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I. INTRODUCTION

It is widely understood that, in the absence of policy changes, the U.S. faces an
unsustainable fiscal future. Under current projections, the debt/GDP ratio will rise substantially
and inexorably over the next several decades under any plausible set of economic assumptions,
with no natural turning point. Even if continually rising debt does not trigger a crisis, it will
gradually make it harder to grow our economy, boost our living standards, respond to wars or
recessions, address social needs, and maintain our role as a global leader. More broadly,
persistent fiscal imbalances, combined with erratic shifts in economic policy, could threaten the
reserve-currency status of the dollar and the safe-haven status of Treasury debt, with damaging
consequences for the global economy.!

How should the U.S. respond? “Fiscal consolidation” is the (somewhat awkward) term
given to countries’ efforts to address a short-term fiscal crisis or a long-term fiscal imbalance
through tax or spending changes.? Fiscal consolidation is a multi-dimensional issue, with a wide
range of key questions still contested: How extensive should the overall response be? How
should it be divided between taxes and spending programs, and which ones? How quickly should
policies be phased in? At what point in the business cycle should the consolidation take effect?
How should monetary policy respond? What are the distributional effects?

Fiscal consolidations have been a recurring feature of economic policy making for
hundreds of years (Chen et al., 2022) but have received increased attention in academic and

policy circles in the aftermath of the Great Recession, as many European countries implemented

! For various views on the fiscal situation, see Auerbach and Gale (2025), Auerbach and Yagan (2025), CBO (2025),
Dynan and Elmendorf (2025), Edelberg, Harris, and Sheiner (2025), Furman (2024), Gale (2019), and Riedl (2025).
For comprehensive analyses that reach different conclusions about fiscal consolidation efforts, sometimes called
“austerity plans,” see Alesina, Favero, and Giavazzi (2019a, 2019b) and Blyth (2013).

2 By focusing on tax and spending changes, we are side stepping consideration of default, inflation, financial
repression, immigration policy, regulatory changes, or other policies as potential solutions.
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austerity programs. In the U.S., legislative actions in 1990, 1993, 2011, and 2013 created fiscal
consolidations of varying sizes. Even so, the sustained presence of a long-term fiscal gap has
spurred many unfulfilled consolidation plans (National Commission on Fiscal Responsibility and
Reform, 2010; Debt Reduction Task Force, 2010; Gale, 2019; Solutions Initiative, 2024).
Typically, the authors of each plan describe first principles or guiding values, and then informally
choose policies based on those ideas.

In contrast, our approach emphasizes that how and when a country should consolidate
depends not just on these broad principles, but also on the specific circumstances it faces.
Therefore, we address fiscal consolidation questions in two steps. First, we review the literature
on how other OECD countries have consolidated, with the goal of understanding which policies
worked under which conditions. Second, we explore the implications of those findings for the
U.S., focusing on how circumstances in the U.S. differ in meaningful ways from other countries.

Section II discusses challenges in analysis of fiscal consolidations, including how to
identify episodes of exogenous fiscal consolidation and how to control for the numerous other
factors that affect the impact of consolidation efforts. We also provide information about the size
and number of consolidations identified in the literature. Section III discusses the role of case
studies, which are prominent in this area because of the wide diversity of plans and
circumstances that countries face, and we focus specifically on Ireland’s well-known experiences
with consolidation.

Section IV examines selected studies on the short-term output effects of consolidations.
Despite a very large econometric and simulation literature, significant uncertainty remains. A
recent IMF survey concludes that “despite a voluminous empirical literature, any patterns in the

surveyed studies and data should be seen as suggestive rather than conclusive” (Balasundharam



et al., 2023, p. 5). With that caution, we highlight several findings in the literature.

First, the overwhelming majority of fiscal consolidations are contractionary in the short
run. That is, spending cuts and tax increases tend to reduce short-run output. There are some
cases, however, where consolidations appear to have been expansionary.

Second, consolidations appear to reduce GDP by less when they are expenditure-based
rather than tax-based. This result, however, may be due to differences in monetary, regulatory,
wage moderation, or other policies that often accompany spending cuts but not tax increases (and
are difficult to control for in some instances). And it may not generalize to all levels or types of
taxes and spending. As Alesina, Favero, and Giavazzi (2019a, page 18) note: “The effects of
changes in taxes and expenditures may be quite different when the starting point in the size of
government is so different.” Specifically, revenue increases have smaller, negative aggregate
effects when they start from lower initial tax levels, focus on less distortionary taxes, and/or
expand the tax base rather than raise rates. Spending cuts have larger negative aggregate effects
when they reduce public investment and government purchases.

Third, consolidations implemented during booms rather than recessions may have less
damaging short-run output effects. Consolidations that are gradual and back-loaded appear to be
more effective, while those that are heavily front-loaded tend to be less effective.

Fourth, appropriate supplementary policies can help ameliorate the negative short-term
impacts of consolidations. Monetary policy that reduces interest rates can spur consumption and
investment and lead to a currency devaluation that raises net exports, a particularly important
consideration in small, open economies. In countries where a sizable share of the work force is
subject to collective bargaining agreements, moderated wage agreements can facilitate transition.

Fifth, especially for small, open economies, the behavior of other countries plays a



significant role. Fiscal consolidations are likely to have more damaging effects domestically
when a country’s major trading partners are consolidating or in a recession at the same time.

Section V examines other impacts of consolidations. In many cases, consolidations face
potentially substantial trade-offs between growth and distributional outcomes. The types of
spending cuts and tax increases that have the smallest (largest) effect on output tend to be
especially regressive (progressive).

There is limited evidence on how consolidation plans affect medium- or long-term
growth. However, many of the austerity plans instituted in European countries in the aftermath of
the Great Recession — when economies were slack, interest rates could not be adjusted
downward, and many countries consolidated at the same time — appear to have been self-
defeating, resulting in higher debt/GDP ratios than would have occurred otherwise. Because
these plans directly reduced debt via changes in taxes and spending, the results imply that the
consolidations were harmful for medium-term growth. Finally, austerity — especially spending-
based consolidations — can create political costs for lawmakers. This, in turn, affects lawmakers’
willingness to undertake consolidations, especially before elections.

In Section VI, we explore how the United States and European countries differ and how
those differences could affect the viability and success of fiscal consolidation efforts. First and
most obviously, the U.S. faces a long-term imbalance but not a short-term crisis. As a result, the
immediate, drastic actions that some countries were forced to take do not apply to the U.S. today.
Moreover, the U.S. can afford to begin consolidation efforts during a period of economic
strength, which may help minimize the negative economic effects.

