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Imagine a sudden fall in confidence

• People decide to reduce their spending
• They prefer to hold on to money

Ø A negative confidence shock (V↓)

2Image source: https://www.cnbc.com/2014/04/24/want-companies-to-stop-hoarding-cash-heres-how.html
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The signal extraction problem strikes again!
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Revenue Costs

Reduced 
output

(Recession)

“In downturns, revenue and cash 
levels always fall faster than 

expenses”*

Loss

*See “Coronavirus: The Black Swan of 2020”, March 2020
https://medium.com/sequoia-capital/coronavirus-the-black-swan-of-2020-7c72bdeb9753

What are the 
options?

Our AD equation was incomplete!

4Keynes, J.M., 1936, The General Theory of Employment, Interest and Money, Palgrave Macmillan

Deficit financed 
fiscal stimulus!

J.M. Keynes
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Ricardian equivalence in UK politics

"Through our actions we are both supporting families and 
businesses now and helping them prepare for the future. That is 
why the responsible course is to borrow now to maintain 
growth and output, and to reduce borrowing as a proportion of 
GDP as the economy recovers and tax receipts rise again." 

Gordon Brown, UK Prime Minister, quoted in “Financial crisis: Gordon Brown 
vows to borrow way through recession” Daily Telegraph, October 26, 2008

5For seminal articles on Ricardian equivalence see Barro, R.J., 1974, “Are Bonds Net Wealth?” Journal of Political Economy 
82(6):1095-1117 and Barro, R.J., 1979, "On the Determination of the Public Debt” Journal of Political Economy 87(5):940-971

“When borrowing is already rising to dangerous and unsustainable 
levels, temporary short-term giveaways now, paid for by permanent 
tax rises and even higher borrowing later is a big economic mistake, 
because it misunderstands how people actually behave. When 
people make big economic decisions like buying a house or a car, or 
investing in a business… they don’t just act in the present: they look 
ahead to the future… If people know that they will be hit with 
massive tax rises in a couple of years, they’re less inclined to 
spend more now”

“Fiscal responsibility and the recession”, a speech by David Cameron (leader of 
the opposition) at the LSE, December 9, 2008

Using fiscal tools to manage AD

6

Smooth the 
cycle
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7“What can government do to create jobs?” Written testimony by Matthew Mitchell to the United States House of 
Representatives Education and Workforce Committee, February 1, 2012

Estimates of the fiscal multiplier 

Criteria for a successful fiscal stimulus

Timely

• It needs to 
begin whilst the 
economy is in 
recession

Temporary

• It needs to 
expire before 
the economy 
recovers

Targeted

• It needs to 
target the idle 
resources

8Joke: paying unemployed people to dig holes is better than doing nothing (i.e. a “public work program”)
Note that some economists believe that Keynes used the ditch-digging example as a type of helicopter drop

The stated aim of 
a fiscal stimulus
is to close the 

output gap (Y-Y*)
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What about the Obama stimulus?

The 2009 Obama stimulus bill

• The full title was the American Recovery and Reinvestment 
Act (ARRA)

• A $787bn package (4% of GDP)

10

State and local 
government aid, 

34%

Direct federal 
spending, 28%

Tax provisions, 
38%
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July 2009
> $140bn still not 

spent

12/08 
Announcement 

that the US is in a 
recession*

Was it timely? 17/2/09 
Stimulus bill 

passed

11

2007

Q1 Q2 Q3 Q4

2008

Q1 Q2 Q3 Q4

2009

Q1 Q2 Q3 Q4

2010

Q1 Q2 Q3 Q4

12/07 
Date the recession 

began*

1 year: typical recession 

16 months: longest recession (since Great Depression) was 1981-1982 

* NBER definition. Typically a recession is 2Q of –ve GDP growth, and it takes a Q to measure. See Irwin, N., “NBER: U.S. In 
Recession That Began Last December”, Washington Post, December 1st 2008
** “Stimulus Package Unveiled”, Wall Street Journal, January 16, 2009

June 2009
Recession ended

(18 months)

38% of the 
stimulus 

package**

20.8% of the 
stimulus 

package**

June 2008 
“The risk that the 

economy has entered a 
substantial downturn 

appears to have 
diminished over the past 
month or so” Bernanke

The biggest lesson from Obama’s first year in office…

12

“there's no 
such thing as 
shovel-ready 

projects”

“Obama: "No Such Thing as Shovel-Ready Projects”” CBS News, October 13, 2010
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Was it temporary?

