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Are the Effects of Fiscal Policy Asymmetric?

By Regis Barnichon, Christian Matthes, and David A. Price

Economic research on the size of the fiscal multiplier has assumed that the
effects of changes in government spending are symmetric — that is, they
influence economic output to the same degree whether the change is an
increase or a decrease. Richmond Fed research indicates that this is not the
case; the fiscal multiplier does vary according to the direction of the fiscal
action and also varies with the stage of the economic cycle. This finding
sheds light on likely outcomes of fiscal policies and helps account for incon-
sistent estimates of the multiplier in the literature.

Following the economic crisis of 2008-09, the use
of fiscal stimulus in the United States and other
industrialized countries led to a resurgence of
interest in the size of the “multiplier”— roughly
speaking, the effect on total economic output of
a one-dollar increase or decrease in government
spending or taxation. Interest in this question
was further motivated in the 2010s by contrac-
tionary fiscal policies in continental Europe,
which were implemented in response to rising
levels of public debt. Estimates of the size of the
multiplier have been inconsistent, with results

in recent research ranging from 0.5 to 2.0. With
some justice, the effect of fiscal stimulus or con-
traction on output has been termed “the fore-
most academic and policy dispute of the day.”!

Economic research on this question has assumed
that the effects of fiscal policy shocks are sym-
metric; that is, a dollar of fiscal stimulus has been
assumed to have the same multiplier as a dollar
of fiscal contraction. Yet in the context of mon-
etary policy, economists have long theorized that
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the effects of monetary stimulus and contraction
are asymmetric, with monetary contraction hav-
ing a larger effect on output — a view to which
recent empirical research has lent support.?
Might the same be true of fiscal policy?

Two of the authors of this brief, Barnichon and
Matthes, have used a new statistical method-
ology to investigate whether the size of the
multiplier varies on the basis of whether the
fiscal shock is positive or negative. Their meth-
odology also enables them to assess whether
the multiplier is different during a recessionary
stage of the business cycle or a nonrecessionary
stage. The findings of this research offer a path
for reconciling the inconsistent results of earlier
research and provide support for the hypothesis
of an asymmetric multiplier.?

Detecting Asymmetry in the Fiscal Multiplier
The research by Barnichon and Matthes em-

ploys a statistical methodology that they term
“functional approximation of impulse respons-
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es,” or FAIR. This approach facilitates the incorpo-
ration of nonlinearity into models, including the
testing of multiple nonlinearities jointly — such as
allowing for estimates to depend on whether the
sign of a fiscal shock is positive or negative and at
the same time allowing for estimates to depend on
whether the shock takes place within an expansion
or recession.*

The authors assume that the fiscal policy shock is
structured as a temporary, possibly deficit-financed
change in government purchases. They estimate
the multiplier using two of the principal approaches
in the literature to identifying fiscal shocks — the
Auerbach and Gorodnichenko vector autoregression
(VAR) approach and Ramey’s narrative approach.’
Under both approaches, they find that the multiplier
for contractionary shocks to government spending,
which they term m—, is greater than 1.0 throughout
the business cycle and that it is at its peak during

recessions. With regard to expansionary fiscal shocks,
the ones most often associated with fiscal policy,
they find that the multiplier m+ is around 0.5 and is
not statistically different in recessions than in non-
recessionary periods. (See Figure 1.)

These findings have two important policy impli-
cations. First, they strongly weaken the case for
fiscal packages to stimulate the economy. Second,
they caution that austerity measures may have a
much higher output cost than suggested by linear
estimates.

The differing size of the multiplier depending on
the sign (m+ or m-) of the fiscal shock helps to rec-
oncile seemingly inconsistent findings in the litera-
ture: while studies based on narratively identified
shocks find little evidence for state dependence,’
VAR-based studies find that the multiplier is largest
in times of slack.’

Figure 1: Variations in the Fiscal Multiplier over the Economic Cycle
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Source: Regis Barnichon and Christian Matthes, “Understanding the Size of the Government Spending Multiplier: It's in the Sign,” Manuscript, June 2017

Notes: Analysis covers 1966 through 2014. Unemployment rates on the X axis are detrended. (For example, -1 means 1 percent lower than trend.) Estimates
of the multiplier are based on the VAR method of identifying fiscal shocks. Shaded areas represent 68 percent and 90 percent confidence intervals.
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The authors note that positive fiscal shocks are over-
represented in the narrative identification approach
because the spending shocks identified by that
scheme are mainly positive ones. Thus, the multi-
plier estimates mostly reflect the effects of positive
shocks, which, according to the authors’results, do
not depend on the state of the business cycle. In
contrast, the spending shocks identified in VARs are
(by construction) evenly distributed between posi-
tive and negative values. As a result, the average
multiplier is largest in times of slack, because m-is
largest in times of slack.

Accounting for Asymmetry in the Fiscal Multiplier
According to the authors, two factors could lead to
an asymmetric multiplier: (i) financial frictions and
(if) downward nominal rigidities (that is, downwardly
“sticky” wages and prices). Regarding the first factor,
with borrowing constraints, the government spend-
ing multiplier may be asymmetric because house-
holds’ marginal propensity to consume (MPC) out
of temporary income is asymmetric; in other words,
it depends on the sign of the change in income.
Indeed, MPC is a key determinant of the size of the
multiplier since it captures how much of an increase
in government spending gets “reinjected” into the
economy through households’ consumption deci-
sions. Regarding the second factor, to the extent
wages and prices adjust upward in response to
positive shocks more readily than they adjust down-
ward in response to negative ones, producers would
be more likely to adjust to a negative shock through
changes in output rather than prices.

The authors conclude that a better understanding of
the effects of financial frictions on the (asymmetric)
size of the MPC should be an important part of the
research agenda on the size of the multiplier and
the effects of fiscal policy, as would a more detailed
understanding of the effects of downward rigidities.

Regis Barnichon is a research advisor at the Federal
Reserve Bank of San Francisco. Christian Matthes is a
senior economist and David A. Price is senior editor
in the Research Department at the Federal Reserve
Bank of Richmond.
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For further detail on these and related mechanisms, see
Barnichon, Matthes, and Sablik (2017) and Barnichon and
Matthes (2016).
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