to continue for far longer if policy visibility does not improve.
Uncertain economic times are undesirable since they
Figure 1: The future remains very uncertain

adversely affect economic growth through a variety
of channels. For example, firms usually postpone
their investment and hiring plans until economic
visibility improves. Equally, households respond by
reducing their spending on non-essential goods and
services. Meanwhile, greater uncertainty increases
risk premiums in financial markets which in turn
leads to tighter credit conditions.
The broadest definition of economic uncertainty is
when little or nothing is known about the future
state of the economy. But this does not allow us to

Source: EcoWin; Baker, Bloom, and Davis (2012)

monitor the evolution of uncertainty at any given
time. To do so, one can consider the volatility of
stock market returns as a measure of macro-

economic uncertainty. When volatility rises, the market is sending a clear signal that future economic
development is becoming less certain. Another interesting topic is economic policy uncertainty. To capture
this, Baker, Bloom, and Davis (2012)1 use a weighted average of three indicators: the frequency with which
terms like ‘economic policy’ and ‘uncertainty’ appear together in the media, the number of tax provisions
that will expire in coming years and the dispersion of forecasts of future government spending and inflation.
Figure 1 shows how the two measures of uncertainty have evolved in Europe and the US since 2000.
Interestingly, there were no big deviations between the measures of macroeconomic and economic policy
uncertainty until end-2011. However, when looking at recent developments, we see that the volatility of
stock market returns has diminished considerably while economic policy uncertainty remains at elevated
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levels. The latter is understandable given that we do not formally know whether and how the US
government officials will eventually avoid the painful ‘fiscal cliff’ (automatic spending cuts and tax rises) due
on January 1, 2013. We only know that Democrats and Republicans are reportedly broadly in agreement
over the desire to avoid the full cliff. Also in Europe, it always remains to be seen how fast and how far the
European leaders will move towards further European integration as a long-run solution to the current crisis.
Against this backdrop, one can expect that macroeconomic uncertainty will rise in time, thereby leading to
tighter financial conditions and further hurting the fragile recovery, if policymakers do not quickly address
policy uncertainty. The good news is that policymakers can bolster growth through bold and transparent
measures that tend to improve economic visibility. We can only hope that they seize this opportunity before
market optimism wanes.

1

Baker, S., Bloom, N. and Davis, S.J. (2012). Measuring economic policy uncertainty. Stanford University Working Paper.
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