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Research Papers 
 

Fiscal Multipliers and Financial Crises (Job Market Paper) 

 

What is the impact of an extra dollar of government spending during a financial crisis? How important was 

fiscal policy during the Great Recession? I develop a macroeconomic model of fiscal policy with a financial 

sector that allows me to study the effects of fiscal policy tools such as government purchases and transfers, as 

well as of financial sector interventions such as bank recapitalizations and credit guarantees. Solving the model 

with nonlinear methods allows me to show how the linkages between household and bank balance sheets 

generate new channels through which fiscal policy can stimulate the economy, and study the state dependent 

effects of fiscal policy. I combine the model with data on the fiscal policy response to assess its role during the 

financial crisis and Great Recession. My main findings are that: (i) the fall in consumption would had been 1/3 

worse in the absence of fiscal interventions; (ii) transfers to households and bank recapitalizations yielded the 

largest fiscal multipliers; and (iii) bank recapitalizations were closest to generating a Pareto improvement. 

 

 

Runs versus Lemons: Information Disclosure and Fiscal Capacity  

(with Joseba Martinez and Thomas Philippon, accepted at the Review of Economic Studies) 

 

We characterize the optimal use of information disclosure and fiscal backstops during financial crises. In our 

model, financial crises force governments to choose between runs and lemons. Revealing information about 

banks’ assets reduces adverse selection in credit markets, but it can also create inefficient runs on weak banks. 

A fiscal backstop mitigates this risk and allows the government to pursue a high disclosure strategy. A 

government with a strong fiscal position is more likely to run informative stress tests than a government with a 

weak fiscal position. As a result, such a government is also less likely to rely on outright bailouts. 

 

 

The (unintended?) consequences of the largest liquidity injection ever  

(with Matteo Crosignani and Luis Fonseca, submitted) 

 

We study the design of lender of last resort interventions and show that the provision of long-term liquidity 

incentivizes purchases of high-yield securities of shorter maturities by banks. Using a unique dataset on 

security-level holdings, we find that the European Central Bank (ECB) three-year Long-Term Refinancing 

Operation incentivized Portuguese banks to purchase short-term domestic government bonds that could then 

be pledged to obtain central bank liquidity. The impact of this ”collateral trade'' is large, as banks purchased 

short-term bonds equivalent to 8.4% of amount outstanding. The resumption of public debt issuance is 

consistent with a strategic reaction of the sovereign debt agency to the consequent yield curve steepening, a 

possibly not unintended consequence of the intervention. 

 

 

A note on information disclosure and adverse selection 

(with Joseba Martinez and Thomas Philippon) 

 

We analyze public disclosure in a financial market with private information as in Myers and Majluf (1984). 

Firms need outside financing to invest in valuable projects but they are privately informed about the quality of 

their assets. Adverse selection in credit markets can then lead to suboptimal investment. We characterize a set 

of policies that robustly increase investment. 
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Risk Incentives in an Interbank Network 

 

I develop a model of the interbank market where financial institutions endogenously form a network of 

bilateral debt contracts as a response to idiosyncratic liquidity shocks. Counterparty risk and regulatory 

constraints interact with endowment heterogeneity to generate interest rate dispersion and differing roles in the 

trading process, such as intermediation. The interbank market allows for socially desirable liquidity transfers, 

but limited liability may generate perverse incentives that increase risk-taking. These interact with the network 

structure to generate bank herding and endogenously magnifying aggregate risk. The endogenous nature of the 

network allows for the analysis of passive (regulatory) and active (interventionist) policies. Numerical 

simulations suggest that regulatory policies have perverse effects that tend to amplify risk, while interventions 

are more effective at containing the emergence of systemic risk and the propagation of shocks. No 

commitment problems arise with banking sector bailouts: by committing to bailout, the authority 

endogenously contains bank herding, and the formation of risk. 

 

Research in Progress 
 

The Fiscal Multiplier of Financial Sector Interventions: Evidence from U.S. States 

 

In late 2008, the Department of Treasury spent almost $500 billion in the largest bank bailout in US history. 

Estimates of the impact of the bailout in macroeconomic outcomes have remained elusive. I take advantage of 

the differential exposure of US states and regions to the different bailout programs to compute open economy 

relative multipliers in the spirit of Nakamura and Steinsson (2014). I combine data on US Treasury 

transactions under the Troubled Asset Relief Program with granular bank regulatory data and geographical 

lending exposure of US financial institutions to construct a measure of bailout exposure at the state and MSA 

level. To circumvent the downwards OLS bias caused by endogenous fiscal treatments highlighted by 

Chodorow-Reich et al. (2012), I adopt an instrumental variables approach. My procedure allows me to 

compute both impact and long-run yearly multipliers. I find that the TARP had a positive impact on output. 

Furthermore, states with greater exposure to the TARP experienced both higher delinquency rates and more 

pronounced debt deleveraging. These results suggest that bank recapitalizations may help to speed up private 

sector debt deleveraging while mitigating the output losses that are usually associated with this process. 

