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Outline

• Questions of research

• Financial stability and economic expectations

• Unconventional monetary policy and financial markets

• Conclusions
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This work

1 - What are the effect of uncertainty on real economy and expectations?

• Investigate the effect of “financial instability” on expectations of
consumption and investments;

2 - How unconventional monetary policy affects financial markets?

• Study the effects of CSP Programme on bonds market liquidity and
prices;

Luigi Pollio (Universitá degli Studi di Salerno)Issues in Monetary Policy and Economic Expectations May 22, 2019 3 / 33



This work

1 - What are the effect of uncertainty on real economy and expectations?

• Investigate the effect of “financial instability” on expectations of
consumption and investments;

2 - How unconventional monetary policy affects financial markets?

• Study the effects of CSP Programme on bonds market liquidity and
prices;
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This work

1 - What are the effect of uncertainty on real economy and expectations?

• Investigate the effect of “financial instability” on expectations of
consumption and investments;

2 - How unconventional monetary policy affects financial markets?

• Study the effects of CSP Programme on market liquidity and prices;
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Uncertainty and financial shocks

1 - Uncertainty shock
• Less predictability of an aggregate variable (Basu-Bundick 2012)
• Increase in the uncertainty that firms have about their own outcomes

due to changes in idiosyncratic variables (Arellano 2012, Gilchrist 2013)
• Uncertainty that people have about others’ beliefs, high-order

uncertainty (Woodford 2003, Angeletos et al. 2018)

2 - Financial shock:
• Reflects stochastic variations in the parameters that characterize the

enforcement/incentive compatibility constraint for the contract between
entrepreneurs and supplier of funds (Jermann and Quadrini 2012)

• Exogenous disturbance to the wedge between the cost of funds for the
borrowers and the rate of return paid to lenders (Hall 2011)
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Financial Instability

• Problem: financial shocks and uncertainty are highly correlated

i) Difficult to distinguish between financial and uncertainty shocks

• Solution: construct a “new” measure that captures the key aspects of
the financial market conditions

i ) “Financial Instability” as a synthetic measure of uncertainty and
volatility condition of the financial system;

ii ) Study the effect of financial instability on expectations
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Empirical Analysis

Two steps:

i) Construct an index of Financial Stability (SEMFSI)
• Equity market returns and volatility index, Government bond market

volatility, Volatility index, Banking stock return and volatility, Foreign
exchange volatility, TED spread and Interbank offered rates volatility;

ii) Estimate the effect of financial instability shock on expectations
• Business confidence index (BCI)
• Consumption confidence index (CCI)
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Identification strategy
We would like to estimate:

E [Yt+1|It ] = α + βFSIt + εt (1)

The innovations and the FSI can be written as:

εt =
K∑
i=1

εit (2)

FSIt =
K∑
i=1

btε
i
t +

Q∑
j=1

ωj
t (3)

Substitute (3) in (1):

E [Yt+1|It ] = α + β

 K∑
i=1

bitε
i
t +

Q∑
j=1

ωj
t

+ εt (4)
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Fixing Endogeneity

i) Rewrite (4) as the following:

E [Yt+1|It ] = α + βωj∗
t +

 K∑
i=1

(
1 + bit

)
εit +

Q∑
j 6=j∗

ωj
t

 (5)

where ωj∗
t is an exogenous shock uncorrelated with error term;

ii) Identify a variable ωj∗
t that is unrelated to the business cycle;

• Exogenous shock ωj∗
t ⇒ Announcements made by ECB in the period

2001-2016 in favor of financial stability;

• Estimate the effect of Announcements on Confidence Indexes using
linear regression model;
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Model specification

• The regression equation is:

Yi ,t = α + γFixedcountry + δXi ,t−1 + βAnnouncementt + εt

where:
• Yi,t is a measure of consumption and investment expectations;
• We add country fixed effects to control for time in-varying

unobservables;
• Xi,t−1 controls for last period economic conditions;

• Under the assumption that the variable Announcement is exogenous,
β capture the effect of financial instability shock on economic
expectations;
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Results OLS regression

Figure 1: Results of OLS regression
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Dynamic response of economic expectations

• We use Jorda’s (2005) Local Projection to estimate IR:

Yt+h = αh + δhXt−1 + βhAnnouncementt + εt+h

where:

• βh capture the response of variable Y after h periods;

• Announcementt is the exogenous shock;

• Xt−1 controls for the underline economic conditions;
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IR using Local Projection - Investment

Figure 2: Dynamic Response of BCI
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IR using Local Projection - Consumption

Figure3: Dynamic Response of CCI
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Conclusion

We find that:

• A financial instability shock depress investment confidence;

• The effect on consumption confidence is not statistically significant;

• The effect on investment confidence last for 14 periods;
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This work

1 - What are the effect of uncertainty on real economy and expectations?

