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Abstract 

This contribution provides evidence in support of the hypothesis that fiscal policy is largely anticipated and its 

effects depend on expectations. Based on a 2-country Bayesian VAR model between major European economies, 

we found that an unanticipated fiscal stimulus leads to expectations of strong deficit reversals. This in turn 

depresses domestic and foreign activity. Foresight shocks, on the contrary, have positive effects on domestic 

activity. Differences in the responses to surprise and foresight shocks reflect the role of expectations. The 

evidence in our study is consistent with a regime where deficit reversals are mainly based on taxation alone. 

Keywords: Fiscal policy, VAR model, Fiscal spillovers, Fiscal multiplier 

 

            1. Introduction 

Evidence about the macroeconomic impact of fiscal policy is abundant yet 

controversial. Estimates of the government spending multiplier range from 0.5 to 2.5 in the 

United States depending on the estimation approach.6 Moreover, they vary considerably over 

time and across countries. It is by now well-understood that fiscal multipliers are higher in 

recessions (Auerbach and Gorodnichenko (2012)) and depend on such a large set of 

circumstances, including the exchange rate regime, trade openness, financial development, 

financial health and the state of public finances, that the notion of multiplier itself is put into 

                                                           
3 An extended version of this paper has been published in Economic Modelling vol.60, 81-97, 2017 under the 

title “Fiscal policy in Europe: the importance of making it predictable”. 

4 University of Rome III, Department of Political Science. Email: lilia.cavallari@uniroma3.it  

5 University of Rome III, Department of Political Science. Email: simone.romano@uniroma3.it  

6 The Congressional Budget Office (2012) provides a detailed survey. See also Reichling and Wahlen (2012) 

and Ramey (2011b). 
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question.7 Results are mixed when it comes to evaluating the international effects of fiscal 

policy. In the euro area, Caporale and Girardi (2013) document a significant impact of fiscal 

imbalances in a given EMU country on the borrowing costs faced by its EMU partners. 

Higher interest rates crowd-out private expenditure and reduce the efficacy of debt-financed 

fiscal expansions. Canova et al. (2013), on the contrary, document limited and even perverse 

effects on long-term yields. In their panel, most of the action comes through the trade 

channel: a fiscal expansion in one country leads to higher imports and has positive output 

spillovers in partner economies8. 

On the methodological ground, the fact that fiscal policy can be anticipated to a large 

extent poses a non-trivial identification problem. Fiscal variables are the result of a complex 

decision process, entailing long lags between the moment when the decision is taken and 

when it is effectively implemented. In the absence of a proper account of predictability, these 

variables may not convey sufficient information for identifying structural shocks, a problem 

known as non-fundamentalness. Clearly, estimated responses may be misleading and very far 

from the true ones whenever fiscal shocks are not properly identified. In the words of Ramey 

(2011a), identifying fiscal shocks is all in the timing. 

In this paper, we revisit the effects of fiscal policy on both domestic and foreign 

activity at the light of fiscal foresight. For this purpose, we use the official forecasts of the 

European Commission to identify surprise and foresight shocks. The former are unpredictable 

changes in the policy that is actually in place and capture innovations within a given policy 

regime. The latter are unpredictable changes in policy forecasts and reflect revision of 

expectations about future policy actions, namely regime shifts. The analysis draws on two-

country VAR models between major European economies that include measures of both 

realized and expected policy together with country-specific GDP, bilateral exports and long-

                                                           
7 Empirical explorations into the determinants of government spending multipliers include, among others, 

Auerbach and Gorodnichenko (2013), Corsetti et al. (2012), Ilzetzki et al. (2013), Christiano et al. (2011), 

Caldara and Kemps (2012), Erceg and Linde (2012), Leeper et al. (2011), and Woodford (2009). See also 

Caggiano et al. (2014), Guajardo et al. (2011). 

8 Previous studies documenting positive output spillovers from fiscal expansion in the EMU include, among 

others, Beetsma and Giuliodori (2004) and Beetsma et al. (2006). 
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term interest rate differentials. The fiscal stance is captured by the government balance (ratio 

to GDP) from the European Commission Forecasts. Data refer to Italy, France and Germany 

over the period 1971-2011. Fiscal shocks are identified as in Forni and Gambetti (2014) 

through a recursive ordering in which the realized policy does not react within the year to 

innovations in any other variable in the system. The expected policy, on the contrary, is 

allowed to react to innovations in the realized policy, reflecting the revision of expectations 

upon arrival of news. 

