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Policy uncertainty has recently been argued to be 

a key factor in delaying the current recovery 



But not everyone agrees: Krugman clearly disagrees 



Of course Fox disagrees with Krugman’s disagreement 



The paper tries to investigate this methodically 

1) Measuring policy uncertainty 

 

2) Evaluating our measure of policy uncertainty 

 

3) Estimating the impact of policy uncertainty on the recovery 



The paper tries to investigate this methodically 

1) Measuring policy uncertainty 

 

2) Evaluating our measure of policy uncertainty 

 

3) Estimating the impact of policy uncertainty on the recovery 



– News-based index (weight=1/2) 

 

– Forecaster disagreement about government purchases of 
goods and services (weight=1/6) 

 

– Forecaster disagreement about inflation (weight=1/6) 

 

– Scheduled tax code expirations (weight=1/6) 

 

Normalize each component to have unit standard deviation, 
then compute weighted sum to get overall index. 
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Our US Economic Policy Uncertainty index has 4 

components – how we make the data “sausage”: 
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– Scheduled tax code expirations (weight=1/6) 

 

Normalize each component to have unit standard deviation, 
then compute weighted sum to get overall index. 

 

8 

Our US Economic Policy Uncertainty index has 4 

components – how we make the data “sausage”: 



Constructing our US News-Based EPU Index 

• For 10 major US papers get monthly counts of articles with: 

{economic or economy}, and 

{uncertain or uncertainty}, and  

{regulation or deficit or federal reserve or congress or 
legislation or white house} 

 

• Divide the count for each month by the count of all articles 

 

• Normalize each to SD=1, then sum all 10 papers to get the 
U.S monthly index 



US News-based policy uncertainty index:  

Jan 1985-Dec 2012 

Source: “Measuring Economic Policy Uncertainty” by Scott Baker, Nicholas Bloom and Steven J. 

Davis, all data at www.policyuncertainty.com. Data normalized to 100 prior to 2010. 
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– News-based index (weight=1/2) 

 

– Forecaster disagreement about government purchases 
of goods and services (weight=1/6) 

 

– Forecaster disagreement about inflation (weight=1/6) 

 

– Scheduled tax code expirations (weight=1/6) 

 

Normalize each component to have unit standard deviation, 
then compute weighted sum to get overall index. 
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Our US Economic Policy Uncertainty index has 4 

components – how we make the data “sausage”: 



Notes: From the Philadelphia Federal Reserve Survey of Professional Forecasters. Takes the interquartile (IQ) range of the 1-year ahead forecasts 

(made every quarter) of total state and local government purchases relative to five year backward moving average GDP. Normalized to a mean 100 

from 1985-2009. Spans about 45 forecasters per year. 

State and Local Govt Purchase Forecasts, IQ Range 
Q1 1985 - Q4 2012 
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Notes: From the Philadelphia Federal Reserve Survey of Professional Forecasters. Takes the interquartile (IQ) range of the 1-year ahead forecasts 

(made every quarter) of consumer price level. Normalized to a mean 100 index prior 1985-2009. Spans about 45 forecasters per year. 

CPI forecasts, IQ range 
Q1 1985 - Q4 2012 
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– News-based index (weight=1/2) 

 

– Forecaster disagreement about government purchases of 
goods and services (weight=1/6) 

 

– Forecaster disagreement about inflation (weight=1/6) 

 

– Scheduled tax code expirations (weight=1/6) 

 

Normalize each component to have unit standard deviation, 
then compute weighted sum to get overall index. 
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Our US Economic Policy Uncertainty index has 4 

components – how we make the data “sausage”: 
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Source: Congressional Budget Office. Utilizes list of scheduled future tax code expirations and their 

estimated dollar value. Expirations are discounted by 50% per year 

Combine the yearly CBO tax code expiration figures 

into an index by discounting by 50% per year the 

amount of tax code scheduled to expire in future years 



– News-based index (weight=1/2) 

 

– Forecaster disagreement about government purchases of 
goods and services (weight=1/6) 

 

– Forecaster disagreement about inflation (weight=1/6) 

 

– Scheduled tax code expirations (weight=1/6) 

 

Normalize each component to standard deviation=1, then 
compute weighted sum to get overall index. 
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Our US Economic Policy Uncertainty index has 4 

components – how we make the data “sausage”: 



Our main index of US policy uncertainty 
January 1985-December 2012 

Source: Data at www.policyuncertainty.com. Data normalized to 100 prior to 2010. 
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US index is similar to the VIX index of 1 month implied 

S&P500 stock market volatility, but not the same 

Correlation VIX and Policy Uncertainty is 0.55 
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Source: www.policyuncertainty.com. Data until October 2012 

http://www.policyuncertainty.com/


Notes: Data from “The buzz: Links between policy uncertainty and equity volatility”, by Krag Gregory and Jose Rangel, Goldman 

Sachs, November 12, 2012.    

