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Motivation

Deteriorating public finances has spurred fiscal consolidation plans

@ Concerns about high and rising debt levels, especially in the wake of
the runup in borrowing costs for many European sovereigns, has
spurred efforts to consolidate public finances
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Motivation

Deteriorating public finances has spurred fiscal consolidation plans

@ Concerns about high and rising debt levels, especially in the wake of
the runup in borrowing costs for many European sovereigns, has
spurred efforts to consolidate public finances

@ An important open question is the extent to which it is desirable to
tailor the consolidation structure by taking account of monetary
constraints imposed by CU membership and ZLB
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What we do

Instruments and model environment

o Positive analysis of the effects of large spending- and revenue-based
fiscal consolidations on output and government debt
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What we do

Instruments and model environment

@ Positive analysis of the effects of /arge spending- and revenue-based
fiscal consolidations on output and government debt

e Fiscal instruments: Government consumption cuts and labor income
tax hikes

@ Environment: An open economy New Keynesian DSGE model in the
spirit of CEE

e Two regions in CU, South and North who share a common currency
and monetary policy
o Sticky prices and wages
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What we do

Two different monetary environments

@ We use our model to study consolidation in the South (1/3 of CU)
under two alternative assumptions about CU monetary policy
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What we do

Two different monetary environments

@ We use our model to study consolidation in the South (1/3 of CU)
under two alternative assumptions about CU monetary policy

o First, we assume that CU monetary policy is unconstrained, so
monetary accommodation by CU central bank feasible

@ Second, we study the effects when CU is in a liquidity trap

o A liquidity trap is a situation where policy rates cannot be lowered for a
pro-longed period due to the zero bound
e Duration of liquidity trap endogenously determined
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Presentation outline

Model

Parameterization

Effects of South consolidation in normal times
Effects of South consolidation in a liquidity trap
Mixed strategies

Concluding remarks
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Model

Key features

@ We use a DSGE model similar to EGG (2006) with two regions within
the currency area, each produces a single final good by aggregating a
continuum of domestically-produced intermediate goods
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Model

Key features

We use a DSGE model similar to EGG (2006) with two regions within
the currency area, each produces a single final good by aggregating a
continuum of domestically-produced intermediate goods

e Nominal and real rigidities as in CEE (2005):

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

e "“Hand-to-mouth” households following EGG (2006)
e Financial accelerator mechanism; CMR (2007) variant of BGG (1999)

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

o Imperfect financial integration and producer currency pricing
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Model

Details on fiscal and monetary policy

@ Spend g; on the final consumption good (leakage); make lump-sum
net transfers (tr) to “O” and "HM" households
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Model

Details on fiscal and monetary policy

@ Spend g; on the final consumption good (leakage); make lump-sum
net transfers (tr) to “O” and "HM" households

e Government collect revenues from consumption (T¢), capital (Tx)
and labor income taxes (Ty ¢)

@ Monetary policy follows rule
i = max {—i, (1= 7;) (Vo 7te + 7, %) + vjie—1}

where 7t; and X; are CU member-size weighted inflation and output
gaps
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Model

Details on fiscal and monetary policy

@ Spend g; on the final consumption good (leakage); make lump-sum
net transfers (tr) to “O” and "HM" households

e Government collect revenues from consumption (T¢), capital (Tx)
and labor income taxes (Ty ¢)

@ Monetary policy follows rule
i = max {—i, (1= 7;) (Yo7t + 7, %) + vjfe-1}

where 77; and X; are CU member-size weighted inflation and output
gaps

o Perfect foresight solution
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Parameterization of model

@ South 1/3 or currency union (PIGIS share of EA)
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Parameterization of model

@ South 1/3 or currency union (PIGIS share of EA)

@ Import shares inspired by intra-Euro trade data for 2006-08 for PIGIS.
South import share of output 14%, while North import share 7%,
respectively. Import intensity of consumption 3/4 that of investment

o Fiscal flows; G/Y = .23, Net transfers .2 of GDP, T¢ = .2, capital
Tk = .3, bg = 0.75, implying Ty = .42 and a spending/revenue
share of .44

@ Other deep parameters taken from literature on estimated DSGE
models, with the following exceptions

e About 50% of households are Keynesian (conduct sensitivity analysis
w.r.t. this parameter)

o Slope of pricing and wage schedules on the low side (0.007, slope in
often-cited empirical papers is in the range 0.009 — 0.014)

e Policy rule more aggressive to inflation than standard Taylor rule

(’Y7r - 2'5)
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Effects of South consolidation in normal times

Nature of the fiscal experiment

@ Assume that South adopts a target path for debt where debt is
gradually lowered by 25 percent of baseline GDP
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Effects of South consolidation in normal times