Second, there is a good case for relying more on tax increases than expenditure cuts in

the U.S., relative to the path pursued by European countries. The ability to slowly phase in tax



increases can avoid the negative impact of sharp and immediate tax hikes. In addition, as noted
above, tax increases have smaller negative effects when initial revenues are lower, when added
revenues come from base broadening rather than rate increases, and when relatively non-
distortionary taxes are raised. The U.S. has persistently maintained lower taxes (at all levels of
government) compared to most other OECD countries and has very substantial personal and
corporate income tax expenditures that could be reduced. It also has particularly low levels of
consumption and energy taxes that could be raised with less distortionary effects than income or
wealth taxes. Likewise, spending has been persistently lower in the U.S. than in other OECD
countries, especially spending on families (OECD 2025a). If spending has diminishing marginal
returns, cuts in social spending would have larger negative effects in the U.S. than in other
countries.

A third difference applies to monetary policy. In the U.S., a tax increase — such as an
expansion of a VAT — that raised prices would likely be accompanied by more accommodative
monetary policy than in European countries. The mandate of the European Central Bank (ECB)
is primarily to fight inflation; in contrast, the Federal Reserve faces a dual mandate to promote
stable prices and also full employment. Moreover, the ECB is less likely to respond to country-
specific fiscal policies than the Fed is to respond to national policies. The potential for more
accommodative monetary responses provides another reason tax increases may be a greater share
of the optimal mix of policy in a U.S. consolidation.

Section VII provides concluding remarks. Fiscal consolidation is necessary because
default and inflation are not viable options. The U.S. should consider both what worked in other
countries and what its distinct circumstances are when tailoring its consolidation plan. If,

however, policy changes diminish the reserve-currency status of the dollar or the safe-haven



status of Treasury debt, the U.S. could face circumstances more like those of other countries.
II. CHALLENGES IN THE ANALYSIS OF FISCAL CONSOLIDATIONS

Two major challenges create controversy in the analysis of fiscal consolidations: how to
identify consolidations that are exogenous with respect to the state of the economy; and how to
account for additional policies that accompany consolidations and the additional factors that
affect the impact of any particular consolidation.
A. Identifying Fiscal Consolidations

We highlight several of the approaches that economists have used to identify and estimate
the effects of fiscal consolidations. The most obvious way to identify fiscal consolidations would
be to examine changes in the deficit. Even a moment’s thought, however, will identify two
problems: current interest payments are the results of prior rather than current policy choices,
and the economy can affect the budget. To correct for these issues, a large literature focuses on
changes in the cyclically-adjusted primary balance (CAPB).

Alesina and Ardagna (2010) define consolidations as changes in the CAPB greater than
1.5 percent of GDP in a given year and find 107 episodes between 1970 and 2007 within 21
OECD countries. Typically, these consolidations were short, with over half lasting one year or
less and another 13 lasting only two years. The extensive literature using the CAPB as a measure
of fiscal consolidation, culminating in Alesina and Ardagna (2010), has often found significant
evidence for expansionary fiscal contractions (e.g., a negative multiplier on spending).

But this methodology has been heavily criticized. First, the CAPB can change for reasons
unrelated to policy — such as changes in asset prices that generate capital gains taxes or shifts in
the distribution of income that alter revenues. Second, some CAPB changes that are due to

policy may be related to the state of the economy. Third, cyclical adjustments are subject to



measurement error. For these reasons, it is widely believed that the CAPB approach is biased
toward finding expansionary fiscal contractions (Guajardo, Leigh, and Pescatori, 2014).
Therefore, in this paper, we largely disregard the literature based on CAPB changes.

Blanchard and Perotti (2002) offer a more systematic approach to identifying fiscal
shocks. They first control for the relation between revenues, spending and the overall economy,
and then present a structural vector autoregression (SVAR) model using U.S. quarterly data from
1960 to 1997 on taxes, spending, and output. The key identifying assumption is based on timing:
within a given quarter, discretionary fiscal policy cannot respond contemporaneously to output
shocks (due, for example, to legislative lags). This assumption allows the authors to treat
residuals from the vector autoregression as structural shocks and use impulse response functions
to measure the impact of prospective policy changes. This approach has been widely used in
other studies, but also widely criticized. Many changes in policy are likely to be anticipated in a
way that the methodology cannot capture, and, even after controlling for output, revenue and
spending are likely to be correlated with other factors (Ramey, 2019).’

A third approach is the “narrative analysis” of Romer and Romer (2010).* They scour
public records to understand policy makers’ motivations behind tax changes. They distinguish
between changes that are endogenous with respect to the current state of the economy (e.g., to
counter recessions or pay for spending programs) and those that are exogenous and motivated by
other concerns (e.g., long-term growth, or deficit reduction, with large deficits being the product

of previous policies). They create measures of exogenous tax changes and estimate their effects

3 In addition, the assumption that allows identification — namely, that fiscal policy can only respond to economic
developments with at least a one quarter lag — has not been true in certain circumstances. The CARES Act, for
example, was enacted in March 2020, even though the COVID threat had only been recognized earlier that quarter.
Gunter et al. (2019) note other exceptions.

4 See also Ramey (2011) and Ramey and Shapiro (1998).



on the economy in single-equation and SVAR models.

Narrative identification quickly became the preferred approach in much of the fiscal
consolidation literature. DeVries et al. (2011), using narrative methods, uncover 173 exogenous
fiscal consolidations from 1978 to 2009 across 17 OECD countries. Alesina, Favero, and
Giavazzi (2015, 2019a, 2019b) extend the Devries et al. (2011) data through 2014. They
aggregate a total of 234 fiscal consolidation episodes, observed at the country-year level, into
184 plans, which incorporate all changes announced at a given time and sometimes span multiple
years. Of the 170 plans for which they have complete data, they find that roughly two-thirds
(113) are expenditure-based (EB) and one-third (57) are tax-based (TB). The average plan lasted
for 2.76 years and involved policy changes of about 1.83 percent of GDP.’

As discussed further below, the more recent literature using the narrative approach
generally finds that fiscal consolidations are almost always contractionary (Guajardo, Leigh, and
Pescatori, 2014; Jorda and Taylor, 2016; Alesina, Favero, and Giavazzi, 2019a; 2019b), in
opposition to the findings in Alesina and Ardagna (2010).

While the use of narrative analysis and (extensions of) the IMF data set have emerged as
the preferred approach for fiscal consolidation studies, there are concerns with both. Regarding
narrative analysis, if countries wait for good (or bad) times or for specific events (such as the

actions of other countries) before they implement major fiscal consolidations, then the timing of

5 Adler et al. (2024) extend the data set through 2020, which brings the total to 242 consolidation episodes in the
OECD and also include data on 14 Latin American and Caribbean countries from 1989 to 2020, extending earlier
data from Carriere-Swallow, David, and Leigh (2021) that covered consolidations through 2016. They identify 82
fiscal consolidations in Latin America and the Caribbean, where TB consolidations are more common than EB
consolidations (accounting for 58 out of 82 episodes) but somewhat smaller in size (0.82 percent of GDP compared
to 1.3 percent of GDP). Kawano et al. (2025) construct a data set that includes 26 OECD countries for 35 years
(1981-2015) and information from Alesina, Favero, and Giavazzi (2015), Dabla-Norris and Lima (2023) and several
other sources.



the changes may be endogenous, even if the motivations are not, which could affect the
estimated effects (Balasundharam et al., 2023). Also, policy makers control tax rates, but not
revenue levels. Thus, narrative studies that control for revenue changes, as most do, may conflate
policy maker choices with other factors (Riera-Crichton, Vegh, and Vuletin, 2016). In addition,
the estimate of revenue change from a policy is endogenous with respect to the current and future
state of the economy, which will further bias results (Kawano et al. 2025). Finally, Hebous and
Zimmerman (2018), using a weak-instruments argument, find that studies using the narrative
approach tend to understate the uncertainty of the estimates produced.

