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N RESPONSE To the financial crisis, Congress passed
the American Recovery and Reinvestment Act
(ARRA) in February 2009, which totaled $789 bil-
lion in government spending. President Obama reas-
sured anxious Americans that this spending would
“revive our economy” and “create 3.5 million jobs” over the
next two years.!

A new study by Harvard professor Dr. Robert Barro and
Charles Redlick tests this claim and the economic theory that
underlies it by using defense spending as a proxy for overall
government spending.? Their research finds that greater gov-
ernment spending does not aid the economy; in fact, it causes
decreased consumption and investment.

THE THEORY OF MULTIPLIERS

IT 1S DIFFICULT to get solid evidence on the economy’s response
to changes in government spending. Direct reporting mea-
sures—such as those employed by Recovery.gov, the U.S. gov-
ernment’s website for tracking stimulus spending—capture the
direct and observable effects of government spending on eco-
nomic activity. These measures can be helpful, but they fail to
account for the indirect, less-easily observable effects of gov-
ernment spending. To capture the big-picture effect of govern-
ment spending, economists turn to the spending multiplier.

The multiplier effect or spending multiplier refers to the idea
that an initial amount of government spending leads to a
change in the activity of the larger economy. In other words,
an initial change in the total demand for goods and services
(what economists term aggregate demand) causes a change
in total output for the economy that is a multiple of the initial
change. For example, if the government spends one dollar and,
as a result of this spending, the economy (as expressed by the
Gross Domestic Product, or GDP) grows by $2, the spending
multiplier is 2. If the economy grows by $1.50, the spending
multiplier is 1.5. However, if the economy only grows by 50
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cents (a loss from the original $1 spent), the spending mul-
tiplier is 0.5.

THE SPENDING MULTIPLIER DEBATES

THE THEORY SOUNDS pat, but economists have been debat-
ing aspects of government spending multipliers for years. One
crucial debate centers on how to measure a multiplier’s value.
Some economists find spending multipliers that are smaller
than 1.2 Other economists, however, assert that spending mul-
tipliers are much larger.* Still others argue that multipliers
can’t even be credibly measured.®

Another debate surrounds the implications of spending mul-
tipliers. For Keynesians, consumption is the ultimate goal of
government spending, and even with a multiplier smaller
than 1, spending can still increase GDP. Thus Keynesians
argue that, during a recession, when people tend to save their
money rather than investing it in the private market,® a small
increase in GDP is better than nothing.

Simple Keynesian macroeconomics assumes that in times of
high unemployment, the government is better than the pri-
vate market at guiding idle resources to create economic out-
put. Government spending puts unemployed labor and capital
to work at zero social cost” When the government puts this
previously unemployed labor and capital to work, the mobi-
lized labor and capital produce added goods and services that
private sector was unable to create.

A New Classical understanding of the multiplier starts with
the idea that government spending has some social cost (i.e.
arise in government spending requires a fall in other parts
of GDP, such as consumption and investment.) As such, the

FIGURE 1: REAL GOVERNMENT SPENDING AND REAL GDP
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value of the public projects (bridge construction or roads)
needs to justify that social cost. This view doesn’t assume that
an increase in consumption at any cost is a good thing: if the
multiplier’s value is less than 1, then government spending
has crowded out the private investment and spending that
would have otherwise happened.

Even government spending where the multiplier is higher
than1 could still be a poor use of taxpayer dollars. For instance,
though $1in government spending could lead to a GDP boost
of $1.50 in the short run, it could also make it harder to solve
the longer-term-debt problem.

THE DATA OF DEFENSE

So WHAT 18 the historical value of the multiplier in the
United States? Barro and Redlick examine this question in
detail. They explain that in order to understand the effects of
government spending on the economy, one must know how
much of the economic change is due to government spend-
ing and how much is due to other factors. Unfortunately, it is
impossible to figure this out with general government spend-
ing, since the level of government spending often expands
and contracts along with the economy.® When the economy
grows, income and tax receipts increase. This, in turn, leads
to increased government spending (see figure 1).

However, they argue that there is a useful, much more
isolated proxy for overall government spending: defense spend-
ing. Using defense spending as a proxy has several advantages.’
First, government does not set defense spending levels based on
the state of the economy. Non-economic factors drive defense
spending. Second, changes in defense spending are very large
and include sharply positive and negative values (see figure 2).

FIGURE 2: CHANGES IN DEFENSE AND NON-DEFENSE GOVERN-
MENT PURCHASES (EXPRESSED AS A RATIO OF THE PREVIOUS
YEAR'S GDP)
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Finally, the historical data on defense spending covers peri-
ods of high unemployment. Thus this data set should reveal
whether government spending creates increased economic
growth in a slack economy.

