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THE LONGSTANDING ARGUMENT BETWEEN
Keynesian economists and their opponents has
been fought on many fronts, but one of the most
controversial and substantive points of contention
concerns the size of the government-spending mul-
tiplier. A multiplier of greater than one implies that
for each additional dollar of government spending
(generally during a recession), private output would
increase, not decrease. A multiplier of zero would
mean that for every dollar the government spends,
a dollar of private output disappears. While certain
caveats apply, a multiplier of greater than one is typi-
cally seen as a full-throated endorsement of interven-
tionist government stimulus as a cure for recession.

For decades, different methodologies achieved
different results. Recent methodological advances
led researchers to focus on the effects of government
spending on regional and local economies in order
to extrapolate what the general impact of govern-
ment spending may be. While these methodologies
have many desirable statistical properties, they do
not properly address the macroeconomic realities
present for regions when they exist together under
a common central monetary authority. Instead, the
starting point should be this: to interpret measured,
positive, regional effects of government spending as
shifting jobs from one place to another, as opposed
to creating new jobs, via the mechanism of mone-
tary offset.

THE RETURN OF THE FISCAL MULTIPLIER

Over the years, economists lost interest in the exact
value of the multiplier, because monetary policy
was seen as a macroeconomic stabilizer superior to
fiscal policy.! The Great Recession broke this con-
sensus, with many seeing the years that followed
as an example of conditions under which monetary
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stimulus was doomed to fail. With renewed inter-
est, academic literature returned to the question of
the fiscal multiplier as offering a possible solution to
sluggish economies.?

Those working in macroeconomics, as with
any other field of applied economics, are constantly
unnerved by the prospect of their statistical mod-
eling techniques failing to measure what they
claim they measure. At the onset of the crisis, vec-
tor autoregression and the narrative approach were
the two statistical methods that macroeconomists
felt best addressed issues applied to the question of
the multiplier. Each method exhibits certain weak-
nesses, leaving plenty of room for debate.

MACROECONOMICS IN THE “CREDIBILITY
REVOLUTION”

Elsewhere in economics, statistical modeling under-
went a so-called “credibility revolution,” using
research designs that supposedly circumvented any
question of statistical validity.® Instead of trying to
control for every imaginable variable, this family of
methodologies either causes the “treatment” to be
randomized in such ways that controls are largely
superfluous or employs clever ways of finding data
with similar statistical properties to randomiza-
tion. Following the crisis, these methodologies
were applied to the question of the size of the fiscal
multiplier.*

However, one significant issue with the method-
ology remains: it is not always clear what will occur
outside the context of the statistical test.®* Without
theory, it is not known what the results of the sta-
tistical model actually imply for the real world. For
macroeconomics and the multiplier, this is especially
important. When thinking about the practical effects
of government spending as stimulus, it is necessary to
consider the other means of mitigating recessions—
monetary policy. Hypothetically, a central bank con-
ducting monetary policy can choose to magnify or
stifle the effects of government spending. For exam-
ple, when Congress decides to conduct a stimulus

program, the central bank could respond by subse-
quently printing more or less money as a result. It
does not make sense to analyze the expected effects
of fiscal policy without a theory of how the monetary
authority will interpret and react.

Implicit in macroeconomics is an expectation
of how central banks will behave, although this
assumption is not always incorporated into the fis-
cal policy analysis. Most central banks have an edict
to target inflation—either a specific rate of inflation
or something akin to it. This mandate presents a seri-
ous problem for government spending to function as
claimed. If it is to work (i.e., the multiplier is greater
than one), it must do so by raising inflation. But if
the central banks have tools to target inflation and
are willing to use them, any and all attempts at fis-
cal stimulus will be offset by the monetary authority.
This issue, known as monetary offset, was raised in
the context of the Great Recession by the director of
the Mercatus Center’s Program on Monetary Policy,
Scott Sumner.®

In a recent paper in the Journal of Financial
Economic Policy, I examine the application of the
credibility revolution in statistical methods in light
of the problem of monetary offset.” While most meth-
ods use national data, the new and clever research
designs very frequently use subnational data, such
as that of US states. These methods take advantage
of differences in government spending across states
that have desirable statistical properties, and they use
these differences to derive multipliers from spending
at the subnational level. Yet a capable and competent
central bank prevents expansionary effects for the
United States overall because of its ability to react
to state and local fiscal stimulus. While estimates
of fiscal multipliers at the national level calculated
to be greater than one may be interpreted as some-
thing akin to indices of central bank incompetence
(i.e., evidence that it is unwilling to hit its target), the
issue is made far worse when using subnational data.

