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Abstract

We review the theoretical and empirical literature on the effects of discretionary fiscal poli-
cies, against the background of renewed fiscal policy activism. In this sense, we analyze 
the main pros and cons of various fiscal tools to stimulate the economy. We show that 
it is extremely difficult to elaborate an unambiguous catalogue of measures defining an 
“optimal” fiscal package. Among the requirements that fiscal measures should be “timely, 
targeted and temporary” (TTT), the implementation of the first one – timeliness – is the 
least controversial criterion in the current situation. On the basis of the literature review, 
we provide some hints on the appropriate composition of a fiscal stimulus packages. The 
review of the pros and cons of short-term fiscal stimulus packages cannot be decoupled 
from the discussion of the “exit strategies”, i.e. the means of financing fiscal expansions, 
and the intertemporal consistency of fiscal plans.
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Résumé non-technique

Les responsables de la zone euro et du reste du monde sont intervenus avec promp-
titude ces derniers mois afin d’atténuer les répercussions économiques et sociales 
de la présente crise et pour mieux asseoir les perspectives de reprise. Ils ont pour ce 
faire fait appel à différents outils (conventionnels et non conventionnels) de politi-
que monétaire et budgétaire.

L’article faisant l’objet du présent résumé passe en revue la littérature théorique et 
empirique relative aux effets des politiques budgétaires discrétionnaires, le principal 
objectif étant de distinguer les avantages et les inconvénients inhérents à une stimu-
lation de l’économie par le biais de la politique budgétaire. Cet examen montre qu’il 
est difficile d’élaborer un catalogue complet et précis des éléments constitutifs d’un 
paquet fiscal ”optimal”.

Les mesures fiscales devraient en tout état de cause respecter les trois T: elles de-
vraient en effet être “timely, targeted and temporary”. En d’autres mots, les mesures 
devraient être “prise à temps, ciblées et temporaires”. C’est l’implémentation du 
premier T (prises à temps) qui est la moins sujette à controverses. En ce qui concerne 
la durée de ces mesures, il existe de forts arguments en faveur de mesures tempo-
raires ou, à l’inverse, de mesures plus persistantes. La pertinence respective de ces 
arguments antagonistes dépend: (i) de la proportion des agents économiques ayant 
des contraintes de liquidité; (ii) de la réaction des taux d’intérêt à long terme et (iii) 
de la durée estimée des chocs négatifs touchant l’économie. Par ailleurs, des mesures 
ciblant des agents bien spécifiques pourraient s’avérer difficiles à mettre en œuvre, 
en raison de l’incertitude élevée entourant les multiplicateurs fiscaux et à cause des 
multiples difficultés que comporte l’élaboration d’un paquet fiscal optimal.

Au-delà du débat sur les trois T, la littérature économique suggère que la structure 
d’un stimulus budgétaire devrait également prendre en considération des facteurs 
tels que: (i) un équilibre approprié entre les effets positifs de court terme (principa-
lement du côté de la demande) et les coûts éventuellement générés par ces mesures 
(ces coûts se matérialisent principalement sur un horizon de long terme du côté 
de l’offre, mais également de court terme via les marchés financiers); (ii) la taille 
attendue des multiplicateurs fiscaux des différents outils disponibles; (iii) le degré 
d’ouverture de l’économie; (iv) la nécessité de réduire les distorsions affectant les 
mécanismes de marché.

De plus, les résultats des études empiriques montrent qu’à court terme, les multipli-
cateurs de dépenses (spending multipliers) sont plus élevés que les multiplicateurs de 
taxation (tax multipliers).

Mis à part les facteurs généraux, les caractéristiques propres de chaque pays sont 
d’une importance majeure pour estimer le degré d’efficacité des mesures de stimu-
lus fiscal. Alors qu’un paquet fiscal donné pourrait être jugé approprié pour un pays 
touché par un sévère choc de demande, caractérisé par un ratio de dette peu élevé et 
par un excédent du budget structurel, ce même paquet pourrait facilement induire 
une hausse des primes de risque (taux de financement plus élevés) ainsi que d’autres 
effets macro-économiques néfastes dans le cas d’un pays présentant une position 
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de départ défavorable. À cet égard, la stratégie budgétaire de sortie de la crise est 
cruciale. Une stratégie encadrée par des règles budgétaires précises et qui ne com-
promet pas la viabilité à long terme des finances publiques – les mesures budgétaires 
expansionnistes étant intégrées dans un cadre de consolidation crédible à moyen 
terme - a moins de chances d’induire des effets secondaires défavorables qu’une 
stratégie impliquant un déficit permanent et non compensé, et ce en violation des 
règles budgétaires.

Dans une perspective européenne, le manque de respect par l’un des Etats membres 
du cadre multilatéral européen de surveillance budgétaire est de nature à induire 
des effets néfastes dans l’ensemble des autres Etats membres, car la crédibilité du 
cadre de surveillance précité est négativement affectée par le comportement de l’Etat 
“deviant”.
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1 Introduction

Policy makers in the euro area and worldwide have intervened substantially to 
mitigate the economic and social disruptions of the present crisis and to stimulate 
recovery through various (conventional or unconventional) tools of monetary and 
fiscal policy. 

As regards fiscal policy, there is certainly a strong consensus that government 
rescue plans for the banking sector were needed to avoid a systemic crisis and 
restore confidence. A wealth of studies by the EC, IMF, OECD and also national 
bodies have supported this line of action, also in view of the experience of past 
banking crises, most notably in Japan, Korea and the Nordic countries. 

At the same time, fiscal measures to stimulate the economy in the short run have 
been advocated by several voices within the economic profession, including in-
ternational organizations and certain governments, and implemented in many 
countries of the euro area and worldwide. On this front, though, the whatever-it-
takes approach that might be valid for financial rescue plans is usually not fully 
applicable for demand-oriented discretionary fiscal policy actions.1

First, the need for discretionary fiscal policy measures has to be assessed in conjunc-
tion with the counter-cyclical stimulus of fiscal policy built into tax and spending 
systems, i.e. automatic stabilization. Automatic stabilizers are those elements of 
fiscal policy that operate without any explicit government action, and thus are 
not affected by the implementation lags of discretionary policy. In this regard, a 
direct comparison of the “appropriate” discretionary stimulus in the EU and the 
US would be difficult, given the larger size of public sectors in the EU, with more 
progressive tax systems and more responsive social expenditure (in particular un-
employment benefits).

Second, the affordability of a fiscal stimulus plan depends primarily on an econ-
omy’s existing fiscal conditions or the degree of fiscal stress, either proxied by 
a high existing level of government debt, a rapid debt increase, or the extent of 
other long-term risks (such as aging costs). It is also likely to depend on the size of 
its external imbalances, particularly in the case of emerging economies. Hence, a 
country with a high level of foreign debt and / or confronting balance of payments 
problems is likely to have less room for fiscal expansion.

Third, even in the event that indeed discretionary packages were to be imple-
mented, some questions remain open to debate: How should they be designed to 
maximize the impact on the economy (fiscal multipliers)? How should measures 
be tailored, communicated and implemented in order to bolster consumers’ and 
firms’ confidence and help reduce aggregate uncertainty in the economy? In the 
event of the crisis lasting longer than envisaged, some additional questions could 
be posed: Would fiscal measures increase the probability of ending a recession in 
addition to mitigating the slump? Would they instead delay the recovery?