Correlation EPU and 1 month=0.578 
Correlation EPU and 10 years=0.855 
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European Economic Policy Uncertainty Index 
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Note: Analysis uses Newsbank coverage of around 1000 US national and local newspapers 

What seems to be driving US policy uncertainty? 

It seems to be mainly fiscal policy and health care 



The paper tries to investigate this methodically 

1) Measuring economic policy uncertainty 

 

2) Evaluating our policy uncertainty 

 

3) The impact of policy uncertainty on the recovery 



Two Measurement Concerns with News Indices 

Suitability:  Does a count of news articles about uncertainty 
provide a good indicator for actual economic uncertainty? 

 

Accuracy: Do specific text-string searches accurately identify 
the set of articles that discuss economic policy uncertainty 

23 



Suitability test: news based indices for tracking 

equity market uncertainty seem to work quite well 

Notes:  News-Based Financial Uncertainty Index composed of monthly number of news articles containing 

uncertain or uncertainty, economic or economy, and ‘stock prices’, ‘equity prices’, or ‘stock market’. Daily VXO 

data is scaled so both series have equal means. Data to October 2012 

F
in

a
n

c
ia

l 
U

n
c
e
rt

a
in

ty
 I

n
d

e
x

 

1st Gulf War 

9/11 

Lehman Bankruptcy 

2nd Gulf War 

Asian Crisis 

Russian Crisis/LTCM Black Monday 

Correlation=0.74 



2
 

4
 

6
 

8
 

1
0

 

5
0

 
1

0
0

 
1

5
0

 
2

0
0

 
2

5
0

 

1950 1960 1970 1980 1990 2000 2010 

U
n

e
m

p
lo

y
m

e
n

t 
n

e
w

s
 s

e
a
rc

h
 

U
n

e
m

p
lo

y
m

e
n

t 
ra

te
 

Notes: Index of Unemployment News composed of quarterly news articles containing terms like ‘unemployment’, ‘layoffs’, or ‘job loss’ (scaled by the smoothed 

total number of articles) in 5 newspapers (WP, BG, LAT, WSJ and CHT). Data normalized to 100 from Jan 1900-Dec 2011.  Unemployment data is overall 

seasonally adjusted unemployment rate taken from the BLS. 

Suitability test: news based indices for tracking 

unemployment also seem to work quite well 

Correlation=0.72 



Accuracy test: performing human audits 

We had 6 undergraduates read 3,500 newspaper articles using 
a 29-page audit guide to code articles if they discuss “economic 
uncertainty”=0/1 and “economic policy uncertainty”=0/1 

26 



Evaluation results from the human audit helped refine 

our search, and confirmed our EPU measure is well 

correlated with true policy uncertainty 

Optimal set, correlation of 0.65 

with true policy uncertainty 

Permutations of regulation, budget, spending, 

policy, deficit, tax, federal reserve, government, 

congress, senate, president, legislation, 

government spending, federal spending 

Note: Optimal set is ‘regulation’, ‘federal reserve’, ‘white house’, ‘congress’, ‘legislation’, and ‘deficit’.  



Finally, also checked for political bias – some, but 

quantitatively very small (explains <2% of movement) 

Bush I Bush II Clinton Obama 

5 most 
Republican 
papers 

5 most 
Democrat 
papers 

Papers sorted politically using the media slant measure from Gentzkow and Shapiro (2010).  



The paper tries to investigate this methodically 

1) Measuring economic policy uncertainty 

 

2) Evaluating our policy uncertainty 

 

3) The impact of policy uncertainty on the recovery 



Why might uncertainty impact the real economy? 

Economics literature has mainly focused on three channels: 

 

• “Real-options effects”: Uncertainty can make firms cautious 

about investing and hiring 

 

• “Financing costs”: Uncertainty can increase risk-premia 

 

• “Precautionary savings”: Uncertainty can reduce consumption 



The most important channel seems to be real 

options (caution) effects 

Dave Cote, chairman and CEO of Honeywell, a Fortune 500 

firm that employs 130,000 people worldwide stated "Right 

now we're holding back on all but the most necessary 

external hiring. And on capital expenditures, if I can make 

the decision now or six months from now, I'll make the 

decision six months from now and see what develops”. 

 

  November 5th 2012 



Lots of survey evidence pointing to uncertainty as 

a problem – Chamber of Commerce 



Lots of survey evidence pointing to uncertainty as 

a problem – Global CEO survey 



Lots of survey evidence pointing to uncertainty as 

a problem – National Association of Business 

Economists 
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Note: Plots the frequency of the word “uncertain” in each quarter of the Federal Open Market Committees’ (FOMC) Beige Book. 

