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The Paper

• Background: Sharp deterioration in public finances in the 
aftermath of the financial crisis, which endangers long- 
term fiscal sustainability.
– In United States, lasting increase in the expenditure-to-GDP 

ratio has given rise to persistent deficits.

– In Europe, governments’ hesitant attitude to curtail deficits 
has caused severe stress in financial markets.

• Central question: What would be a good strategy for con- 
solidating US public finances in an effective and efficient 
manner?
– Focus is on lasting reduction in government expenditure-to- 

GDP ratio to pre-crisis level.
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The Paper – Frameworks

• Neo-classical growth model: government spending, 
distor-tionary taxes, lump-sum taxes which close 
government budget period by period

• CCTW model: variant of Smets-Wouters (2007) model with 
non-Ricardian households, government spending, lump- 
sum taxes which feedback to government debt

• NAWM: two-country DSGE model of the euro area and the 
US, non-Ricardian households, disaggregate govern-ment 
spending, distortionary taxes, lump-sum taxes which 
feedback to government debt

=>  Models are key to account for the endogenous reaction of 
GDP to fiscal consolidation measures.
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The Paper – Approach Taken

• Studies the trajectories of alternative combinations of 
expenditure reductions (government consumption and 
transfers) and compensating adjustments of revenues 
(lump-sum taxes, labour and capital income taxes).
– Spending is permanently reduced by 1% of GDP, gradually 

phased in over 5 years.

– Resulting ‘savings’ are applied to reduce taxes in parallel.

=> Debt-to-GDP ratio is unaffected in the long run.

=> Fiscal ‘reform’ as opposed to fiscal ‘consolidation’.

• Trajectories are compared across models, with a focus on 
long-run GDP effects.
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The Paper - Findings

• Reductions in (wasteful) government consumption result 
in lower GDP due to the implied positive wealth effect, 
giving rise to a reduction in labour supply.

• Applying the ‘savings’ from lower spending to a 
reduction in distortionary taxes results in higher GDP 
with reduction in capital taxes more effective than 
reduction in labour taxes.

• Elasticity of labour supply and degree of substitutability 
of private and government consumption are key 
parameters.

• No preferred model-based reform proposal provided yet.
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Outline of Discussion

• Mechanics of fiscal consolidation

• Costs and benefits of fiscal consolidation

• Evaluation of model implications

• Results based on the NAWM

• Summing up
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The Mechanics of Fiscal Consolidation

• The government budget constraint:

• Fiscal consolidation typically aims at a reduction in govern- 
ment debt via running a primary surplus. 

• A lower debt level creates fiscal space because of lower 
inte-rest payments. 

• The fiscal space allows to reduce distortionary taxes, resul- 
ting in long-run benefits.
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Costs and Benefits of Fiscal Consolidation

• Fiscal consolidation, in general, has negative effects on 
GDP in the short run because of retrenchment of aggre- 
gate demand. 
– For temporary consolidations, short-run output costs are 

mirror images of fiscal stimulus measures (reversed multi- 
pliers).

– Permanent consolidations may result in lower short-run 
costs due to anticipation of long-run benefits.

• Short-run consolidation costs tend to decrease:
– if positive confidence effects arise (via reductions of risk 

premia)
– if consolidation efforts are credible
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Evaluation of Model Implications

• Evaluation of fiscal consolidation strategies across 
models based on inspecting the trajectories of macro 
variables such as GDP, consumption and 
expenditures/revenues.

• Models offer alternative  approaches to ranking expendi- 
ture vs. revenue-based consolidation strategies: 
– from a welfare perspective: private consumption 

equivalents

– from a fiscal perspective: resulting multipliers of fiscal 
consol-idations financed by expenditure or revenue 
changes

• What is the role of alternative model ingredients (non- 
Ricardian households, nominal and real rigidities, fiscal 
feedback rules, …)?

• How much do the findings depend on the assumed
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Fiscal Consolidation in the NAWM

• Permanent reduction of the government debt-to-GDP 
ratio from 90%  to 60%:
– debt reduction through permanent 1%-of-GDP changes in 

alternative fiscal instruments
– fiscal space due to debt reduction applied to reduce labour 

taxes (starting after 10 years)
– monetary policy is active

• Analysis incorporates long-run benefits, in contrast to 
analysis of temporary reductions in government deficits 
(i.e. reversal of previous stimulus measures).

• In variant simulation, positive confidence effects are 
captured via reduction in risk premia incorporated in 
interest rate (30 bpts).
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Fiscal Consolidation in the NAWM: Results

• Long-term benefits outweigh short-run costs:
– costs: 0.1-0.7% of initial steady-state GDP 
– benefits: 0.4-3.6% of initial steady-state GDP

• Some non-Keynesian effects arise for transfer reductions and con- 
sumption tax increases (incl. confidence effects)

GDP Labour 
Tax GDP Labour 

Tax

Permanent reductions in expenditures (1%)
Government consumption 0.4 -4.0 1.8 -4.3
Government investment -1.7 -2.6 -0.3 -3.0
Transfers to all households 1.6 -4.4 3.0 -4.7
Transfers to non-Ricardian households 2.2 -4.8 3.6 -5.1

Permanent increases in revenues (1%)
Labour income taxes of all households 0.5 -1.8 1.9 -2.2
Consumption taxes 0.9 -4.0 2.3 -4.3
Firms payroll taxes (social sec. contrib.) 0.5 -3.0 1.9 -3.3
Capital income taxes -1.1 -3.9 0.4 -4.1-0.4

No-Confidence Effects Including Confidence Effects
Short-run Long-run Short-run Long-run

-0.3
-0.1
-0.6

GDP

-0.6
-0.7
0.3
0.6

GDP

-0.4
-0.5
0.5

-0.2

0.8

-0.1
0.1
-0.4

Note: “Short-run” refers to the average two year GDP multiplier.
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Summing up

• Paper addresses a pressing issue: lasting increase in 
US government spending.

• Look forward to seeing a concrete model-based 
proposal for spending reform.
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