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Procyclical fiscal policies: Evidence and Some Theory

@ Procyclical fiscal policies: Tend to be welfare decreasing (raise macro
volatility, depress investments in real and human capital, hamper
growth, harm the poor, produce deficit bias, debt default ...)
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@ Procyclical fiscal policies: Tend to be welfare decreasing (raise macro
volatility, depress investments in real and human capital, hamper
growth, harm the poor, produce deficit bias, debt default ...)

@ Is fiscal policy procyclical? Empirical question

@ Answer in the literature: It tends to be! Interpretations: Weak
institutions, corruption, asymmetric information, "voracity effects"
and common pool problems, fiscal constraints, ...

o Typical set up: Linear reaction functions linking surplus to gap, debt,
controls
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Linear vs. piecewise linear worlds

@ Is the fiscal world linear? Probably not, so previous conclusions
potentially misleading

@ This paper: Search for non linear relationships! Manasse (2005):
Trade-off between benefits of stabilization (higher in bad times) and
costs of not-meeting a fiscal constraint. Optimal rule: piecewise
linear!

o To detect piecewise linearity: MARS (Multiple adaptive regression
splines) applied to a large panel of countries

@ In short: Select the "knots" within the domain of each regressor to
partition such domain in pieces in order to allow for potentially
relevant non-linearities (criterion: corrected MSE)
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This paper’s results

@ Non-linearity matters! Comparison between standard and non-linear
policy rules informative

o Fiscal policy acyclical during bad times, procyclical during good times

o Fiscal rules reduce the deficit on average, and enhance (rather than
weaken) countercyclical policy

o Fiscal rules (constraints) proxy for deeper institutional variables, e.g.
quality of institutions

@ Strong istitutions associated with low deficit bias, effect on
procyclicality ambiguous

@ Different reaction of fiscal policy to shocks in developed vs.
developing countries due to different shocks
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My reaction

@ MARS for detecting non-linearities: Good idea!
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@ Interesting approach when studying fiscal behavior, suited for
analyzing other non-linear behaviors, e.g. Orphanides and Wilcox
(2002)'s opportunistic approach to disinflation
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@ MARS for detecting non-linearities: Good idea!

@ Interesting approach when studying fiscal behavior, suited for
analyzing other non-linear behaviors, e.g. Orphanides and Wilcox

(2002)'s opportunistic approach to disinflation
@ Reveals and assesses the danger of model misspecification

MIUR Workshop 2007 5/ 14

Discussion Paolo Manasse's

Efrem Castelnuovo (University of Padua)



My reaction (cont'd)

Not easy to bother Paolo, but I'll try anyhow ...

@ Standard linear approach to ask questions about
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My reaction (cont'd)

Not easy to bother Paolo, but I'll try anyhow ...

@ Standard linear approach to ask questions about

© parameter stability
@S5 G andT

@ alternative non-linear approach
@ "over-adaptation" of the model to the data

@ miscellaneous
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Parameter stability in a linear world: The U.K case

@ Estimated linear fiscal policy rule for the U.K., sample 1972-2004
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Figure: Surplus reaction to output gap fluctuations (rule: Manasse (2006)’s): My
own estimates (20-year rolling window)
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The U.K. business cycle

@ Apparently, no match between 'booms’ and 'acyclical behavior’ or
"recessions’ and 'procyclical behavior’
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Parameter stability in MARS
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Parameter stability in MARS

@ 35 years of data: Stable relationships? Not in a linear world

@ MARS may be capturing some of the previously shown instability, but
| would be curious to see a subsample analysis

@ '82-'04, much more stable period in several countries (Blanchard and
Simon (2001)): Same picture in terms of estimated
parameters/"knots"?
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S, Gand T: The U.K. case

o Estimated linear fiscal policy rule for the U.K., sample 1982-2004,
different fiscal indicators

] Fl \ S/Y G/Y T/Y \
Gap;—1 | 030" —0.40"* 0.01
(0.13) (0.15) (0.08)
Debt;_1 | 0.24** —0.19*** 0.05*
(0.03) (0.03) (0.03)
Fl, 1 0.71* 0.66*"* 0.86***
(0.11) (0.13) (0.06)

