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The literature on the existing experience with the consolidation of government budgets identifies a num-
ber of factors that are decisive for a successful consolidation. It consistently refers to the concentration of
consolidation efforts on spending cuts as well as the establishment of an appropriate institutional frame-
work, whereas the influence of other factors (such as accompanying monetary policy measures) on suc-
cessful consolidation is controversial. Concerning the effects of consolidation strategies on economic
growth and national accounts balances, international comparisons — both cross sectional analyses and
case studies — show a rather heterogeneous picture.
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In most industrial countries government debt has risen substantially since the 1970s. In
Austria, for example, government debt in relation to output expanded from 18.4 per-
cent (1970) to 66.5 percent (2009) of GDP. Most countries exhibit a rapid and dyna-
mic increase of debt ratios, which was followed in many cases by a stabilisation at a
high level at the beginning of the 1990s'. In view of the current and expected budg-
etary strains due to the global financial and economic crisis and due to demo-
graphic change most advanced economies are looking for suitable measures to
consolidate their budgets.

Already in the past 20 years some OECD countries implemented ambitious pro-
grammes fo balance their budgets. A number of countries have even managed to
lower the debt ratio significantly since the 1990s. Admittedly, the experience also
shows that not all aftempts to consolidate government budgets were successful in
the long run. Against this background the question arises, which economic and po-
litical economy factors affect the success and sustainability of consolidation strate-
gies.

In principle a budget consolidation strategy can target both the expenditure side

and the revenue side of the budget. From a theoretical perspective, especially Success fac.tors.for
those measures promise to be successful that focus primarily on spending cuts. The consolidation
reason for this assumption is that expenditure-based strategies directly deal with the strategies

problem of the government's permanently rising expenditure obligations, whereas a
tax hike merely shifts the correction of the spending dynamics info the future.

1 Since the end of the 1970s the long-term interest rate has been above the growth rate in the most impor-
tant advanced economies (with the exception of the period 2004/2008). This makes it more difficult for the
governments to stabilise their debt ratios (Schulmeister, 1995), because tax revenues are linked to nominal
growth. Due to this relationship it is important to reduce the budget deficit and debt in boom phases.
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Identifying consolidation periods and measuring consolidation
achievements

The main objective of any sfrategy to consolidate government budgets is an im-
provement of the government's debt situation to regain room for manoeuvre in
fiscal policy. Government budgets have to achieve primary surpluses to reduce
government debt. The literature thus identifies consolidation periods on the basis
of the change of the primary balance, also because this indicator does not in-
clude interest payments on existing government debt, which can hardly be influ-
enced by budgetary policies. Thus, changes of the interest rates are not misinter-
preted as expansionary (interest hike) or restrictive (interest reduction) fiscal policy.
In order to eliminate purely cyclical effects the relevant studies mostly use the cy-
clically-adjusted budget balances. The literature usually refers to a period as a
consolidation period, if the primary budget balance improves by at least 1.5 per-
centage points within one year. Admittedly, the reference threshold varies slightly
between studies.

In the literature the long-run change of the debt ratio is usually chosen as an indi-
cator for a lastingly successful consolidation. Here the threshold is often defined as
a reduction of government debt in relation to GDP by at least 4 percentage
points for a sustained period. Most existing studies examine the changes during a
period of three years affer the beginning of the consolidation.

Empirical studies try to identify those factors which are decisive for a successful and
sustained consolidation. Most analyses test for the influence of the factors outlined
above on the sustainability of the consolidation strategy by means of probit regres-
sion and simple comparisons of means. In their pioneering study Alesina — Perotti
(1995) show for the OECD countries and the period 1960 to1992 that the debt ratio
can successfully be reduced via spending cuts. By contrast strategies which mainly
rely on tax increases do not seem successful in the majority of cases. Numerous sub-
sequent studies by various authors corroborate this finding in principle (Table 1).

Mc Dermott —Wescott (1996) and Alesina — Perotti (1997) focus on individual expen-
difure components of the government budget. According to their analysis cuts es-
pecially of staff costs and fransfers improve the chances of success of a consolida-
fion, because the dynamic increase of expenditures is slowed for these categories.

As von Hagen - Hughes-Hallet — Strauch (2002) and von Hagen - Strauch (2001)
show the fiscal situation at the beginning of the budget consolidation programme
plays a vital role for its success. Obviously the consolidation is the more successful
the more difficult the budgetary starting conditions, because this tends to raise the
awareness of a crisis and the readiness for reform. However, it is possible that it is
generally easier to reduce a higher debt ratio.

Further empirical literature identifies a number of additional factors for success. As
Zaghini (1999) shows for a sample of EU countries policies of fiscal austerity imple-
menting a whole package of measures within a short period of time (radical re-
form", "cold turkey") tend to be more successful than a gradual consolidation over
several years.

According to von Hagen - Hughes-Hallet — Strauch (2002) cenftralised structures in
the budgetary process ('top-down budgeting”) equally turn out more promising
than decenftralised decision-making structures. In addition to a centralised budget
structure especially fiscal rules, such as self-imposed deficit limits or a binding ex-
penditure ceiling, seem to have a positive influence on the consolidation outcome.
Furthermore, multiannual financial and budgetary planning can strengthen the
fransparency and credibility of budgetary policies and thus increase the likelihood
of a successful consolidation effort.