Nature of the fiscal experiment

@ Assume that South adopts a target path for debt where debt is
gradually lowered by 25 percent of baseline GDP

@ A simple way to model this is to assume South debt target b, 4
follows

fiip — b = 0.935(b, — b, 1) — 0.0001b%, 4 €4+ ¢,

e Specification implies that the debt target is reduced 12.5% after 3
years, and by 25% after 10 years
@ Govt use either g; or Ty, to implement bg, ;. The fiscal rule for
fi = [gt, Tnt] is
fie = vy fie—1 + (1 = veiy) Ve, (ber — br) + Vhi, (Abgesr — Abgpyy)]

o Govt acts to keep bgr — b’&t' and Abgiq — A.b’&tJrl small
o When g; is used, then Ty, ; is constant and vice versa
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Effects of South consolidation in normal times

Comparing the effects in a CU and with independent monetary policy

@ We now consider the effects of a decrease in the debt target when CU
monetary policy is unconstrained
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Effects of South consolidation in normal times

Comparing the effects in a CU and with independent monetary policy

@ We now consider the effects of a decrease in the debt target when CU
monetary policy is unconstrained

@ As a reference point, we also present results when South in fact is
assumed to have monetary independence and thus the ability to freely
set interest rates and affect its nominal exchange rate

o Refer to this case as IMP

@ Results are reported in Figure 1 in the paper

December, 2012 10 / 19
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Effects of South consolidation in normal times

Comparing the effects in a currency union with monetary independence
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Effects of South consolidation in a liquidity trap

Consolidation in CU in a liquidity trap and in normal times

@ To analyze the effects in a liquidity trap, we construct a baseline
scenario by assuming that South and North are hit by a combination
of negative consumption demand and technology shocks which causes
the CU to enter into a 2-year liquidity trap absent any fiscal actions
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Effects of South consolidation in a liquidity trap

Consolidation in CU in a liquidity trap and in normal times

@ To analyze the effects in a liquidity trap, we construct a baseline
scenario by assuming that South and North are hit by a combination
of negative consumption demand and technology shocks which causes
the CU to enter into a 2-year liquidity trap absent any fiscal actions

@ Against this background, we assume the government adopts a lower
debt target (—25%) the first period the ZLB binds

o Compute impact of lower debt target as scenario (baseline shocks +
austerity) minus baseline

@ To quantify impact of the ZLB, we also report results when CU
monetary policy is unconstrained (but South is still a CU member)
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Effects of South consolidation in a liquidity trap

Effects in a liquidity trap and in normal times when South is a CU member
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Effects of South consolidation in a liquidity trap

Effects depend importantly on the consolidation size

@ In our framework with endogenous liquidity trap duration, the impact
of fiscal austerity importantly depends on its size
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Effects of South consolidation in a liquidity trap

Effects depend importantly on the consolidation size

@ In our framework with endogenous liquidity trap duration, the impact
of fiscal austerity importantly depends on its size

@ To higlight this, we study differently-sized debt target reductions;
-5%, -15% and benchmark (-25%)

14 /19
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Effects of South consolidation in a liquidity trap

Differently sized debt-target reductions; spending- (left panels) and tax-based (right
panels)
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Effects of South consolidation in a liquidity trap

Marginal output and gov't debt 3-year multipliers as function of liquidity trap duration
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Mixed Strategies

Assessing the effects of consolidations involving both spending and taxes

@ So far, we have assumed that South pursue either pure spending- or
tax-based consolidation strategies
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Mixed Strategies

Assessing the effects of consolidations involving both spending and taxes
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@ So far, we have assumed that South pursue either pure spending- or
tax-based consolidation strategies

@ Now, we assess the merits of two alternative “mixed strategies”,
involving both spending-cuts and tax hikes

@ Specifically, we study

O A strategy which adds a gradual and very persistent spending cut to
the tax-based consolidation

@ A strategy which adds a front-loaded but temporary labor tax hike to
the spending-based consolidation

@ Compare against the pure spending- and tax based consolidation
strategies studied earlier
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Concluding remarks

@ Our analysis points towards an important short- and long-term
trade-off between spending- and tax-based consolidations in CU,
especially when a large subset of members undertakes large
consolidations in a long-lived liquidity trap
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consolidations in a long-lived liquidity trap

o A spending based approach implies lower a “fiscal sacrifice ratio” in the
long-run, but can be self-defeating in the short-run

@ Our analysis suggests that a mix of front-loaded temporary tax hikes
and gradual spending cuts offers an effective route to reduce debt in
the near- and long-term at low output cost in a liquidity trap

@ Overall, our analysis illustrates the importance of taking constraints
on interest and exchange rate adjustment into account when
designing fiscal consolidation programs
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