We provide evidence in support of the hypothesis that fiscal policy is largely 

anticipated and its effects depend on expectations about future policy actions. We first 

document the forecasting accuracy of the European Commission Forecasts and show that 

they help address the problem of non-fundamentalness in the identification of fiscal shocks. 

Then, we estimate the effects of surprise and foresight shocks. An unanticipated fiscal 

stimulus (the surprise shock) is found to generate expectations of strong deficit reversals over 

the subsequent two to three years and to depress domestic and foreign activity over the same 

horizon. This is consistent with a regime where deficit reversals are mainly based on taxation 

alone. A different picture emerges when the fiscal stimulus is engineered through a change in 

expectations. An anticipated fiscal expansion (the foresight shock) has positive effects on 

domestic activity. 

The paper is organized as follows. Section 2 verifies the forecast accuracy of the 

European Commission Forecasts and assesses their implications for the identification of 

fiscal shocks. Section 3 presents the econometric approach and section 4 discusses the results. 

Section 5 concludes. 

 

2. Fiscal foresight 

It is amply recognized that fiscal policy can be anticipated to a large extent. Yet, 

empirical evidence documenting fiscal foresight with time series data is scarce. Most 

contributions focus on government spending in the United States, including Ramey (2011a), 

Perotti (2011) and Forni and Gambetti (2014) among others. Using the Survey of 

Professional Forecasters, these studies suggest that the forecasts of government spending 

provide useful information about the prospective developments not only of government 
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spending itself but also of private consumption and output growth.9 Ignoring this information 

can cause serious estimation bias. 

In this section, we will assess the extent to which publicly available forecasts of the 

government balance in Italy, France and Germany provide information about future policy 

developments and their role for the identification of structural shocks. For this purpose, we 

use the European Commission Forecasts, ECF henceforth. The ECF report, for each year over 

the period 1971-2011, the forecast of the government balance (ratio to GDP), dt, made at the 

beginning of the period for the current and the subsequent period, ft (dt) and ft (dt+1), 

respectively. Forecasts are released in the spring and autumn of each year. From the original 

data, we derive the cumulated forecast: 

 

Ft = ft(dt) + ft(dt+1) the forecast error: (1) 

Fet = ft (dt) − dt  

 

and the forecast news: 

(2) 

Fnt = ft (dt) − ft−1 (dt) (3) 

  

Each of the indicators above reflects a different aspect of the forecasting process. The 

cumulated forecast captures the expected change in the government balance between t and 

t+1. Using information over a two-year horizon, it may perform better in terms of accuracy 

compared to the simple forecasts ft(dt) and ft(dt+1). The forecast error provides information 

about the accuracy of the EC forecasts. The forecast news conveys the new information that 

becomes available at each time t. 

As a preliminary step, we evaluate the forecasting accuracy of the European 

Commission Forecasts as compared to standard time series models. The target is the realized 

government balance-to-GDP ratio (see below for a complete description of the data) over the 

period 1971-2011. The time series models we use are univariate autoregressive models with 

                                                           
9 In Europe, see Gonzales et al. (2012). 
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maximum order 2. The initial sample date is 1971 and the parameters are estimated with a 

rolling windows of 16 years. Forecast accuracy is measured by the mean square forecast 

error, MSFE, normalized by the variance of the target. The MSFE is the fraction of 

unpredictable variance: the lower the MSFE the higher the degree of foresight. Results are 

reported in Table 1. 

The forecasts of the European Commission appear more accurate compared to the 

best performing autoregressive model. The MSFE of the ECF is lower than in any time series 

model and the difference is significant at the 5 percent level according to the Diebold-

Mariano test (Diebold and Mariano (1995)). These findings are in line with previous studies 

documenting the forecast accuracy of the ECF (Gonzales et al. (2012)). They suggest that the 

forecasts of the European Commission convey useful information for predicting the 

government balance. 