1 See European Central Bank (2009), Freedman et al. (2009), Barrell et al. (2009), OECD (2009), Elmendorf and 
Furman (2008), or Spilimbergo et al. (2008).
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This paper reviews the main pros and cons of discretionary fiscal packages trying 
to unveil what we can learn from the existing theoretical and empirical literature 
on the effects of discretionary fiscal policies, while at the same time drawing 
lessons for the actual packages recently put forward in some EU countries. The 
paper shows that it is extremely difficult to elaborate an unambiguous catalogue 
of measures defining an “optimal” fiscal package, though much attention has 
been paid in the policy debate to the requirement that measures taken should be 
“timely, targeted and temporary” (TTT). As regards the duration of measures, 
both temporary and more persistent measures may be defended depending on 
the proportion of liquidity-constrained agents in the economy, the reaction of 
long-term interest rates, and the expected duration of the adverse shocks hit-
ting the economy. Targeting measures to some specific agents may be difficult in 
practice, given the uncertainty surrounding fiscal multipliers and the difficulties 
of designing well-targeted fiscal stimulus packages. Timeliness is the least con-
troversial criterion in the current situation.

Beyond the discussion on TTT, the literature suggests that the structure of a fis-
cal stimulus plan should take into account several factors, such as: (i) a proper 
balance between the expected short-term positive effects (mainly demand-side) 
with the costs that might be expected from the measures (mainly linked to the 
longer-term, and the supply side, but also to the short term via financial mar-
kets); (ii) the expected size of fiscal multipliers of various tools available; (iii) the 
degree of openness of the economy; (iv) the need to minimise distortions in mar-
ket mechanisms and, in the case of EU countries, the compliance with single 
market rules. 
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2 The effectiveness of fiscal packages:  
short-run benefits and potential costs

2.1 Short-run benefits on aggregate output

Discretionary fiscal policy measures are usually advocated based on the claim that there 
are short-run benefits in the event of a crisis / recession situation. Indeed, several recent 
studies seem to provide evidence that additional government spending and / or tax cuts 
have a positive effect on aggregate output in the short-term in such a situation. What 
remains to be determined is the size of the fiscal multipliers, and the sign and size of the 
disaggregated impact on private consumption and private investment.

Private consumption, the biggest component of aggregate demand, has received 
most of the attention. The current consensus holds that private consumption will 
increase after a positive government spending shock or after temporary tax cuts 
due to the increase in disposable income.2

The most popular argument usually advocated is that the consumption of liquid-
ity-constrained or myopic agents reacts strongly to tax reductions or government 
spending increases. For example, Gali et al. (2007) find that, conditional on having a 
large enough fraction of rule-of-thumb consumers3 (in their benchmark solutions 50% 
of the population), and a high degree of price stickiness (average duration of about 
four quarters), a government spending shock in the US generates an increase in ag-
gregate consumption even if the latter is not very persistent. Otherwise, the negative 
wealth effect of the expected higher taxation would offset the expansionary impact, 
a standard result in models without liquidity constraints or price and wage sticki-
ness.4 Inverting the previous argument on the fraction of constrained / unconstrained 
agents in the economy, several studies that analyse the non-Keynesian effects of fis-
cal policies claim that fiscal consolidations might have expansionary effects on the 
economy if the fraction of unconstrained agents is high enough.5, 6

2 See, for example, Gali et al. (2007), Blanchard and Perotti (2002), Fatas and Mihov (2001), Perotti (2005, 2007), 
Mountford and Uhlig (2002), Caldara and Kamps (2008) or Afonso and Sousa (2009). At the same time, some 
papers suggest the consumption response to temporary tax cuts may be modest. In this respect, see Shapiro 
and Slemrod (1995, 2001), Parker (1999) and Souleles (1999, 2002). Finally, the findings that government spend-
ing shocks cause private consumption to rise is not unchallenged, e.g. Ramey and Shapiro (1998), Edelberg et 
al. (1999), Burnside et al. (2004), or Ramey (2008). See Perotti (2007) for a critical discussion of this latter strand 
of the literature. Most of the papers referred to in this footnote analyze the US case.

3 By rule-of-thumb (or liquidity constrained or hand-to-mouth) consumers the literature refers to individuals that 
do not have access to financial markets, and thus consume all of their current disposable income each period.

4 Standard “neoclassical” models predict that an exogenous increase in government spending will decrease pri-
vate lifetime wealth (given that agents anticipate that increases in spending today will have to be financed in 
the future), hence normal goods consumption and leisure declines (hours worked will increase to compensate 
for the negative wealth effect caused). The seminal paper most quoted in this respect is Barro (1974). See also 
Baxter and King (1993). For recent examples of simulation models that incorporate this theoretical structure in 
an otherwise standard “neo-Keynesian” framework see Coenen and Straub (2005) or Coenen et al. (2007).

5 On the assumption of credit market imperfections and the link to constrained and unconstrained individuals, see 
Attanasio (1999), Perotti (1999), Giavazzi and Pagano (1990, 1996) or Giavazzi, Jappeli and Pagano (2000). Also on 
the issue of the “non-Keynesian” effects of fiscal policies see Schclarek (2007) and the references quoted therein.

6 Monacelli and Perotti (2008) exploit an alternative channel. They set up a standard business cycle model, 
except for the presence of price rigidity, and find a positive response of private consumption to a government 
spending shock for preferences consistent with an arbitrarily small positive wealth effect on labour supply, 
that counterbalances the standard wealth effect. This effect is linked to the degree of complementarity between 
consumption and hours. See also Ravn, Schmitt-Grohé and Uríbe (2006).
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Tagkalakis (2008) analyses the link between the fraction of constrained /uncon-
strained agents and the state of the economy. He develops a model to illustrate 
that the fraction of credit-constrained consumers is likely to increase in bad times, 
and hence a fiscal expansion is more likely to have a positive and stronger effect on 
consumption in economic downturns. This hypothesis is validated in a panel data 
set of OECD countries for the period 1970-2002.7 

An alternative argument in the literature that rationalizes why private consump-
tion might react positively to an increase in government consumption is based on 
the assumption that public and private consumption are complements or, similarly, 
that they are imperfect substitutes with sufficiently low elasticity of substitution. 
In both cases the rise in government consumption increases the marginal utility of 
private consumption so that the negative wealth effect on consumption is counter-
acted.8 Examples of public spending which substitutes private spending include 
defence, public order and justice, while public spending in education or health 
might be perceived as complements for private sector provided services.

Private investment, a much more cyclically volatile component of output, may 
also be influenced by tax and government spending. The incentive to invest is 
responsive to tax policy and is likely to be more responsive when tax measures 
are perceived to be temporary (in this respect see for example Auerbach and 
Hassett, 2002). The rationale is the following. Firms and investors are sensitive to 
changes over the coming period in the tax-adjusted price of new capital goods, 
and may be motivated to accelerate purchases into this year if a favourable tax 
environment is expected to become less favourable. This might be particular-
ly the case in the presence of capital stock adjustment costs, as expectations of 
future changes in the incentive to use capital in production lead to immediate 
changes in investment so as to minimize the adjustment costs incurred in closing 
the gap between the current and future desired capital stocks. Thus, temporary 
tax credits may have more than proportional impact on the user cost of capital. 

Most empirical studies on temporary investment incentives find that they tend 
to be only moderately effective (see, for example, CBO, 2008, and the literature 
cited there). This may be due to the fact that investment projects often require 
long planning phases and, consequently, only projects that have already been 
planned can be implemented in the short term. 

Standard models without liquidity constraints or price and wage stickiness 
would predict a boost in investment after a government spending shock given 
that, to compensate for the negative wealth effect caused, agents might decide to 
work more, which in turn will raise the return to capital. Nevertheless, other ar-
guments would signal that a positive government spending shock might lead to 
a situation in which private investment is crowded out by higher public debt is-
suance, if the latter raises the interest rate (this will depend on current and future 

7 This adds to the usual argument that expansionary fiscal policy is more efficient when the output gap is nega-
tive because otherwise it could only boost inflation (see Henry et al., 2004).