The success of consolidation is also influenced by the political environment. Thus,
according to Alesina — Perotfi (1995) single party governments are more likely to
permanently reduce the debt ratio than coalition governments (Alesina — Ardagna,
1998, lllera — Mulas-Granados, 2007), because reaching political consensus is usually
easier.
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Table 1: Determinants of successful consolidation strategies

Studies

Spending cuts vs. revenue increases

Alesina —Perotti (1995)
McDermott — Wescott (1996)
Alesina —Perotti (1997)

Alesina — Ardagna (1998)
Heylen —Everaert (1998)
Zaghini (1999)

von Hagen —Strauch (2001)
von Hagen et al. (2002)
Briotti (2004)

Guichard et al. (2007)
Gruber (2009)

Sample

OECD 1960-1992
OECD 1970-1995
OECD 1960-1994

OECD 1960-1994
OECD 1975-1995
EU 1970-1998
OECD 1960-1998
EU 1992-1998
EU 1991-2002
OECD 1978-2004
OECD 1991-2007

, EU 1991-2007

Result

Spending cuts are more
conducive to successful
consolidation than revenue
increases

Expenditure components: Staff expenditures of the public sector, social spending

McDermott — Wescott (1996)
Alesina —Perotti (1997)

Alesina — Ardagna (1998)

von Hagen —Strauch (2001)
Wagschal —Wenzelburger (2008)
Gruber (2009)

Extent and scope of measures
Alesina — Ardagna (1998)
Heylen —Everaert (1998)
Zaghini (1999)

von Hagen —Strauch (2001)
von Hagen et al. (2002)
Ardagna (2004)

Briotti (2004)

OECD 1970-1995
OECD 1960-1994
OECD 1960-1994
OECD 1960-1998
OECD 1982-2005
OECD 1991-2007

OECD 1960-1994
OECD 1975-1995
EU 1970-1998
OECD 1960-1998
EU 1992-1998
OECD 1975-2002
EU 1991-2002

The initial economic and fiscal situation

Alesina — Ardagna (1998)
Zaghini (1999)

von Hagen —Strauch (2001)
von Hagen et al. (2002)
Ardagna (2004)

Briotti (2004)

Guichard et al. (2007)

The institutional framework

von Hagen et al. (2002)

Briotti (2004)

Guichard et al. (2007)
Europdische Kommission (2007)
Wagschal —Wenzelburger (2008)

The political environment
Alesina —Perotti (1995)
Alesina — Ardagna (1998)
llera — Mulas-Granados (2007)

Monetary factors, monetary policy
Ahrend et al. (2006)

Source: WIFO.

OECD 1960-1994
EU 1970-1998
OECD 1960-1998
EU 1992-1998
OECD 1975-2002
EU 1991-2002
OECD 1978-2004

EU 1992-1998
EU 1991-2002
OECD 1978-2004
EU 1970-2006
OECD 1982-2005

OECD 1960-1992
OECD 1960-1994
EU 1960-2004

OECD 1980-2005

, EU 1991-2007

Especially cuts in public
administration and social transfer
spending contribute to the
success of consolidation strategies.

More comprehensive measures
fend fo be more successful than
smaller consolidation packages

The more difficult the initial
situation the more successful the
consolidation strategy fends to be

Fiscal rules, expenditure ceilings
and deficit limits contribute fo a
successful consolidation strategy

Single party governments are
more successful in the
consolidation of the budget than
coalition governments

An initially expansionary monetary
policy confributes to the success
of the consolidation strategy

The monetary policy framework is another success factor. According to Ahrend —
Caftte — Price (2006) successful consolidation strategies in the OECD countries be-
tween 1980 and 2005 were often accompanied by an expansionary monetary pol-
icy, which cushioned the contractionary effects. The impact of devaluations on the
consolidation outcome is less pronounced (See also Heylen —Everaert, 1998)
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Whereas there is a broad consensus concerning the negative long-term growth ef-

fects of persistent excessive government debt?, opinions concerning the effects of Consolidation and
budget consolidation strategies on short-term growth diverge. Traditionally, the ma- growth effects
jority of relevant publications expressed fears of contractionary effects. Since the

beginning of the 1990s theoretical as well as empirical studies increasingly question

the inevitability of dampening aggregate demand effects. They argue that an ap-

propriate budget consolidation strategy cannot only avoid losses of growth, but

could induce expansionary ('non-Keynesian") effects under certain conditions.

In theory the most important channel of such effects is via the change of private
agents' expectations caused by the consolidation. Expansionary demand effects
may occur if the consolidation strategy has a positive influence on the expectations
of future life-time income and reduces uncertainty. A credible consolidation en-
courages the expectation that enhanced fiscal discipline will lower the tax burden
in the future, and, therefore, the discounted life-time income will rise, all other things
being equal. Due to the reduction of government debt the expected risk premium
will be lower, too, which also exerts a positive effect on those aggregate demand
components that depend on the interest rate. In addition to these demand-side ef-
fects there is also a discussion of theoretical supply-side effects. A fiscal policy turn-
around would also improve the international competitiveness by lowering wage
costs, because, in view of a credible consolidation, tax relief for labour income
would be expected for the future (among others Alesina —Perotti, 1995).