Table 1: Forecast Accuracy 

 

GERMANY Log-likelihood MSE MSFE 

ARMA (1,1) -42,96501 1,95490 4,09730 

ARMA (1,2) -43,42423 1,96620 1,98760 

ARMA (2,1) -42,37214 1,85030 3,24460 

ARMA (2,2) -42,36907 1,85110 3,27830 

EU Commission Forecast (1996-2011)   1,021875 

FRANCE Log-likelihood MSE MSFE 

ARMA (1,1) -50,69220 3,77270 3,63410 

ARMA (1,2) -47,48858 3,24900 9,10010 

ARMA (2,1) -50,48945 3,70650 3,59000 

ARMA (2,2) -47,15581 3,23110 8,23130 

EU Commission Forecast (1996-2011)   0,29938 

ITALY Log-likelihood MSE MSFE 

ARMA (1,1) -38,31310 1,31620 1,48700 
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ARMA (1,2) -38,29995 1,31620 1,49400 

ARMA (2,1) -38,28995 1,31560 1,50030 

ARMA (2,2) -38,28959 1,31540 1,49940 

EU Commission Forecast (1996-2011)   0,33875 

The table reports the log-likelihood and the mean square error, MSE, of the regression 

in row together with the mean square forecast error, MSFE, of the deficit forecast from 

ARMA models and from the European Commission Forecasts. Data cover the period 1996-

2011. 

It is well-known that omitting information can cause serious estimation bias (Forni 

and Reichlin (1998)). In VAR models, overlooking the effect of anticipated policies may lead 

to a non-fundamental structural MA representation (Leeper et al. (2013)). Because fiscal 

variables react with a delay to innovations in any other variable in the system, they may not 

provide sufficient information to identify structural shocks. As a consequence, the VAR 

results can be misleading and the estimated responses very far from the true ones (Ramey 

(2011a)). A similar problem occurs in monetary models that do not consider variables in the 

information set of central banks. Energy prices, for instance, provide useful information 

about future inflation and omitting them can cause a price puzzle, i.e. a positive response of 

inflation to an increase in the policy rate. 

We verify the existence of a fundamental MA representation using the orthogonality 

test proposed by Forni and Gambetti (2014). The test is based on a simple rational: 

fundamentalness requires that any linear combination of the estimated residuals is not 

correlated with the past realizations of available information. If the condition is not satisfied, 

a fundamental MA representation does not exist and the VAR model is misspecified, in the 

sense that it does not include sufficient information to identify structural shocks. The testing 

procedure is the following: first, estimate a VAR model and identify the shocks of interest; 

second, regress these shocks on the past values of variables that reflect available information 

and perform an F-test for the significance of the regression. Our regressors include the EC 

forecasts and the indicators (1), (2) and (3). 

As it will be clear soon, we focus on deficit shocks (the econometric model is 

described below). These are identified as the first shock in a Cholesky decomposition of the 
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VAR(2) including, in this order, the government deficit (ratio to GDP) and GDP of each 

country, taken one at a time, together with GDP, net bilateral exports (ratio to GDP) and long 

term interest rate differentials for each partner economy considered in turn. The model is 

estimated separately for each country pair over the period 1971-2011.10 The estimated deficit 

shocks are then used to perform the orthogonality test. They are regressed on five sets of 

regressors, including the series reported by the ECF and the indicators (1), (2) and (3), 

considered one at a time. The sixth regression contains all of these series together. The first 

five regressions contain up to 2 lags of the regressors so as to capture information far in the 

past. For efficiency reasons, the sixth regression contains only contemporaneous regressors. 

Results are shown in Table 2. The table reports the p-values of the F-test for the six sets of 

regressors, in rows, and for all country pairs, in columns. Orthogonality is clearly rejected in 

the regressions using all available forecasts, All, and in the regressions using forecast errors, 

FEt. It is not rejected in most of the remaining cases. We conclude that non-fundamentalness 

cannot be excluded in our VAR model. 

 

3. The econometric approach 

In this section we analyze the macroeconomic effects of fiscal stimulus, as measured 

by an increase in the government deficit-to-GDP ratio, in France, Germany, and Italy. Our 

analysis is focused on unexpected variations in government deficits, i.e. surprise shocks, as 

compared to unexpected variations in deficit forecasts, i.e. foresight shocks. 