8 See for example Fiorito and Kollintzas (2004) and Ganelli and Tervala (2009) for theoretical justifications and 
empirical evidence on the complementarities argument, and Linneman and Schabert (2004) for the imperfect 
substitution one. At the end of the day, the issue of whether private and public consumption are complements 
or substitutes is an empirical one. 
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monetary policy).9 In addition, if the government spending shock is implement-
ed through the public sector wage bill, upward wage pressures may appear in 
the economy, leading to a reduction in profits and thus private investment (see 
Alesina et al. 2002, Lane and Perotti, 2003, and Ardagna, 2007, for theory and 
empirics supporting this claim).

2.2 Long-run costs, short-run costs and other considerations

The implementation of discretionary fiscal packages is not without risks. The 
main costs usually spelled out in the literature as regards short-term policies are 
long-run costs. These are usually framed against the dangers that strong discre-
tionary actions may generate for the sustainability of public finances.10

In addition, if long-run costs are perceived by private agents to be relevant in a 
given historical episode, then precautionary savings may increase and invest-
ment may decrease or remain muted, provided that agents perceive that a fiscal 
consolidation might be needed once the economic crisis is over (or even before, 
if the slump turns out to be enduring). This perception is likely to depend on the 
existing degree of “fiscal stress”, either proxied by high existing levels of govern-
ment debt, a rapid debt increase, or the extent of the long-term risks perceived 
(such as aging costs or implicit liabilities related to government guarantees e.g. 
for financial institutions). These factors might severely limit the short-term im-
pact of fiscal measures.

Discretionary fiscal actions can also have short-run costs. Bearing in mind de-
fault risk, increasing or perceived-as-unsustainable government debt can lead to 
a risk premium being charged on the interest on government debt, leading to a 
crowding-out of private investment. A credible one-off increase in government 
spending could – given a sufficient number of rule-of-thumb consumers in the 
economy – bring about positive fiscal multipliers. However, if economic agents 
do not believe that the fiscal stimulus is a one-off (or if it truly is a permanent 
stimulus), the risk premiums could increase accordingly because unconstrained 
Ricardian households want compensation for potential future income losses. 
This would generate a negative fiscal multiplier (see for example Giavazzi and 
Pagano, 1990, or Alesina and Perotti, 1997). 

An additional short-run consideration pertains to the link between fiscal policy 
and uncertainty. Automatic stabilizers, to the extent that they operate prop-
erly, can lower volatility and uncertainty in the economy, without introducing 
new policy uncertainties (Auerbach and Hassett, 2002, Andrés et al., 2008). 
This is not necessarily the case as regards discretionary fiscal policy actions. 
In this respect, random fiscal policies could increase the overall economic 
uncertainty, and thus damage economic activity.11 As the impact of different 

9 From an empirical point of view, Blanchard and Perotti (2002) find in a SVAR framework for the US a negative 
impact on private investment of a government spending shock.

10 See for example Afonso et al. (2009). For the trade-off between automatic stabilisation and the long-run fiscal 
positions of governments see Hiebert et al. (2009).

11 See Furceri (2008). 
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measures might depend on expectations about the future, fiscal stimulus pack-
ages announced clearly and credibly are likely to be more effective.12 Without 
a credible strategy, the government may only increase the uncertainty in the 
system and induce firms and households to postpone their spending deci-
sions (see Dixit and Pindyck, 1994). A related issue is the anticipation of fiscal 
measures by private agents. Hoon and Phelps (2008) show that under imper-
fect competition an unanticipated temporary labor tax cut to be effective on a 
given future date financed by future cuts in spending is neutral for output in a 
Ricardian world but contractionary in a non-Ricardian world. They also show 
that a sudden expectation of future labour tax cuts without a sunset provision, 
with spending gradually adjusting to ensure fiscal sustainability, is expansion-
ary in a Ricardian world but (for small tax changes) contractionary in the time 
period before implementation in a non-Ricardian world.13 Thus, even if ex-post 
multipliers were positive, the final impact of the labour tax cuts would have to 
be weighted against the ex-ante losses.

The effectiveness of fiscal packages is also likely to depend on the openness 
of the economy and external linkages. In a small and open economy, the share 
of additional consumption demand resulting from a short-term increase in 
transfers that is going into imports is conceivably high. Therefore, unless fiscal 
stimulus packages are perfectly coordinated internationally (everyone spends), 
more open economies may be inclined to prefer public investment programs, in 
which they are better able to direct the demand impact towards domestic goods 
and services and thus raise employment. IMF (2008) simulations show that, in 
general, fiscal multipliers tend to be lower in smaller and more open economies. 
However, in terms of the different fiscal tools, the multipliers for labour taxes fall 
by less (maybe not always be the case if also large openness of the labour market, 
see case of Luxembourg), followed by government investment, while the highest 
relative decline is found for transfers.

In addition, the impact of income tax changes on labour supply and output 
depends on institutional factors of the labour market, such as the degree of un-
ionisation and other features of the wage-setting process. Other factors, such as 
corruption and preparedness of the government institutions (efficiency of spend-
ing line-ministries versus tax collection agencies; availability of resources for 
public institutions and capacity to implement large scale investment programs), 
could conceivably influence the effectiveness of spending versus tax measures, 
most notably in developing countries.

An argument that is sometimes absent from theoretical studies, and certainly from 
empirical ones, is that the effectiveness of fiscal packages depends crucially on the 

12 For example, if agents face a signal extraction problem as regards the prevailing and the expected fiscal re-
gime. See Keen (2008), Eusepi and Preston (2008) or Davig (2004) in this respect. 

13 On different grounds, and from a purely empirical point of view, Ramey (2008) incorporates the timing of the 
news about future increases in government war spending, while Blanchard and Perotti (2002) incorporate 
future values of the fiscal shocks. Both empirical studies find a larger and longer positive response of output 
to the fiscal stimulus than found in studies using actual spending. Such controls can capture the behavioural 
change from the moment the fiscal stimulus has been credibly announced or approved to the moment of the 
actual implementation. The response of private consumption to fiscal shocks once the anticipation effects are 
taken into account is still controversial in the literature.
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way they are financed. The literature signals that fiscal packages are not general-
ly self-financing. For example, the impact of an increase in government spending 
depends on whether it is financed by a future tax rise (or a future spending cut) 
or by a more persistent increase in government debt (the latter being the case of 
most packages currently announced in the EU), as private agents respond differ-
ently. As an example, Leeper and Yang (2008) find that the expansionary effects 
of a tax cut (in the long-run, but also in the transition to a new steady-state) 
depend crucially on the choice of which fiscal instrument adjusts and on the 
magnitude of the adjustment in response to a deteriorating budget. The stronger 
is the response to the deteriorating budget, the less debt accumulates, and the 
more favourable are the expansionary effects of a tax cut.14 Thus, especially in 
countries with high levels of public debt, this strand of the literature tends to 
suggest that a given package should be accompanied by a related set of reverting 
measures, also in view of sustainability issues. 

Another consideration is the consistency of fiscal packages with monetary 
policy. Monetary policy reaction plays a key role in the effectiveness of a fiscal 
stimulus,15 the output response being considerably higher and more persistent 
in the case of monetary accommodation. Ideally, monetary and fiscal policies 
are consistent in the short run so that their impact on aggregate demand is cu-
mulative and not offsetting. In the current situation of expansionary monetary 
and fiscal policies, risks may arise that the impact of one policy forces the other 
to adjust in the medium term, thus limiting its margin of manoeuvre and desir-
able design. For instance, if private debt remains high and public debt keeps 
on increasing due to stimulus and rescue plans, interest rates might be pushed 
up in the medium term.