Empirical studies find non-Keynesian effects only under particular circumstances,
which, however, coincide largely with the factors for a successful budget consolida-
tion strategy. Thus, expenditure-based strategies in an especially difficult initial situa-
tion (very high debt ratio) und a consequently large scope are characterised by
non-Keynesian effects. By contrast, unsuccessful, mainly revenue-based consolida-
tion programmes tend to be accompanied by the short-term growth losses ex-
pected according to the fraditional argumentation.

Occasionally, exchange rate policy can also play a role for growth effects. Thus, a
devaluation helped Sweden and Finland to cushion potential growth losses (e.g.,
Alesina — Perotti, 1997). However, devaluations are neither necessary nor sufficient
for a successful consolidation. There are also examples of consolidation attempts in
combination with devaluation strategies that did not frigger any growth impulses
and did not contribute to a successful balancing of the budget (Giudice - Turrini —
in't Veld, 2003).

In total, the changes of total liabilities have to be balanced by changes of assets of

the same size. The total of the financial balances (net borrowing/net lending) of the Co[\siderqﬁons on
individual sectors must add up to zero. An illustration of this macroeconomic identity national accounts
provides a useful framework for the empirical analysis of interdependence at the balances

aggregate level. A reduction of the budget deficit can only be achieved if corpora-
tions or the rest of the world (via net exports) incur higher debts or if households save
less than before (Steindl, 1982). Measures to consolidate the budget could therefore
miss the objective of reducing the deficit, if this is prevented by a dampening of
growth.

Fiscal consolidation in Sweden and Finland was particularly successful (Marterbauer,
1999), because especially the rest of the world could compensate for the reduction
in government debft, after the currencies had been devalued massively in the wake
of the financial crisis of the early 1990s. In the USA, in the United Kingdom, in Spain
and in Ireland consolidation was supported essentially by a fall of the savings ratio
(to zero in the USA) due to the house price bubble. Certainly, this frend could not

2 Negative long-term growth effects result from government debt, if the government spends the borrowed
funds on consumption. If the government allocates the credit to investment, the growth effects are deter-
mined by how efficiently the government funds are used. Theoretical analyses can be found in BrGuninger
(2003); for the empirics, e.g., Pattillo —Poirson —Ricci (2004).
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last. Since the bursting of the house price bubble the government budget deficits in
these countries have been particularly high.

If in the coming years all countries want to massively reduce their government
budget deficits after the burden of the financial crisis, there is only a minor chance
of achieving this via significantly higher and growing current account surpluses (i.e.,
higher credit to the rest of the world). However, world frade is expected to expand
strongly.

In addition to econometric studies that analyse budget consolidation strategies at
an aggregate level, case studies provide more detailed insights which measures
were applied in selected countries to achieve consolidation.

Belgium is one example of budget consolidation via spending cuts and institutional
reforms. Following low growth at the beginning of the 1990s a fotal of three consoli-
dation phases can be identified between 1993 and 2002 (Wagschal — Wenzel-
burger, 2008). The foundations for a successful consolidation were laid in the mid
1990s. The first phase (1993-1996) was influenced by the convergence plan of 1992,
which aimed at a sustained reduction of the budget deficit. In the second (1996-
2000) and third phases (2000-2002) the focus was directly on a reduction of the debt
ratio.

Table 2: Trends of selected ratios in Belgium

1991 1992 1993 1994 1995 1996 1997 1998
As a percentage of GDP

Debt ratio 127.0 128.6 134.2 132.2 129.8 127.0 122.3 1171
Primary balance 20 1.7 3.8 4.5 4.5 5.1 5.6 6.7
Expenditure ratio 585 53.8 54.9 52.5 52.1 52.4 51.1 50.4
Tax ratio 42.5 42.0 43.6 43.8 43.9 44.4 449 45.5
Real GDP growth 1.8 1.5 - 1.0 3.2 2.4 1.4 3.7 1.9
Compensation of
employees 11.4 11.5 11.9 11.9 11.9 11.9 11.8 11.7
Intermediate consumption 3.1 3.1 3.1 3.2 3.1 3.3 3.2 3.2
Social benefits other than
social transfers in kind 16.2 16.3 16.6 16.3 16.2 16.3 16.1 15.9
Social fransfers in kind 5.5 5.8 58 5.6 59 6.2 59 6.0
Other current transfers 1.8 1.8 1.9 2.0 1.9 2.0 2.0 2.0
Subsidies 1.4 1.4 1.4 1.3 1.3 1.3 1.2 1.2
Capital transfers 1.0 1.1 1.4 1.2 1.2 1.2 1.5 1.4
Gross capital formation 1.8 1.9 2.1 2.0 1.9 1.8 1.7 1.7
Interest payments 11.2 10.9 10.8 9.2 8.9 8.5 7.7 7.4

Sources: AMECO, OECD.

The budget was primarily consolidated from the expenditure side: between 1993
and 2001 the expenditure ratio could be reduced by 5.7 percentage points, while
the tax ratio increased by 1.6 percentage points to 45.2 percent of GDP. The decline
of interest payments from 10.8 percent (1993) to 6.5 percent (2001) of GDP contrib-
uted most to the consolidation. Substantial economies resulted from the suspension
of the indexation of social benefits other than social transfers in kind — they were re-
duced by 1.2 percent of GDP between 1993 and 2001. By contrast social transfers in
kind increased by 0.7 percent of GDP. The share of compensation of employees in
the public sector changed only slightly (by -0.2 percentage points to 11.7 percent of
GDP).