Table 2: Fundamentalness test 

 

Regressors Germany – Italy Germany - France 

Nowcast 0,004 0,007 

1 Year Ahead 0,445 0,586 

Cumulated (1) 0,064 0,096 

Forecast Error (2) 0,019 0 

                                                           
10 The impulse responses together with 68% and 90% confidence intervals are available upon request. 
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News (3) 0,242 0,147 

ALL 0 0 

Regressors Italy - Germany Italy - France 

Nowcast 0,418 0,276 

1 Year Ahead 0,701 0,862 

Cumulated (1) 0,458 0,513 

Forecast Error (2) 0 0 

News (3) 0,48 0,374 

ALL 0 0 

Regressors France - Germany France - Italy 

Nowcast 0,273 0,145 

1 Year Ahead 0,883 0,946 

Cumulated (1) 0,848 0,684 

Forecast Error (2) 0 0 

News (3) 0,556 0,345 

ALL 0 0 

 

The table reports the p-values of the F-test for each set of regressors (in rows) and for 

different samples (in columns). The first five regressions contain up to two lags for each 

regressor while the sixth regression contains one lag for each regressor. 

We consider surprise and foresight shocks in each of these countries in turn and 

estimate their effects on domestic and foreign activity as well as on interest rate differentials 

and bilateral exports. 

Our main interest relates to the role of forecasts for the domestic and cross-border 

transmission of shocks: how are domestic and foreign output affected by a fiscal stimulus that 

may be reversed in the future? How are they affected by a change in expectations about 

future policy actions? How effective is a fiscal stimulus that will take place in the future? 

The notion that the effects of fiscal stimulus depend on expectations about future 

policy actions is well-known at least since Barro (1974). He showed that for a given pattern 

of government expenditure, how that spending is financed has no consequences for aggregate 
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demand. The argument is based on the fact that agents smooth consumption over their whole 

lifetime. Consider, for instance, a debt-financed increase in government spending today that 

will be completely o set by higher (future) taxation alone. The prospective of lower 

disposable income in the future provides an incentive for agents to contract their current 

expenditures, so as to smooth consumption over time. As a consequence, the real interest rate 

raises and expectations of higher taxes completely crowd-out private expenditure. In a regime 

where both government spending and taxes automatically adjust so as to consolidate public 

debt over time, Corsetti et al. (2011) show that fiscal stimulus might in principle crowd-in 

private expenditure. In such a regime, the initial increase in the government deficit triggers a 

subsequent reversal of spending cuts or tax hikes that leads the deficit below trend for a 

while. Interest rates may even fall, boosting private spending. The extent to which 

expectations about future policy actions affect the impact of fiscal stimulus is ultimately an 

empirical matter. In what follows, we propose a methodology to shed some light on the 

question. 

3.1 Data  

We use annual data for Germany, Italy and France over the period 1971-2011, where 

the frequency reflects availability of foresight data. Table 3 in Appendix A reports key 

information on the original series and data transformations. 

Macroeconomic data are from the OECD StatExtract database. They comprise GDP - 

measured at constant prices with base year 2010 - and the consumer price index, CPI. 

Bilateral imports and exports - denominated in US dollars at current prices - are from the UN 

Comtrade database. They are expressed in euros using the euro-dollar exchange rate from 

Eurostat and deflated with the CPI. Finally, the series of the government balance (ratio to 

GDP) - both realizations and forecasts - are from the European Commission. We have 

multiplied the original series by -1 so that positive values represent government deficits.  

3.2 The model 

Consider the VAR model given by: 

  (4) 
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where Yt is the (n × 1) vector of endogenous variables, B(L) are (n × n) matrix polynomials in 

the lag operator and t is the (n × 1) vector of errors in the system. The vector of endogenous 

comprises the government deficit (ratio to GDP), one of the forecast indicators (1), (2) and 

(3) and real GDP for each country i = 1,..,3 considered in turn together with real GDP, net 

bilateral exports (ratio to GDP), nx, and the interest rate differential on 10-year government 

bonds, spread, for each country j = 1,..,3,with j 6= i considered in turn: 

 Yt = [di,t Fi,t/Fei,t/Fni,t GDPi,t GDPj,t nxj,t spreadj,t]’ (5) 

The model is estimated separately for each country pair. All variables except interest 

differentials are HP filtered with a smoothing parameter λ = 6.5 as is usual in business cycle 

studies.11 Cyclical adjustment is amply used in fiscal studies (see van der Noord (2000) and 

In ’t Veld et al. (2013)). Typically, the cyclical component of a fiscal variable is meant to 

capture discretionary policy, which is largely unpredictable, while the trend component 

reflects predictable movements due to the functioning of automatic stabilizers. 

