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Outline

* Multipliers
* Fiscal consolidation



Multipliers

Impact multiplier
dY,/dZ,;

Cumulative multiplier
iz dYiy
n

Sustained 1% of GDP increase in Public Expenditures

Percentage deviations from baseline

Years after shock

Year 1 Year 2 Year 3 Year 4 Year 5
UNITED STATES
GDP level 0.9 0.6 0.0
Inflation 0.1 0.3 0.9 0.7 0.1
Interest rates (basis points) 60 95 1585 | 95 -10
Government net lending (% GDP) -0.8 -0.6 -0.6 -0.8 -0.8
Current Account (% GDP) -0.2 -0.1 0.1 0.2 0.3

Herve, et al. (2010), “The OECD’s New Global Model,” WP #768.



Estimated Output Multipliers®

Type of Activity Low Estimate High Estimate
G OO d S/SVCS Purchases of Goods and Services 0.5 25
o by the Federal Government
Spending,
Tra n Sfe rSI Transfer Payments to State and 0.4 2.2
Local Governments for
a n d TaX Infrastructure

Transfer Payments to State and 0.4 1.8

M u |ti p | ie rS Local Governments for Other

Purposes

fo r t h e U S Transfer Payments to Individuals 0.4 2.1

One-Time Payments to Retirees 0.2 1.0
Assumes monetary policy Two-Year Tax Cuts for Lower- 0.3 1.5
accommodative and Middle-Income People
>ource: CBO (2012) One-Year Tax Cut for Higher- 0.1 0.6

Income People



When might multipliers differ?

* If the economy is open to international trade

* If the economy is open to capital flows, and
the exchange rate is floating (so the dollar
moves as interest rates go up or down)

* If the exchange rate is fixed

* If the aggregate supply curve is vertical (i.e.,
there is no slack in the economy)

* If the monetary policy is accommodative or
not



In an Economy Open to Trade

L=C+1+G-IM/e+ X

IM = IM (Y, &) =m,

~ 1
V= D
1_C1(1_t1)_b1 my 2




If There Is Economic Slack

Figure 5. Historical multiplier for total government spending
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0

0

where time index /# is in quarters. Blue dashed lines are 90% confidence interval. The multiplier incorporates the feedback from G shock to

the business cycle indicator z. In each instance, the shock is one percent increase in government spending.

Auerbach and Gorodnichenko (2012)

Source



Accommodative and Non-
accommodative Monetary Policy

>
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-

Effective LM,
Non-accommodative

ﬂ Monetary policy
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Fiscal Consolidation

e Alesina and Perroti (1995) conclude that
contractionary fiscal policy can be
expansionary

* They use changes in the structural budget
balance to examine a sample of episodes

* The results are driven by a few of
observations, so that small changes in
definition cause big changes in results

* IMF (2010) uses a narrative approach for
empirics

* Augments with model simulations



1% Fiscal Consolidation
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The Importance of Monetary Policy

Figure 3.6. Composition and Monetary Conditions:
Impact of a 1 Percent of GDP Fiscal Consolidation

Why are spending-based consolidations less contractionary? Partly because they
benefit from monetary stimulus, whereas tax-based adjustments feature
monetary tightening.

—— Tax-based w— Spending-based

~Policy Rate - 80
- (basis points) -




When is
Contractionary
Fiscal Policy
Expansionary?

Answer: Possibly

when sovereign risk
is high

Figure 3.9. Estimated Impact on GDP of a 1 Percent
of GDP Fiscal Consolidation

(Parcent)

Fiscal consolidation preceded by high perceived sovereign nsk is less
contractionary than when preceded by low perceived default nisk. But even for
the group with high perceived nsk. fiscal retrenchment rarely triggers faster
growth. Exceptions include Denmark (1983) and Ireland (1987)—two cases of
fiscal consolidation studied by Giavazzi and Pagano (1990)—which were
expansionary.

——— High perceived sovereign default nisk
= | ow perceived sovereign default nsk
Denmark (1983) and Ireland (1987)

0.0

405

| | 1 | 20

0 1 2 3

Source: IMF staff calculations
Note: ¢ = 1 denotes the year of consolidation. Dotted lines equal one standard error
bands



Figure 3.11. Impact of a 1 Percent df GDP Fiscal

What abOUt at Consolidation: GIMF Simulations’

——— With zero interest rate floor

Ze ro Lowe r — Without zero interest rate floor
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