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Question:

• What is the effect of action-based fiscal consolidations on GDP 
growth?







A database on discretionary fiscal policy aimed at consolidating the budget is 

extremely valuable. 

• According to Repec, Devries et al. (2011) cited in more than 118 

distinct research papers.

Discretionary fiscal policies are different in nature to variations in the budget 

balance that arise due to automatic stabilizers. 

Discretionary fiscal policies aimed at consolidating the budget are actions 

taken by policy makers: 

• tax-based consolidations are those actions by policy makers where tax 

rates are increased; 

• expenditure-based consolidations are those actions taken by policy 

makers that reduce government expenditures (broadly defined, i.e. 

purchases of goods and services, social transfers and subsidies).
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• columns (1) and (2): a one standard deviation increase in the year t-1 to t
change in temperature decreases the magnitude of a fiscal consolidation in year t
by around 0.04 to 0.06 percent of GDP

• columns (3) and (4): a one standard deviation increase in the year t-1 to t
change in temperature increases GDP growth in year t by around 0.4 percentage
points.



• columns (1) and (2): a one standard deviation increase in GDP growth of 

trading partners in year t decreases the magnitude of a fiscal consolidation 

in year t by around 0.13 percent of GDP

• columns (3) and (4): a one standard deviation increase in GDP growth of 

trading partners in year t increases GDP growth in year t by around 1.4 

percentage points



• columns (1) and (2): a one standard deviation increase in the commodity price 
index in year t decreases the magnitude of a fiscal consolidation in year t by 
around 0.10 percent of GDP

• columns (3) and (4): a one standard deviation increase in the commodity price 
index in year t increases GDP growth in year t by around 1 percentage point







The Negative Effect of Contemporaneous GDP Growth on Action-Based Fiscal Consolidations

A theoretical explanation for why contemporaneous GDP growth has a negative effect on the

magnitude of action-based fiscal consolidations are automatic stabilizers.

Due to institutional design contemporaneous GDP growth has automatically a positive effect on the

government's budget balance. Consequently, for any given increase in the budget balance that a policy

maker desires to achieve: an increase in the contemporaneous GDP growth rate requires a smaller

increase in tax rates (tax-based consolidation); a smaller decrease in government expenditures

(expenditure-based consolidation). On the following slides I formalize this explanation.



The Budget

The budget, B, is the difference between tax revenues (R) and expenditures (E), i.e. B=R - E.

For a given tax rate, τ, and discretionary government expenditures, g, automatic stabilizers imply that an 
increase in GDP growth has a positive effect on the budget. 

Totally differentiating the budget with respect to GDP, y, yields 

dB=(Ry - Ey)dy > 0, where Ry≡∂R/∂y > 0 and Ey≡∂E/∂y < 0. 



The definition of an action-based fiscal consolidation is that tax rates increase (tax-based consolidation), or that 
discretionary government expenditures decrease (expenditure-based consolidation). 

For a tax-based consolidation, totally differentiating the budget with respect to y and τ yields dB=(Ry - Ey)dy
+Rτdτ, where Rτ≡∂R/∂τ. It follows that 

dτ/dy = (Ry – Ey)/-Rτ. 

If the economy is to the left-side of the peak of the Luffer curve then Rτ>0. I assume that this is the relevant case 
since the policy maker's aim is to consolidate the budget, i.e. raise tax revenues by increasing the tax rate. 
Hence, 

dτ/dy = (Ry – Ey)/-Rτ <0. 

This mathematical expression means that the faster is GDP growth (dy>0) the smaller the increase in the tax rate 
has to be for consolidating the budget. The result is symmetric: in order to consolidate the budget, the policy 
maker has to increase the tax rate more the slower is GDP growth (dy<0).



Now consider an expenditure-based consolidation. 

Totally differentiating the budget with respect to y and g yields 

dB=(Ry – Ey)dy – Egdg

where Eg≡∂E/∂g>0. It follows that 

dg/dy=(Ry – Ey)/Eg >0. 

The faster is GDP growth (dy>0), the less the policy maker has to reduce discretionary expenditures in order to 
consolidate the budget. The result is symmetric: the slower is GDP growth (dy<0), the more discretionary 
expenditures have to be reduced by the policy maker in order to consolidate the budget. 



The Positive Effect of Action-Based Fiscal Consolidations on GDP Growth

Yared (2019) provides a discussion of the literature on optimal government debt and political economy forces 
that affect debt dynamics. 

When a policy maker's type with regard to the extent of present-bias is exogenous (i.e. an innate characteristic 
of the particular policy maker) and private information, a fiscal consolidation acts as a signal: a policy maker who 
chooses to consolidate the budget is likely to have a smaller present-bias. The larger the present-bias of the 
policy maker, the more distortionary is fiscal policy. 

Models that demonstrate the possibility of a positive effect of fiscal consolidations go back at least to the early 
1990s, i.e. Giavazzi and Pagano (1990) and Blanchard (1990). Giavazzi and Pagano (1990) develop a model where 
an expenditure-based fiscal consolidation can have a positive effect on GDP growth. Blanchard (1990) shows 
that a positive effect on GDP growth is also possible for a tax-based fiscal consolidation.