There are three further issues with the Devries et al. (2011) data set and its extensions.
First, the data include only fiscal consolidations; they ignore fiscal expansions (tax cuts or
spending increases), which can create censoring bias and other problems (Perotti, 2011).6
Second, the data set tends to ignore information from mid-year supplemental budgets, which in
some cases led to policies that partially or fully offset the initial consolidation — as in Ireland.
Ignoring such changes can mismeasure and mischaracterize the actual consolidation taking place
(Perotti, 2011).

Finally, basic questions remain about how to measure fiscal changes. The issue is not so
much the identification of consolidations; there are only a few instances of researchers “revising”
previous researchers’ classifications (Adler et al. 2024; Alesina, Favero, and Giavazzi 2019a,
2019b) and the revisions were minimal. The bigger issue is determining the magnitude of the

changes. Alesina, Favero, and Giavazzi (2019a) distinguish between the role of changes

6 A simple example can demonstrate one of the additional problems. Suppose a country cuts taxes by $100 in year 1
and then raises taxes by $10 in year 2. The two changes would provide a net tax cut of $90, which presumably
would raise output in year 3. But the data set would only record the year-2 tax increase, not the original tax cut. In
this case, the results would be biased toward finding expansionary fiscal consolidations.



announced and implemented in the same year, those announced for the future, and those
announced in the past, but taking place in a given year. Various studies use different
combinations of these items, with varying results. For example, Auerbach and Yagan (2025),
using Congressional Budget Office calculations, identify 1.4 percent of GDP in cumulative
deficit reduction over the 1990-1998 period. In contrast, Alesina et al. (2018), using the
expanded Devries et al. (2011) data set through 2014, show the U.S. as reducing the deficit by
4.4 percent of GDP cumulatively for 1990-1998 via deficit-reduction legislation enacted in 1990
and 1993.7
Auerbach and Gorodnichenko (2012) take another approach. They build on Blanchard

and Perotti (2002) by estimating SVARs that adjust fiscal variables not for the state of the
economy but rather for projections by professional forecasters. This generates a more
sophisticated and plausible measure of fiscal policy shocks. They find that the professional
forecasts explain a sizable share of previous “innovations” and that controlling for professional
forecasts increases the estimated size of multipliers.® Auerbach and Gorodnichenko (2013, 2017)
use the professional forecasts in local projection models (Jorda, 2005) for the OECD and U.S.
and find similar results.
B. Other factors matter

The effect of a fiscal change on the economy can depend on an enormous number of
factors. As Hall (2009, p. 187) notes, “multipliers are not structural constants.” Features of the

fiscal change itself matter — including which taxes or spending programs are involved (and thus

7 Auerbach and Yagan (2025) note that the figures are not exactly comparable. The Devries et al. (2011) data identify
U.S. fiscal consolidations as occurring in 1978, 1980-1981, 1985-1986, 1988, and 1990-1998. The extensions by
Alesina, Favero, and Giavazzi (2015, 2019a, 2019b) also identify 2011-2013.

8 As discussed below, they also find that multipliers in recessions are larger in absolute value than multipliers during
booms.
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which incentives and which income groups are affected), how the changes are financed, and the
extent to which the consolidation is anticipated and is expected to last. Factors in the rest of the
economy also matter, including responses from the monetary authorities, state and local
governments, and other countries; the overall state of the domestic and international economies;
the flexibility of labor markets; and so on. As Ramey (2019, p. 91) notes: “Because policy
makers cannot conduct randomized control trials, virtually all multiplier estimates are based on
time series, narrative, or natural experiment identification using samples determined by historical
happenstance. To understand whether a particular estimate of fiscal effects is suitable for use in
predicting the effects of a proposed policy, one must understand how the current circumstances
differ from those present in the sample used to generate that estimate.”

In addition, austerity plans are typically implemented in conjunction with other policies,
including those regarding interest rates, exchange rates, and wage adjustments (as, for example,
in the case studies discussed in Section III). Indeed, Alesina and Ardagna (1998) and Perotti
(2011) explicitly emphasize that monetary policy and devaluation, as well as wage moderation,
are necessary complements for a consolidation to succeed in European countries. As a result of
all these factors, multipliers can and should be expected to vary widely across countries and
economic circumstances (Il1zetski, Mendoza, and Végh, 2013).

In summary, even if the presence, size, and composition of a consolidation is accurately
identified, estimating the short-term effects of fiscal consolidation plans on output is akin to
estimating short-term multipliers that are potentially non-linear, potentially change sign, may
vary across countries and time, and hinge on a wide variety of factors, some of which are
difficult to specify in a consistent and quantitative manner. It is not surprising that there is

controversy in the field.
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I11. CASE STUDIES

Unlike in most areas of economics, case studies have featured prominently in analysis of
fiscal consolidation. Giavazzi and Pagano (1990) jump-started the modern literature by
highlighting case studies — including Ireland (1987-1989) and Denmark (1983—-1986) — where
contractions appeared expansionary. Almost thirty years later, Alesina, Favero, and Giavazzi
(2019a, 2019b) describe several examples of what they view as expansionary fiscal contractions.

Expansionary consolidations are certainly theoretically possible. Households could
increase their consumption and labor supply if they interpret cuts in government spending to
imply lower taxes (and therefore higher disposable income) in the future. A consolidation could
also reduce investors’ estimates of the probability of a default on government debt, thereby
reducing interest rates and subsequently encouraging investment.’ Or, by adjusting fiscal policy
in the short run, a consolidation could reduce the likelihood of a large tax increase or spending
cut in the future. Generally, expansionary consolidations are more likely to occur in small
economies that are open to trade, have high debt and high interest rates (so that there is room for
heightened expectations that debt will be repaid), whose major trading partners are not
simultaneously running austerity programs, and where monetary and wage policies are
accommodating (Ilzetski, Mendoza, and Végh, 2013). Nevertheless, the number of expansionary
consolidations is small, especially given the large number of consolidations noted above.