Given the scope of the study, which is focused on the macroeconomic impact of fiscal 

stimulus at home and abroad, we have included also variables that capture the main channels 

of international transmission. Net bilateral exports represent trade spillovers: a fiscal 

expansion in one country is expected to spread its effects abroad through an increase in 

imports from the trading partners, so that bilateral exports from country j to country i increase 

after a fiscal expansion in country i. Interest differentials capture spillovers through the 

financial channel. The effect of a fiscal expansion on the spread is a priori ambiguous. A 

fiscal expansion may induce an upward correction of the risk premium required on 

government bonds, especially in highly indebted countries. This implies an increase 

(decrease) in the spread of countries that are more (less) exposed to sovereign risk. 

Identification of fiscal shocks is achieved by assuming a contemporaneous recursive 

ordering where exogenous variables are ordered as given in the definition of Yt. Zero 

contemporaneous restrictions are popular in fiscal studies (see Fatas and Mihov (2001) and 

                                                           
11 Using non-cyclically adjusted variables is inconsequential for the analysis. The impulse responses of non-

cyclically adjusted variables are available upon request. 



 

On-line Journal Modelling the New Europe 

Issue no. 25/2018 

 

37 

 

 

 

 

Blanchard and Perotti (2002)). They are based on the premise that fiscal policy involves a 

decision process characterized by long and variable lags between the time when a decision is 

made and when it is actually implemented. As a consequence, fiscal variables react with a lag 

of at least one period to innovations in any other variable in the system. Specifically, we 

assume that the government deficit does not react within the year to innovations in any other 

variable in the system. To identify foresight shocks, we assume further that innovations to 

deficits can have a contemporaneous impact on the foresight indicator while innovations to 

the foresight indicator have no impact on the deficit realized within the year. The assumption 

reflects the incentive to revise forecasts upon arrival of news about the realized deficit. 

To gain further insight on our identification strategy, consider the Wold representation 

of the government deficit: 

𝑑𝑡 = 𝛼(𝐿)휀𝑡 +  𝛽(𝐿)𝜂𝑡  +  𝛿(𝐿)𝜉𝑡  

 

Where 𝛼(𝐿) =  ∑ 𝛼𝑘𝐿𝑘∞
𝑘=0 , 𝛽(𝐿) =  ∑ 𝛽𝑘𝐿𝑘∞

𝑘=0 , and 𝛿(𝐿) =  ∑ 𝛿𝑘𝐿𝑘∞
𝑘=0 are impulse response 

functions in the lag operator Lt is the foresight shock, ηt is the surprise shock and ξt is a non-

policy shock reflecting endogenous variations, for instance because of the functioning of 

automatic stabilizers. By definition of news, the deficit reacts with some delay s to t, implying 

αk = 0 for k < s. The non-policy shock also affects the deficit with delay (as in Blanchard and 

Perotti (2002)). The surprise shock is, on the contrary, characterized by β0 ≠ 0. In this setup, 

the surprise shock reflects unanticipated changes in the government deficit, i.e. deviations of 

the deficit from the expected path within a given policy regime. The foresight shock, by 

contrast, reflects changes in expectations about the future policy regime (see Appendix C for 

a plot of foresight shocks). 