Further measures on the expenditure side included a tightening of the eligibility crite-
ria for receiving unemployment benefits and capping the increase of health spend-
ing. In addition public administration expenditures were frozen in real terms and the
administration was restructured in part (decentralisation of fiscal responsibilifies). In
the second half of the 1990s the main focus was on active debt management,
which helped to reduce the interest burden sharply. The reversal of the "snowball ef-
fect" contributed to a rapid debt reduction: interest payments declined due to the
gradual decrease of the debt burden. This created new fiscal room for manoeuvre.
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Consolidation experi-

ence in selected
EU countries

1999

113.6
6.0
50.2
45.5
3.5

Belgium
2000 2001 2007
1078 1065 84.0
5.4 6.0 2.4
492 492 483
45.2 45.2 44.0
37 08 29
11.5 11.7 11.7
32 33 35
15.2 15.4 15.4
6.2 6.5 69
1.9 20 2.1
13 13 20
1.2 1.0 1.2
20 1.7 1.6
6.6 6.5 39
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On the revenue side — in addition to the sale of assets — the government raised taxes
on income and profits. One objective of the consolidation package consisted in the
balancing of the social insurance budget while reducing the burden on labour. For
this purpose employers' confributions were lowered, inifially only for businesses with a
particular dependence on exports, but later this was extended to all companies. This
measure was financed by higher indirect taxes (Infroduction of an energy tax, in-
crease of the VAT rate by one percentage point). The capital gains tax and em-
ployees' social contributions for higher incomes were also raised.

Further, the institutional framework of fiscal policy was reformed in Belgium. The fo-
cus was on the objective of streamlining the budgeting process. Thus the federal
government fransferred expenditure and tax responsibilities to the regions ('com-
munautés"), which curbed the regions' lobbying for additional federal spending.

Further, the Belgian government strengthened the role of the independent panel of
experts CSF (Conseil Supérieur des Finances). Due to the reforms this institution,
which has supervised the compliance with budget targets since 1989 as well as the
compliance with the stability and convergence programmes since 1992, has to pre-
pare an interim report every spring, which allows an earlier detection of deviations
from the budget plan, in addition to the annual report. In 1996 an internal stability
pact was concluded between the regional administrative levels and the federal
government, in which the regions committed themselves to contribute to a reduc-
tion of the general government deficit. In 1995 the principle of a lump-sum budget
was adopted for the social insurance branches: expenditure increases in one
branch of the system had to be offset by spending cuts in other branches in order to
balance the overall budget ("plan global’).

At the peak of the severe economic and banking crisis of the early 1990s (Budget

deficit in 1993: 11.4 percent of GDP) consolidation packages were adopted in 1994. Sweden
Here spending cuts clearly dominated, but revenue measures also played an impor-

tant role (Henrekson, 2007, Wagschal —Wenzelburger, 2008).

All in all, the expenditure ratio declined from 69.6 percent to 55.6 percent of GDP
between 1994 and 2000, whereas the tax ratio increased from 48.5 percent to
51.8 percent. One focus of the measures was on a reduction of the social benefits
other than social transfers in kind (by about -5 percentage points from 22.2 percent
to 16.9 percent of GDP in 1993 fo 2000). Subsidies were also cut substantially (from
4.4 percent of GDP in 1993 to 1.4 percent in 2001). Economies of staff cost (Com-
pensation of employees in the public sector declined from 18.2 percent of GDP in
1993 to 15.6 percent in 2001) and privatisation measures equally contributed to the
reduction of expenditures and debt.

On the revenue side the increase of social contributions for employees and the in-
froduction of a company surcharge on the payroll tax have to be mentioned. Fur-
ther, an increase of income tax for higher incomes generated additional revenues.
At the end of the 1990s and in the early 2000s taxes were lowered, which empha-
sises the particular contribution of spending cuts to a successful consolidation. Priva-
tisation measures also played an important role in Sweden in the 1990s (Rail and air
fransport, post and telecommunication, utilities). The banks which had been nation-
alised during the crises were re-privatised.

The spending cuts were supported by an amended instfitutional framework. For ex-
ample Sweden fundamentally reformed the budgeting process strengthening the
authority of the ministry of finance. Overall there was a fransition from a bottom-up
process fo a top-down process, which served as a model for the reform of the Aus-
tfrian federal budget legislation. Expenditure ceilings referring to macroeconomic in-
dicators were defined for budgeting. In addition the reform strengthened medium-
term budget planning by specifying expenditure ceilings for the following three
years. The budgetary practice became more fransparent due o the inclusion of off-
budget funds.

In addition to these institutional factors the monetary framework contributed sub-
stantially to Sweden's successful consolidation: devaluations and the monetary sta-
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bilisation by the central bank ensured that the economy recovered quickly and the
subsequent economic growth contributed fo the consolidation achievements.