• “The "American Recovery and Reinvestment Act of 2009" 
(ARRA), was rushed through Congress on the grounds that 
fast-acting and temporary measures were needed to 
counteract the recession....However, many of the 
provisions in the stimulus will not be temporary....All 
told, the Obama administration's budget seeks to make at 
least 37% of ARRA's spending and tax cuts permanent”

Alex Brill and Amy Roden, “A Sickening Deficit”, Forbes.com October 19, 2009

• For a typical stimulus around 95% of spending plans are still 
in place two years after the start

See Blanchard, O., and Perotti, R., 2002, “An 
Empirical Characterization of the Dynamic Effects of Changes in Government 

Spending and Taxes on Output,” The Quarterly Journal of Economics, 117(4):1329-368

13It needs to expire before the economy recovers: (1) It is not supposed to be inflationary; (2) It is not supposed to 
increase long term public debt

Was it targeted?

• Around 98% of state spending was used to pay off debt
John Cogan and John Taylor, “What the Government Purchases Multiplier Actually Multiplied in 

the 2009 Stimulus Package,” (working paper, National Bureau of Economic Research, October 
2010)

• No statistical relationship between the distribution of 
stimulus spending and local area unemployment rates

Veronique de Rugy, “Stimulus Facts—Period 2,” (working paper, Mercatus Center at George 
Mason University, 2010); Jason Reifler and Jeffrey Lazarus, “Partisanship and Policy Priorities 

in the Distribution of Economic Stimulus Funds,” (working paper under review, September 
2010); and Robert Inman, “States in Fiscal Distress,” (working paper, National Bureau of 

Economic Research, June 2010)

• Most of those hired were not previously unemployed 
Garett Jones and Daniel Rothschild, “Did Stimulus Dollars Hire the Unemployed? Answers to 
Questions About the American Reinvestment and Recovery Act,” (working paper, Mercatus 

Center at George Mason University, 2011)

14See “What can government do to create jobs?” Written testimony by Matthew Mitchell to the United States House of 
Representatives Education and Workforce Committee, February 1, 2012
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Did the ARRA work?

Study Findings

Feyrer & Sacerdote (2011) Multiplier between 0.47 and 1.06
Stimulus increased employment ($170,000 per job)

Chodorow-Reich, Feiveson, Liscow, and 
Gui Woolston (2012)

Multiplier of 2 for spending on Medicaid

Wilson (2012) 2m extra jobs created
18.4% increase in construction employment

Page & Reichling (2011) 1.6m-4.6m jobs created, real GDP increased by 1.1-3.1%, 
unemployment reduced by 0.6-1.8pp
Infrastructure multiplier between 1 and 2.5
Transfer payment multiplier between 0.8 and 2.1

Council of Economic Advisors (2010) 2.7m-3.7m jobs created or saved

Zandi & Blinder (2010) 2.7m jobs created, real GDP increased by 3.4%, 
unemployment reduced by 1.5pp

Oh and Reis (2011) Tax transfer multiplier of 0.02 and 0.06
Government purchase multiplier of 0.06

Conley and Dupor (2011) 450,000 jobs created/saved
1m jobs destroyed/forestalled

Taylor (2011) Stimulus failed

See Matthews, D., “Did the stimulus work? A review of the nine best studies on the subject”, Washington Post, August 24th 2011

The Bernstein-Romer chart

16Feyrer, J. and Sacerdote, B., “Did the Stimulus Stimulate? Real Time Estimates of the Effects of the American Recovery and 
Reinvestment Act”, NBER Working Paper No. 16759, Feb 2011
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How to boost effective demand

Stabilising demand via 
debt-led private sector 
expansion

Expansionary fiscal 
policy

Substitution of 
domestic with foreign 
demand

Requirements Sufficiently de-
regulated financial 
markets, capital 
inflows

Creditors (could be 
central bank)

Competitive advantage, 
foreign import demand, 
capital outflows

Main actor Households Government Firms

Affected component of 
aggregate demand

Consumption (C) Government spending 
(G)

Net exports (X − M)

Side effects Increasing indebtedness 
of private households

Increasing indebtedness 
of the national 
government

Net lending, currency 
re-valuation (not 
applicable in the 
Eurozone)

Examples in the EU Spain, Portugal Legal institutions in the 
EU restrict this strategy