Finally, expansionary policies might be difficult to reverse. An inadequate timing 
in the reversal of the policy mix could endanger growth and inflation develop-
ments in the medium term. For example, if expansionary policies are reversed 
too late European economies may have to face excess liquidity (maybe implying 
new bubbles in other asset prices), unsustainable public finances, and lack of 
confidence among private agents, which could endanger the recovery of con-
sumption, investment and output in the medium term. The opposite might be 
also true: if expansionary policies are reversed too early, this could choke off an 
incipient recovery. 

14 For additional illustrations, in a different modelling framework, see Ardagna (2007).
15 It is also a crucial assumption in simulation models and, if omitted, it may be an important source of bias in 

estimating the size of fiscal multipliers in regression analyses. By type of fiscal tools, recent IMF simulation 
work (IMF, 2008) shows that the output response to labour tax cuts is less affected by monetary accommoda-
tion in comparison with other tools (e.g. government investment, consumption taxes or transfers), due to the 
impact on labour supply.



12

3 The effectiveness of fiscal packages and their design

3.1 Targeted, timely and temporary?

The above review of the literature indicates that the design of fiscal measures may 
have a significant influence on their effectiveness. Taking this into account, policy in-
stitutions have called for stimulus measures to be timely (enacted rapidly), temporary 
and targeted (directed where the multipliers are larger). Example is the “European 
Economic Recovery Plan” (EERP). Meanwhile, in the United States, government of-
ficials have argued that a “speedy, substantial and sustained” fiscal stimulus should 
fit better, given the intensity and expected duration of the current crisis.

As regards timeliness, important lags can result between the diagnosis of the 
economic situation and the decision and implementation of fiscal policies (inside 
lags). Given these “inside lags” and the time needed for the measure to influence 
aggregate demand (“outside lags”), the impact of stimulus measures could come 
too late, when the cyclical position of the economy has already begun to improve16. 
This implies favouring simple measures instead of radical departures from cur-
rent tax and expenditure structures, which may incur large lags associated with 
the process of political discussion and approval of new measures. In the particular 
case of public investment, the pressure to introduce timely measures may result in 
inefficient projects with little impact on short- and long-term output growth.

The effects of discretionary fiscal measures depend also on their expected duration 
(temporary vs permanent / sustained measures). As discussed above, the theoretical 
and empirical literature is controversial. Rule-of-thumb consumers would react to 
temporary measures, given that they spend all their current income. However, if the 
fraction of unconstrained agents is high enough then temporary increases in income 
will not lead to significant increases in consumption, as they only affect permanent 
income marginally. In this latter case, on the contrary, persistency measures may re-
sult in higher multipliers if agents optimize over a finite number of periods.17

The preference for temporary measures is designed to allay concerns about fiscal 
sustainability in the long term. A permanent or persistent stimulus could raise 
doubts about the long-run fiscal position, resulting in the crowding out of private 
investment through higher interest rates. Moreover, the literature on the quality of 
public finances, by stressing the negative relationship between government size 
and economic growth, at least beyond a certain minimal size, adds weight to the 
argument that spending increases should be temporary (EC, 2008). Finally, transi-
tory measures can also work by affecting the relative prices of present and future 
consumption and investment. For example, a temporary reduction in VAT rates 
reduces the price of present consumption relative to future spending, boosting 
demand in the current period (but depressing it afterwards). 

16 Although, the diagnosis might be easier in the current crisis and therefore the inside lag shorter.
17 But even in this case, private agents may adopt some consumption smoothing when there are fiscal rules that 

limit the government debt and deficit ratios. For example, if the fiscal deficit is close to the threshold estab-
lished by the rule, private agents may adjust their saving behaviour anticipating the fiscal adjustment.
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Focusing the stimulus on sectors with higher multipliers and towards agents with 
a higher propensity to spend current income, would raise its impact (targeted).18 
However, deciding which agents are eligible is controversial, especially when di-
verse sectors of the economy are affected, as in the current crisis. There is a risk that 
measures would be directed towards prominent sectors of the economy, on the 
basis of their visibility and political clout, rather than on the effective stimulus to 
demand. Moreover, national assistance to some specific sectors could distort com-
petition rules and the functioning of the European single market. In addition, in a 
situation where fiscal multipliers are uncertain, it could be more prudent to rely on 
a diversified set of measures19. For example, against a background of uncertainty 
and tight credit conditions, firms might not undertake risky investments, even if 
corporate tax cuts reduce capital costs. 

3.2 Coordination vs. country actions 

Given that the current fiscal packages aim at counteracting an aggregate shock that 
affects most economies, a majority of institutions has also stressed that coordinated ac-
tions would be desirable to reinforce individual national actions by reducing concerns 
about leakages through imports that are not compensated by the induced demand of 
fiscal packages in trade partners. Trade spillovers and trade multipliers could poten-
tially amplify the impact of fiscal stimulus. At the same time, large scale actions by a 
broad set of governments, especially in the euro area, might lead to competition in the 
bond market, and increased borrowing costs, especially for non-core EU countries.

3.3 The effectiveness of fiscal packages: what do we know about tax and 
spending multipliers?

Apart from theoretical arguments and the empirical evidence supporting alterna-
tive theories, it is important to be able to quantify the multipliers associated with 
alternative fiscal measures to assess the degree of effectiveness of fiscal activism20. 
The literature (mainly focused on the US case) suggests that fiscal multipliers are 
on average positive, but many studies find that they are quite low, and are typically 
estimated with a high uncertainty. This pertains to both expenditure and revenue 
stimulus measures.21 In this respect, the size of the (short- and medium-term) multi-
pliers attached to different types of measures remains an open empirical question.

Nevertheless, some general conclusions could be drawn from the literature (pre-
sented in Tables 1 and 2 in the Appendix) and are summarized below.

18 Notice that throughout this note we are ignoring measures aimed specifically at the financial system, which, in 
the current situation, could be a prominent example of well-targeted discretionary measures. Another usually 
quoted example is transfers to low-income households, that despite an expected short-term impact if they are 
well targeted (and if the target group is large enough), may have a negative impact on longer term growth by 
creating distortions in the allocation of resources (Obstfeld and Peri, 1998, Checherita, Nickel and Rother, 2009).

19 Targeting might still be more appropriate in very specific cases (i.e. lower income households).
20 It is important to mention at this stage that the authors have developed a much more detailed version of this 

paper with country specific files that describe impact of the largest recently adopted fiscal stimulus measures 
on different economic variables. Unfortunately, due to the confidentiality reasons these results cannot be pre-
sented in this paper. However, feel free to contact the country specific author for the country specific data.

21 In some cases multipliers could turn out to be negative. Take the example of a small open economy with fiscal 
sustainability problems. In this case, fiscal activism could be damaging for short-term aggregate output, and hurt 
fiscal sustainability.



14

3.4 Government spending multipliers vs. tax multipliers

Many empirical studies find that spending multipliers are higher than tax multipliers 
in the short term. This result could be rationalized as being consistent with the theoreti-
cal prediction that part of the higher disposable income from a tax cut is saved, while 
government purchases of goods and services affect aggregate demand directly.22

The cumulative effect of tax measures usually grows with time, but the evidence 
that tax cuts are more effective than spending increases is mixed, especially when 
tax changes are temporary. Nevertheless, IMF (2008) shows evidence from a wide 
panel of fiscal policy responses to economic downturns suggesting that revenue-
based policies, including temporary ones, were associated with higher subsequent 
growth and even faster recoveries, the latter particularly in emerging economies. 
On balance, it seems that there is more evidence, especially from recent narrative 
studies and simulation exercises that tax multipliers may be high - and higher than 
spending multipliers - in the longer run.

