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Motivation
Effects of fiscal retrenchment in open economies

Many countries are currently implementing ambitious fiscal
consolidation plans against the backdrop of deteriorating public
finances

Standard Keynesian analysis implies that fiscal consolidation reduces
output, but that interest rate cuts and depreciating exchange rates
cushion the impact

Accordingly, conventional wisdom suggest that adverse output effects
of government spending cuts on output are smaller when a country
conducts an independent monetary policy (IMP) than when
constrained by membership in a currency union (CU)

Theory: Corsetti, Kuester and Muller (2011); Evidence: Ilzetzki et al.
(2010), Serrato and Wingender (2010), Nakamura and Steinsson
(2011)
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What we do
Environment and scope

Positive analysis of the effects of persistent spending cuts in a New
Keynesian DSGE model of a small currency union (CU) member

Our contribution is to examine the role credibility plays in shaping the
effects of consolidation

Focus on CU case, but use independent monetary policy (IMP) as a
reference point

Use the workhorse model by Gali and Monacelli (2005) as starting
point

Examine robustness in a fully-fledged DSGE model in which we allow
for endogenous interest rate spreads
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What we find
Role of credibility critical

A gradual approch to consolidation is preferable, especially when
credibility is impaired

Reflects that monetary policy does not cushion an abrupt fall in
demand in small CU member
Gradualism mitigates problems with credibility
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Presentation outline

Model

Parameterization and modeling of credibility

Impact of credibility under IMP

Impact of credibility under CU

Robustness analysis in fully-fledged model

Summary and future work
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Model
Overview

New Keynesian DSGE model for a small open economy (home
economy take foreign prices and quantities as given) nearly identical
to Galí and Monacelli (2005), CGG (2001)

Final consumption CES bundle of imported and domestically produced
goods, separability between consumption and labor
Government consumes part of final domestic good, lump-sum taxes
stabilize gov’t debt
Intermediate firms subject to staggered price contracts, nominal wages
flexible
Complete risk sharing domestically and internationally
Producer currency pricing, PPP holds in the long-run
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Model
Log-linearized representation

IS curve (xt ≡ yt − ypott )

xt = xt+1|t − σ̂open(it − πt+1|t − rpott )

Pricing schedule (NKPC)

πt = βπt+1|t + κxxt ,

where κx ≡ κmcφmc slope of the NKPC

Terms of trade τt determined by

yt = σ̂openτt + gygt (ToT)

Potential real interest rate rpott

rpott = τpott+1|t − τpott
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Model
IMP specification

Policy rule
it = γππt + γxxt

Complete stabilization for spending shocks when either γπ or γx are
set arbitrarily large

Nominal exchange rate et (p∗t = 0)

et = pt + τt ,

where pt = pt−1 + πt
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Model
CU specification

Nominal exchange rate et = 0 for all t, so

τt = −pt

Moreover, as the economy is a small, the nominal interest rate is fixed
and xt hence determined by (ToT)

xt = σ̂open
(
τt − τpott

)
where τpott = − 1

σ̂open (1−
1

φmc σ̂open )gygt

It follows that

τt = λτt−1 + κx σ̂open
λ

1− βρλ
τpott ,

i.e. a spending cut always causes τt to depreciate
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Parameterization
Calibration of key parameters

κmc = 0.012, in line with empirical estimates for the U.S., e.g. GG
(1999) and Altig et al. (2011)

Assume complete stabilization if monetary policy unconstrained by
ZLB (γπ = 1000, γx = 1000)

Other parameters assume standard values; Frisch elasticity = 0.4,
Labor share = 0.7, Government spending share = 0.25, period log
utility of consumption

Elasticity between foreign and domestic goods, εp = 1.5, import share
ω = 0.3
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Modeling of Credibility
Adopt standard approach in literature

Government spending, gt is the sum of the permanent (gpermt ) and
temporary (g tempt ) components:

gt − ḡ = (gpermt − ḡ) + g tempt

g tempt = ρtempg tempt−1 +
1
gy

εtempt

∆ (gpermt − ḡ) = ρperm1 ∆
(
gpermt−1 − ḡ

)
− ρperm2 (gpermt−1 − ḡ) +

1
gy

εpermt

where the standard errors of εpermt and εtempt are σperm and σtemp ,
respectively

Assume agents have to solve signal-extraction problem to filter out
gpermt and g tempt from observed gt

Begin with unitroot assumption for gpermt , ρtemp = 0.78,
σperm = 0.0836, σtemp = 1.44 (estimated off Irish data); implied
SN-ratio 0.81
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1
gy

εpermt

where the standard errors of εpermt and εtempt are σperm and σtemp ,
respectively
Assume agents have to solve signal-extraction problem to filter out
gpermt and g tempt from observed gt

Begin with unitroot assumption for gpermt , ρtemp = 0.78,
σperm = 0.0836, σtemp = 1.44 (estimated off Irish data); implied
SN-ratio 0.81

Lemoine and Lindé (Banque de France and Sveriges Riksbank)Open Economy Consolidations January, 2015 11 / 25



Modeling of Credibility
Adopt standard approach in literature

Government spending, gt is the sum of the permanent (gpermt ) and
temporary (g tempt ) components:
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Impact of credibility under IMP
Effects of spending cuts for alternative credibility assumptions

gt cut with 1 percent of trend GDP

Compare results for alternative assumptions:

Full Credibility
Imperfect Credibility
No Credibility

Results in Figure 1 shows effects under IMP
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Impact of credibility under IMP
1 percent cut in spending in simple model
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Impact of credibility under CU
Repeat same experiment under currency union membership