To help understand how various (often external) factors can complicate analysis of
consolidations, we review Ireland’s consolidation in the late 1980s, which Perotti (2011, p. 4)

refers to as one of the “most famous consolidations of all,” as well as its other consolidations in

° Those who believe in expansionary fiscal consolidations call this “the confidence channel.” Krugman (2010) calls
it the “confidence fairy,” arguing that the data show that in almost all cases, and especially in downturns, this effect
is nowhere near strong enough to generate positive effects on output(Krugman, Paul, “Myths of Austerity,” New
York Times, July 1, 2020).
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the early 1980s and after the Financial Crisis.

Ireland entered the 1980s with ballooning debt and deficits as the country responded to
the oil crisis and stagflation of the preceding decade with expansionary fiscal policy. By the time
Ireland turned to fiscal consolidation in 1982, the debt-to-GDP ratio had reached 73.5 percent.
The consolidation relied heavily on tax increases but failed to control the debt, which peaked at
108 percent of GDP by 1987 (Hardiman, 2014).

Several factors contributed to this outcome. Following the tax hikes, domestic demand
dropped by 2 percent, and already-high unemployment increased further, elevating welfare
spending. Wage inflation remained higher than in peer countries, reducing international
competitiveness.!? By 1987, public sentiment around the debt contributed to the election of a
new conservative government, which signaled both the end of the first consolidation and the
beginning of the second. The new government quickly cut transfers and the government wage
bill, lowered tax rates, and expanded the tax base. Economic growth and foreign investment rose
significantly.

However, additional factors were in play in this story. First, net exports rose significantly,
both because a large devaluation preceded the fiscal consolidation and because the consolidation
occurred at the same time as the “Lawson boom” in Britain (Ireland’s main trading partner). The
British pound simultaneously appreciated, in contrast to its consistent depreciation during the
first consolidation. Monetary policy substantially reduced interest rates. Starting in 1987, unions
agreed to limit disruptive industrial action and to accept lower wage growth and social spending
in exchange for tax cuts. Finally, Ireland offered an income tax amnesty in 1988 that raised 2.5

percent of GDP in revenue (Uchitelle, 1989).

10 Even following a small devaluation in 1983, high inflation relative to trading partners resulted in real exchange
rate appreciation, leading to further competitive declines (Alesina and Ardagna 1998).
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Aside from these sources of change unrelated to the consolidation, data revisions and
further analysis show that both the Irish expansion and the discretionary fiscal changes were
“much less remarkable than previously thought” and that tax increases (spending cuts) played a
larger (smaller) role than earlier estimates suggested (Perotti, 2011, p. 4). By 1990, Ireland’s debt
had fallen to 93 percent of GDP and steadily declined to 36 percent over the following decade.

Ireland’s third consolidation occurred in the wake of the Global Financial Crisis. Bank
bailouts and a shrinking economy devastated public finances. In an effort to reassure markets,
Ireland enacted a severe austerity package between mid-2008 and late 2010. Spending cuts and
tax increases exceeded 8 percent of GDP. The effort clearly failed. Debt rose from 24 percent of
GDP in 2007 to 109 percent by 2011, while long-term interest rates rose from under 5 percent to
12.5 percent (Honohan, 2024, Irish Department of Finance 2010).

Many of the avenues that allowed for the expansionary consolidation of the 1980s had
disappeared. Ireland’s adoption of the Euro made it impossible to pursue a traditional currency
devaluation, instead having to resort to an internal deflation. Yet with many other countries
attempting the same strategy, these deflations came at a high cost for little gain. Exports cratered
due to the global recession, the opposite of the Lawson Boom in the 1980s. By 2010, Ireland’s
debt problem grew so severe that it had to accept an IMF bailout.

Within five years of the bailout and the IMF-imposed austerity that followed, debt had
fallen to 74 percent of GDP and Ireland’s economy was once again growing strongly. But, as
before, claims that austerity was the direct cause of this growth may be too hasty. Indeed,
Ireland’s recovery had much to do with strong exports and foreign direct investment (fueled in
part by Ireland’s very low corporate tax rate), which counteracted austerity’s negative effect on

domestic demand. Furthermore, another set of union agreements held down the public wage bill
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and reduced political and social backlash to austerity (Roche, Prothero, and O’Connell, 2017).

These case studies are not definitive — indeed, that is the whole point. They suggest,
rather, that disentangling the effects of consolidations plans from other policies and
circumstances is complicated. As Blyth (2013) notes, “this is perhaps why the literature has gone
to large-scale econometric studies.”!!
IV. SHORT-RUN EFFECTS OF FISCAL CONSOLIDATIONS ON OUTPUT

Beyond case studies, there is an enormous amount of literature on fiscal consolidations.
Due to space constraints, we focus on a subsample of analyses and organize the discussion by
topic. This section examines short-term impacts on output, the subject of most of the literature.
Section V explores the effects on income distribution, the debt-GDP ratio, and political factors.
A. Overall Impact

Culling data on 21 OECD countries from 1970 to 2007, and using CAPB changes as their
measure of consolidation, Alesina and Ardagna (2010) find 26 episodes of expansionary fiscal
consolidation out of the 107 they examine. However, subsequent research focusing on the
narrative approach has challenged this result. Perhaps unsurprisingly, the vast majority of

consolidations have negative short-term effects on the economy.

Guajardo, Leigh, and Pescatori (2014) use the Devries et al. (2011) data set to examine

! Blyth (2013) summarizes some case studies of failed consolidations in the 1920s and 1930s. For further
discussion of Ireland’s experiences, see Alesina and Ardagna (1998), Blyth (2013), Giavazzi and Pagano (1990),
Kinsella (2012), Perotti (2011), and Walsh (1993). Besides the examples above, Alesina, Favero, and Giavazzi
(2019a, 2019b) and Alesina and Ardagna (1998) offer summaries of several case studies. In addition, Jamaica offers
an interesting case study. Arslanalp, Eichengreen, and Henry (2024) describe how Jamaica reduced its debt from 144
percent of GDP in 2012 to 72 percent in 2023, despite averaging real growth of less than 1 percent per year and
experiencing several natural disasters that hurt the economy and required increases in public spending. They note the
role of strong consensus-building activities. Following an initial spending adjustment, surpluses were sustained by
strongly increasing tax revenue, mostly by removing exemptions, while increasing the general consumption tax and
raising the personal income tax rate for high earners from 25 percent to 30 percent. They note that “... Jamaica does
not fall neatly into either the spending-reduction or tax-increase categories distinguished by Alesina, Perotti, and
Tavares (1998). From the long-run perspective of concern to us here, this was a revenue-driven consolidation, a
member of the category that Alesina et al. question can be sustained. Thus, our conclusions here contrast with
theirs.”
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173 fiscal consolidations in their sample of 17 OECD countries from 1978-2009. Using the
CAPB definition of consolidation, their regressions find that consolidations raise GDP. When
they instrument for CAPB consolidations using the narrative measures in Devries et al. (2011),
however, they find that a consolidation of 1 percent of GDP reduces GDP by about 0.9 percent
cumulatively over two years.

