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Hawkish or dovish central bankers: do different
flocks matter for fiscal shocks?

by Lukas Hack, Klodiana Istrefi and Matthias Meier[!]

This column presents evidence on the role that US monetary policy plays in how fiscal spending affects
the economy. A dovish Federal Open Market Committee (FOMC) delays policy rate increases, while a
hawkish FOMC tightens monetary policy more promptly, following increased fiscal spending. We show that
the dovish response supports fiscal expansions. In contrast, the hawkish response results in a GDP
decline but effectively controls inflation expectations.

Tracking historical fluctuations in systematic monetary policy

Central banks make monetary policy decisions in response to economic conditions. These responses are
called systematic monetary policy or the “policy rule”. In theory, systematic monetary policy shapes the
transmission of macroeconomic shocks, such as fluctuations in oil prices, technological changes or shifts
in fiscal policy. Yet, gauging these causal effects in the data without imposing strong assumptions is
challenging. In the words of Bernanke, Gertler and Watson (1997), “using time-series evidence to uncover

the effects of monetary policy rules on the economy is a daunting task.”

In Hack, Istrefi and Meier (2023), we tackle this challenge. Our measure of systematic monetary policy
reflects the historical composition of hawks and doves in the Federal Reserve's FOMC since 1960. The
classification of FOMC members as hawks or doves is based on narratives from news archives, portraying
them as either more concerned about inflation (hawks) or more concerned about supporting employment

and growth (doves), as in Istrefi (2019).21 To address concerns that economic conditions or political
developments may influence the balance of hawks and doves in the FOMC, we exploit the rotation of

voting rights in the Fomc.El Specifically, we exploit the fact that four out of 12 voting rights in the FOMC

are mechanically rotated each year among 11 Presidents of the Federal Reserve Banks.! This introduces
exogenous variation in the FOMC’s hawk-dove balance, enabling us to identify the causal effects of
systematic monetary policy in the United States. The idea is that when FOMC members rotate in and out,
the mix of hawks and doves in the FOMC is affected for reasons unrelated to the macroeconomy.



Chart 1
Historical variation in the Federal Reserve’s systematic monetary policy represented by
the FOMC hawk-dove balance
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Source: Hack, Istrefi, and Meier (2023).

Fiscal spending shocks and the response of different monetary policy
flocks

How monetary policy reacts to fiscal policy is considered crucial for the effects of fiscal policy, not only in
policy debates (e.g. Blinder, 2022) but also in economic theory (e.g. Woodford, 2011; Farhi and Werning,
2016). Recent expansions in government spending during the COVID-19 pandemic (Baldwin and Weder
di Mauro, 2020), the war in Ukraine (Trebesch et al., 2023; Chebanova, Faryna and Sheremirov, 2023) or
the recent inflation surge (Dao et al., 2023) make this question highly relevant for current policymaking.
Despite the importance of the debate, we lack direct causal evidence on how systematic monetary policy
shapes the effects of government spending shocks.

We assess the effects of US government spending shocks on the economy accounting for the
hawkishness of the FOMC. In our regression model, macroeconomic variables such as real GDP,
government spending, the Federal Funds Rate or inflation expectations may respond to the spending



shock and the interaction between the spending shock and the hawk-dove balance in the FOMC. To
identify the causal effects of the hawk-dove balance, we use our FOMC rotation instrument. Our spending
shocks are discretionary changes in military spending due to unforeseen military build-ups (or “build
downs”) between 1960 and 2014, taken from Ramey (2011) and Ramey and Zubairy (2018).

Chart 2 compares the estimated effects of an expansionary government spending shock under a hawkish
and a dovish FOMC. The impact of this shock on real GDP is highly dependent on the hawkishness of the

FOMC.E! When the FOMC is more dovish (+2 doves relative to the average FOMC), higher government
spending leads to a significant GDP expansion. Conversely, when the FOMC is more hawkish (+2 hawks),
increased spending does not lead to a GDP expansion but rather a decline in GDP.



Chart 2
Comparing the effects of an expansionary government spending shock under a hawkish
and a dovish FOMC

Real GDP

1+ 42 Doves

o

=)

O

. 0.5

H

S

=]

(=

e

=]

§

€ 05

o +2 Hawks

1! :
0 4 8 12 16 20

Quarters

Federal Funds Rate



11 12 Hawks

Percentage points

Quarters

Inflation expectations

0.3F

42 Doves

S
b

e
[a—

Percentage points
=)

0 4 8 12 16 20



Source: Hack, Istrefi and Meier (2023).

Notes: The chart shows the responses of real GDP, the Federal Funds Rate and inflation expectations to an
expansionary military spending shock, corresponding to 1% of GDP, conditional on systematic monetary policy. The
line in red (blue) captures the state-dependent responses when the hawk-dove balance exceeds the sample average
by two hawks (doves). The shaded areas indicate the 68% and 95% confidence bands.

The striking differences in the GDP response align with the reaction of the policy rate. Under a hawkish
FOMC, the Federal Funds Rate increases in response to the spending shock, effectively preventing a rise
in inflation expectations. Conversely, with a more dovish FOMC, the Federal Funds Rate initially falls,
accompanied by a rise in inflation expectations. A dovish FOMC thus delays policy tightening in response

to fiscal expansion.

Finally, in assessing the effectiveness of fiscal spending, a standard measure is the fiscal multiplier,
indicating the dollar increase in GDP per additional dollar of government spending. With a hawkish FOMC,
the multiplier is insignificant, with estimates at or below 0. In contrast, under a dovish FOMC, the multiplier

is highly statistically significant, ranging between 2 and 3.

Don’t reckon without the hawks and doves

Our findings highlight the power of monetary policy to steer the macroeconomy. Consequently, the effects
of fiscal policy cannot be gauged reliably without accounting for the response of monetary policy. Applied
to recent years, our findings suggest that the combination of fiscal expansions in 2020 and a dovish
FOMC may have played a role in the robust recovery in US GDP.
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1.
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Popov and Zoé Sprokel. The views expressed here are those of the authors and do not necessarily

represent the views of the European Central Bank or the Eurosystem.

2.
The Federal Reserve System has a dual mandate — pursuing the economic goals of maximum

employment and price stability.

3.
For example, Abrams (2006) documents the influence of the Nixon administration on the FOMC in the

period before the 1972 election.

4,

The seven members of the Board of Governors and the president of the Federal Reserve Bank of New
York are permanent voters in the FOMC. While non-voting Federal Reserve Bank (FRB) presidents attend
the FOMC meetings and participate in the discussions, we focus on the voting FOMC, the decision-

making body, in line with the literature that studies central bank decision-making by committees.

5.



The responses correspond to a shock raising expected military spending over the next five years by 1% of

potential GDP.
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