3.5 Beyond aggregate “government spending or tax shocks” 

Increases in government purchases of goods and services are found to work fast-
er than other spending components, particularly in times of recession and low 
capacity utilisation, as they induce an immediate positive impact on aggregate 
demand. However, in the longer term, the distortions induced in the economy 
are likely to result in a negative or, at best, insignificant impact (as shown by 
most simulation exercises).

Government capital spending is generally considered to have a smaller short-term 
impact due to the long lags associated with the approval and implementation of 
new projects, but a larger long-term impact by raising the capital stock and potential 
output (Roeger and in ‘t Veld, 2004). Capital spending on maintenance works has the 
potential for a fast impact on demand and a positive medium-term impact on the 
supply side. Despite the variety of results across countries, regions, sectors, or pe-
riods of time, the predominant view in the empirical literature is that public capital 
has a positive impact on long-term growth. However, this impact may be nonlinear 
(with lower returns after a certain threshold is reached), and thus it may have re-
ceded in recent years compared to earlier decades (Romp and DeHaan, 2005).

Coming to the impact of different measures aiming at affecting private sector in-
come, income tax cuts are generally found to be more efficient in the long term by 
eliminating distortions in the labour market and raising labour supply. In simula-
tions, Coenen, McAdam and Straub (2007) find that the short-term output impact 
is larger for a government spending shock than for a transfer shock, while the posi-
tive long-term impact of cuts in the tax wedge is sizably larger than the impact of 
both government consumption and transfers. Al-Eyd and Barrell (2005) conclude 

22 See, among others, Blanchard and Perotti (2002) for the US, Perotti (2002) who found this was the case dur-
ing 1961-2000, but not for 1980-2000, Kuttner and Posen (2002) for Japan, IMF (2008) for advanced economies. 
Burriel et al. (2009) for the euro area aggregate, Dalsgaard, André and Richardson (2001) for the US, euro area, 
Germany and Japan, de Castro and Hernandez de Cos (2008) for Spain, Giordano et al. (2007) for Italy, and 
Heppke-Falk, Tenhofen and Wolf (2007) for Germany.
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that personal income taxes have a larger impact than transfers in both the short 
and the medium term.

On the spending side, investment tax credits show high multipliers, as shown in, 
for example, Roeger and in ‘t Veld (2004) and Auerbach and Hassett (2002). 

As regards the fiscal multipliers associated with other tax instruments, the com-
parable empirical literature is scarcer. Al-Eyd and Barrell (2005) find that personal 
income taxes have the largest short-term multiplier in Germany and France, corpo-
rate taxes in Italy, while indirect (consumption) taxes have a very large short-term 
multiplier in the UK. Corporate taxes have the largest medium-term multiplier 
across all countries under study. Similarly, in the long term, Arnold (2008) finds 
that corporate taxes have the largest impact on output per capita, followed by per-
sonal income tax and consumption tax.

3.6 Other issues: fiscal multipliers in high debt countries, and in good 
and bad times

Two final issues are worth mentioning. First, as signalled in IMF (2008), fiscal mul-
tipliers tend to be lower in countries with high public debt burdens and high 
indebtedness vis-à-vis the rest of the world, along the lines of the theoretical con-
siderations discussed above.

Second, almost all empirical studies implicitly impose symmetry, in the sense that 
they are performed for complete samples that encompass both upturns (with fis-
cal tightening) and downturns (with fiscal stimulus) together. This implies that 
estimated multipliers are averages over episodes that could potentially be dra-
matically different (as the literature on “non-Keynesian” effects of fiscal policies 
shows). In addition, standard linear techniques might not capture accurately po-
tential non-linearities arising for these reasons. Two remarkable exceptions point 
in different directions. On the one hand, the above-mentioned work by Tagkalakis 
(2008) models good and bad times explicitly, finding that a fiscal expansion is more 
likely to have a positive and stronger effect on consumption in economic down-
turns, with average “OECD spending multipliers” significantly above 1. On the 
other hand, IMF (2008) only look at downturns, and find that fiscal activism al-
ways makes them worse (and all the more so if public debt is high).
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4 Evaluation of specific fiscal measures to stimulate the 
economy

4.1 Criteria for evaluating different fiscal policy measures

In the light of the discussion of previous sections, this section focuses on the 
evaluation of concrete fiscal measures that have been implemented or are un-
der discussion in the context of the current recession in EU member states. As 
a yardstick against which these measures are assessed some of the criteria de-
veloped in previous sections (and widely acknowledged in the literature) are 
used. As mentioned before: (i) timely: Is the measure effective by the time a 
stimulus to the economy is needed most? In this respect the time lags involved 
in decision-making, implementation and impact on the economy are important; 
(ii) temporary: Does the measure create an expansive fiscal impulse only for as 
long as the production potential is underutilized?; (iii) targeted: Does the meas-
ure have a relatively strong multiplier effect?

In addition to these “TTT-criteria” it is also important that the respective measure 
does not conflict with other economic policy objectives (e.g. fiscal sustainability, 
long-term economic growth, functioning of the market mechanism, desired in-
come and wealth redistribution). This should also be taken into account when 
assessing the stimulus measures.

4.2 Evaluation of main fiscal measures implemented in the current context

As discussed above, the suitability of a specific fiscal measure to stimulate 
economic activity in a severe recession depends on its precise form and on 
a number of other specific factors. For example, a measure that usually has a 
high multiplier effect can have a low or even negative impact on economic ac-
tivity if fiscal sustainability is already severely impaired to begin with. Other 
country-specific circumstances like institutional factors and the capacity uti-
lisation in different sectors of the economy also play an important role. Here 
instead the focus is only on general characteristics of some more important 
fiscal measures. 

Since not all specific measures taken by EU countries can be covered here – the 
EU identified more than 350 government actions by the end of January 2009 
– only those measures that have a large size and / or have been adopted by a 
number of member states are considered. On the revenue side, this is mainly 
the case for permanent reductions of the personal income tax and frontloading 
of VAT refunds, while main expenditure measures include increases in gov-
ernment investment, subsidies for purchases of consumer durables, per-capita 
transfers / tax rebates and higher benefits connected to temporary working time 
reductions.
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1) Permanent reductions of the personal income tax23 have been taken or an-
nounced by a number of countries recently, namely Germany, Spain, Denmark, 
Sweden, Finland or Malta. They may be implemented in a timely manner al-
though adjusting withholding tax payments might take some time on the side 
of employers and some time might elapse before private households increase 
consumption (outside lag). However, this measure is not temporary and thus 
the expansionary effect would not be limited to the period of the downturn. 
A permanent reduction is especially costly from a fiscal perspective and im-
plies a large deterioration of the long-term sustainability of public finances. 
The multiplier effect of this measure is low in general, because a large part 
of personal income tax is paid by households with a relatively low marginal 
propensity to consume. It could, however, be increased somewhat by target-
ing the cut to households with lower incomes (e.g. by increasing individual 
tax allowances or cutting rates only for lower tax brackets). 

2) Frontloading of VAT refunds: The effectiveness of this measure depends cru-
cially on the capability of tax authorities to advance the payment of VAT 
returns. If payment lags can indeed be shortened, additional liquidity would 
be provided to firms. The multiplier effect therefore hinges on the share of 
credit-constrained firms in the economy, likely to be high in the current cir-
cumstances. If this share is small the expansionary impact on the economy 
may be rather limited as the gains from interest savings will be marginal in 
most cases. In countries facing a severe credit crunch, however, some expan-
sionary impact seems likely. Public finances will deteriorate only temporarily. 
In fact, the deficit would not be affected at all in case of a strict accrual re-
cording. However, a permanent detrimental effect on the government balance 
could arise if there is an increase in the number of firms that receive refunds 
but become insolvent before final tax settlements are paid. Measures of this 
type have been adopted in a number of countries, in particular France, Italy 
and Spain.

