Joint Economic Committee

Republicans

Representative Kevin Brady
Vice Chairman Designate

REPUBLICAN STAFF COMMENTARY

Spend Less, Owe Less, Grow the

Economy
March 15, 2011

I. INTRODUCTION

The global financial crisis and the subsequent recession
increased government outlays for transfer payments to households
and reduced tax receipts in the United States and other developed
countries. In addition, the U.S. and some other governments
recapitalized failing banks, insurers, and other firms and initiated
Keynesian “stimulus” programs containing one-time rebates, even
higher transfer payments to households, and additional government
spending on infrastructure. Consequently, government budget
deficits and government debt as a percentage of GDP rose sharply.
According to the International Monetary Fund (IMF):

[B]ased on current likely policies... advanced economies will
continue to run sizable primary deficits [i.e., government non-
interest outlays less government receipts] over the medium
term, leading the average general government gross debt
ratio—which has already ballooned by close to 20 percentage
points of GDP since the onset of the crisis—to rise by a further
20 pcircentage points by 2015, reaching about 110 percent of
GDP.

Soaring federal spending. The current and prospective levels
of U.S. government spending are extremely troubling. Federal
outlays averaged 19.4% of GDP during most of the post World War II
period (fiscal years 1947-2007). During the last three fiscal years,
federal outlays have soared 26.6%—from $2.73 trillion, equal to
19.6% of GDP, in fiscal year 2007 to $3.46 trillion, equal to 23.8% of
GDP, in 2010. In its January 2011 baseline for fiscal years 2012 to
2021, the Congressional Budget Office (CBO) projected that federal
outlays will be 24.7% of GDP in the current fiscal year and 24.0% of
GDP in fiscal year 2021 [fig.1]. In June 2010, the most recent long-
term projection, the CBO projected that federal outlays would climb
to 35.2% of GDP in 2035 in the alternative fiscal scenario under
current policies [fig. 2].

Ballooning federal debt. This explosion in federal spending
has caused an unprecedented deterioration of the fiscal condition of
the federal government. At the end of fiscal year 2007, gross federal
debt was $9.00 trillion, equal to 64.4% of GDP, while publicly held

Highlights

Fiscal consolidations are programs to
reduce government budget deficits
and stabilize debt as a percentage of
GDP.

Fiscal consolidation programs that
rely predominately or entirely on
spending reductions are more likely to
achieve their goals of government
budget deficit reduction and debt
stabilization as a percentage of GDP
than programs that rely primarily on
tax increases.

In the long term, fiscal consolidation
programs that reduce government
spending as a percentage of GDP
accelerate economic growth.

In the short term, fiscal consolidation
programs that rely predominately or
entirely on spending reductions have
expansionary “non-Keynesian” effects
that may offset the contractionary
Keynesian reduction in aggregate
demand.

In some cases, “non-Keynesian” effects
may be strong enough to make fiscal
consolidation programs expansionary
in the short term.

Eliminating agencies and programs;
cutting the number and compensation
of government workers; and reducing
transfer payments to households and
firms have strong “non-Keynesian”
effects.

Reforming government pension and
health insurance programs for the
elderly to make them sustainably
solvent may also have strong “non-
Keynesian” effects even if reforms are
phased in slowly, do not affect current
beneficiaries, and do not significantly
reduce government outlays in the
short term.
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federal debt was $5.05 trillion, equal to 36.2% of
GDP. During fiscal year 2010, the federal
government ran a $1.29 trillion budget deficit
(8.9% of GDP). At the end of fiscal year 2010, gross | 30%
federal debt reached $13.53 trillion (93.2% of
GDP), while publicly held federal debt was $9.02 sa7 a7 23,9240
trillion (62.1% of GDP) [fig. 3]. In its January 2011 | #** 23.3 WE 23.3 231 23.023.1 23.5 23.4 23.3 237
baseline, the CBO projected that publicly held
federal debt will grow to 76.7% of GDP in 2021. In | a0e 19 Historical
June 2010, the CBO projected that publicly held Average:
federal debt would climb to 185% of GDP in 2035

in the alternative fiscal scenario under current
policies [fig. 4].
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High government debt slows growth. A high
level of federal debt as a percentage of GDP will
slow U.S. economic growth. In “Growth in a Time of
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Debt,” economists Carmen Reinhart and Kenneth Figure 1

Rogoff (2010) observed, “The sharp run-up in

public sector debt will likely prove one of the most Federal Spending, FY2005-2035
enduring legacies of the 2007-2009 financial crisis as a % of GDP

in the United States and elsewhere.”” Analyzing 20 | 3¢,
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and Rogoff warned, “Seldom do countries simply 8% Actual
‘garow’ their way out of deep debt burdens.”?
Rather, Reinhart and Rogoff found that countries 15% |
that have accumulated large gross government 2005 2010 2015 2020 2025 20 B0, s
debts as a percentage of GDP must take

comprehensive action to reduce their debt levels.
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Risk for a credit rating downgrade. On BEA

