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Introduction

There is evidence that expenditure based �scal adjustments (i.e.
de�cit reduction policies achieved by means of spending cuts) are less
costly in terms of short run output losses than tax based adjustments.

No evidence provided so far on which type of spending cuts or which
tax increases have been more or less e¤ective at reducing de�cits at
lower output costs.

We want to investigate this critical policy implication regarding the
composition of �scal adjustments by providing a new disaggregated
data set of narrative identi�ed �scal consolidations and by
constructing a model to measure the macroeconomic impact of �scal
consolidation plans
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Introduction Main �ndings

Main �ndings

adjustment plans based on increasing taxation are more recessionary
than those based on cutting expenditure,

increasing direct taxation has the most contractionary e¤ect while
cutting Government Consumption and Investment has the least
expansionary e¤ect, in some cases non-keynesian e¤ects are observed
for this component of expenditure,

cutting Transfer has an e¤ect close to that of increasing indirect
taxation.
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Methodology

Methodology

Shocks in empirical macro models (often VARs) are used in the
literature to establish empirical facts to be matched with theoretical
models

shocks are the "correct" experiment because their e¤ect can be
measured without changing any parameter in the simulation

Fiscal foresight prevents the application of standard identi�cation
techniques, therefore narrative identi�cation is the only alternative

It has been observed (Jordà and Taylor, 2013) that shifts in �scal
variables identi�ed through the narrative method are predictable

We take this evidence as a clear indication that the correct
implementation of narrative identi�cation is through plans rather than
shocks
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Methodology Fiscal Stabilization Plans

Fiscal Policy occurs through plans not shocks

Narrative identi�cation can be naturally used to study the response of
output (and other variables) to multi-year �scal consolidation plans
which is di¤erent from simulating the impact of individual shifts in tax
revenue or spending

When �scal policy is conducted through multi-year plans, �scal adjustments
in each year � say year t � consist of three components:

unexpected shifts in �scal variables (announced upon implementation
at time t)
shifts implemented at time t but announced in previous years
future announced corrections (announced at time t for implementation
in future years).

Unanticipated and anticipated shifts and corrections in T and G are
correlated
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Methodology Fiscal Stabilization Plans

Pooling

Fiscal plans are rare: a possible solution is pooling episodes from
di¤erent countries

pooling is dangerous in the presence of heterogeneity (Favero, Giavazzi,
Perego, 2012)

In this paper we pool the data from di¤erent countries by allowing for
two sources of heterogeneity:

within country heterogeneity with respect to the type of �scal
adjustments: TB(further disaggregated in DB and IB) or EB(further
disaggregated in CB and TRB)

between country heterogeneity in the way �scal policy is conducted,
e.g. persistence
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Empirical Strategy

Step 1: Reconstructing plans

Considering, for the sake of illustration, a forward horizon of 1 year, a
narrative adjustments et can be described as follows:

et = eut + e
a
t ,0 + e

a
t ,1

eat ,1 = ϕ1 e
u
t + vt ,1

eat ,0 = eat�1,1
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Empirical Strategy

Step 2: The traditional approach

In the traditional approach a truncated MA representation is adopted :

∆zi ,t = α+ B(L)fi ,t + λi + χt + ui ,t

Two possible representation

a truncated in�nite MA from a VAR

a speci�cation to estimate an Average Treatment E¤ect
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Empirical Strategy

Step 3: A model to estimate and simulate plans without
heterogeneity

Direct estimation of the MA representation:

∆zi ,t = α+ B1(L)eui ,t + B2(L)e
a
i ,t ,0 +

+γ1e
a
i ,t ,1 + λi + χt + ui ,t

eai ,t ,1 = ϕi ,1e
u
i ,t + v1,i ,t

eat ,0 = eat�1,1

to be estimated on a panel of countries i for the variable of interest ∆zi ,t .

The standard MA representation is modi�ed to allow �exibility in the e¤ect
of plans upon announcement and implementation.

No distributed lag for the e¤ect of future announced plans is introduced
because the e¤ect in time of announced adjustment is followed through the
plan.