3) Many governments have decided to increase government capital spending, 
among which Germany, Spain, France, Portugal, Luxembourg and Italy. 
Government investment spending, particularly on maintenance works, has 
the potential for a relatively high short-term multiplier as the state directly 
creates demand and there are therefore no leakages in the form of saving, at 
least initially. Moreover, the import ratio for construction projects is likely 
to be comparatively low. In addition, this instrument is appealing because 
there appears to be no conflict with long-run growth objectives as potential 
growth might even be increased.24 However, a major drawback is that such 
measures involve long lags associated with deciding, planning and imple-
menting additional investment projects (especially infrastructure), so that 
the multiplier is usually higher in the medium to longer term jeopardising 

23 Note that permanent reduction of the personal income tax is not necessarily a crisis measure but has been used 
by some countries as it was already planned before the crisis.

24 However, it can be argued that in the absence of distortions introduced by the political decision-making proc-
ess the optimal amount of public investment was already planned before the downturn and that therefore any 
additional investment is likely to be welfare decreasing. According to this reasoning in the long run the level of 
public investment should not be increased and only the timing of this investment should be adapted to cyclical 
conditions (advance expenditure to period of recession).
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the timeliness of the effects. Even for projects that have already been planned 
and approved, the construction phase often lasts several quarters. Therefore, 
there is a danger of partially procyclical effects unless the additional invest-
ment is restricted to moveable capital goods and small construction projects 
(maintenance investment) which can be completed in the short run and the 
downturn is expected to be protracted. In addition, there is a risk of price 
increases if sizeable government demand leads to capacity constraints in 
the respective sector. Finally, an efficient public administration is needed to 
avoid investment in projects that are wasteful from a welfare perspective. In 
federal countries in particular, an effective coordination between different 
layers of government is necessary. 

4) Temporary subsidies for consumer durables might bring forward private 
demand during a recession and therefore can have a particularly high mul-
tiplier. The time limit on the subsidy strengthens the effect as it lowers the 
price of current as opposed to future consumption. While free-rider effects – 
payments to consumers who would have purchased the product at the time 
anyway – are inevitable, they still have some effect as disposable income is 
increased in these cases as well.25 However, consumer durables (e.g. cars) 
tend to have a relatively high import ratio. Moreover, unwanted price reac-
tions instead of the desired volume effects become more likely with narrower 
subsidised product groups, higher subsidy and higher capacity utilisation 
in the industry concerned. While the measure is timely and temporary it 
leads to relative price distortions and associated welfare losses. Moreover, 
subsidies for a specific industry might prevent necessary structural adjust-
ments, and lead to increased pressures from lobbying groups to introduce 
additional distortions affecting the playing field for international competi-
tion. Measures to support certain industry, like the car industry, have been 
adopted in a number of countries, among which Germany, France, Spain, 
Luxembourg and Italy.

5) Per-capita transfers / tax rebates: Depending on the specific form that this in-
strument takes it can have quite different effects. For example, whereas in 
Spain all labour income recipients will receive a transfer for an unspecified 
number of years, in Germany the transfer is of a one-off nature and limited 
to households with children. In Italy it is limited to low-income families with 
children. In general, the effectiveness of the transfers increases with the de-
gree of concentration on credit-constrained households with a low savings 
ratio. Evidence for the US (Agarwal, Liu, Souleles 2007 and Johnson, Parker 
and Souleles 2006) suggests a limited size of the multiplier of tax rebates. The 
timeliness of the implementation of the transfer depends on administrative 
issues. In the US in 2001 it took around ten weeks for tax rebates to be dis-
tributed. In case of a one-off transfer the impact of the measure is strictly 
temporary.

25 While we are not aware of any studies on how car subsidies (eg scrapping subsidies) affect the savings ratio 
and GDP growth with regard to the automobile sector, there is some evidence that the sector is stimulated in 
the short run but then experiences a downturn (Licandro and Sampayo, 2005, and Adla and Cooper 1997).
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6) Higher benefits connected to temporary working time reductions, like the ones 
taken in Germany or the Netherlands, can be implemented in a timely manner 
but outside lags – as with all measures aiming to support purchasing power 
of households – can delay the impact on the economy. Given that temporary 
working time reductions are highly cyclical, the impact is likely to be concen-
trated on the period of the economic downturn. Moreover, the multiplier could 
be rather high as employees eligible for this transfer could have a high mar-
ginal propensity to consume. However, if the benefits accrue mainly to firms 
then any short-term impact on economic activity is likely to be smaller. The 
measure might reduce firing and (re-)hiring costs of firms and prevent a loss 
of firm-specific human capital but also help to avoid or alleviate the hysteresis 
phenomenon (structural unemployment). However, in the absence of market 
failure it remains unclear why an additional incentive by the government is 
needed since a profit-maximising firm can be expected to take these costs into 
account anyhow. Moreover, subsidised temporary working-time reductions im-
ply the risk that necessary structural adjustments are postponed as employees 
are locked into industries with structural overcapacity. 
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5 Conclusions

This paper has reviewed the theoretical and empirical literature on the effects 
of discretionary fiscal policies in order to distinguish pros and cons of fiscal 
policy in stimulating the economy. It shows that it is extremely difficult to 
elaborate an unambiguous catalogue of measures defining an “optimal” fiscal 
package.

Discretionary fiscal policy measures are usually advocated based on the claim 
that they have short-run benefits in the event of a crisis. Indeed, several re-
cent studies seem to provide evidence that additional government spending 
and / or tax cuts have a positive effect on aggregate output in the short term. 
The most popular argument relies on the presence of liquidity-constrained 
agents, whose consumption reacts strongly to tax reductions or government 
spending increases and whose share in total households may rise in times of 
financial turmoil. Another explanation relates to the complementarity between 
public and private goods. 

Short-term costs of discretionary fiscal measures stem, first and foremost, from 
increasing sovereign risk premia: bearing in mind default risk, increasing or 
perceived-as-unsustainable government debt can lead to a risk premium being 
charged on the interest on government debt to compensate for higher default 
risk crowding out private investment. An additional short-run consideration per-
tains to the link between fiscal policy and uncertainty. Automatic stabilizers, to 
the extent that they operate properly, can lower volatility and uncertainty in the 
economy, without introducing new policy uncertainties. This may not be the case 
for discretionary fiscal policy. In this respect, random fiscal policies could increase 
economic uncertainty, and thus damage economic activity. As the impact of dif-
ferent measures might depend on expectations about the future, fiscal stimulus 
packages announced clearly and credibly are likely to be more effective. 

Among the requirements that fiscal measures should be “timely, targeted and 
temporary” (TTT), the implementation of the first one – timeliness – is the least 
controversial criterion in the current situation. As regards the duration of meas-
ures, both temporary and more persistent measures may be defended depending 
on the proportion of liquidity-constrained agents in the economy, the reaction 
of long-term interest rates, and the expected duration of the adverse shocks hit-
ting the economy. Targeting measures to some specific agents may be difficult in 
practice, given the uncertainty surrounding fiscal multipliers and the challenge 
of designing well-targeted fiscal stimulus packages. 