Table 3: Trends of selected ratios in Sweden

1992 1993 1994 1995 1996 1997 1998 1999
As a percentage of GDP

Debt ratio 66.2 70.5 72.4 72.1 72.1 69.2 69.1 64.8
Primary balance - 6.8 - 6.6 - 49 - 4.1 0.6 2.3 4.1 &3
Expenditure ratio 71.7 69.6 65.1 63.0 60.9 58.8 58.6
Tax ratio 48.3 48.5 47.9 50.4 50.9 51.6 51.8
Real GDP growth -1.2 - 2.1 3.9 4.0 1.5 2.5 3.8 4.6
Compensation of
employees 18.2 17.3 16.4 16.8 16.4 15.9 (1525
Intermediate consumption 11.2 11.5 10.8 10.5 10.2 10.6 10.5
Social benefits other than
social fransfers in kind 22.2 21.7 20.1 19.3 18.5 18.3 17.8
Social fransfers in kind 1.9 2.0 2.1 2.2 2.0 2.2 2.3
Ofther current transfers 1.6 1.8 1.9 1.7 1.7 1.9 2.0
Subsidies 4.4 4.0 3.6 3.2 2.6 2.1 2.0
Capital transfers 4.3 1.1 0.7 0.6 0.5 0.3 0.5
Gross capital formation 3.6 3.7 4.0 3.9 3.4 3.0 3.1 3.1
Interest payments 5.7 6.2 53 5.4 5.2 4.6 4.0

Sources: AMECO, OECD.

Finland, too, was successful in consolidating public finances via spending cuts and
institutional reforms. The implementation of consolidation measures in 1993 was pre-
ceded by a severe economic and banking crisis, which had substantially worsened
the budget situation (Hauptmeier — Heipertz — Schuknecht, 2006) — in 1993 the
budget deficit amounted to 8.2 percent of GDP.

Between 1993 and 2001 the expenditure ratio decreased from 64.7 percent to
47.8 percent. At the same time the tax ratio declined from 45 percent to 44.8 per-
cent, fluctuating between 44.8 percent and 47.6 percent (adjustments of VAT, in-
crease of social confributions, reduction of personal income tax).

Table 4: Trends of selected ratios in Finland

1992 1993 1994 1995 1996 1997 1998 1999
As a percentage of GDP

Debt ratio 40.0 563 57.8 56.7 56.9 53.8 48.2 45.5
Primary balance - 34 - 38 - 2.1 - 2.7 - 0.1 1.2 3.2 2.8
Expenditure ratio 62.3 64.7 63.7 61.5 59.9 56.2 52.6 815
Tax ratio 45.7 45.0 47.6 46.1 47.3 46.6 46.4 46.1
Real GDP growth - 37 - 09 3.6 3.9 3.7 6.2 5.2 3.9
Compensation of
employees 17.7 16.5 15.7 15.2 15.4 14.5 13.8 13.5
Intermediate consumption 9.2 9.0 9.0 8.7 8.9 8.9 8.4 8.3
Social benefits other than
social fransfers in kind 22.2 23.7 23.7 21.9 21.3 19.7 18.2 17.7
Social transfers in kind 1.3 1.3 1.3 1.3 1.4 1.6 1.4 1.6
Ofther current transfers 2.1 2.2 1.9 2.0 2.1 2.3 2.2 2.3
Subsidies 3.4 3.2 3.0 2.7 2.0 1.8 1.7 1.6
Capital transfers 0.5 1.7 1.9 2.8 1.5 0.3 0.4 0.9
Gross capital formation 3.5 2.8 3.0 2.7 2.8 3.1 2.9 2.8
Interest payments 2.5 4.4 4.1 3.9 4.2 4.2 3.5 3.0

Sources: AMECO, OECD.

The consolidation was largely achieved via spending cuts. Especially fransfers to
households and subsidies to the business sector were slashed. Within only three years
(from 1993 until 1996) Finland reduced the subsidy ratio from 3.2 percent to 2.0 per-
cent of GDP and even further to 1.4 percent until 2001. Capital fransfers (including
investment grants) were cut back by 2.5 percentage points from 2.8 percent to
0.3 percent of GDP. Social benefits other than social fransfers in kind declined con-
siderably (in 1994 23.7 percent, in 2001 15.9 percent, i.e., aimost -8 percentage
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2000 2001 2002 2007
53.6 54.4 52.6 40.5
4.9 3.2 0.6 2.9
55.6 55.5 56.7 52.5
518 49.9 47.9 48.3
4.4 1.1 2.4 2.6
15.3 15.6 15.8 15.1
9.7 10.0 10.1 9.4
17.1 16.9 17.0 15.3
2.6 2.7 3.1 3.0
2.1 2.1 2.1 2.1
1.5 1.4 1.5 1.5
0.4 0.3 0.3 0.3
2.8 2.9 3.1 3.1
3.5 2.8 3.1 1.8
Finland
2000 2001 2002 2007
43.8 42.3 41.3 35.1
7.2 52 4.4 3.5
48.3 47.8 48.8 47.3
47 4 448 448 43.1
5.1 2.7 1.6 4.2
13.0 12.9 13.2 13.0
7.9 7.9 8.4 9.1
16.2 15.9 16.3 15.1
1.6 1.7 1.8 2.2
2.2 2.2 2.3 2.5
1.5 1.4 1.4 1.3
0.4 0.4 0.4 0.3
2.5 2.6 2.7 2.5
2.8 2.6 2.1 1.5
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points). Administrative staff costs, foo, were reduced significantly in the consolida-
tion process (Compensation of employees in the public sector in 1993 16.5 percent
of GDP, in 2001 12.9 percent).

The consolidation measures were supported by reforms of the insfitutional framework
of the budgeting process. In 1992 Finland defined expenditure ceilings for fransfers,
subsidies and public sector employment in order to slow the expansion of these ex-
penditure items. Further, the parliamentary quorum for spending cuts was reduced
from a two-thirds majority to an absolute majority. These measures were comple-
mented by a reform of the fiscal system at subordinate administration levels. Like
Sweden Finland also used monetary policy (devaluation, interest policy), which ulfi-
mately supported the consolidation efforts.