Jorda and Taylor (2016) show that the fiscal consolidations used in Guajardo, Leigh, and
Pescatori (2014) can be predicted with prior variables (e.g., debt or GDP). They estimate the
probability that a consolidation will occur and use inverse probability weighting to put higher
weights on less likely (“more exogenous™) consolidations. They also find that consolidations are
contractionary.

Even Alesina, Favero, and Giavazzi (2019a, 2019b) — using the narrative method — find
negative short-run impacts of spending cuts and tax increases, consistent with the broader
literature on multipliers (e.g. Auerbach and Gorodnichenko, 2012, 2013, 2017; Balasundharam et
al., 2023; Hall, 2009; Ramey 2011, 2019).

B. Composition of the Consolidation

A consistent theme of Alesina’s decades-long work with many co-authors is that
expenditure-based (EB) consolidations are less harmful to growth than tax-based (TB) policy
changes. Alesina, Favaro, and Giavazzi (2019a, 2019b) find that EB consolidations equal to 1
percent of GDP in revenue imply a GDP loss of about 0.25 percent and last less than two years
but TB changes of the same size generate GDP losses greater than 2 percent and last 3-4 years.'?

They note several possible reasons for this difference. Spending cuts could lead people to believe

12 The IMF (Balasundharam et al., 2023) surveys the literature and finds similar qualitative results, with multipliers
below 1 for spending and at or below -1 (algebraically) for taxes.
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that future taxes will fall, raising expectations of future disposable income and raising
consumption. In contrast, tax increases could reduce labor supply or investment. '3

We note three caveats to the finding that spending cuts are always less contractionary
than tax increases. First, concurrent policies may differ across TB and EB consolidations (as
discussed in subsection C). Second, some empirical analyses reach the opposite conclusion.
House, Proebsting, and Tesar (2020) use regression analysis to find that in the aftermath of the
Financial Crisis, cuts in government purchases (beyond a forecast amount) in European countries
account for three quarters of the cross-sectional variation in output growth during 2010-2014.
They highlight that cuts in transfers or increases in taxes do not explain the variation.

Third, multipliers vary across both the pre-existing levels and types of taxes and
spending. For example, Gunter et al. (2019) find evidence that tax increases have highly non-
linear effects and that tax increases from lower levels have only a small or non-existent
contractionary effect. They estimate the effect of changes in VAT rates using a narrative approach
in a dataset that covers 51 industrial and developing countries from 1970 to 2014. They identify
96 tax changes, 44 of which are determined to be exogenous, and estimate a tax multiplier that is
similarly negative on average (a VAT rate increase reduces economic growth) but also highly
non-linear. The tax multiplier is essentially zero at relatively low initial tax rates and then
becomes increasingly negative as the initial tax rate rises. They conclude that “the recent

consensus pointing to large negative tax multipliers in industrial countries, particularly in

industrial Europe (e.g., Alesina, Favero, and Giavazzi 2015)” may represent a special case driven

13 Carbonari et al. (2024) use the Alesina, Favero, and Giavazzi (2015) data set to re-examine the relative effects of
policy announcements regarding spending cuts and tax increases. Using mediation analysis, they find that spending
cut announcements have substantial effects on the debt/GDP ratio and through that ratio, on GDP. Tax increases
have negligible effects on the debt/GDP ratio or on the economy more generally. “Our findings propose a new
interpretation of the results of Alesina, Favero, and Giavazzi (2015). In terms of announcements, once accounting
for indirect effects, spending cuts are more harmful to growth than tax hikes.”
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by high initial tax rates in these countries.'*

Studies also emphasize that the composition of spending cuts and tax increases matters.
On the spending side, reductions in government purchases and especially public investments are
more harmful to the growth prospects for the economy than cutting public transfers or the
government wage bill (Ardanaz et al., 2021, Alesina et al., 2017). Of course, this sets up short-
term trade-offs between GDP and the distribution of income, discussed in the next section. On
the tax side, Dabla-Norris and Lima (2023), using a narrative approach that covers 2,000 tax
measures across 10 OECD countries, find that raising revenue by broadening the tax base
generates a cumulative multiplier of only -0.5, in contrast to -1.8 when raising tax rates.

C. Concurrent policies

As many papers (Alesina and Ardagna, 2010; Perotti, 2011; Alesina, Favero, and
Giavazzi, 2019a, 2019b) note, concurrent policies can influence the impact of a consolidation. It
turns out that differences in concurrent policies can also help explain the differential effects
between TB and EB consolidations, though this issue is largely unexplored in the literature.

For example, if spending cuts are more likely to be implemented by conservative or right-
leaning governments, they may occur alongside a broader economic policy agenda including
deregulation and labor market reforms. This could increase foreign investment and GDP growth
in turn. Conversely, tax hikes may be more likely implemented by governments that also pass
other redistributive policies, which may increase wages but reduce GDP growth.

One area where differential changes in concurrent policies have been documented is in

monetary policy. Monetary policy can mitigate the negative effects of consolidation by reducing

14 Nunes (2019) uses a sample of 28 OECD countries from 1995 to 2017 and finds that the negative impact of
spending cuts on short-term growth is smaller, the higher the initial level of spending. This paper, however, uses
total spending, rather than primary spending, and it uses the CAPB approach to identify consolidations.
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interest rates, if rates start high, thus encouraging consumption and investment. The reduction in
domestic interest rates may also lead to a capital outflow and a currency devaluation, which
would raise net exports — a key consideration for small open economies.

Guajardo, Leigh, and Pescatori (2014) find that differences in monetary policy reactions
can explain almost all the differences they observe between the multipliers for TB consolidations
(-3.6) and EB consolidations (around 1). Specifically, in their sample, monetary authorities
tended to accommodate spending cuts but raise interest rates in response to tax increases. Leigh
et al. (2010) note that monetary authorities in Europe have been particularly unwilling to
accommodate changes in indirect taxes (e.g., VATs) that raise the price level. Alesina, Favaro,
and Giavazzi (2019a, 2019b) do not find any influence of interest rates on the impact of fiscal
consolidation measures. The broader multiplier literature, however, finds that interest rates affect
multipliers substantially (Christiano, Eichenbaum, and Rebelo, 2011; Eggertsson, 2006; Stock
and Watson, 2012).

An additional concurrent policy relates to labor. Collective bargaining agreements to
moderate wages could help the success of a fiscal consolidation plan and limit social pushback,
thus allowing swift, front-loaded action — as observed in Ireland. One study of OECD countries
from 1970-2000 found that countries with higher collective bargaining coordination were less
likely to start a consolidation and those with higher collective bargaining centralization were less
likely to successfully consolidate (Tagkalakis, 2009) but additional evidence is limited.