Efrem Castelnuovo (University of Padua) Discussion Paolo Manasse's MIUR Workshop 2007 10 / 14



@ Countercyclical fiscal policy in the U.K. seems to be
expenditures-driven (interestingly, in several NK applications G/Y
exogenous and T/Y endogenous)

Efrem Castelnuovo (University of Padua) Discussion Paolo Manasse's MIUR Workshop 2007 11 / 14



S,Gand T

@ Countercyclical fiscal policy in the U.K. seems to be
expenditures-driven (interestingly, in several NK applications G/Y
exogenous and T/Y endogenous)

e Evidence in favor of different elasticities (e.g. Alesina and Tabellini
(2005))
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@ Countercyclical fiscal policy in the U.K. seems to be
expenditures-driven (interestingly, in several NK applications G/Y
exogenous and T/Y endogenous)

e Evidence in favor of different elasticities (e.g. Alesina and Tabellini
(2005))

@ Interesting to investigate this issue with MARS (clusters, e.g.
developed vs. developing countries, "free" vs. "constrained" countries
(in terms of fiscal rules), ...)

Efrem Castelnuovo (University of Padua) Discussion Paolo Manasse's MIUR Workshop 2007 11 / 14



Other type of non-linearity: Regime-switches!

@ Theoretical framework by Leeper and coauthors (several contr.):
Monetary and Fiscal policies may be active/passive, in models with
no expected policy switch this may lead to indeterminacy/instability,
in models with expected switch uniqueness tends to prevail
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e Favero and Monacelli (2005): Regime-switches matter for the U.S.!

(from active to passive fiscal policy and back) Much better
description of the U.S surplus
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Other type of non-linearity: Regime-switches!

@ Theoretical framework by Leeper and coauthors (several contr.):
Monetary and Fiscal policies may be active/passive, in models with
no expected policy switch this may lead to indeterminacy/instability,
in models with expected switch uniqueness tends to prevail

e Favero and Monacelli (2005): Regime-switches matter for the U.S.!
(from active to passive fiscal policy and back) Much better
description of the U.S surplus

@ Can we square your way of treating non-linearities with theirs?
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Too many "knots"?

Curve 3 Pure Ordinal

o 20 40 &0 B0 100 120 140 180 180 00 220
DEBT1

Figure: Source: Manasse (2006) (MARS Model with Fixed Effects, Fiscal Rules,
Institutions: No Interactions)

@ Highly sophisticated fiscal policy or "over-adaptation" to the data?
Marginal contribution of the 4th or 5th knot to the MSE?

Efrem Castelnuovo (University of Padua) Discussion Paolo Manasse's MIUR Workshop 2007 13/



Too many "knots"?

Curve 3 Pure Ordinal
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Figure: Source: Manasse (2006) (MARS Model with Fixed Effects, Fiscal Rules,
Institutions: No Interactions)

@ Highly sophisticated fiscal policy or "over-adaptation" to the data?
Marginal contribution of the 4th or 5th knot to the MSE?

@ Limit the number of possible knots according to your priors/theory
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Miscellaneous

@ Non-linear vs. asymmetric fiscal policy: Manasse (2005) with
abs(ep) = abs(er) is a non linear, symmetric rule
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Miscellaneous

@ Non-linear vs. asymmetric fiscal policy: Manasse (2005) with
abs(ep) = abs(er) is a non linear, symmetric rule

@ Missing literature: Gali and Perotti (2003) contributed to popularize
simple fiscal policy rules

e Gali and Perotti (2003): Cyclically adjusted output gaps

o OECD vs. HP, real time vs. revised output gaps: Robustness check?

e U.S. and Germany not in the study: Any particular reason? (fiscal
decentralization? too few reliable observations for Germany?)

o Country differences in terms of reactions? (see Alesina and Tabellini
(2005))

@ Developed vs. developing countries: Different default options (see Yui
Suzuki's webpage, i.e. http://www-personal.umich.edu/yuis/)
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