9 / 19



Empirical Strategy

Step 4: A model to estimate and simulate plans with
heterogeneity

But countries are di¤erent and plans are di¤erent so we propose:

∆zi ,t = α+ B1(L)eui ,t � TBi ,t + B2(L)eai ,t ,0 � TBi ,t +
C1(L)eui ,t � EBi ,t + C2(L)eai ,t ,0 � EBi ,t +
+γ1e

a
i ,t ,1 � EBi ,t + δ1eai ,t ,1 � TBi ,t + λi + χt + ui ,t

eai ,t ,1 = ϕi ,1 e
u
i ,t + vi ,t ,1

eai ,t ,0 = eai ,t�1,1

eui ,t = τui ,t + g
u
i ,t

eai ,t ,0 = τai ,t ,0 + g
a
i ,t ,0

if
�
τut + τat ,0 + τat ,1

�
>

�
gut + g

a
t ,0 + g

a
t ,1

�
=) TBt = 1, EBt = 1� TBt
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Empirical Strategy

Step 5: A model to estimate and simulate plans with
heterogeneity and disaggregation

∆zi ,t = α+
2

∑
j=1
B1,j (L)eui ,t � TBi ,t �DTBi ,j ,t +

2

∑
j=1
B2,j (L)eai ,t ,0 � TBi ,t �DTBi ,j ,t +(1)

∑
j
C1,j (L)eui ,t � EBi ,t �DEBi ,j ,t +∑

j
C2,j (L)eai ,t ,0 � EBi ,t �DEBi ,j ,t +

+
2

∑
j=1

γje
a
i ,t ,1 � EBi ,t �DEBi ,j ,t +

2

∑
j=1

δjeai ,t ,1 � TBi ,t �DTBi ,j ,t

+λi + χt + ui ,t
eai ,t ,1 = ϕi ,1 e

u
i ,t + vi ,t ,1,

eai ,t ,0 = eai ,t�1,1, e
a
i ,t ,j = e

a
i ,t�1,j+1 +

�
eai ,t ,j � eai ,t�1,j+1

�
j > 1

eui ,t = τdui ,t + τiui ,t + gci
u
i ,t + tr

u
i ,t , e

a
i ,t ,0 = τdai ,t ,0 + τiai ,t ,0 + gci

a
i ,t ,0 + tr

a
i ,t ,0
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Empirical Strategy

Step 6: Putting the model at work

Simulate, within sample, the output e¤ect of �scal adjustment plans
(i.e. compute impulse responses)

Simulate, out of sample, the e¤ect of a speci�c plan (not in this
paper)

auxiliary system non-necessary but useful to check that the simulated
sample is not too di¤erent from the estimation sample
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Empirical Strategy What are the consequences of collapsing plans into shocks?

What are the consequences of collapsing plans into shocks?

f IMFt = eut + e
a
t ,0

1 "Shocks" become predictable (Jordà and Taylor, 2013)

Cov
�
f IMFt , f IMFt�1

�
= Cov

��
eut + e

a
t ,0

�
,
�
eut�1 + e

a
t�1,0

��
= Cov

��
eut + e

a
t�1,1

�
,
�
eut�1 + e

a
t�1,0

��
= ϕ1Var (e

u
t�1)

2 Corrections have an e¤ect only on implementation and the e¤ect of
unanticipated and anticipated corrections is restricted to be the same
(this is why the uncertainty surrounding our estimates is much smaller
than that surrounding the IMF estimates). Simulated corrections
might be very di¤erent from those observed in the sample used to
estimate parameters.
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Empirical Strategy Exogeneity and Predictability

Exogeneity and Predictability

Predictability of e IMFt by their own past does not necessarily imply
violation of the relevant exogeneity concepts. Consider, for the sake
of illustration, this simple representation

∆yt = β0 + β1f
IMF
t + u1t

f IMFt = ρf IMFt�1 + u2t�
u1t
u2t

�
s N

��
0
0

�
,

�
σ11 σ12
σ12 σ22

��
The condition required for f IMFt to be weakly exogenous for the estimation
of β1 is σ12 = 0, and it is independent of ρ.
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Empirical Results

Styles of �scal adjustments

Table 3: the style of �scal adjustments across di¤erent countries
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Empirical Results

Baseline results with no disaggregation

The e¤ect of TB and EB adjustments on output growth
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Empirical Results

Disaggegation in four components:

Figure: The e¤ect of CB, TRB, DB and IB adjustmens on output growth
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Empirical Results

Disaggregation in three components

Figure: The e¤ect of CB, TRB and TB adjustmens on output growth
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Conclusions

Conclusions

Reconstructing narrative �scal plans allows to analyze the
macroeconomic impact of di¤eret styles of �scal adjustments

Styles can be heterogenous across countries both in their
intertemporal and intratemporal dimension

Fiscal multipliers depend on the composition of a �scal correction:
not only TB and EB based adjustments generate di¤erent multipliers
but also the multipliers of the main components of Expenditure and
Taxation are di¤erent.
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