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I. Motivation of the Paper 

• The literature is not abundant regarding the interactions 

between fiscal policy, financial conditions and growth. Recent 

studies in this area have focused on: 

– The reaction of financial markets to fiscal policy (e.g: 

Ardagna, 2004; Alesina &Ardagna,2010, Cotarelli and Jaramillo, 

2012; Corsetti et al, 2012). 

 

– The effect of financial crises on fiscal policy (e.g: Reinhart 

&Rogoff, 2009; Baldacci et al. 2009; Laeven&Valencia, 2008, 

2012; Barrios et al.,2010). 

 

– The impact of financial crises on fiscal multipliers (e.g.; IMF, 

2012; Cotarelli and Jaramillo, 2012; Corsetti, Meier and Mueller, 

2012; Buam et al, 2012; Guajardo, et al, 2012; Blanchard and 

Leigh, 2013). 

 



• At the same time, the preocupation with debt accumulation 

and debt reduction has fostered new work in this area. 

 

– Factors that help shorten debt reduction episodes: (e.g: 

Baldacci et al, 2011, 2012; Eyraud and Weber, 2013) 

 

– Factors that help reduce debt ratios: (e.g: Escolano, 2010; 

IMF, 2012; IMF, 2013)  

 

• We build on this work and tackle these issues from a different 

angle: How does fiscal policy contribute to medium term 

growth, in a context of debt deleveraging and credit 

constraints? 

I. Motivation of the Paper 



II. Paper’s Contribution: 

• We work with a new sample: the paper is based on public debt 

reduction episodes (driven by fiscal adjustments) in 107 countries 

during 1980-2012.  

 

• We focus on medium term growth: the paper assesses fiscal 

consolidation effects on medium-term growth (3 and 5 years after 

the end of debt reduction episodes).  

 

• We confirm previous findings: the paper shows that sizable deficit 

cuts harm subsequent growth. And gradual adjustments are better 

for medium term growth. 

 

• And we identify new interactions: the paper demonstrates that in 

the presence of credit constraints,  fiscal adjustments have to rely on 

a mix of revenue and expenditure measures to support growth.  



III. Data and Descriptive Analysis 

• Sample of 107 advanced and emerging economies. Identified 160 

episodes of debt reduction.  

 

• We excluded countries which benefitted from debt relief, and 

selected only those episodes driven by improvements in the 

CAPB.  

 

• Final sample covered 79 episodes, with an average duration of 

about 3.5 years. 

 

• Average fiscal consolidation during the episode was 3.9 

percent of GDP; mostly owing to expenditure based adjustments 

(53 percent).  

 

• The average GDP growth was around 3 percent five years 

following the end of the debt-reduction episode. 
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III. Data and Descriptive Analysis 

•Fiscal adjustment size is negatively associated with post-episode output 

growth, but gradualism and contemporaneous growth are positively related 

with subsequent output performance. 



Quality and growth (=)  Quality, bank deleveraging 

and growth (-) 

Quality, credit constraints  

and growth (-) 

III. Data and Descriptive Analysis 

•The quality of fiscal adjustments and the growth of credit are positively 

associated with medium term output performance. This relationship is 

reversed in the presence of credit constraints. 



IV. The Model 

• Control variables : debt distance from target; average annual GDP 

growth. 

  

• Adjustment variables: episode duration; size of deficit cut; quality 

of fiscal adjustment. 

 

• Financial variables: domestic credit growth; bank deleveraging. 

 

• Interactions: quality of fiscal adjustment (x) financial variables. 

 

• Budget composition variables: change in budget mix during the 

episode.  
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V. Key Results –Baseline model 

• Size is negative: A 1-percent of GDP reduction in fiscal 

deficit during the episode reduces average medium-term 

growth by 0.27 percentage points.  

 

• Gradualism seems better: However, one more year in the 

duration of the debt consolidation episode raises average 

growth by 0.22 percentage points in the subsequent five-year 

period.  

 

• Quality shows a mixed result: A 1 percent increase in the 

quality of the adjustment, increases medium term growth by 

0.32 percentage points. But this effect can turn negative in 

the presence of credit constraints. 



V. Key Results –Baseline model 



• Increasing direct tax collection as a percentage of 

total revenue is positive for medium term growth. 

 

• Increasing the share of spending on wages, is 

harmful for output expansion. 

 

• The share of transfers has a positive effect on medium 

term growth (demand-side channel).  

 

• Tilting expenditure towards public investment also 

spurs medium term output (supply-side channel).  

 

 

V. Key Results – Augmented model 



V. Key Results –Augmented model 



VI. Robustness 

• Different estimation methods (fixed and random effects; 

robust errors) 

• High unemployment countries (durable cuts are more harmful) 

• High-tax countries (high initial debt is more harmful)  

• Non-debt reduction countries (weaker quality effect) 

• Post-crisis episodes (higher effect of credit constraints) 

• High-credit constraint episodes (size and quality are more 

harmful) 

• Countries that apply structural reforms (adjustment not as 

important and the role of public investment is reinforced). 

• Enlarged sample of debt-reduction episodes (main results 

hold) 



VI. Robustness – Subsample of Post-crisis episodes 



VI. Robustness – Subsample of Structural reforms 



VII. Policy implications 

• Sizeable and expenditure based adjustments are harmful in the 

presence of credit constraints, when the reduction of public sector 

activity cannot be substituted by a crowding-in of the private sector. 

 

• Therefore, deficit cuts should be gradual, and balanced. Focus 

on cutting non-priority spending and protecting pro-growth public 

investment is even more important.  

 

• Increase in direct tax collection is also needed. It can help 

reduce debt and thus boost subsequent growth. Focus on removing 

tax exemptions, lowering incentives for tax avoidance and evasion, 

and shifting tax pressure away from labor. 

 

• Structural reforms are also crucial. They reduce the importance 

of the adjustment strategy and help medium term growth. 
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