Hence, under IMP, monetary policy should be able to offset the drag
from consolidation and keep out actual output at potential

We now repeat the same experiment under the assumption that the
economy is a small member of a CU, implying that nominal exchange
rates and interest rates will not adjust

ZLB irrelevant as CU central bank responds to CU aggregates only

Figure 2 shows results in CU case

Lemoine and Lindé (Banque de France and Sveriges Riksbank)Open Economy Consolidations January, 2015 14 / 25



Impact of credibility under CU
Repeat same experiment under currency union membership

Hence, under IMP, monetary policy should be able to offset the drag
from consolidation and keep out actual output at potential

We now repeat the same experiment under the assumption that the
economy is a small member of a CU, implying that nominal exchange
rates and interest rates will not adjust

ZLB irrelevant as CU central bank responds to CU aggregates only

Figure 2 shows results in CU case

Lemoine and Lindé (Banque de France and Sveriges Riksbank)Open Economy Consolidations January, 2015 14 / 25



Impact of credibility under CU
Repeat same experiment under currency union membership

Hence, under IMP, monetary policy should be able to offset the drag
from consolidation and keep out actual output at potential

We now repeat the same experiment under the assumption that the
economy is a small member of a CU, implying that nominal exchange
rates and interest rates will not adjust

ZLB irrelevant as CU central bank responds to CU aggregates only

Figure 2 shows results in CU case

Lemoine and Lindé (Banque de France and Sveriges Riksbank)Open Economy Consolidations January, 2015 14 / 25



Impact of credibility under CU
Repeat same experiment under currency union membership

Hence, under IMP, monetary policy should be able to offset the drag
from consolidation and keep out actual output at potential

We now repeat the same experiment under the assumption that the
economy is a small member of a CU, implying that nominal exchange
rates and interest rates will not adjust

ZLB irrelevant as CU central bank responds to CU aggregates only

Figure 2 shows results in CU case

Lemoine and Lindé (Banque de France and Sveriges Riksbank)Open Economy Consolidations January, 2015 14 / 25



Impact of credibility under CU
1 percent cut in spending in simple model

Lemoine and Lindé (Banque de France and Sveriges Riksbank)Open Economy Consolidations January, 2015 15 / 25



Impact of credibility under CU
Results for more gradual adjustment

Under CU membership, the output costs can be significantly larger,
especially if credibility is impaired

We now examine if a more gradual approach to consolidation can
mitigate the output costs stemming from imperfect credibility

Assume gpermt follows an AR(2) process. Assume spending cut reaches
it trough after 4− 5 years

Figure 3 shows results of this experiment
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Impact of credibility under CU
1 percent gradual cut in spending in simple model
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Robustness analysis in fully-fledged model
Model overview

DSGE model of Erceg and Lindé (2013) with one small and large
country, each produces a single final good by aggregating a
continuum of domestically-produced intermediate goods

Nominal and real rigidities CEE (2005), SW (2003, 2007):

Staggered price and wage contracts, dynamic indexation
External habit persistence in consumption
CEE type of investment adjustment costs

“Hand-to-mouth”households following EGG (2006)

Imports are utilized in combination with final domestic output good
to produce consumption and investment goods (CES baskets)

Imperfect financial integration and producer currency pricing

Financial accelerator mechanism; CMR (2007) variant of BGG (1999)
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Staggered price and wage contracts, dynamic indexation
External habit persistence in consumption
CEE type of investment adjustment costs

“Hand-to-mouth”households following EGG (2006)

Imports are utilized in combination with final domestic output good
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Robustness analysis in fully-fledged model
Setup similar to experiment in simple stylized model

Redo consolidation experiment in fully-fledged model

Return to the assumption that gpermt is a unitroot process
Spending cuts sized to keep actual debt close to a reduced target level

Only consider CU case, CB cares about CU averages

Adopt same parameters in Erceg and Lindé (2013)
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Impact of credibility in fully-fledged model
1 percent cut in spending: comparing workhorse with simple model

•Stylized Model:
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Robustness analysis in fully-fledged model
Allow for endogenous spreads

We now entertain the possibility that interest rate spreads respond
endogenously to debt and deficits, following evidence by Laubach
(2010)

iPert − it = ψb(bGt+1 − bG ) + ψd (bGt+1 − bGt )

Set ψb = 0.025 and ψd = 0.05

Redo previous experiment with this modification
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Impact of endogenous spreads
1 percent spending cut in fully-fledged model with endogenous spreads

•No Endog. Spreads:
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Robustness analysis in fully-fledged model
Pace of adjustment

As a final experiment, we explore the role of adjustment pace, i.e.
acceptance of short-term deviations from actual debt and the targeted
level of debt

Relax benchmark assumption of unaggressive tax rule to close the debt
gap bGt+1 − b∗Gt+1 in favor of an aggressive spending rule that cuts
spending aggressively when bGt+1 − b∗Gt+1 > 0

Redo previous experiment with this modification, all other things
unchanged

Compare results with benchmark specifification
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Impact of pace of adjustment under imperfect credibility
1 percent spending cut in fully-fledged model with endogenous spreads
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Summary and future work

Under CU membership, imperfect credibility can cause non-negligible
output costs, especially if the consolidation is front-loaded

Reflects that monetary policy does not cushion an abrupt fall in
demand in small CU member

Impaired credibility is hence yet another strong argument in favor of a
gradual approach to consolidation

If spreads fall persistently, consolidations should not be very costly

Gradualism is even more preferable

View current results as a first pass, in next version we intend to
measure degree of fiscal credibility using OECD forecasts for selected
euro area countries and compare with the U.S.
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