The model (4) is estimated with Bayesian methods with di use priors. 
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4. Results           

The presentation is organized by type of shock. For each country pair, we first 

consider the effects of a surprise shock as represented by a one percent rise in the realized de 

cit. Then, we consider a foresight shock as given by a one percent rise in the expected deficit 

as measured by (1), (2) or (3). For brevity, we report the impulse responses only for the 

model with the forecast error indicator. We have checked that using cumulated forecasts or 

forecast news is inconsequential for the analysis (Appendix B contains the impulse responses 

with (2) or (3)). In all Figures, impulse response functions are percent deviation from trend 

while shaded areas in dark grey and light grey represent, respectively, 68% and 90% 

confidence intervals.12 

Consider a fiscal expansion in Germany (Figure 1). Panels 1a and 1b refer to the 

country pair Germany-Italy, while panels 1c and 1d refer to Germany-France. A non-

anticipated rise in the German deficit, namely a surprise shock, has negative effects on 

economic activity both within and across German borders (Figures 1a and 1c). The response 

of German output is negative on impact in both samples, although it is barely significant in 

the sample Germany-Italy. Output returns to trend in about two years. Interestingly, the 

surprise expansion triggers expectations of substantial deficit reversals over the next two 

years: the forecast indicator falls on impact by approximately 0.5 percent below trend in both 

samples and turns slightly positive only after 2 years. Overall, these findings suggest that the 

effects of a surprise expansion today are completely o set by expectations of a deficit reversal 

in the near future. 

A different picture emerges with foresight shocks (Figures 1b and 1d). A positive 

shock to forecasts, i.e. an anticipated fiscal expansion, boosts output at home. The response 

of German output is positive on impact, reaches a peak of almost 0.8 percent after two years 

and then gradually returns to trend. The effect is quite persistent (about 4 years in the sample 

Germany-Italy and 3 years in the sample Germany-France). The multiplier - calculated as the 

cumulative increase in GDP - is above unity, precisely 1.4 percent in the sample Germany-

Italy and 1 percent in Germany-France, in line with evidence about government spending 

                                                           
12 Impulse responses are averages of the posterior distributions with 500 replications. 
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multipliers cited above. It is worth stressing that the shock has a positive impact on domestic 

activity despite the deficit may actually fall below trend for a while. 

Differently from surprise shocks, which imply sizable spillovers in the partner 

economies, the foresight shock has only minor consequences abroad. The response of GDP in 

either France or Italy is barely significant as are interest differentials. Bilateral exports 

increase as expected. 

We have estimated the model for all of the other country pairs, considering a fiscal 

expansion in Italy (Figure 2) and a fiscal expansion in France (Figure 3). 

Qualitatively, the responses are similar to those documented for a German expansion. 

Unanticipated fiscal expansions have negative output effects within and across borders 

(Figures 2a and 2c refer to a surprise shock in Italy; Figures 3a and 3c to a surprise shock in 

France). A surprise expansion in Italy (France) leads to a cumulated fall in domestic output as 

large as 0.7 percent (1.4 percent) over a 3-year horizon. Output spillovers are negative in all 

country pairs. As before, the shock leads to large deficit reversals: the expected deficit falls 

by 1 percent (0.5 percent) on impact in Italy (France) and is expected to stay below trend for 

about 3 years in both countries. 

Turning to foresight shocks, domestic output increases in all samples, except France - 

Italy (Figure 3d). Interestingly, the effect is independent of the dynamics of the realized 

deficit: the deficit moves in accord with expectations in the sample Italy-Germany, it moves 

in contrast with expectations in the sample France-Italy and barely reacts in all other cases. 

We stress that foresight shocks are much more effective within than across borders. As with a 

German fiscal expansion, output spillovers seem to occur mainly in response to surprise 

shocks. 

Why are responses to surprise and forecast shocks so different? The reason is the 

effect on expectations. The surprise shock implies a deviation of the deficit from the expected 

path. Given the policy regime in place, the shock triggers expectations of deficit reversals. 

Agents form their expectations on the base of what they consider a credible fiscal regime. If 

they, for instance, believe that an increase in the government deficit today will lead to higher 

taxes in the future, then any unexpected fiscal stimulus will be completely o set by 
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anticipated tax hikes. If, on the other side, agents believe that also spending cuts can be 

engineered to consolidate public debt, then expectations of a deficit reversal might have 

positive effects on aggregate demand and economic activity. The question of what type of 

fiscal regime is embodied in expectations is ultimately empirical. The evidence above is 

consistent with a regime where debt consolidation is mainly based on taxation. 

