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Outline of the Discussion

o First, | will highlight the main contributions and results of the paper.

@ Second, | will talk about the identification assumptions that the
authors make on their empirical section.

@ Third, | will present evidence that make me think that the assumption
may not hold in the data.

@ Fourth, | will mention which would be the consequences if those
assumptions were not to hold in the data.

o Finally, I would also talk about some concern that | have about their
definition of unanticipated changes.
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@ This paper estimates the dynamic macroeconomic impact of changes
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Contributions and Results

@ This paper estimates the dynamic macroeconomic impact of changes
in federal taxes liabilities in the U.S. during the post World War Il
period.

@ The authors distinguish between anticipated and unanticipated
“exogenous” tax liabilities changes.

@ Using a VAR approach with “exogenous” tax changes, they find:

@ The implementation of a tax liability cut gives rise to a major
macroeconomic expansion.

@ The announcement of a future tax liability cut is associated with a
decline in aggregate activity during the pre-implementation period.

o Finally, the authors show that a DSGE model with distortionary taxes
can account these facts, both qualitatively and quantitatively.
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Importance of Results

@ The first result (implementation effect) is not very controversial.
@ Many authors find the same result.
@ The second result (announcement effect) is more controversial.

e Blanchard and Perotti (2002) and Johnson, Parker and Souleles
(2006) find little evidence of anticipation effects of tax policy
changes. Romer and Romer (2007) assume no respond to
announcement of a future tax liability change.

Juan Rubio-Ramirez (Duke) Anticipated and Unanticipated U.S. Tax Polic May 22, 2008 4 /15



Identification Assumptions

@ When estimating their empirical impulse response functions the
authors run the following VAR

K
Xe=A+Bt+ C(L)Xe—1 + D(L)T{ + F(L)T1, + Y Gitiy i+ e
=1

where T{ are unanticipated tax shocks, 77, . are anticipated tax
shocks known in period t and to be implemented in period t + /.
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Identification Assumptions

@ When estimating their empirical impulse response functions the
authors run the following VAR

K
Xe=A+Bt+ C(L)Xe—1 + D(L)T{ + F(L)T1, + Y Gitiy i+ e

i=1
where T} are unanticipated tax shocks, 77, , are anticipated tax

shocks known in period t and to be implemented in period t + /.

e Of course, the identification assumption is that 7 and 77, . are
€X0geNous to anything in history of X;.

@ The big question is: How to find tax liabilities changes that are
exogenous?
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@ The authors relay on the work of Romer and Romer (2007).
@ Romer and Romer (2007) 104 separate changes in tax liabilities.

@ The authors focus on the changes that Romer and Romer (2007)
classify as €xO0genous either due to

@ ‘long-term growth objectives” or

@ ‘“deficit concerns”.

@ Authors big assumption: €XOZENOUS changes are orthogonal to the
current realizations of other structural shocks, i.e. e in the VAR

equation.
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“exogenous” could be categorized as “endogenous”. For example:

@ Stein (1996) documents that Kennedy's position on tax cuts was

related to the slow recovery in 1962 and 1963 from the 1960-1961
recession.

@ Leeper, Walker, and Yang (2008) argue that Reagan’s tax cuts is
driven by a reaction to the stagflation of the 1970s and early 1980s.

© Based on several official documents Leeper, Walker, and Yang (2008)
also maintain that the two recent tax cut signed by President Bush are
not exogenous.

@ Romer and Romer (2007) use causality tests to justify treating
variables as exogenous for purposes of inference.

@ When agents have fiscal foresight Leeper (1990) shows that Causality
tests are misspecified.
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@ We can classify the consequences into two different categories

@ Consequences for VAR regression.

@ Consequences for matching of impulse responses exercise.
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Consequences for VAR Regression

@ Remember big assumption: “exogenous” changes are orthogonal to
the current realizations of other structural shocks, i.e. e; in the VAR
equation.
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Consequences for VAR Regression

@ Remember big assumption: “exogenous” changes are orthogonal to
the current realizations of other structural shocks, i.e. e; in the VAR
equation.

o If “exogenous” changes are “endogenous”, they will be correlated
with e; in the VAR equation.

@ This will imply a endogeneity problem and point estimates will be
inconsistent.

@ Solution: Instruments.
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Consequences for Matching of IRF Exercise

@ Here, | am going to borrow a lot from Leeper, Walker, and Yang
(2008).
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Consequences for Matching of IRF Exercise

@ Here, | am going to borrow a lot from Leeper, Walker, and Yang
(2008).

o Leeper, Walker, and Yang (2008) build a stripped down version of the
authors’ model.

Only difference is that anticipated tax changes can be:

a Exogenous (lump-sum transfers adjust to stabilize debt).
b Controlling debt.

c Counteracting output fluctuations.

d Both.

@ Therefore, anticipated taxes changes can be “endogenous”.
@ Can VAR regression recover the “true” IRF?

o Important: VAR regression assumes “exogenous” tax changes.
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FIGURE 4. Responses of Consumption to 6-Period Foresight of Labor Taxes.
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Ficure 5. Responses of Consumption to 6-Period Foresight of Capital Taxes.
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Minor Comment about Anticipated Shocks

@ The authors define anticipated tax liability changes as implemented
more than 90 days after the legislation was signed.
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Minor Comment about Anticipated Shocks

@ The authors define anticipated tax liability changes as implemented
more than 90 days after the legislation was signed.

@ Tax liability changes with implementation lags below 90 days are
categorized as unanticipated.

@ The median implementation lag of anticipated liability changes is 6
quarters.

@ My concern is that this distinction can underestimate the number of
anticipated changes.

@ Why? Even when the implementation lag is below 90 days, the law
may have been discuss/presented in the congress/senate/newspapers
for a very long period.
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tax policy process.

@ Foresight produces non-invertible moving average equilibrium time
series.

@ Structural shocks to taxes cannot be extracted from statistical
innovations.

@ In other words, VAR do not work.

@ Authors solve problem using Romer and Romer's (2007) “exogenous'
tax changes.

@ Doubts on how “exogenous” are Romer and Romer (2007)
“exogenous” tax changes.

@ This is the best paper in this literature: it handles the non-invertible
problem.
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