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***
) 

Abstract  

We simulate the macroeconomic and welfare implications of different fiscal 

consolidation scenarios in Italy using a medium scale two-areas dynamic general 

equilibrium currency-union 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 welfare-enhancing public expenditure. We distinguish between 

public spending 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, fiscal distortions are quantitatively 

significant; second, a consolidation strategy that reduces expenditure and 

simultaneously lowers tax rates has a positive effect on long-run GDP of 5% to 7% and 

on welfare of 4% to 7% of the initial levels, depending on the composition 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 the transition. 

JEL classification: E62, 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 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), Italian Society of Public Finance annual meeting (Pavia, September 

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 the Bank of Italy or the IMF. 

 

(*) IMF and Bank of Italy (lforni@imf.org) 

(**) Bank of Italy (andrea.gerali@bancaditalia.it) 

(***) Corresponding Author. Bank of Italy (massimiliano.pisani@bancaditalia.it) 



 

 

3 

 
  



 

 

4 

 
  



 

 

5 

 
  