Spending cuts and institutional reforms were also the main elements of the Irish con-
solidation strategy. After a surge of the debt ratio in the 1980s this helped to achieve
a remarkable consolidation (Hauptmeier — Heipertz — Schuknecht, 2006). A first
phase of drastic measures was completed already in 1989. The "fine-tuning" of debt
management further reduced the debt ratio until the early 2000s. In view of the
surge of the deficit (in 2009 almost 12 percent of GDP) and the significant increase
of the government debt ratio in the wake of the financial and economic crisis it cer-
tainly remains to be discussed, whether the budget consolidation was sustainable or
whether it rested only on growth inflated by speculative bubbles.

Table 5: Trends of selected ratios in Ireland

1985 1986 1987 1988 1989 1990 1991 1992
As a percentage of GDP

Debt ratio 100.7 107.2 112.6 108.3 100.3 93.2 94.5 91.5
Primary balance - 20 - 1.0 0.8 3.6 4.1 2.8 3.1 85
Expenditure ratio 53.2 53.0 51.4 48.3 42.5 428 44.4 448
Tax ratio 35.0 35.7 35.9 36.9 33.9 33.7 34.3 34.6
Real GDP growth 3.1 0.3 4.7 4.3 6.2 7.6 1.9 3.3
Compensation of

employees 11.4 11.5 11.2 10.4 9.7 10.3 10.9 1.1
Intermediate consumption 6.7 6.9 6.2 5.7 5.4 5.6 5.8 6.0
Social benefits other than

social transfers in kind 14.3 14.7 14.3 13.8 12.1 11.7 12.4 12.8
Social fransfers in kind 1.6 1.5 1.8 1.6 1.5 1.5 1.5 1.6
Other current transfers 2.4 2.3 2.5 2.3 2.3 1.8 2.0 20
Subsidies 2.1 1.8 2.6 2.9 1.2 1.1 1.1 1.2
Capital transfers 1.4 1.4 1.4 1.1 0.9 1.0 1.0 1.0
Gross capital formation 3.8 3.4 2.6 1.8 1.8 2.1 2.2 2.1
Interest payments 9.6 9.0 9.2 8.5 7.6 7.8 7.6 7.0

Sources: AMECO, OECD.

During the first consolidation period (1986-1989) the expenditure ratio (53.2 percent
in 1985) declined by 10.5 percentage points. In the course of the 1990s a series of
smaller measures were taken to curb government debt, the expenditure ratio de-
creased further to 41.1 percent (1995).

For instance, the Irish government simultaneously enacted a hiring freeze in the pub-
lic sector and — with the cooperation of the frade unions — a wage cut. In addition
to slashing subsidies, public investment was reduced during the first consolidation
phase, but was raised again in the 1990s. In the social sphere the focus was on a
fightening of eligibility regulations of pensions. The spending cuts were comple-
mented by a reduction of transfers in the health sector and by privatisation pro-
grammes. Owing fo these measures Ireland could afford a simultaneous reduction
of the tax ratio and thus attract high international direct investment.

Institutional reforms constituted an essential part of the measures mentioned above.
For instance, the change-over to a multiannual budget contributed substantially fo
the medium-term consolidation progress.

The successful reduction of the debt ratio was supported by the remarkable eco-
nomic growth performance. Between 1987 and 1990 the annual growth rate per-
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manently exceeded 4 percent, in 1990 it was even 7.6 percent. Owing to the effects
of the automatic stabilisers (additional fax revenues, spending cuts) government
debt could be diminished considerably.

Consolidation efforts in Italy, which fried to solve the debt problem primarily via tax
hikes in the early 1990s, have remained unsuccessful in the long run. Already in the
1960s Italy pursued a strategy which was unsustainable in the long run (inflation and
devaluation). During this period the primary deficit remained at a persistently high
level. At the beginning of the 1990s the debt ratio finally rose to almost 100 percent
of GDP so that the participation in the monetary union was under threat. This is why
measures to consolidate the budget have repeatedly been implemented.

Table 6: Trends of selected ratios in Ifaly

1989 1990 1991 1992 1993 1994 1995 1996
As a percentage of GDP

Debt ratio 93.1 94.7 98.0 105.2 115.7 121.8 121.5 120.9
Primary balance - 3.5 - 25 - 08 1.6 3.5 2.8 40 4.5
Expenditure rafio 51.6 52.9 54.0 55.3 56.3 53.5 52.5 52.5
Tax ratio 36.6 37.6 38.6 41.0 419 39.7 40.1 419
Real GDP growth 3.4 2.1 1.5 0.8 - 0.9 2.2 2.8 1.1
Compensation of
employees 11.6 12.2 12.3 12.2 12.0 11.6 11.0 11.3
Intermediate consumption 5.0 5.1 5.2 5.3 53 4.8 4.9 4.8
Social benefits other than
social transfers in kind 15.0 15.0 15.1 16.1 16.6 16.8 16.3 16.5
Social fransfers in kind 2.4 2.6 2.5 2.5 2.3 2.1 1.9 1.9
Other current transfers 1.1 0.9 1.0 1.0 1.3 1.0 0.9 1.1
Subsidies 2.2 1.8 1.8 1.8 1.9 1.7 1.4 1.5
Capital transfers 1.8 2.0 1.5 1.4 1.5 1.3 2.4 1.5
Gross capital formation 3.2 3.2 3.1 2.9 2.5 2.2 2.1 2.2
Interest payments 9.2 10.1 11.4 12.2 12.7 11.4 11.6 11.5

Sources: AMECO, OECD.