D. Business cycle
The state of the domestic economy can also play a role in the success of consolidations. As
Keynes (1937) famously wrote, “The boom, not the slump, is the time for austerity at the

Treasury.” The statement encapsulates two concerns: First, cuts in public services when the
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economy is weak may be particularly painful (in utility terms), even if multipliers are not larger
in a slump. Second, multipliers themselves may increase in slumps. As Delong and Summers
(2012, p. 233) explain, “In a depressed economy, with short-term nominal interest rates at their
zero lower bound, ample cyclical unemployment, and excess capacity, increased government
purchases would be neither offset by the monetary authority raising interest rates nor neutralized
by supply-side bottlenecks.” If multipliers are larger in slumps than in booms, then imposing
austerity during a slump is a particularly bad idea.

In fact, several authors find evidence that multipliers are substantially larger during
recessions than booms. Jorda and Taylor (2016) reach this conclusion using the narrative
approach, while Batini, Callegari, and Melina (2012) reach similar results using time series
data.'> Auerbach and Gorodnichenko (2012, 2013, 2017) provide evidence using a variety of
techniques that multipliers are larger in economic downturns than booms. The issue is not
settled, however: Ramey (2019) and Alesina, Favaro, and Giavazzi (2019a, 2019b) do not find
differences in multipliers in different states of the economy.

E. Other countries

The state of foreign economies can matter as well. The “paradox of thrift” implies that,
although austerity may work for one country at a given moment, it will be less effective if many
countries pursue it at the same time. Specifically, since increases in net exports are a key channel
for reducing the negative effects of consolidations, it matters whether a country consolidates at
the same time as many other countries or a major trading partner. As noted above, in the late

1980s, Ireland benefitted from the economic boom in England that occurred during at the same

15 Alesina and Ardagna (2010), using the CAPB approach, identify 26 episodes of expansionary fiscal consolidation.
Jayadev and Konzcal (2010) note that almost all of those episodes occurred during periods with positive growth, not
recessions.
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time as the Irish consolidation. Irish net exports reached nearly 6 percent of GDP in 1988,
compared to earlier in the decade when net imports were 14 percent of GDP (World Bank, 2025).

Blanchard and Leigh (2013) show that the growth forecast errors made by the IMF and
other institutions in the aftermath of the 2008 financial crisis were systematically related to
planned fiscal consolidation, suggesting that forecasters underestimated fiscal multipliers. One
reason that the contractionary effects of the post-Great Recession austerity packages turned out
to be so large — besides the fact that the changes were imposed in already-weak economies —
may be because so many countries contracted simultaneously. House, Proebsting, and Tesar
(2020), use a dynamic stochastic general equilibrium model focused on European countries’
experience after the Financial Crisis and find that spillovers from other countries’ austerity plans
raised the domestic debt-to-GDP ratio by about 8 percentage points from 2010 to 2014 for the
typical Euro-area country.
F. Pre-existing income inequality

Brinca et al. (2021) show that the level of inequality present before a fiscal consolidation
can materially affect the multipliers. Using data sets developed by Blanchard and Leigh (2013),
Alesina, Favero, and Giavazzi (2015), and Ilzetski, Mendoza, and Végh (2013), Brinca et al. find
that controlling for the pre-existing level of inequality explains a significant share of the
variation in multipliers across countries in each case. The greater the pre-existing level of
inequality, the more contractionary a following consolidation will turn out to be.'®
G. Initial Debt Levels and Default Risk

There is additionally some evidence that austerity packages are more effective

(multipliers are “less negative”) in countries with low-to-moderate debt (Ilzetski, Mendoza, and

16 The authors suggest that these effects may be due to credit constraints and labor supply responses among low-
income households, but more research is needed to investigate these mechanisms.
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Végh, 2013). Guajardo, Leigh, and Pescatori (2014) similarly report evidence that consolidations
are less contractionary when they take place in an economy with high perceived risk of sovereign
debt default. However, Auerbach and Gorodnichenko (2017) and Corsetti, Meier, and Miiller
(2012) find little or no difference in multipliers as a function of pre-existing debt.
H. Size, Speed, and Duration

Front-loaded plans tend to arise only when the country faces imminent fiscal pressure.
Gradual and back-loaded consolidations tend to mitigate short-term output losses and stabilize
debt more permanently by allowing time for structural reforms — especially when the
consolidation is substantial. These more extensive consolidations typically involve both spending
cuts and tax increases, and they often require creating or strengthening political mechanisms to
ensure that the plan gets implemented as intended (Battini, Callegari, and Melina, 2012,
Balasundharam et al. 2023).
V. OTHER EFFECTS OF CONSOLIDATION
A. Distributional Effects

The trade-off between efficiency and equity — a dilemma in many areas of economic
policy — arises in the analysis of fiscal consolidations as well. Specifically, while expenditure-
based consolidations, on average, tend to prove less damaging to the economy than tax-based
consolidations, the former also prove to be generally more regressive. But not all tax increases or
spending cuts have the same effect. Cuts to transfer payments, decreases of government wages,
and increases in payroll taxes are clearly regressive. Furthermore, the unemployment resulting
from fiscal consolidations disproportionately affects poorer households, exacerbating the direct

distributional effects of spending cuts. Progressive tax changes and targeted social spending can
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offset some of the decline in progressivity.!’
B. Medium- or Long-term effects

Ultimately, the goal of a fiscal consolidation package is to boost long-term prospects for
the economy, including raising GDP and reducing the debt/GDP ratio. Kawano et al. (2025) use
both ordinary least squares and linear projection models to provide a comprehensive examination
of the effects of exogenous changes in the top rates in the income, corporate, and value-added
taxes, controlling for staggered treatment effects. Their results suggest that there is not a stable
relationship between those tax rates and economic growth over five years.

In addition, several studies find that austerity plans implemented after the Great
Recession in European countries were self-defeating in that they likely raised the long-term debt-
GDP ratio. Fatas and Summers (2018) find that fiscal consolidations in 2010-2011 lowered
future output, reducing both GDP and potential GDP in the affected countries. They estimate that
every 1 percent of GDP in fiscal consolidation reduced potential output in 2015 by 1 percent.
Under plausible assumptions, their results suggest that the debt/GDP ratio in affected countries
ended up higher than it would have been otherwise.

House, Proebsting, and Tesar (2020) reach similar conclusions. They estimate that
consolidations were self-defeating for many of the European countries that pursued austerity
after the Great Recession. Auerbach and Gorodnichenko (2017) find that expansionary fiscal
policies adopted when an economy is weak stimulate output and may reduce the future debt/GDP
ratio. By extension, austerity packages may have raised debt/GDP ratios.

C. Political Considerations

17 For further analysis and discussion, refer to literature by Agnello and Sousa (2014), Alesina and Ardagna (1998),
Balasundharam et al. (2023), Ball et al. (2013), McManus, Ozkan, and Trzeciakiewicz (2021), Mulas-Granados
(2005), and Woo et al. (2013).
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There are two issues regarding politics and fiscal consolidations: Do voters punish
governments that consolidate? And do political factors affect the propensity to undertake
consolidation in the first place?