The structure of a fiscal stimulus plan should take into account several factors, 
such as: (i) a proper balance between the expected short-term positive effects 
(mainly demand-side) with anticipated costs (mainly longer-term supply side); 
(ii) the expected size of fiscal multipliers of various tools available; (iii) the de-
gree of openness of the economy; (iv) the need to minimise distortions in the 
market mechanisms and, in the case of EU countries, the compliance with the EU 
single market rules. 
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On balance, empirical studies find that spending multipliers are higher than 
tax multipliers in the short term. This result could be rationalized as being con-
sistent with the theoretical prediction that part of the higher disposable income 
from a tax cut is saved, while government purchases of goods and services affect 
aggregate demand directly in the longer term. The cumulative effect of tax meas-
ures usually grows with time, but the evidence that tax cuts are more effective 
than spending increases is mixed, especially when tax changes are temporary. 
Increases in government purchases of goods and services are found to work fast-
er than other spending components, particularly in times of recession and low 
capacity utilisation, as they induce an immediate positive impact on aggregate 
demand. However, in the longer term, the distortions induced by these measures 
may result in a negative or, at best, insignificant impact. 

In addition to general factors, country specific features are also of major impor-
tance in assessing the suitability of fiscal packages. While a given fiscal package 
may be deemed appropriate for a country with a low debt ratio and a structural 
budget surplus, the same package could easily lead to rising risk premia on inter-
est rates and other detrimental effects in a country with an unfavourable starting 
fiscal position. The openness of the economy should be considered as well. A 
crucial aspect in this regard is the exit strategy of the adopted fiscal policy line. A 
strategy that preserves long-term fiscal sustainability by embedding expansion-
ary fiscal measures in a credible medium-term consolidation framework is less 
likely to invoke adverse expectation effects than a strategy based on permanent 
and uncompensated deficit increasing measures which violates fiscal rules.

From a European perspective, the neglect of the European fiscal framework could 
even lead to negative spill-over effects on other EU member states if the credibil-
ity of the framework is damaged by individual member state’s actions. 
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Appendix: Effects of fiscal policy shocks in selected VAR and 
simulation models 

Table 1: Effects of fiscal policy shocks in selected VAR studiesa

GDP Multiplier
Quarters 1st 4th 12th 20th Short Term Medium Term

Expenditure shock
United States
Blanchard and Perotti (2002) 1947-1997 +* + +* +* 0.84-0.9 0.66-0.97
Perotti (2002) 1961-2000 +* + +* +* 0.43 0.96
Perotti (2002) 1980-2000 + + _ _* 0.07 -1.26
Neri (2001) 1965-1996 +* +* _ _
Mountford and Uhlig (2009) 1955-2000 + + + + 0.44 -0.08
Fatás and Mihov (2001) 1960-1996 +* +* +* +*
Edelberg et al. (1998) 1948-1996 +* +* +*
Ramey (2008) 1947-2003 +* +* + - 
Romer and Bernstein (2009) 2009-2014 1.05/1.44 1.55
Germany
Perotti (2002) 1961-2000 +* +* _ +* 1.3 0.94
Perotti (2002) 1980-2000 + _* _ _ 0.8 -0.71
Marcellino (2002) 1981-2001 +* +*
France
Marcellino (2002) 1981-2001 - - 
Italy
Marcellino (2002) 1981-2001 + +
Spain
Marcellino (2002) 1981-2001 - - 
de Castro and Hernández de Cos (2008) +* +* + _*
United Kingdom
Perotti (2002) 1960-2000 +* - + + 0.3 0.06
Japan
Kuttner and Posen (2002) +* +* + 0.84/1.05 3.53
Pool of countrries
WEO (2008) 1970-2007b 0.06 -0.06

Advanced economies 0.15 0.52
Emerging economies 0.08 -0.23

Revenue shock
United States
Blanchard and Perotti (2002) 1947-1997 +* +* +* + 0.69-0.70 0.22-1.29
Perotti (2002) 1960-2000 +* +* +* +* 0.26-0.47 0.53
Perotti (2002) 1980-2000 +* _* _* + 0.17-0.49 0.11
Neri (2001) 1965-1996 +* +* +* +*
Mountford and Uhlig (2009) 1995-2000 +* +* +* + 0.19 1.32
Romer and Romer (2007) 1947-2005 + +* +* 0.16 3
Romer and Bernstein (2009) 2009-2014 0.00/0.66 0.98
Germany
Perotti (2002) 1961-2000 +* +* +* + 0.17 0.22
Perotti (2002) 1980-2000 - +* + +* -0.01 0.39
Marcellino (2002) 1981-2001 +* +*
France
Marcellino (2002) 1981-2001 - - 
Italy
Marcellino (2002) 1981-2001 _* _*
Spain
Marcellino (2002) 1981-2001 - - 
de Castro and Hernández de Cos (2008) - - - +*
United Kingdom
Perotti (2002) 1960-2000 _* - _* _* -0.06 -0.24
Japan
Kuttner and Posen (2002) + +* +* 0.16/1.58 4.84
Pool of countries
WEO (2008) 1947-2007b 0.10 0.14

Advanced economies 0.01 0.4
Emerging economies 0.13 0.17

a Source: prepared by the authors, also with input from Henry et al. (2004) and de Castro and Hernández de Cos (2008).
b WEO (2008) refers to a group of 21 advanced economics and 20 emerging economies.
* The value 0 is outside the region between the two one-standard error bands.
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Table 2: Effects of fiscal policy shocks in selected simulation models: government 
expenditure shocka

Expenditure shock
United States
Dalsgaard et al (2001)b Increase in Gov. Cons. 1.1 0.1
OECD (2009)h Increase in Gov. Cons. 0.7 0.8

Increase in Gov. Invest. 0.9 1.1
Increase in transfers to household 0.5 0.8

Euro Area
Dalsgaard et al (2001)b Increase in Gov. Cons. 1.2 0.1
Hunt and Laxton (2003)c Increase in Gov. Cons. 1.5 0.0
Fagan and Morgan (2005)f Increase in Gov. Cons. 1.3 1.6
Straub and Tchakarov (2007) Increase in Gov. Cons. 1.1 1.0

Increase in Gov. Invest. 1.2 1.1

Germany
Dalsgaard et al (2001)b Increase in Gov. Cons. 1.1 -0.2
Roeger and in’t Veld (2004)d Increase in Gov. Cons. 0.9 0.0
Hunt and Laxton (2003)c Increase in Gov. Cons. 1.3 0.0
Al-Eyd and Barrell (2005)e Transfers to individuals 0.5 0.1
Fagan and Morgan (2005)f Increase in Gov. Cons. 1.2 0.7
Perotti (2004)h Increase in Gov. Cons. 0.8 1.2

Increase in Gov. Invest. 3.7 3.7
OECD (2009)h Increase in Gov. Cons. 0.4 0.5

Increase in Gov. Invest. 0.8 1.0
Increase in transfers to household 0.3 0.5

France
Dalsgaard et al (2001)b Increase in Gov. Cons. 0.6 0.2
Roeger and in’t Veld (2004)d Increase in Gov. Cons. 0.9 0.0
Hunt and Laxton (2003)c Increase in Gov. Cons. 1.3 0.0
Al-Eyd and Barrell (2005)e Transfers to individuals 0.2 0.1
Fagan and Morgan (2005)f Increase in Gov. Cons. 1.1 0.8
OECD (2009)h Increase in Gov. Cons. 0.6 0.7

Increase in Gov. Invest. 0.8 1.0
Increase in transfers to household 0.4 0.7

Italy
Dalsgaard et al (2001)b Increase in Gov. Cons. 0.9 0.0
Roeger and in’t Veld (2004)d Increase in Gov. Cons. 0.9 0.0
Hunt and Laxton (2003)c Increase in Gov. Cons. 1.3 0.0
Al-Eyd and Barrell (2005)e Transfers to individuals 0.1 0.1
Fagan and Morgan (2005)f Increase in Gov. Cons. 1.2 1.2
OECD (2009)h Increase in Gov. Cons. 0.6 0.7

Increase in Gov. Invest. 0.8 1.0
Increase in transfers to household 0.4 0.7

Spain
Al-Eyd and Barrell (2005)e Transfers to individuals 0.1 0.1
Fagan and Morgan (2005)f Increase in Gov. Cons. 1.2 0.9
OECD (2009)h Increase in Gov. Cons. 0.5 0.6