• Investigate the effect of “financial instability” on expectations of
consumption and investments;

2 - How unconventional monetary policy affects financial markets?

• Study the effects of CSP Programme on bonds market liquidity and
prices;1

1This work is co-authored with dott. Fulvio Ferretti (McKinsey)
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Motivation

• On 10 March 2016, the Governing Council of the ECB announced the
Corporate Sector Purchase Programme (CSPP);

• The program officially started on the 8th of June 2016;

• The program involved all bonds with the following characteristics:
• Be eligible as collateral for Euro system credit operations;
• Be denominated in euro;
• Fulfil a minimum first-best credit assessment of at least credit quality

step 3 (rating of BBB- or equivalent);
• Hold a minimum remaining maturity of six months and a maximum

remaining maturity of 30 years at the time of purchase;
• Be issued by a corporation established in the euro area;
• The issuer cannot have a parent company which is subject to banking

supervision outside the euro area;
• The issuers cannot be an asset management vehicle or a national asset

management and divestment fund established to support financial
sector restructuring and/or resolution.

Luigi Pollio (Universitá degli Studi di Salerno)Issues in Monetary Policy and Economic Expectations May 22, 2019 17 / 33



What we do

We carry out a natural experiment from the CSPP to evaluate:

i) The average response of unconventional monetary policy on prices
and liquidity;

ii) The response of the CSP Program over time (i.e., Impulse Response
Function);
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Data

Data from Thomson Reuters Eikon database:

• List of corporate bonds bought under the CSP Programme (i.e.
treatment group);

• List of corporate bonds with same characteristics but excluded from
the program (i.e. control group);

• We add yields and bid-ask spread as a proxy for liquidity for each
bond;
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Identification Strategy: setup

Denote:

• Observations: i ∈ 1, 2, ...,N;

• Time periods: t ∈ [0, 1] before and after treatment;

• Group indicator Gi :

Gi =

{
1 ( treatment group )
0 ( control group )

• Treatment indicator: Zit ∈ [0, 1]
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Potential outcome and ATT

Potential outcomes Yit(z):

• Yit(0): potential outcome for unit i in period t when not treated

• Yit(1): potential outcome for unit i in period t when treated

Causal effect for unit i at time t is:

τit = Yit(1)− Yit(0)

The Average Treatment Effect on Treated:

τATT = E [Yi1(1)|Gi = 1]− E [Yi1(0)|Gi = 1]
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Identification Strategy

Control strategy: Difference-in-Differences (DD)

{E [Yi1|Gi = 1]− E [Yi1|Gi = 0]} − {E [Yi0|Gi = 1]− E [Yi0|Gi = 0]}

Under the parallel trend assumption:

E [Yi1(0)− Yi0(0)|Gi = 1] = E [Yi1(0)− Yi0(0)|Gi = 0]

Difference in Differences is equal to ATT (i.e., effect of the policy on
treated)
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Yields parallel trend assumption
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Liquidity parallel trend assumption
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Model specification

• The regression equations are:

Bidaski ,t = α′i ,t + βspread(Announcement ∗ Treatment ) + εi ,t

Yieldi ,t = αi ,t + βyield(Announcement ∗ Treatment ) + ηi ,t

• Under the Parallel Trend Assumption βspread and βyield consistently
estimate the effect of the CSPP on yield and liquidity;
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Results for yields model
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Results for liquidity model
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Interpreting the results

• How do we interpret the coefficient of βspread and βyield?

• A measure of the average percentage variation of the relative bid-ask
spreads/yield with respect to a hypothetical no-policy scenario:

Spreadpolicy/nopolicy =
Spreadtreated,post + βspread

Spreadtreated,post

− 1 = −15.44% (6)

Yieldpolicy/nopolicy =
Yieldtreated,post + βyield

Yieldtreated,post
− 1 = −2.36% (7)
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Impulse Response of the Policy

• We estimate the average treatment effect of the policy over time

Bidaski ,03/2015→m = α + β′ Fixed + βspread ,m(Announcement ∗ Treatment) + γ′Xi ,03/2015→m + εi ,t

Yieldi ,03/2015→m = αi ,t + βFixed + βyield ,m(Announcement ∗ Treatment) + γXi ,03/2015→m + ηi ,t

• We set the reference month to March 2015, and we change the end
month m across regressions.
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Results for liquidity model
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Results for yields model
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Conclusion

• Corporate sector purchases programme had a significative impact on
prices and market liquidity

• Liquidity market has a statistically significant effect after the
implementation of the policy while prices react starting from the
announcement date
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