A small literature argues that voters in OECD countries do not punish their governments
for pursuing austerity (Alesina, Perotti, and Tavares, 1998; Ardanaz, Hallerberg, and Scartascini,
2019; Alesina, Favero, and Giavazzi, 2019b). There are endogeneity problems, however, if
governments are less likely to pursue consolidations when they expect significant electoral
pushback. Other evidence suggests that voters object to fiscal consolidation, with especially
severe backlash following spending cuts (Hiibscher, Sattler, and Wagner, 2021; Jacques and
Haffert, 2021; Ziogas and Panagiotidis, 2021). Austerity is particularly politically harmful during
recessions, significantly raising the vote share of politically extreme parties (far-right and far-
left) compared to during recessions caused by other factors (Gabriel, Klein, and Pessoa, 2022).

These negative electoral outcomes may in turn affect how governments approach
consolidations. Hiibscher and Sattler (2014) find that the likelihood of a consolidation drops
from 40 percent immediately following an election to just 13 percent prior to the next election
when the governing majority is small. When the legislative margin is larger (and loss of power
less likely), the odds of a consolidation remain stable at 35 percent throughout the term. Baldacci
et al. (20006) also find that ongoing fiscal consolidations are less likely to be sustained through an
election, while noting that outright majorities in a parliamentary system improve fiscal
consolidation duration and success.

And while fiscal consolidations may push voters toward political extremes, centrist
governments are the ones more likely to achieve successful consolidations (Molnar, 2012). Here,

too, the results may differ between EB and TB consolidations. Related to political conditions,
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Clements et al. (2023) find that spending-based consolidations are more likely with divided
government. In contrast, tax-based consolidations occur more often in unified government.
VI. IMPLICATIONS FOR CONSOLIDATION IN THE U.S.

Across many dimensions, America remains sui generis — a well-crafted fiscal
consolidation plan should use these differences to our advantage. Relative to other OECD
countries, the U.S. differs in several ways that have implications for fiscal consolidation: (1) It
faces a long-term imbalance but not a short-term crisis; (2) It issues debt in its own currency,
which is the world reserve currency; (3) It is a large economy, therefore net exports are a smaller
share of GDP; (4) It has an independent monetary authority, the Federal Reserve Board, whose
mandate equally stresses addressing both inflation and unemployment; (5) It has lower taxes
(especially on consumption and energy) and spending (especially on social programs) as a share
of GDP than almost all other advanced economies; (6) It has substantial tax expenditures (and it
is unclear whether restricting them should count as a tax increase or spending reduction); and (7)
Its labor market features substantially less collective bargaining than most advanced economies.

Each of these differences may affect the viability and success of fiscal consolidation
efforts. The U.S. can and should focus on gradual, back-loaded consolidation plans. It can do
that because of the absence of a short-term crisis, largely due to the fact that the U.S. issues debt
in its own currency — which also happens to be the world reserve currency (Krugman, 2014).
The U.S. should do that to avoid the immediate, drastic actions that some countries (e.g., Greece)
have been forced to take. The fact that the U.S. has “only” a long-term problem means that it can
focus first on strengthening the economy, then tighten when the economy is strong, and

implement changes that maximize growth effects and minimize transitional, distributional
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problems.'® The focus on the longer-run outcomes also means that short-term deficit reduction is
less important than a viable medium- or long-term debt stabilization plan.

One of the most prominent differences listed above is the lower level of taxes and
spending in the U.S. relative to other OECD countries. Figure 1 demonstrates the United States’
relative outlier status. For each country, we average total government spending and revenues as a
share of GDP over each fiscal consolidation plan, as defined by Alesina, Favero, and Giavazzi
(2019a). We also report U.S. averages for 2015-2019 and 2020-2023 (OECD 2025b). With few
exceptions, the U.S. is remarkably low on both metrics, with important implications.

Both theory and evidence suggest that the presence of lower taxes (especially on
consumption and energy) in the U.S. imply that tax increases would be less harmful than they
would be in other countries. A standard public finance result is that tax distortions are
proportional to the square of the tax rate, so that increases from low levels of consumption and
energy taxes would be less harmful than increases in other taxes. Empirical evidence provides
support: Gunter et al. (2019) show that increases in VAT rates from low levels have essentially
no contractionary effect. The U.S. imposes especially small taxes on consumption. The U.S. VAT
rate is, of course, zero, and U.S. sales taxes at all levels of government made up just 2.2 percent
of GDP in 2022, compared to OECD countries where VAT revenue averages 7 percent of GDP
(OECD 2024). Conversely, if spending has diminishing marginal returns, lower social spending
in the U.S. implies that cuts in social spending are more harmful here than abroad.

The role of various accompanying policies is also likely to be different in the U.S. than in

other countries. As emphasized by many authors, the three most important additional policies to

18 This added flexibility presents its own policy choice, however; a slower consolidation can be designed to provide
more progressive distributional outcomes and stronger GDP growth but may ultimately be less effective if fatigue or
subsequent policy changes cut off consolidation efforts prematurely.
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mitigate the negative effects of consolidations involve monetary policy that reduces interest
rates, a devaluation that raises net exports, and wage moderation. We examine those in turn.

First, if the monetary authorities are primarily focused on inflation, as with the ECB, then
price increases associated with new or increased value added taxes would likely be offset by
restrictive monetary policy (to the extent that the ECB would respond to country-specific
situations). Leigh et al. (2010) find that monetary policy in Europe has been particularly strict
with respect to VAT increases. In contrast, if monetary authorities are simultaneously trying to
balance inflation and unemployment, as in the U.S., then policy would likely be more
accommodative, making the overall fiscal consolidation more likely to succeed.

Although the U.S. is one of the world’s largest exporters, exports and imports constitute a
much smaller share of the U.S. economy than of OECD countries. In 2023, exports and imports
were 11.0 percent and 13.8 percent of GDP respectively in the U.S., compared to 28.8 percent of
GDP for both figures in the OECD (World Bank, 2025). This suggests that the net export channel
to offset consolidations is unlikely to be very strong in the U.S. as in other countries.

It is unclear how wage moderation would impact a U.S. consolidation. Collective
bargaining coverage is lower in the U.S. (12 percent in 2019) than in the OECD (32 percent). As
noted earlier, however, countries with more of the work force subject to collective bargaining
have been less successful in initiating and completing consolidation plans.