Moreover, studying the effects of defense spending on the econ-
omy gives the best-case scenario of the spending multiplier
effect of government spending on the economy because defense
spending leads to economic growth in ways that general govern-
ment spending does not. For example, in times of war, the gov-
ernment mandates the increased production of particular goods,
and the scarcity of domestic labor due to military enlistment and
resources also forces economic resources to go to innovative and
productive uses that did not exist before the war.°

Barro and Redlick’s research estimates that the multiplier for
changes in defense spending that people think will be tempo-
rary—spending for the Iraq war for example—is between 0.4
and 0.5 at the time of the spending and between 0.6 and 0.7
over two years. If the change in defense spending becomes
permanent, then these multipliers increase by 0.1 to 0.2." Over
time, this is a maximum multiplier of 0.9. Thus even in the
government’s best-case spending scenario, all of the estimated
multipliers are significantly less than one. This means greater
government spending crowds out other components of GDP,
particularly investment.

In addition, they calculate the impact on the economy if the
government funds the spending with taxes. They find that the
tax multiplier—the effect on GDP of an increase in taxes—is
-1.1. This means that if the government raises taxes by $1, the
economy will shrink by $1.1. When this tax multiplier is com-
bined with the effects of the spending multiplier, the over-
all effect is negative. Barro and Redlick write that, “Since the
tax multiplier is larger in magnitude than the spending mul-
tipliers, our estimates imply that GDP declines in response
to higher defense spending and correspondingly higher tax
revenue.”? Thus, they conclude that greater government
spending financed by tax increases hurts the economy.

Other economist have also calculated defense spending mul-
tipliers of less than or equal to 1. Economists Bob Hall and
Susan Woodward recently examined spending increases from
World War IT and the Korean War and found that the gov-
ernment spending multiplier is about 1. Economist Valerie
Ramey’s work on how U.S. military spending influences GDP
gives a multiplier estimate of 1.2 in the short term, but in the
long term, she finds that consumer and business spending
fall after a rise in government purchases, offsetting the initial
effect of the government spending.’®

WHY DOES IT MATTER?

GETTING THE MULTIPLIER wrong has big consequences when
understanding the effects of fiscal stimulus on the economy.

The government uses multipliers to estimate the widely cited
projections of unemployment, job creation, and economic
output. In the time leading up to the passage of the ARRA,
Council of Economic Advisors (CEA) economists Christina
Romer and Jared Bernstein used spending multipliers greater
than 1 to promote the economic effects of the fiscal stimulus
package.’* In the months following the implementation of this
package, the Congressional Budget Office (CBO) used esti-
mates of a spending multiplier between 1.0 and 2.5, relying
on macroeconomic models that ignore the possibility that the
growth of the economy may be affecting the level of govern-
ment spending and not the reverse.!® By extrapolating from
these multipliers, CBO and CEA have made important pro-
jections about the effects of fiscal stimulus on the economy.
These projections, however, have been largely wrong.

For example, in their January 2009 report,'” Romer and Bern-
stein used multipliers of between 1.0 and 1.55 to determine the
effect of the proposed stimulus spending (then $775 billion)
would have on GDP and job creation. They assumed that each
1 percent increase in real GDP would create an additional 1
million jobs. Based on that assumption and their estimated
spending multiplier, they estimated that the fiscal stimulus
would create 3.5 million jobs by the end of 2010. While we
cannot be certain how many jobs would have been lost or cre-
ated without a stimulus package, we do know that since Janu-
ary 2009, 3.8 million jobs have been lost.?

CONCLUSION

THE UNDERSTANDABLE TEMPTATION to take action in time
of recession should not lead lawmakers to take counterproduc-
tive actions. Barro and Redlick’s data show that the CBO’s mul-
tiplier overestimates the return on government spending almost
by a factor of two. Thus, while the stimulus may appear to be a
wise investment, it is really no wiser than a junk-rated mortgage-
backed security; though the investment claims a good rate of
return, in reality the return isn’t worth it because money is lost.

If stimulus funds are a bad investment, is there anything Con-
gress can do to help the economy? Perhaps. In their recent
research, Christina and David Romer look at the impact of tax
cuts on the economy and conclude that the tax multiplier is
about 3: $1 of tax cuts raises GDP by about $3.% This finding
suggests that the economy might get more bang for the buck
with tax cuts rather than spending hikes.
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