The foresight shock, on the other side, implies a change in expectations, i.e. a regime 

shift that induces agents to revise their expectations. The fact that the foresight shock has 

positive effects on economic activity strengthens our argument that surprise shocks reflect a 

regime of tax-based debt consolidation. It is worth stressing that expectations seem to behave 

similarly in all countries despite ample heterogeneity in national fiscal regimes. 

 

5. Conclusions 

This paper has provided evidence in support of the hypothesis that fiscal policy is 

largely anticipated and its effects depend on expectations about future policy actions. Using 

the European Commission Forecasts of the government balance in France, Germany and Italy 

over the period 1971-2011, we have first assessed the forecast accuracy of the ECF in 

comparison to standard autoregressive models. Then, we have documented non-

fundamentalness in the VAR model including, in this order, the government deficit (ratio to 

GDP) and GDP of the three countries taken one at a time, together with GDP, bilateral 

exports (ratio to GDP) and long-term interest rate differentials in each of the two partner 

economies considered in turn. The VAR model is estimated with Bayesian methods 

separately for each country pair. Finally, we have estimated a VAR model including, in 

addition to the variables above, one of three alternative forecast indicators: the cumulated 

forecast, the forecast error and the forecast news. Drawing on a recursive scheme, we have 

identified a surprise shock, i.e. an unanticipated deviation of the deficit from the expected 

path, and a foresight shock, i.e. a change in the expected deficit path. 

We find that unanticipated fiscal stimulus generates expectations of strong deficit 

reversals over the next two to three years, depending on the country pair, and this depresses 

domestic and foreign activity over the same horizon. These dynamics are consistent with a 
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regime where deficit reversals are mainly based on taxation and crowdout private 

expenditure. A regime shift that leads agents to anticipate a (credible) fiscal expansion, on the 

contrary, has positive effects on domestic activity. Differences in the responses to surprise 

and foresight shocks reflect the role of expectations about the policy regime that will prevail 

in the future. Our results suggest that fiscal stimulus is ineffective as long as the current 

regime is expected to be in place also in the future. 

The evidence in this paper has non-negligible policy implications. First, it supports 

the idea that fiscal stimulus is effective as long as it triggers expectations of deficit reversals 

which are not entirely tax-driven. Remarkably, this would require a credible regime shift for 

all countries in our sample. Second, it suggests that the incentive to reform fiscal regimes in 

an uncoordinated way may be small. On the one side, the incentives for opportunistic 

behavior may be strong. Negative output spillovers in response to surprise shocks imply, in 

fact, that the adverse effects of deficit reversals can be partly shifted abroad. On the other 

side, changes in expectations have only minor consequences for foreign activity. 
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(a) IRF to a 1% rise in Deficit. Germany - Italy                            (b) IRF to a 1% rise in Foresight Deficit. Germany – Italy 

 

(c) IRF to a 1% rise in Deficit. Germany – France                        (d) IRF to a 1% rise in Foresight Deficit. Germany – France 

Figure 1: Domestic and cross-border effects of a fiscal expansion in Germany 
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(a) IRF to a 1% rise in Deficit. Italy – Germany                                (b) IRF to a 1% rise in Foresight Deficit. Italy – Germany 

(c) IRF to a 1% rise in Deficit. Italy - France                                   (d) IRF to a 1% rise in Foresight Deficit. Italy - France 

 

Figure 2: Domestic and cross-border effects of a fiscal expansion in Italy 
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 (a) IRF to a 1% rise in Deficit. France – Germany                       (b) IRF to a 1% rise in Foresight Deficit. France – Germany 

 

(c) IRF to a 1% rise in Deficit. France – Italy                                    (d) IRF to a 1% rise in Foresight Deficit. France - Italy 

Figure 3: Domestic and cross-border effects of a fiscal expansion in France 
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 A Appendix 

Table 3: Data 

 

Series Source Unit of measure  

Gov. Balance/GDP EU Commission* % ** 

Gov. Balance/GDP Forecast EU Commission* % ** 

Real GDP OECD StatExtract Millions of Euros - 2010 Base Year ** 

(B1_GA)  (VOB)  

Bilateral Exports WITS UN ComTrade Dollars ** 

Bilateral Imports WITS UN ComTrade Dollars ** 

CPI - All Items OECD StatExtract 2010 = 100  

Euro - Dollar Exchange Rate 

(ert_bil_eur_a) 