Even if the central bank is perfectly competent
and offsets the effects of fiscal stimulus entirely
(meaning the multiplier at the national level is zero),
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Under conventional assumptions and settings where central banks credibly target
certain nominal variables, any multiplier greater than zero should instead be inter-
preted as one region taking aggregate demand and jobs from another.

these statistical methods when applied to subna-
tional data still calculate the fiscal multiplier to be
greater than one.® Under conventional assumptions
and settings where central banks credibly target cer-
tain nominal variables, any multiplier greater than
zero should instead be interpreted as one region
taking aggregate demand and jobs from another. In
other words, a multiplier of greater than zero in one
area implies a multiplier less than zero in another.

THE FISCAL STIMULUS MATH

Consider the case of the inflation-targeting central
bank. The inflation rate of the United States can be
interpreted as a weighted average of state inflation
rates across the country. This means that, if one state
engages in fiscal stimulus and raises its inflation rate,
arithmetic demands that there be less inflation than
there would otherwise be elsewhere in the country.
In other words, there is a “negative externality” asso-
ciated with regional stimulus in a single currency
zone. For anything else to occur, it would send the
currency area as a whole off its inflation target. This
issue applies not only to US states but to countries
using the Euro as well.’

Research employing these methods is published
in elite academic journals such as American Economic
Review' and American Economic Journal: Economic
Policy.* Very rarely does it seriously address the neg-
ative externality problem. If it does, it often implies
that states engaging in fiscal stimulus will provide a
positive spillover for neighboring states. When the
problem is referenced, it is noted as a small caveat
deep within the paper. For instance, one paper states
in its abstract that $100,000 of public outlays corre-
sponds to 3.8 job years (implying a multiplier greater

than one).’? This article has been cited 133 times as of
September 2016, according to Google Scholar. Within
the paper, however, the authors write, “given that the
results from this cross-state approach do not incor-
porate equilibrium effects, cross-state multipliers, or
the response of the monetary authority, we interpret
this multiplier as only suggestive of the national mul-
tiplier of policy interest.” This interpretation entirely
undercuts their point.

The concern raised here is not meant to unpro-
ductively and nihilistically reject all versions of this
methodology. One paper by Columbia University
economics professors Emi Nakamura and Jon
Steinsson only considered the relative effects of
local fiscal stimulus, thus avoiding the problem.!
Elsewhere, Australian National University profes-
sor Markus Brueckner and International Monetary
Fund economist Anita Tuladhar correctly interpret
their result explicitly as an upper bound.** However,
these papers are the exceptions, and they stand in
contrast to literature that is otherwise very careless
about the matter.

AN ALTERNATIVE VIEW

A possible counterargument is that the United States
is a large, economically diverse country, and what
may be best for Houston, Texas, may not be best for
Flint, Michigan. Perhaps areas of the country that
are dependent on oil, such as North Dakota, oper-
ate on a different business cycle than the rest of the
United States. We may want certain areas of the
country to get their hands on some of the aggregate
demand currently going to states already performing
well. But this is less of an argument for fiscal stim-
ulus performed at the state and local level than it is
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an argument for alternative monetary systems. Free
banking may be able to more flexibly sort out the
optimal currency area,”® or maybe the United States
should simply have more than one currency and cen-
tral bank. This argument actually finds some support
with respect to the ongoing problems with the Euro,
but it may speak most strongly to the fundamental
flaws of a system in which a single monetary policy
must be set equally for Germany and Greece.

Itis acommon perception among nonexperts that
international trade is bad if it leads to trade deficits.
The worry is that other countries might steal their
home country’s aggregate demand. This is not a real
issue, for a variety of reasons (especially the fact that
the home country’s central bank can always increase
its aggregate demand). But this intuition applies pre-
cisely to regional fiscal stimulus within a currency
area. There is a single sum of aggregate demand set
by the central bank to go around. If another state
takes it, there is less for your community.

Caution is important in this area because of what
we know of the political economy of local stimulus
in a historical context. Time and time again, when a
mayor or governor spends for the sake of spending,
we don’t get potholes filled or the boiler in the ele-
mentary school finally replaced; we get sports stadi-
ums, conference centers, and other white-elephant
infrastructure featuring a plaque with the mayor’s
name on it.

CONCLUSION

Studies measuring the size of the government-spend-
ing multiplier using state and local data will invari-
ably overstate the value of the multiplier for the
country as a whole. Economists and policymakers
would be wise to discount—or ignore altogether—
studies that fail to account for the true impact of

monetary offset.
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