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Introduction

@ There is evidence that expenditure based fiscal adjustments (i.e.
deficit 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 effective at reducing deficits at
lower output costs.

@ We want to investigate this critical policy implication regarding the
composition of fiscal adjustments by providing a new disaggregated
data set of narrative identified fiscal consolidations and by
constructing a model to measure the macroeconomic impact of fiscal
consolidation plans
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Main findings

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

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

@ cutting Transfer has an effect close to that of increasing indirect
taxation.
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Methodology

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

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

o Fiscal foresight prevents the application of standard identification
techniques, therefore narrative identification is the only alternative

@ It has been observed (Jorda and Taylor, 2013) that shifts in fiscal
variables identified through the narrative method are predictable

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

Fiscal Policy occurs through plans not shocks

@ Narrative identification can be naturally used to study the response of
output (and other variables) to multi-year fiscal consolidation plans
which is different from simulating the impact of individual shifts in tax

revenue or spending

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

o unexpected shifts in fiscal variables (announced upon implementation

at time t)
o shifts implemented at time t but announced in previous years
o 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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Pooling

@ Fiscal plans are rare: a possible solution is pooling episodes from
different countries

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

@ In this paper we pool the data from different countries by allowing for
two sources of heterogeneity:
e within country heterogeneity with respect to the type of fiscal

adjustments: TB(further disaggregated in DB and IB) or EB(further
disaggregated in CB and TRB)

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

Step 1: Reconstructing plans

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

ee = e +elogtel;
a — u
€1 = @1 € T Vi1

a . a
€0 — €11
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Step 2: The traditional approach

@ In the traditional approach a truncated MA representation is adopted :

Azi,t =ua+ B(L)f;yt + )\,’ +Xt + Uit
Two possible representation

@ a truncated infinite MA from a VAR

@ a specification to estimate an Average Treatment Effect
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Empirical Strategy

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

Direct estimation of the MA representation:

Aziy = a+Bi(L)ef,+ By(L)el o+
+'Yleia,t,1 + A+ X+ Uit
eiéjt,l = (P;,le/y,t + Vit
elo = €11

to be estimated on a panel of countries i for the variable of interest Az; ;.
@ The standard MA representation is modified to allow flexibility in the effect
of plans upon announcement and implementation.

@ No distributed lag for the effect of future announced plans is introduced
because the effect in time of announced adjustment is followed through the
plan.
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Step 4: A model to estimate and simulate plans with
heterogeneity

But countries are different and plans are different so we propose:
Aziy = a+ Bl(L)e,-‘ft * TBj+ + BQ(L)E’I-Q’t’O * TBj+ +

Cl(L)e,-‘ft * EB,"t + CQ(L)e,-a’t’O * EB,',t +
+7167 1 % EBit + 616 1 x TBj s + Ai + X; + Uit

a _ u .
€1 = Qi1 €T Vit
a _ a
€to — €it-11
u _ u u
& = Ti++8&i:
a _ a a
€0 = TitoT &0

if (t{+7io+7i1) > (& +&lot8&i1) = TBi=1 EBi=1-TB;
] 10/ 19



Empirical Strategy

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

Az = 0(—}—2811 t*TBt*D,Jt+Zsz ,tO*TBt*D,Jt(J
=1

ZCIJ t * EBj¢ x D’J et ZCZJ' ei,t,O * EB; ¢ * D,-lft +
J

2
+27jeia,t,1 * EBj ¢ * D:EJBt + Z‘Sje;a,t,l # TBj e Djj

1J,t
j=1 j=1
+)\i + Xt + Uit
€1 = @1 €t Vit
it0 = e:?,tfl,ll e;a,t,j = eia,t71'j+]_ + (e,-a't'j — eia,tfl,jjtl) j=>1
e;{t - Td'.L"t + TiiL"t + gCi"[{t + tr"lvlf’ el?,fyo = Tdia,t,O + Ti/?,t,O + gCiit,O + tria,t
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Step 6: Putting the model at work

@ Simulate, within sample, the output effect of fiscal adjustment plans
(i.e. compute impulse responses)

e Simulate, out of sample, the effect of a specific plan (not in this
paper)

e auxiliary system non-necessary but useful to check that the simulated
sample is not too different from the estimation sample
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What are the consequences of collapsing plans into shocks?
What are the consequences of collapsing plans into shocks?

IMF __ _u a
f =e +eryg

@ "Shocks" become predictable (Jorda and Taylor, 2013)

Cov (FMFFMF) = Cov ((ef +eln) . ety +ei10))
= Cov ((ef +ef_11). (ef1 +ei10))
= ¢ Var (e ;)

@ Corrections have an effect only on implementation and the effect 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 different from those observed in the sample used to
estimate parameters.
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Exogeneity and Predictability

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

Ay: = By+ By ftIMF + U1y
FIME - GEIME L

(o) = v[(0) (0 22)

Ut 0 )"\ 012 022

The condition required for /M to be weakly exogenous for the estimation
of B, is 012 = 0, and it is independent of p.
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Empirical Results

Styles of fiscal adjustments

Styles of plans

AU OF BG CA DK DEU FR

W14 0.39 0.36 0.04 1.3 049 —0.11 0.38
(0.16) (0.08) (0°19) @18 (61} 01 (0.13)

wa; —0.27 0 0 0.513 0 —0.01  —0.08
(0.14) (0.12) (0.09) (0.05)

wa; —0.02 0 0 0.19 0 0.04 —0.04
(0.01) (0.09) (0.03) (0.04)

IR IT JP PT SP UK Us

P14 0 —0.24 0.26 033 0.06 0.37 0.43
(0.04) (0.03) (0.16)  (0.06)  (0.09) (0.36)

w2, 0 0 —0.0005 0 0 0.1 0.32
(0.003) (0.05) (0.28)

©3.i 0 0 0 0 0 0 (%'_éj)

Table 3: the style of fiscal adjustments across different countries
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Baseline results with no disaggregation

The effect of TB and EB adjustments on output growth
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Disaggegation in four components:

Consum pation Based (Blus), Trans(er Based (Green), Direet Baswd (Red) and hdin et Based (Yellow) Adjusmienis

Figure: The effect of CB, TRB, DB and IB adjustmens on output growth
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Disaggregation in three components

Consumpuon Based (Biue), Transrer Based (Green), Direct Based (Red) Adjustments
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Figure: The effect of CB, TRB and TB adjustmens on output growth
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Conclusions

@ Reconstructing narrative fiscal plans allows to analyze the
macroeconomic impact of differet styles of fiscal adjustments

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

@ Fiscal multipliers depend on the composition of a fiscal correction:
not only TB and EB based adjustments generate different multipliers
but also the multipliers of the main components of Expenditure and
Taxation are different.
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