Germany, the 
Netherlands

Implications for current 
account

Negative Negative Positive

17Grabner, C., Heimberger, P., Kapeller, J., and Shutz, B., 2020, “Is the Eurozone disintegrating? Macroeconomic 
divergence, structural polarisation, trade and fragility” Cambridge Journal of Economics, 
https://academic.oup.com/cje/article/doi/10.1093/cje/bez059/5706035

Fiscal multiplier estimates for Euro countries

18

France Germany Italy Spain

Characteristic Value      Score Value Score Value Score Value Score

Closed economy 31.2 0 38.1 0 26.4 1 29.9 1
Labour market rigidities 45 1 53.3 1 50.3 1 59 1
Low automatic stabilisers 57 0 44 0 50 0 43 0
Fixed exchange rates 1 1 1 1
Low public debt 120.5 0 79 1 157 0 116 0
Effective public finances 79 1 82 1 68 0 84 1
Total score 3 4 3 4

Range (0.1 - 0.6) (0.4 - 1) (0.1 - 0.6) (0.4 - 1)

Large output gap adjustment 0.1 0.6 0.4 1 0.1 0.6 0.4 1
Narrow output gap adjustment 0.1 0.6 0.24 0.6 0.1 0.6 0.24 0.6
Monetary policy adjustment 0.13 0.78 0.312 0.78 0.13 0.78 0.312 0.78

Final range (0.13 - 0.78) (0.31 - 0.78) (0.13 - 0.78) (0.31 - 0.78)

Y 1.2% 1.9% 0.9% 3.3% 
Output gap -1.8 0.8 -1.6 < 1% 
Interest rates 0% 0% 0% 0% 

Analysis conducted March 2018
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19Analysis conducted March 2018
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Fiscal multiplier estimates for Euro countries

Fiscal stimuli tend to occur as a means of crisis management

Maintaining 
confidence

Causing a 
panic

20
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What prompted the 2008 panic?

21TARP is the Troubled Asset Relief Program, when the US government bought $700bn of toxic assets from financial institutions

The Paulson/Bernanke testimony

22

“I knew I had to choose my words carefully. We faced 
a real dilemma: to get Congress to act we needed to 
make dire predictions about what would happen to 
the economy if we didn’t get the authorities we 
wanted. But doing so could backfire. Frightened 
consumers might stop spending and start saving, which 
was the last thing we needed right then. Investors 
could lose the final shred of the confidence that was 
keeping the markets from crashing” 

Henry Paulson, US Treasury Secretary*

* see Paulson, H., 2010, On the Brink, New York: Business Plus, pp.281–282
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"It's not based on any particular 
data point, we just wanted to 
choose a really large number” 

Treasury spokesperson

$700bn bailout

• Why did the US Treasury decide on $700bn as the size of 
the initial bailout fund in 2008?

23* quoted on Forbes.com, September 23, 2008, No. 4 “Most Notable Quotations of 2008” by The Yale Book of Quotations

“We have $11 trillion residential mortgages, $3 trillion 
commercial mortgages. Total $14 trillion. Five per 
cent of that is $700 billion. A nice round number”.

Henry Paulson

How can policy make things worse?

• “Arbitrary decisions by government may reduce business 
confidence, and thus inhibit the investment the politicians 
want to see”

The Economist, 2013

• According to Alan Greenspan 50-75 per cent of the fall in 
illiquid long term investment was due to “the shock of 
vastly greater uncertainties embedded in the 
competitive, regulatory and financial environments faced 
by business since the collapse of Lehman Brothers, 
deriving from the surge in government activism”*

24* see “V: Velocity shocks, regime uncertainty and the central bank” in Evans, A.J., 2018, Getting the Measure of Money, IEA

Policy responses in a crisis can 
calm markets and restore 

confidence

But if investors want 
predictability, the threat of 

arbitrary and large scale 
intervention may damage 

confidence
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The pressure to act

For data on penalty kicks see Authers, John, “Why sitting tight is sometimes right”, Financial Times, February 15, 2008

The big debate: Keynes

26

Keynes

Problem Spending
Consumers are not buying enough 
stuff

Solution More spending

• Infrastructure
• Job creation

Concerns May not be enough

Key 
question

How can fiscal policy smooth the 
economic cycle?
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Is a recession merely a spending problem?