Collectively, these examples imply that the U.S. should not simply take as given the
conclusions about “what works” from the prior literature on consolidation. These findings need
to be interpreted in the context of the U.S.’s unique circumstances in order to develop distinctive
policy recommendations and promote the best outcome for the U.S. While the goal of this paper

is not to advocate for particular policies, the literature provides evidence for several broad
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principles that could inform the U.S. response. First, because the U.S. does not face an
immediate fiscal crisis, enacting a plan in the near term that is implemented on a gradual, phased-
in basis could minimize the macroeconomic consequences of consolidation. Second, spending
cuts are likely to create larger negative effects in the U.S. than in peer countries, which suggests
that this strategy should be used sparingly as part of a consolidation plan. Third, certain tax rates
(including consumption and energy taxes) are low relative to international standards, and they
could be safely raised from their current levels, while reducing tax expenditures has been shown
to have smaller negative effects than rate increases. If desired, these changes could be
accompanied by simultaneous policy changes to offset regressive effects (e.g., Gale, 2020).
VII. CONCLUSION

Countries develop consolidation plans because defaulting on the debt or inflating it away
are not viable options. Indeed, they would make structural fiscal problems harder to resolve. In
the U.S., for example, defaulting might seem clever, as it would impose much of its burden on
foreigners, who own a significant share of the debt. But it would only eliminate the current net
debt; it would not help pay for Social Security, Medicare, and Medicaid in the future. Auerbach
and Gorodnichenko (2017, Figure 2) calculate, based on 2016 projections, that between 80
percent and 90 percent of the U.S. fiscal gap would remain even if all current net debt were “paid
off” via default. Default would also dramatically raise the price of future borrowing.'® Thus even
flirting with default can create uncertainty, hurt the economy, and raise interest rates. An
intentional, large-scale default would be catastrophic for the global economy.

Nor will inflation solve the problem. Inflation is a kind of partial default. Because it

191n 1979, an inadvertent, temporary default on a small batch of Treasury securities — caused by a computer error
— spooked investors enough to raise interest rates that the Treasury was required to pay, costing the government
about $40 billion (in today’s dollars) in higher interest payments (Gale, 2019).
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reduces the value of government bonds whose payoffs are denoted in nominal terms, inflation
reduces debt most effectively when the debt is composed of long-term nominal bonds. But most
explicit U.S. Treasury debt is short-term (Dynan and Elmendorf, 2025) and due to rollover soon.
Investors would require higher interest rates on new bond issues as soon as it was made clear that
the United States was trying to inflate away the debt. And most U.S. long-term debt takes the
form of obligations that are explicitly or implicitly indexed to inflation, namely, payments to
Social Security, Medicare, and Medicaid participants (Auerbach and Gorodnichenko, 2017).
Fiscal consolidation is clearly a multi-faceted issue, with significant controversy about
when and how to pursue such changes. Despite an extensive literature on consolidations, several
areas that seem like high priorities for future work. First, what is different about countries that
have chosen to consolidate and those that have not? In particular, what will it take for the U.S. to
initiate a sustained and substantial fiscal consolidation (Auerbach and Yagan, 2025; Gale, 2025)?
Second, what is the best way to control for the many other policies that typically accompany
consolidation efforts and whose effects may dominate the impact of tax and spending changes?
Third, how do pre-existing levels of taxes and spending affect the desirability of
adjustments in revenue versus spending? The IMF (Balasundharam et al., 2023) notes, “The
exact mix of revenue and expenditure measures [in a consolidation] should reflect a country’s
circumstances,” suggesting that large governments should prioritize spending reductions, while
countries with low revenues should focus more on revenue measures. The issue seems central to
comparisons of the U.S. and European nations because of overall differences in spending and
revenues between the countries. Raising tax rates from low levels (as in the U.S.) is likely to
generate less negative side effects than raising them from a high level (as in Europe). Likewise,

cutting spending from a high level is likely to be less damaging than cutting it from an already
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low level. Building on Gunter et al. (2019) to further examine the role of pre-existing tax rates,
revenues, and spending levels should be a high priority for future research.

Finally, it is worth noting that current and proposed policies continue to weaken the U.S.
fiscal situation. These policies, along with increased economic policy uncertainty, have created
concerns about eroding the risk-free status of U.S. debt. If these trends continue, the
circumstances underlying a U.S. fiscal consolidation could become both more urgent and more

closely resemble those of other countries.
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Figure 1: Spending and Revenues in Consolidation Episodes for OECD countries
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Notes: This figure reports average spending and revenues at the country level during fiscal
consolidation plans, as defined by Alesina, Favero, and Giavazzi (2019a), and average spending
and revenues for the US in 2015-2019 (bottom) and 2020-2023 (top). For instance, if Ireland
consolidated from 1982 to 1987 and from 1988 to 1990, the figure reports average revenues and
spending over the 1982—-87 and 198—90 periods as two separate observations.
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Nontechnical Summary

It is widely understood that the U.S. faces an unsustainable fiscal future. Even if
continually rising debt does not trigger a crisis, it will gradually make it harder to grow our
economy, boost our living standards, respond to wars or recessions, address social needs, and
maintain our role as a global leader. How should the U.S. respond? “Fiscal consolidation” is the
(somewhat awkward) term given to countries’ efforts to address a short-term fiscal crisis or a
long-term fiscal imbalance through tax or spending changes.

We review the literature on how other OECD countries have consolidated, with the goal
of understanding which policies worked under which conditions. Then we explore the
implications of those findings for the U.S., focusing on how circumstances in the U.S. differ in
important respects from other countries.

A wide range of key questions remain contested. With that caution, we highlight several
findings in the literature. Almost all fiscal consolidations are contractionary in the short run. That
is, spending cuts and tax increases tend to reduce short-run output. Expenditure-based
consolidations appear to reduce GDP by less than tax-based changes. However, this may be due
to accompanying changes in monetary, regulatory, or wage policy that tend to coincide with
spending cuts but not tax increases. And it may not hold for all levels or types of taxes and

spending. Specifically, revenue increases have smaller negative aggregate effects when they start
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from lower initial tax levels, focus on less distortionary taxes, and/or expand the tax base rather
than raise rates. Spending cuts have larger negative aggregate effects when they reduce public
investment and government purchases.

Consolidations implemented during booms rather than recessions may have less
damaging short run output effects. Consolidations that are gradual and back-loaded appear to be
more effective than front-loaded policies. Monetary policy can ease transition effects by reducing
interest rates, which spurs consumption and investment, and may lead to a currency devaluation
that raises net exports. The behavior of other countries matters as well. Consolidations are likely
to have more damaging effects domestically when a country’s major trading partners are
consolidating or in a recession at the same time.

Consolidations face potentially substantial trade-offs between growth and distributional
outcomes. The types of spending cuts and tax increases that have the worst (best) effect on
output tend to be especially regressive (progressive). Many austerity plans instituted in European
countries after the Great Recession — when the economies were slack, interest rates could not be
lowered further, and many countries consolidated simultaneously — were self-defeating; they
resulted in higher debt/GDP ratios than would have occurred otherwise.

How is the U.S. different and how does it matter? In brief, we find that (a) the U.S. does
not face a short-term crisis, so it can employ gradual adjustments which may minimize short-
term harm; (b) consolidation should occur in a strong economy with monetary accommodation;
and (c) tax increases could play a comparatively larger role — and spending cuts a smaller one

— in US consolidations than in European adjustments.
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