In a first consolidation phase at the beginning of the 1990s Italy fried to match the
increase of expenditures by raising taxes so that the tax ratio rose from 36.6 percent
(1989) to 41.9 percent of GDP (1993). Although subsidies, capital transfers and gross
capital formation were curtailed, the budgetary effects were overcompensated by
the dynamic increase of social benefits other than social transfers in kind, compen-
sation of employees and interest payments. The expenditure ratio increased from
51.6 percent (1989) to 56.3 percent of GDP (1993). Nevertheless, rising taxes im-
proved the primary balance by 7 percentage points. However, the overall effect of
these measures on the debt ratio was not favourable. Rather, government debt rose
further to 121.8 percent of GDP (1994).

As the consolidation efforts via tax hikes were not successful, Italy embarked on a
new course in 1993-94. Now the focus was on a reduction of expenditures, whereas
taxes were used for consolidation to a much smaller extent. In this context the gov-
ernment concentfrated on cutting compensation of employees in the public sector,
which helped to reduce the staff costs from 12 percent (1993) to 10.6 percent of
GDP (1999). As in the first consolidation phase subsidies were slashed further (from
1.9 percent of GDP in 1993 to 1.2 percent of GDP in 1999). The cuts of social fransfers
in kind were counteracted by an expansion of social benefits other than social trans-
fers in kind. Owing to the focus on the expenditure side Italy succeeded in reducing
the debt ratio from 121.8 percent (1994) to 113.7 percent of GDP (1999), which in
turn reduced the interest burden and paved the way for a further debt reduction.

This consolidation strategy was bolstered by institutional reforms. For instance, the
reform of electoral legislation in 1994, which restrained proportional representation
and complemented it by a majority voting system, lead to a reorganisation of the
political parties and, consequently, more stable governments. Further, in the reform
of the budgeting process expenditure ceilings were defined to curb the dynamic
growth of government spending.
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In the past several efforts were made in Austria to reduce the budget deficit. These
efforts were particularly pronounced in the years 1996-97 and in 2001 (Lehner, 1996,
Butschek, 2004). After the early parliamentary elections in 1995 the new coalition
government presented a comprehensive consolidation programme, which was en-
acted in the structural adjustment law of 1996 ("Strukturanpassungsgesetz 1996"). On
the expenditure side it included a reduction of public investment, a salary freeze in
the public sector, cuts in defence spending, the curbing of early retirement, cuts of
unemployment and family benefits as well as a freeze of the nursing allowance. In
addition numerous activities were outsourced from the public sector. All in all, the
government deficit was successfully reduced from 5.8 percent (1995) to 1.8 percent
of GDP (1997) within a period of only two years. During the consolidation of 2000-01,
which lead to the realisation of a virtually balanced budget, revenues from wage
and income tax, in particular, were raised (Table 7). The decline of compensation of
employees in the public sector was almost exclusively due to moving hospitals off-
budget.

Table 7: Use of income and changes of assets of the general government

1994 1995 1996 1997 1998 1999 2000 2001
As a percentage of GDP

Expenditures 56.1 56.3 55.9 53.7 54.0 53.7 52.1 51.6
Intermediate consumption 5.7 5.9 6.0 5.1 5.1 53 5.0 4.4
Compensation of
employees 12.4 12.6 12.3 11.5 11.4 11.4 11.0 9.9
Taxes on production and
imports 0.3 0.3 0.3 0.2 0.3 0.3 0.3 0.2
Subsidies 2.9 2.8 2.5 3.2 &5 83 3.2 3.3
Interest payments on
government debt 3.7 4.1 4.0 3.8 8Y 315 3.6 815
Social benefits other than
social fransfers in kind 19.5 19.7 19.7 19.3 19.0 19.1 18.9 19.0
Ofther current transfers 2.3 2.2 2.3 1.7 1.9 1.9 1.8 2.6
Capital transfers 1.8 1.9 1.8 2.1 2.3 2.1 2.2 2.4
Gross capital formation 3.3 3.0 2.8 2.0 1.9 1.7 1.5 1.2
Acquisitions less disposals of
non-produced assefs 0.1 - 0.2 0.0 - 0.1 0.0 0.0 - 04 - 0.1
Social fransfers in kind 4.1 4.2 4.1 4.9 5.0 5.1 5.0 5.1
Revenues 51.1 50.5 51.8 51.7 51,5 518 50.3 51.4
Market and non-market
production for own use,
revenues of non-market
producers 4.5 4.6 4.6 3.0 3.0 2.8 2.7 1.8
Taxes on production and
imports 15.5 14.0 14.5 14.9 14.9 15.1 14.7 14.8
Property income 1.9 1.9 1.6 1.7 1.4 1.5 1.5 1.6
Taxes on income and
wealth 11.1 11.7 12.7 183 13.7 133 13.2 15.0
Social contributions 17.2 17.2 17.3 17.3 17.2 17.2 16.8 16.7
Ofther current transfers 0.8 0.8 1.1 1.0 1.1 1.2 1.2 1.3
Capital transfers 0.1 0.2 0.2 0.3 0.1 0.2 0.2 0.2
Financial balance (net
borrowing) - 50 - 59 - 4.1 - 20 - 25 - 24 - 1.9 - 02

Source: Statistics Austria.