Data from 1983Q4 (when the Beige book started) to 2013Q1. The Beige Book is an overview of economic conditions of about 

15,000 words in length prepared two weeks before each FOMC meeting. The count of “Policy Uncertainty” uses a human audit to 

attribute each mention of the word uncertain to a policy context (e.g. uncertainty about fiscal policy) or a non-policy context (e.g. 

uncertainty about GDP growth). See the paper for full details. 
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Uncertainty Policy Uncertainty

Lots of survey evidence pointing to uncertainty as 

a problem – FOMC Beige Book 

Correlation with our EPU index=0.84 
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The Beige Book Policy Uncertainty also focuses on 

tax, spending and regulation uncertainty 2010-12 
 

Source: Baker, Bloom and Davis analysis of FOMC Beige Books 

PU Category 
2001 Q4 –  
2002 Q2 

2002 Q4 –  
2003 Q2 

2008 Q3 –  
2009 Q4 

2010 Q1 – 
 2012 Q4 

Full Sample: 
1996 to 2012 

b) Fiscal Policy 0.3 0 0 1.6 0.3 
c) Taxes 0.2 0 0.3 1.0 0.2 
d) Government Spending 1.0 0 0.2 0.8 0.2 
f) Health Regulation 0.0 0 0.2 0.5 0.1 
g) Financial Regulation 0.0 0 0.2 1.3 0.3 
h) Labor Regulation 0.0 0 0.0 0.3 0.1 
i) Environmental Regulation 0.7 0 0.0 0.3 0.1 
j) National Security 0.0 2 0.0 0.1 0.1 
k) Sovereign Debt 0.0 0 0.0 0.8 0.1 
o) Political Conflict/Leadership 
Change 0.0 3.2 0.0 2.3 0.8 

Policy-Related Count 1.2 4.8 0.8 6.3 1.7 
Policy-Related Count (Each 
category mention counted once)  2.2 5.2 0.8 9.0 2.3 

Total Uncertainty Count 7.7 13.5 10.2 15.3 6.9 



VAR Estimated Industrial Production and Employment 

changes after a Policy Uncertainty Shock 
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Notes: This shows the 

impulse response 

function for Industrial 

Production and 

employment to an 

increase in the policy-

related uncertainty index, 

equal to the rise in the 

increase from 2006 (the 

year before the current 

crisis) until  2011.  

 

The central (black) solid 

line is the mean estimate 

while the dashed (red) 

outer lines are the one-

standard-error bands. 

 

Estimated using a 

monthly Cholesky Vector 

Auto Regression (VAR) 

of the uncertainty index, 

log(S&P 500 index), 

federal reserve funds 

rate, log employment, log 

industrial production and 

time trend. Data from 

1985 to 2011. 
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Robustness to Different VAR Specifications 

Months after the policy uncertainty shock 

Notes: This shows the impulse response function for GDP and employment to an 124 unit increase in the policy-related uncertainty index. Estimated using a 

monthly Cholesky Vector Auto Regression (VAR) of the uncertainty index, log(S&P 500 index), federal reserve funds rate, log employment, log industrial 

production and time trend unless otherwise specified. Data from 1985 to 2011. 
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My view - based on data, surveys and business 

discussion - is that from 2008-2010 policy 

uncertainty was an effect of low growth, but from 

2011 onwards is starting to cause low growth 
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Recently extending the news data back to 1900 and 

see intriguingly a rise since the 1960s 
(Jan 1900 – Dec 2012) 

Notes: Index of Policy-Related Economic Uncertainty composed of quarterly news articles containing uncertain or uncertainty, economic or economy, and policy 

relevant terms (scaled by the smoothed total number of articles) in 5 newspapers (WP, BG, LAT, WSJ and CHT). Data normalized to 100 from 1900-2011. 
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One reason for rising policy uncertainty appears to 

be a rising Government share of the economy 
(Jan 1948 – Dec 2012) 
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Notes: Index of Policy-Related Economic Uncertainty composed of quarterly news articles containing uncertain or uncertainty, economic or economy, and policy 

relevant terms (scaled by the smoothed total number of articles) in 5 newspapers (WP, BG, LAT, WSJ and CHT). Data normalized to 100 from Jan 1900-Dec 

2011. Government expenditure is total federal, state, and local expenditures over GDP, annually. 



Another reason for rising policy uncertainty might 

be rising Government regulation 

Clinton 

Election 
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Finally note that monthly & daily data is on-line 

Data available at: www.policyuncertainty.com  

http://www.policyuncertainty.com/


Conclusion 

- Appears policy uncertainty has risen since 2008 

 

- Evidence suggests this may be holding-back the current 

recovery, although not definitive 

 

- Also appears that policy uncertainty rising post 1960 

alongside the expansion of government 

 

Looking ahead I see policy uncertainty easing this year, but still 

well above pre-2008 levels given lack of long-term reform  


