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The macroeconomicisofl consolidations
in aMonetary Union: tase of Italy

Lorenzo Forni (), Andrea Gerali () e Massimiliano Pisani( )

Abstract

We simulate the macroeconomic and welfare implications of different fiscal
consolidation scenarios in ltaly using a medium scale-awas dynamic general
equilibrium currencyunion model. Differently from similar models, ours is rich in the
terms of fiscal features. We assume distortionary taxes (on labor income, capital income
and consumption) and welfaemhancing public expenditure. We distinguish between
public sgending on final goods and services, public employment and transfers to
households. The scenarios that we consider envisage a decreases in the public debt to
GDP ratio of 10 percentage points in 5 years.

Based on our simulations we find that: first, fisdidtortions are quantitatively
significant; second, a consolidation strategy that reduces expenditure and
simultaneously lowers tax rates has a positive effect ornem@sDP of 5% to 7% and
on welfare of 4% to 7% of the initial levels, depending on tbeposition of the
adjustment; third, consumption and investment are stable or grow on impact and along
the path to the new steady state; finally, spillovers to the rest of the euro area are
expansionary and sizeable both in the long run and along thiitnans

JEL classificationE62, H63
Keywords fiscal consolidation, monetary union, distortionary taxation, general
equilibrium models.

1 We received useful suggestions from Francesco Lippi, Alberto Locarno, Fabio Panetta, Morten Ravn, Stefano
Siviero, Piero Tommasino, Aleh Tsyvinski, Joseph Ze&iral from seminar participants at the Bank of Italy
(November 2007), Computing in Economic and Finance annual meeting (Paris, June 2008), Society for Economic
Dynamics annual meeting (Boston, July 2008), Italian Society of Public Finance annual meetiagS&gtember

2008), Einaudi Institute for Economics and Finance (Roma, October 2008), LUISS University (Roma, October 2008)
and Dynare Conference (Oslo, August 2009).

Disclaimer: the opinions expressed are those of the authors and not those of thElBankrathe IMF.

(") IMF and Bank of Italy (Iforni@imf.org)
(") Bank of Italy (andrea.gerali@bancaditalia.it)
(") Corresponding Author. Bank of Italy (massimiliano.pisani@bancaditalia.it)



1 Introduction!

Recent forecasts by the European Commission and the International Mone-
tary Fund point to dramatic increages in the level of public debt in the next
few years in almost all euro area countries. The grim perspectives of the
public accounts are compounded by the very high level of implicit public
debt, related to the promises of the health and pension systems in our aging
societies. Therefore, inevitably, in the near future will see a renewed debate
on how to congolidate the fiscal pogition.

This paper contributes to the debate by simulating the macroeconomic
and welfare implications of different fiscal consolidation scenarios in Ttaly.
The model that we use considers the Ttalian economy as part of the euro
area in order to properly take into account the role of the common monetary
policy and the spillovers from (and to) the rest of the area.

The bagic structure of the model is akin to the Global Economy Model
(GEM) developed at the IMF.? There are monopolistic competition in the
goods and labor markets, standard real and nominal frictions to match the
persistence and inertia usually found in the data, an interest rate feedback
rule for the monetary authority. Differently from other similar models, ours
ig rich in the terms of fiscal features, that allow to realistically analyze fiscal
issues in a general equilibrium context. Fiscal policy is conducted at regional
level. In each region we break down the Ricardian equivalence by introduc-
ing distortionary taxes on labor income, capital income and consumption,
allowing for a realistic treatment of fiscal policy. On the expenditure side, we
depart from the simplifying assumption that public expenditures are “pure
wagte”. We carefully distinguish between different uses of public money.
Specifically, we consider gpending on final goods and services produced by
the private sector, public employment and transfer to families. Decompos-
ing public expenditures in its main components is important, as each one
has different macroeconomic implications.? In particular, we assume that

'We received useful suggestions from Francesco Lippi, Alberto Locarno, Fabio Panetta,
Morten Ravn, Stefano Siviero, Piero Tommasino, Aleh Tsyvinski, Joseph Zeira and from
seminar participants at the Bank of Italy (November 2007), Computing in Economic
and Finance annual meeting {Paris, June 2008), Society for Economic Dynamics annual
meeting (Boston, July 2008), ltalian Society of Public Finance annual meeting (Pavia,
September 2008), Einaudi Institute for Economics and Finance (Roma, October 2008),
LUISS University (Roma, October 2008), Dynare Conference {Oslo, August 2009) and
Italian Ministry of Economic and Finance (Roma, December 2009). Usual disclaimers
apply.

“See Pesenti (2008). See also Bayoumi (2004) for a non-technical description of the
GEM. Several central banks have developed DSGE models for policy analysis. Among the
others, the Fed has developed SIGMA (see Frceg et al. (2006)), the European Central
Bank the New Eurc Area Wide Model (see Coenen et al. (2007)).

FRogsrson (2007) argues that “it is essential to explicitly consider how the government
spends tax revenues when assessing the effects of tax rates on agpregate hours of market
work.” For a formal analysis along these lines, see Leeper and Yang (2006).



public gpending on private final goods iz used ag intermediate good and
combined with public employment to produce public goods that positively
affects the households’ utility function. In this way, a trade-off between the
welfare-enhancing public good and the migallocation of (goods and labor)
rezources induced by its production ig introduced in the model.

We focus on scenariog where the public debt-to-annual gross domestic
product (GDP from now on) is reduced from 105% to 95% over a five-year
horizon. The scenarios differ in terms of tax rates and expenditure items
that are changed to reach the target. The model parameters are calibrated
to values commonly used in the literature and to replicate the great ratios
of Ttaly and rest of the eurc area. We assume that in the rest of the euro
area lump-sum transfers are tuned in order to leave the public debt-to-GDP
ratio unchanged.

We run simulations under perfect-foresight and assume that the only
shocks perturbing the economy are the fiscal ones. We use Dynare to com-
pute initial and final steady states and related transition path. We abstract
from considerations related to lack of credibility, uncertainty, optimal Eam-
sey policy, the use of fiscal instrument to stabilize business cycle and to fiscal
coordination issues between Italy and rest of the euro area.*

Along the transition nominal and real rigidities contribute, jointly with
the gradual implementation of fiscal measures, to prolong the adjustment
of the economy towards the new long run equilibrium. So we report long
run (final steady state) and short-medium run (transition) macroeconomic
domestic effects and spillovers to the rest of the euro area. We also provide
a measure of the effects on welfare in termsg of consumption equivalents.
Finally, we perform sensitivity analysis to check for the robustness of results.

Results are as follows. First, we show that fiscal distortions are quanti-
tatively relevant. For a given public debt-to-GDP ratio, tax rate cuts com-
pensated by lower lump-sum transfers have clear welfare-improving im plica-
tions. To the contrary, increases in expenditures (financed by lower lump-
sum transfers) aimed at the provision of welfare-enhancing public goods,
have negative welfare effects. The reagon is that the increase in welfare re-
lated to the higher level of public good iz more than compensated by the
increase in economic distortions (on private goods and labor supply) associ-
ated to its production. Second, and consistently with the above resultg, the
best way to accomplish a reduction in the public debt-to-GDP ratio is by
lowering tax rates while, at the same time, reducing expenditures by more
than would be needed with unchanged tax rates. In particular, a simultane-
ous reduction in public expenditures and tax rates that achieves the targeted
reduction of the public debt hag the highest long run steady-state expan-
gionary effects on GDP and on all its components. The former increases by
5 to 7% of the initial steady state level, depending on the exact composition

“On the optimal Ramsey problem see Juillard and Pelgrin (2007).