Increase in Gov. Invest. 0.8 1.0
Increase in transfers to household 0.4 0.6

UK
Dalsgaard et al (2001)b Increase in Gov. Cons. 0.2 -0.1
Roeger and in’t Veld (2004)d Increase in Gov. Cons. 1.0 0.0
Al-Eyd and Barrell (2005)e Transfers to individuals 0.1 0.2
Perotti (2004)h Increase in Gov. Cons. 0.7 0.7

Increase in Gov. Invest. 0.0 -0.4
OECD (2009)h Increase in Gov. Cons. 0.5 0.6

Increase in Gov. Invest. 0.8 1.0
Increase in transfers to household 0.4 0.6

Japan
Dalsgaard et al (2001)b Increase in Gov. Cons. 1.7 0.5
OECD (2009)h Increase in Gov. Cons. 0.7 0.8

Increase in Gov. Invest. 0.9 1.1
Increase in transfers to household 0.5 0.8

Belgium
Fagan and Morgan (2005)f Increase in Gov. Cons. 1.0 0.9
OECD (2009)h Increase in Gov. Cons. 0.3 0.4

Increase in Gov. Invest. 0.7 0.9
Increase in transfers to household 0.2 0.4

Luxembourg
Fagan and Morgan (2005)f Increase in Gov. Cons. 0.6 0.3
OECD (2009)h Increase in Gov. Cons. 0.3 0.4

Increase in Gov. Invest. 0.7 0.9
Increase in transfers to household 0.2 0.4

Austria
Fagan and Morgan (2005)f Increase in Gov. Cons. 1.3 1.3
OECD (2009)h Increase in Gov. Cons. 0.3 0.4

Increase in Gov. Invest. 0.7 0.9
Increase in transfers to household 0.2 0.4

Portugal
Fagan and Morgan (2005)f Increase in Gov. Cons. 1.2 1.0
OECD (2009)h Increase in Gov. Cons. 0.4 0.5

Increase in Gov. Invest. 0.8 1.0
Increase in transfers to household 0.3 0.5

Finland
Fagan and Morgan (2005)f Increase in Gov. Cons. 1.2 0.0
OECD (2009)h Increase in Gov. Cons. 0.4 0.5

Increase in Gov. Invest. 0.8 1.0
Increase in transfers to household 0.3 0.5

Netherlands
Fagan and Morgan (2005)f Increase in Gov. Cons. 1.1 0.8
OECD (2009)h Increase in Gov. Cons. 0.3 0.4

Increase in Gov. Invest. 0.7 0.9
Increase in transfers to household 0.2 0.4

Greece
Fagan and Morgan (2005)f Increase in Gov. Cons. 0.7 1.4
OECD (2009)h Increase in Gov. Cons. 0.5 0.6

Increase in Gov. Invest. 0.8 1.0
Increase in transfers to household 0.4 0.6

Ireland
Fagan and Morgan (2005)f Increase in Gov. Cons. 1.1 0.9
OECD (2009)h Increase in Gov. Cons. 0.3 0.4

Increase in Gov. Invest. 0.7 0.9
Increase in transfers to household 0.2 0.4

Multiplier

Simulation Short Term Medium Term

Multiplier

Simulation Short Term Medium Term

a Source: prepared by the authors. 
b OECD INTERLINK model. Nominal exchange rates and real interest rates are assumed fixed.
c MULTIMOD model (IMF). 
d QUEST model (European Commission).
e NIGEM model (NIESR).
f ESCB National Central Banks’ Models. 
g NAWM (ECB’s New Area-Wide Model)
h DSGE Model. Luxembourgish figures provided by the OECD INTERLINK model are not presented in a very transparent way and therefore one 

should be very cautious when interpreting these. According to the latest available information, Luxembourg and Belgium were modelled as a 
single country. 
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Table 3: Effects of fiscal policy shocks in selected simulation models: government 
revenue shocka

Revenue shock

United States
Dalsgaard et al (2001)b Sustained cut in PIT (Personal 

Income Tax)
0.6 0.3

OECD (2009)h Cut in PIT 0.3 0.5
Cut in Indirect Tax 0.2 0.3

Euro Area
Dalsgaard et al (2001)b Sustained cut in PIT 0.5 0.2

Cut in Indirect Tax 0.1 0.2

Germany
Dalsgaard et al (2001)b Sustained cut in PIT 0.5 0.3
Al-Eyd and Barrell (2005)e Indirect taxes 0.5 0.2

Corporate tax 0.3 1.3
Direct personal taxes 0.7 0.2

OECD (2009)h Cut in PIT 0.2 0.3
Cut in Indirect Tax 0.1 0.2

France
Al-Eyd and Barrell (2005)e Indirect taxes 0.3 0.2

Corporate tax 0.2 0.5
Direct personal taxes 0.3 0.2

OECD (2009)h Cut in PIT 0.2 0.4
Cut in Indirect Tax 0.2 0.2

Italy
Al-Eyd and Barrell (2005)e Indirect taxes 0.2 0.2

Corporate tax 0.2 0.6
Direct personal taxes 0.1 0.2

OECD (2009)h Cut in PIT 0.2 0.4
Cut in Indirect Tax 0.2 0.2

Spain
Al-Eyd and Barrell (2005)e Indirect taxes 0.2 0.1

Corporate tax 0.2 0.3
Direct personal taxes 0.2 0.1

OECD (2009)h Cut in PIT 0.2 0.4
Cut in Indirect Tax 0.1 0.2

UK

Al-Eyd and Barrell (2005)e Indirect taxes 0.3 0.2
Corporate tax 0.1 0.6
Direct personal taxes 0.2 0.2

OECD (2009)h Cut in PIT 0.2 0.4
Cut in Indirect Tax 0.2 0.2

 
Japan
Dalsgaard et al (2001)b Sustained cut in PIT 0.4 0.4
OECD (2009)h Cut in PIT 0.3 0.5

Cut in Indirect Tax 0.2 0.3

Belgium
OECD (2009)h Cut in PIT 0.1 0.2

Cut in Indirect Tax 0.1 0.1

Luxembourg
OECD (2009)h Cut in PIT 0.1 0.2

Cut in Indirect Tax 0.1 0.1

Austria
OECD (2009)h Cut in PIT 0.1 0.3

Cut in Indirect Tax 0.1 0.2

Portugal
OECD (2009)h Cut in PIT 0.2 0.3

Cut in Indirect Tax 0.1 0.2

Finland
OECD (2009)h Cut in PIT 0.2 0.3

Cut in Indirect Tax 0.1 0.2

Netherlands
OECD (2009)h Cut in PIT 0.1 0.2

Cut in Indirect Tax 0.1 0.1

Greece
OECD (2009)h Cut in PIT 0.2 0.4

Cut in Indirect Tax 0.1 0.2

Ireland
OECD (2009)h Cut in PIT 0.1 0.2

Cut in Indirect Tax 0.1 0.1

Multiplier

Simulation Short Term Medium Term

Multiplier

Simulation Short Term Medium Term

a Source: prepared by the authors.  
b OECD INTERLINK model. Nominal exchange rates and real interest rates are assumed fixed.
c MULTIMOD model (IMF). 
d QUEST model (European Commission).
e NIGEM model (NIESR).
f ESCB National Central Banks’ Models. 
g NAWM (ECB’s New Area-Wide Model)
h DSGE Model. Luxembourgish figures provided by the OECD INTERLINK model are not presented in a very transparent way and therefore one 

should be very cautious when interpreting these. According to the latest available information, Luxembourg and Belgium were modelled as a 
single country.
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