Eurostat 1 e= $  

Gov. Bonds Interest Rates IMF % 
 

 

 

 

* See Gonzalez Cabanillas, L. and Terzi, A. (2012) 

 ** HP tered with a smoothing parameter λ = 6.5 
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B Appendix 

 B.1 Model with cumulated forecasts 

 

(a) IRF to a 1% rise in Deficit. Germany – Italy                                (b) IRF to a 1% rise in Foresight Deficit. Germany – Italy 

 

 

 

(c) IRF to a 1% rise in Deficit. Germany – France                     (d) IRF to a 1% rise in Foresight Deficit. Germany – France 

Figure 4: Domestic and cross-border effects of a fiscal expansion in Germany 

 



 

On-line Journal Modelling the New Europe 

Issue no. 25/2018 

 

51 

 

 

 

 

 

(a) IRF to a 1% rise in Deficit. Italy – Germany                                (b) IRF to a 1% rise in Foresight Deficit. Italy – Germany 

 

 

(c) IRF to a 1% rise in Deficit. Italy – France                                   (d) IRF to a 1% rise in Foresight Deficit. Italy – France 

 

Figure 5: Domestic and cross-border effects of a fiscal expansion in Italy 
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(a) IRF to a 1% rise in Deficit. France – Germany                         (b) IRF to a 1% rise in Foresight Deficit. France - Germany 

(c) IRF to a 1% rise in Deficit. France – Italy                         (d) IRF to a 1% rise in Foresight Deficit. France - Italy 

Figure 6: Domestic and cross-border effects of a fiscal expansion in France 
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 B.2 Model with forecast news 

(a) IRF to a 1% rise in Deficit. Germany – Italy                           (b) IRF to a 1% rise in Foresight Deficit. Germany - Italy 

 

(c) IRF to a 1% rise in Deficit. Germany – France                         (d) IRF to a 1% rise in Foresight Deficit. Germany - France 

Figure 7: Domestic and cross-border effects of a fiscal expansion in Germany 
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(a) IRF to a 1% rise in Deficit. Italy – Germany                           (b) IRF to a 1% rise in Foresight Deficit. Italy – Germany 

 

(c) IRF to a 1% rise in Deficit. Italy – France                                 (d) IRF to a 1% rise in Foresight Deficit. Italy – France 

 

Figure 8: Domestic and cross-border effects of a fiscal expansion in Italy 
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(a) IRF to a 1% rise in Deficit. France – Germany              (b) IRF to a 1% rise in Foresight Deficit. France - Germany 

(c) IRF to a 1% rise in Deficit. France – Italy                                       (d) IRF to a 1% rise in Foresight Deficit. France – Italy 

 

Figure 9: Domestic and cross-border effects of a fiscal expansion in France 
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 C. Appendix 

Consider foresight shocks. Figures 10 to 15 plot for each country pair the foresight 

shocks obtained from the model with cumulated forecasts, with forecast errors or with 

forecast news. The red shaded areas represent period of sizable fiscal consolidations, de ned 

as deficit reductions above 0.5 of GDP as in Devries et al. (2011). Positive (negative) values 

reflect a revision upward (downward) of the deficit forecast. 

 

 

Figure 10: Foresight Shocks. Germany - Italy 
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Figure 11: Foresight Shocks. Germany – France 

 

 

Figure 12: Foresight Shocks. Italy - Germany 
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Figure 13: Foresight Shocks. Italy – France 

 

 

Figure 14: Foresight Shocks. France - Germany 
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Figure 15: Foresight Shocks. France – Italy 

 

All of the shocks are very similar. Despite capturing different aspects of the 

forecasting process, they all convey information related to changes in the government 

balance. They display negative spikes in correspondence to major episodes of fiscal 

retrenchment, as expected. In most of the cases, troughs are well before the start of 

consolidations, reflecting the extent of fiscal anticipation. Positive spikes occur immediately 

before or after consolidation episodes, capturing expectation rallies. A notable exception is 

the fiscal retrenchment of 1992-95 in Italy, where expectations are almost at. Overall, the 

evidence reinforces the results in Section 2 showing that the European Commission forecasts 

do provide useful information for fiscal foresight. 

 

 

 