 

Contingent Liabilities and Fiscal Risk Management 
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Research Statement
Miguel Faria-e-Castro

New York University

miguel.castro@nyu.edu

I am a macroeconomist and financial economist. My primary research interests lie at the in-

tersection of macroeconomics, banking, and fiscal policy. The overarching theme of my research is

the role played by government policies during financial crises, with special emphasis on how these

policies affect financial stability and what their broader implications are for the macroeconomy.

Fiscal Policy during Financial Crises

My job market paper, “Fiscal Multipliers and Financial Crises” (Faria-e-Castro, 2016) studies the

role of different types of discretionary fiscal policy during financial crises. The paper investigates

not only traditional fiscal policy, such as government spending and transfers to households, but

also financial sector interventions such as bank recapitalizations and credit guarantees in a single,

unified framework. I develop a model that allows for a rich set of interactions between financial

and household sector balance sheets, and use it to assess the role of fiscal policy in the U.S.

during the recent financial crisis and subsequent Great Recession. Using a comprehensive dataset

on discretionary fiscal policy measures, I apply a particle filter to the calibrated model in order to

estimate sequences of structural shocks that allow me to study counterfactuals. I find that fiscal

policy was very important - the fall in consumption would had been at least 30% worse if the

government had not acted. I find that social transfers and bank recapitalizations were the most

important fiscal policy programs.

In other work, “Runs versus Lemons: Information Disclosure and Fiscal capacity” (Faria-e-

Castro, Martinez, and Philippon, 2015) with Joseba Martinez and Thomas Philippon, we study

the interaction between fiscal interventions such as the ones described above, and policies that

involve disclosing information on the state of the financial sector, such as stress tests. Our work is

motivated by the stark difference in policy responses on the two sides of the Atlantic: while policy

institutions in the U.S. responded to the financial crisis by promptly running extremely credible

stress tests, and revealing information regarding the health of its systemic financial institutions,

their European counterparts conducted much less aggressive information disclosure policies. Using

a theoretical model, we study the incentives of a benevolent authority to reveal information about

the financial sector given uncertainty regarding the state of the financial system, and how these

interact with the authority’s fiscal ability to intervene in case of a crisis. The title of the paper

illustrates the main trade-off of information disclosure: by revealing more information regarding

individual financial institutions, the authority can help “clean” credit markets from adverse se-

lection and boost productive investment. However, by doing so, the authority may reveal the

identity of weaker institutions and subject them to runs, which involves socially costly liquida-

tion. The key result of the paper is the comparative static of the quantity of information that

is revealed with respect to fiscal capacity, which is increasing. An additional interesting result
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is the “paradox of fiscal capacity”: when the authority can offer credit guarantees, more fiscal

capacity can result in more information being revealed ex-ante and, thus, in less fiscal resources

being devoted to these guarantees.

Monetary Policy during Financial Crises

In joint work with Matteo Crosignani and Lúıs Fonseca, “The (Unintended?) Consequences of the

Largest Liquidity Injection Ever” (Crosignani, Faria-e-Castro, and Fonseca, 2016), I analyze the

impact of a particular instance of unconventional monetary policy conducted by the European

Central Bank (ECB) on the portfolio choice of Portuguese banks. In 2011, the ECB launched a

one trillion euro liquidity provision program (over 1.3 trillion USD at the time), the Long-Term

Refinancing Operations (LTRO), through which eurozone banks could borrow as much as they

wanted at very low interest rates and a maturity of three years, provided they had enough collat-

eral. The stated objective of this program was to alleviate bank funding stress, and restore the

flow of credit to the real economy. Using granular data on balance sheet and portfolio holdings

of domestic sovereign debt for banks in Portugal, a country under extreme sovereign stress at the

time, we show that the announcement of this operation caused banks to purchase more sovereign

debt. We find that these purchases were tilted towards shorter-term debt, and argue that this is

optimal from a liquidity risk management perspective. We quantify these effects and find that they

are economically large, with Portuguese banks expanding their demand for short-term sovereign

debt by almost 10% of total amounts outstanding. We argue that the behavior of the yield curve,

and the strategic response of the Portuguese Treasury are consistent with the phenomenon we

describe. In the following months, the ECB announced a series of other unconventional policies

that had a significant stabilizing impact on sovereign yields. We argue that these later policies,

together with the causal increase in purchases at the LTRO, effectively constituted a stealth re-

capitalization of the Portuguese banking system, and quantify this effect.