As the experience of the great budget consolidatfion steps in Austria shows the
dampening effects on the aggregate demand (especially in the second half of the
1990s) were smaller than expected (Marterbauer — Walterskirchen, 1999A), also be-
cause the consolidation took place in a booming economy and in an environment
of falling interest rates, and, because outsourcing (the motorway and trunk road fi-
nance and maintenance corporation ASFINAG, the rail infrastructure service corpo-
ration SCHIG, hospitals), guarantees privatisations, one-off effects, leasing arrange-
ments efc. played an important role. By their nature such measures are merely an
accounting manoeuvre. They do not affect demand.

Despite the consolidation measures growth in Austria did not significantly lag behind
the EU average in the years 1996 and 1997. In 2001, however, it did — by 1% per-
centage points. Thus, it is important for economic growth which instruments are used
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for consolidation. Today the scope for lowering interest rates, further outsourcing
and "creative accounting" has largely been exhausted, so that consolidation meas-
ures are likely to have a stronger effect on aggregate demand than in the past.

From theoretical considerations and the currently existing empirical evidence the
following summary conclusions about vital elements of successful consolidation
strategies can be drawn:

Consolidation efforts are often triggered by economic or fiscal crises, because the
awareness of the crisis and thus the willingness to carry out reforms increase, as the
budgetary problems grow. In this situation the success of a consolidation based on
tax hikes is usually tfemporary. Spending cuts, especially in the fields of public admini-
stration and transfers, have a longer-lasting effect on the consolidation achieve-
ments. A comprehensive, bold and politically credible budget balancing strategy
does not necessarily have to coincide with growth losses in the wake of the consoli-
dation process. Institutional reforms of budgeting serve the purpose of complement-
ing, supporting and securing the consolidation achievements. The reforms include
an enhanced top-down orientation of fiscal decision-making as well as more trans-
parent budgetary policies.

However, from a macroeconomic point of view, the budget balance cannot be
manipulated at will, but crucially depends on the economic environment (eco-
nomic growth, interest rates, inflation). Economic growth has a decisive impact on
the budget balance, because it both raises government revenues and curbs gov-
ernment spending (unemployment benefits). If nominal growth in Austria increases
by 1 percentage point, the budget deficit declines by 0.3 percent of GDP (almost
€ 1 billion). This finding suggests that a stimulus package should be implemented be-
fore the start of the consolidation phase.

Distribution effects of an expenditure-based consolidation have to be taken into
account, because mainly low and middle income households benefit from govern-
ment spending, whereas all social strata are affected almost proportionately to their
incomes by revenue measures (Guger et al., 2009). However, higher income house-
holds benefit more than proportionately from some expenditure categories, such as
cultural subsidies, the promotion of home-ownership etc. As the savings ratio is rela-
tively high for higher incomes, the top income brackets could contribute to the con-
solidation via an increase of wealth-related taxes.
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An International Comparison of Success Factors For Budget Consolidation
Strategies — Summary

As a result of the economic crisis many countries are battling rising debt once
more. Therefore political discussions about future consolidation strategies are be-
coming more frequent. As there is a large number of relevant studies on fiscal ad-
justment, this article tries to sum up and compare the main findings of the existing
literature.

Different factors influence the likelihood of a successful consolidation. Therefore
not all consolidation efforts have succeeded in solving the public debt problem so
far. A vast majority of the existing literature finds that consolidation strategies con-
centrating on spending cuts (instead of tax increases) have a significant and posi-
five effect on the likelihood of success, especially, if the strategy focuses on ex-
penditures that are on arising frend (e.g., pension payments). Furthermore, there is
broad agreement on the positive influence of fiscal rules, such as expenditure tar-
gets, on fiscal discipline. In addition, some studies find evidence that particular
economic condifions (i.e., high debt and economic turmail) increase the readi-
ness for economic reform and that political and monetary factors affect the likeli-
hood of a successful consolidation. However, the evidence is not as strong as in
the case of the factors mentioned above.

Regarding growth effects of fiscal adjustment the evidence in the literature is
mixed. The conventional wisdom that fiscal adjustments lead to growth losses in
the short-run was challenged after the publication of some studies in the 1990s
that found non-Keynesian effects in addition to the fraditional Keynesian ones. The
authors of these papers argue that fiscal adjustment may positively influence ex-
pectations of life-time income, as taxes and risk premia become less likely to in-
crease in the light of fiscal discipline. To avoid the traditional negative Keynesian
effects, the fiscal adjustment has to be credible and determined. Therefore the
factors mentioned above gain additional importance. Nevertheless, other studies
find only tfraditional Keynesian effects. Overall the growth effects of fiscal adjust-
ment remain controversial. In addition, it has to be taken info account that the
balances of all national accounts sectors add up to zero. Accordingly, a reduc-
fion of the general government's deficit is only possible, if the remaining sectors
reduce their surpluses or increase their deficits, i.e., if private households reduce
their savings or the corporate and/or foreign sectors increase their debts. How-
ever, this is doubtful in the current economic situation.
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