
Miscalculation of Multipliers


A "multiplier" is the calculated effect of a given change in a government's budget 

deficit on the country's GDP.  So, if a government's budget deficit falls by 1 

percentage point of GDP, and as a result, the country's GDP falls by 1/2 a percent, 

the multiplier is 1/2. 


Multipliers have to be calculated from available historical data and there are many 

means of doing so—yielding a variety of results.


All forecasts for economies require that the forecaster uses an estimate of a multiplier

—either self-calculated or taken from a published source—if the country concerned 

changes its government budget deficit.


In January 2013, the head of the IMF Research Department, Olivier Blanchard, 

published a paper reporting that the IMF had systematically miscalculated these 

during the global crisis for most advanced economies.


In particular, in making projections for advanced economies from 2010 or so, it had 

systematically understated the damage to GDP that cuts in budget deficits would 

cause. This was a key reason why growth in advanced economies had fallen below 

the prior IMF projections.


The first published draft of M. Blanchard's paper was immediately faulted

as being dominated by just two extreme cases—Germany and Greece. In response, 

M. Blanchard re-ran his regressions to exclude these cases and indeed, the estimates 

of the extent of the error in miscalculating multipliers was significantly reduced, but 

was still present.


However, there are still technical questions about the methodology M. Blanchard 

used. In particular, to calculate past cuts in budget deficits, he used measures of cuts 

in the budget deficits calculated to exclude the impact on those deficits of the 

economic cycle—the so-called "structural fiscal balances."  However, the impact of a 
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cut in a budget deficit on GDP is not as a result of cuts in the structural fiscal 

balance, but in the headline fiscal balance. 


Nonetheless, M. Blanchard's paper was influential in the IMF in causing a marked 

shift in the degree of the IMF's endorsement of fiscal "austerity" in the advanced 

world. 


One place where that was notable was in 2013, when the IMF strongly criticized the 

UK government policies, and M. Blanchard himself said that the UK was "playing 

with fire" by continuing with its budget deficit cuts. 


However, subsequently, the UK economy rebounded strongly and after the apology 

in M. Blanchard's paper for systematic underestimation of multipliers, the IMF was 

then forced into an apology to the UK authorities for the opposite problem—

implicitly overestimating the multiplier in the UK case.


This last episode is described more fully here.
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