27* See “An Ordinary Joe”, The Economist, June 23, 2012

“At this point, anything that 
boosts the government’s 
deficit over the next two 

years passes the benefit-cost 
test – anything at all”

Brad DeLong
November 2009

“paying people to ditch-dig 
and refill them would be 

better than not increasing 
government spending”

Joseph Stiglitz
Summer 2010

The 2009 fiscal 
stimulus was “not as 
well designed as it 
could have been”*

Joseph Stiglitz
June 2012

Williamson Tunnels, 1810-1840

28
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Infrastructure

Ordos City, 2009

30

Jobs

North Korea, 2013
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7m views!

The big debate: vs. Hayek

31Watch “Fear the Boom and Bust” [https://youtu.be/d0nERTFo-Sk] and “Fight of the Century” [https://youtu.be/GTQnarzmTOc]

Keynes Hayek

Problem Spending
Consumers are not buying enough 
stuff

Coordination
Producers are making the wrong stuff

Solution More spending

• Infrastructure
• Job creation

Market process to find out where 
spending should be directed

• Infrastructure spending can be 
wasteful

• The type of jobs is more important 
than the amount

Concerns May not be enough Could make things even worse

Key 
question

How can fiscal policy smooth the 
economic cycle?

What’s the best use of scarce 
resources to create value?

Three main types of fiscal measures

Immediate fiscal 
impulse

Deferrals Other liquidity 
provisions and 
guarantees

• This includes spending on 
medical equipment, 
public investment, and 
cancellation of certain 
taxes

• Deferment of payments 
including taxes and social 
security contributions

• Assist the liquidity 
position of people across 
the board, without 
reducing their obligations

• Including “export 
guarantees, liquidity 
assistance, credit lines 
through national 
development banks”

• These require specific 
action by companies 
wishing to benefit

32Anderson, J., et al “The Fiscal Response to the Economic Fallout from the Coronavirus” Bruegel, Sep 24th 2020
https://www.bruegel.org/publications/datasets/covid-national-dataset/
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Summary of fiscal measures

33Anderson, J., et al “The Fiscal Response to the Economic Fallout from the Coronavirus” Bruegel, Sep 24th 2020
https://www.bruegel.org/publications/datasets/covid-national-dataset/
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Discretionary 2020 fiscal measures, by November 2020 (and totals)
% of 2019 GDP

Immediate fiscal impulse Deferral Other liquidity /guarantee

28% 40% 49% 17% 26% 14%

The old adage

• A key criticism of the Keynesian approach was made by 
James Buchanan and Richard Wagner

• The concern is that “permanent budget deficits” lead to an 
inevitably tendency

• It happened in the USSR, Zimbabwe, and the Eurozone debt 
crisis

34

Budget Deficit Inflation Crisis

Steadily increasing 
public debt

Signal extraction 
problem

Buchanan, J.M., and Wagner, R.E., 1977, Democracy in Deficit, Academic Press

From boom to 
bust
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Public debt tipping point

• In a famous and controversial paper, Reinhart and Rogoff 
identified government debt of 90% of GDP as a “tipping 
point” beyond which a default becomes highly likely *
– 90% for high income countries
– 60% for emerging market

• Maybe 120% should be an additional category

35* Reinhart, C M and Rogoff, K.S., 2010b, “Growth in a Time of Debt”, American Economic Review: Papers and Proceedings 100(2): 573–578.
See Evans, 2020 p. 366.

Summary of policy options

36

Policy options

Aggregate Demand
(M+V)

Monetary

Fiscal

Supply side 
(Y*)

Structural

Watch “Macro Policy” [https://youtu.be/8fiFf8n2K4w]
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What about cutting edge growth?

37

Y*

Macro policy decisions

38

• Actions taken by the monetary authority (typically a 
central bank)

Monetary policy

• Decisions about government spending and taxation
• A fiscal stimulus, intended to boost AD, is only one 

element of fiscal policy

Fiscal policy
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Final thoughts

• It’s common to talk about the “policy mix” because 
monetary and fiscal policy need to be coordinated

• But there are important reasons for central banks to be 
operationally independent from elected politicians

• The suggestion that monetary policy needs to 
accommodate fiscal policy implies that it’s monetary 
policy that does the heavy lifting

39

Glossary

• Fiscal stimulus: an increase in the budget deficit designed 
to boost aggregate demand

• Fiscal multiplier: the ratio between a change in the budget 
deficit and a change in aggregate demand

• Policy uncertainty: reductions in investors confidence 
caused by a lack of understanding as to how they will be 
affected by expected policy changes

Types of shock
• Supply side

– Real 
– Productivity

• Aggregate demand
– Nominal
– Total spending

For further resources: https://anthonyjevans.com/fiscal-policy/ 40