Future Work: Contingent Liabilities and Fiscal Risk Management

I look forward to continuing my research on the interaction between public policies and financial

stability. I am particularly interested in government credit programs and public contingent lia-

bilities. The recent Financial Crisis has highlighted the importance of these issues, as sovereigns

such as Ireland or Spain became distressed due to guarantee programs that were extended to the

financial sector. Furthermore, Central Banks responded to the financial crisis by acquiring large

portfolios of private assets, and it is yet not clear what is the best way to “normalize” the conduct

of monetary policy (or if this normalization is even desirable). In particular, some authors have

argued for the analysis of government programs through the lens of corporate finance and asset

pricing (Lucas, 2016; Hanson, Scharfstein, and Sunderam, 2016). I am interested in extending

their work and analyzing the role of public asset and liability portfolios under the lens of macroe-

conomic, general equilibrium models. The macroeconomic impact of most contingent liabilities

operates through precautionary motives (i.e. credit guarantee or lender-of-last-resort programs).
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For that reason, the analysis of this type of programs in dynamic, stochastic general equilibrium

models is challenging, as it requires the use of solution methods that account for this type of

nonlinearities. I believe that there are several interesting questions regarding the effectiveness

of government financial policy on the economy that have not been answered yet due to these

technical limitations.
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To Whom It May Concern, 

I am pleased to write on behalf of Miguel de Faria e Castro. Miguel is a 

Ph.D. student in the Economics department who studies macroeconomics, 

with a particular emphasis on banking and fiscal policy. 

 

I know Miguel very well: he has been my RA, the TA for three of my 

classes, and, more importantly, we have worked together as co-authors (with 

J. Martinez) on a paper that studies the design and disclosure of banking 

stress tests when governments have limited fiscal resources. This paper is 

now forthcoming in the Review of Economic Studies. Miguel, Joseba, and I 

study the trade-off between “runs and lemons”, i.e, Akerlof vs Diamond-

Dybvig. In this context, information disclosure has ambiguous effects on 

welfare. On the one hand, providing information about banks’ balance sheets 

reduces adverse selection in credit markets. On the other hand, it can create 

inefficient runs on weak banks. A fiscal backstop mitigates the risk of runs 

and allows the government to pursue a high disclosure strategy. We can then 

show, by extending the approach of Kamenica and Gentzkow, that a 

government with a strong fiscal position is more likely to run informative 

stress tests than a government with a weak fiscal position. In addition, such a 

government is less likely to rely on other forms of bailouts (credit 

guarantees, for instance). We show that a “paradox of fiscal capacity” can 

happen, where governments with more fiscal slack ends up spending less on 

bailouts (because they disclose more aggressively). Miguel and Joseba were 

absolutely integral to the project, and I learned as much from them as they 

did from me. For instance, they figured out how to use the tools in 
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Kamenica-Gentzkow to solve our problem (it’s not trivial; it requires 

building the convex hull in the right way and dealing with endogenous runs 

and investment).  

 

In his job market paper, Miguel tackles an important question in 

macro/finance: how should a government allocate its limited fiscal capacity 

between counter-cyclical macro policies and policies to stabilize the 

financial system? 

 

This is an important question, both in practice and in theory. In practice, 

bailouts are often a major outlay during crises. The governments of Spain 

and Ireland became nearly insolvent after trying to rescue their banks. The 

theoretical question is also interesting, for at least three reasons. First, the 

answer is not obvious at all, because, presumably, the same macro forces 

that create large spending multipliers are also likely to create large bailout 

multipliers. Second, general equilibrium effects create connections between 

the two interventions. For instance, counter-cyclical policies that increase 

employment can decrease the risk of default by indebted households. 

Reciprocally, credit subsidies to banks can increase investment and output. 

And, finally, all these effects are non-linear and require a global approach to 

estimate state-contingent multipliers. 

 

Miguel tackles all these issues in his job market paper; this is an impressive 

achievement. First, he builds a model that captures household credit risk, 

bank’s default risk, and fiscal policy interventions in terms of social 

transfers and bailouts. Second, he constructs a dataset to measure the main 

interventions during and after the financial crisis (economic stimulus, TARP, 

recovery and reinvestment act, etc.). Third, he uses the model to estimate the 

contribution of various policies to the stabilization of the economy. Along 

the way, he displays his technical skills to solve and estimate a rich, non-

linear model. For instance, the extent to which borrowers behave in non-

Ricardian way depends on the state of the economy. 
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Miguel finds that, without fiscal policy, consumption would have dropped 

by a third more than it did. Among the various programs, he finds that social 

transfers and bank recapitalizations played the larger role. There are 

interesting differences between the two, however. Transfers act as 

redistribution from savers to borrowers. Bank recapitalization, on the other 

hand, help borrowers because they improve access to credit, but also savers 

who are banks’ shareholders. 

 

Another striking result that Miguel uncovers is that transfer multipliers are a 

lot more state-contingent than purchase multipliers. Government purchase 

multipliers are typically close to one. Transfer multipliers, however, can be 

as low as 0.2 in good times, but they range from 1.5 to 2 for moderate 

transfers in crisis times.  

 

Miguel’s job market paper makes an important contribution to our 

understanding of financial crises and fiscal policy, and I have no doubt it 

will be highly cited. 

 

Miguel is one of the very best and brightest students I have seen at NYU in 

recent years. He is quick, focused, and hard-working; he moves seamlessly 

between theory, empirical work, and quantitative methods. I can recommend 

him enthusiastically to all Economics departments and business schools. 

Please contact me if you need additional information. 

 

Best Regards, 

 

Thomas Philippon 

                      
 