January 13, 2011, The Wall Street Journal reported Figure 3
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that Standard and Poor’s and Moody’s Investors
Services cautioned the United States on its credit
rating, expressing concern over a deteriorating

Federal Debt Held by the Public, FY2005-2035

as a % of GDP

fiscal situation.’ The next day, The Wall Street |200%
Journal reported that the European debt crisis had  |,,.., 7
thinned the ranks of triple-A sovereigns, with Spain ) Alernative Fiscal Scenario  #
and Ireland falling by the wayside. The article |'*°" Undler Current Policies »#*
warned that the government debt crisis is moving |125% -~
toward the core of the global financial system, |;qq0, ’,”
leading to speculation that France, Germany, the -
United Kingdom, and the United States could lose | 7** ———
their triple-A ratings.” 50% f

Fiscal consolidation. To create a “credible | 2°%
plan for a fiscal exit” and avoid a government debt ov Actval | | ; : ‘
crisis, U.S. policymakers should initiate a fiscal 2005 2010 2015 2020 2025 2030 2035
consolidation program that would reduce Source CBO
government budget deficits and stabilize Figure 4

government debt as a percentage of GDP.

Theoretically, a fiscal consolidation program may accomplish its goals by either reducing government spending or
increasing government receipts (including tax increases, higher user fees, and asset sales). A growing body of
empirical studies proves that fiscal consolidation programs based predominately or entirely on government
spending reductions are far more likely to be successful in achieving their goals of government budget deficit
reduction and government debt stabilization than fiscal consolidation programs in which tax increases play a
significant role. In fact, empirical studies have found that fiscal consolidation programs that reduce government
spending as a percentage of GDP will boost the real GDP growth rate in the long term. These studies also suggest
that fiscal consolidations based predominately or entirely on government spending reductions may even boost the
real GDP growth rate in the short term under certain circumstances.

II. COMPETING THEORIES: FISCAL CONSOLIDATION AND ECONOMIC GROWTH

A. KEYNESIAN VIEW

Keynesian theory. Keynesian economists hold that fiscal consolidation programs are contractionary in the
short term, but may be expansionary in the long term. According to Keynesians, either deceasing government
outlays or increasing government receipts reduces the real GDP growth rate in the short term.

As for spending reductions, Keynesians say:
1. Decreasing the number of government workers or their compensation lowers government consumption;
2. Decreasing government outlays for infrastructure lessens government investment; and

3. Decreasing transfer payments to households shrinks personal consumption expenditures as most of these
transfer payments go to households with a high marginal propensity to consume.

As for tax increases, Keynesians say:

1. Higher taxes on households (including higher individual income, payroll, and consumption taxes) decrease
personal consumption expenditures; and

2. Higher taxes on firms (including higher individual and corporate taxes) decrease non-residential fixed
investment (i.e., business investment in productive assets such as equipment, software, and structures).

Keynesians agree with the conventional view that fiscal consolidation programs may boost economic growth in
the long term. Fiscal consolidation programs decrease the government’s demand for funds in the credit market by
reducing government budget deficits and slowing the accumulation of government debt. All other things being
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equal, a smaller demand for credit reduces its price. Therefore, real interest rates fall.” Over time, lower real
interest rates will spur business investment in productive assets, accelerating the real GDP growth rate.

Keynesians are generally indifferent about whether fiscal consolidation occurs through government spending
reductions or tax increases. According to Keynesian theory, the size of government budget deficits or surpluses,
not the level of government spending or taxes, affects real interest rates and business investment. The
composition of fiscal consolidation programs is therefore irrelevant.

How government budget deficits and debts affect real interest rates. While Keynesian theory may sound
plausible, it is not well supported. First, the relationship between government budget deficits or surpluses (or
government debt) and real interest rates is more complex and smaller than Keynesians contend. Increases in
federal budget deficits due to temporary factors—e.g., recession or war—which financial market participants
expect to be transitory and reversed do not affect real interest rates. However, a permanent increase in federal
budget deficits does elicit a small, but statistically significant increase in real interest rates.

For example, Engen and Hubbard (2004) found that “an increase
%n governmenlt debt equivalent to one pe.rcen.tage point of GDP” would ”Higher government debt as a
increase real interest rates by 2 to 3 basis points.8 Moreover, Laubach .
(2009) found that a projected increase in the federal budget deficit percentage of GDP, in the long

equal to 1% of GDP raises the five-year-ahead 10-year forward term, reduces business
Treasury rate by 20 to 29 basis points. Alternatively, Laubach found . y
that a projected increase in the federal debt held by the public equal to Investment.

1% of GDP increased the five-year-ahead 10-year forward Treasury
rate by 3 to 4 basis points.®

Relationship among government budget deficits and debt, real interest rates, and business investment.
Second, recent empirical studies have found that government debt, the real interest rate, and business investment
are not as statistically related as Keynesians contend. In a study examining whether additional government debt
“crowds out” private investment through a higher real interest rate, Traum and Yang (2010) found “no systematic
relationship among [government] debt, the real interest rate, and [business] investment.”10

» Short term. Additional government debt, in the short term, may either “crowd in” or “crowd out” business
depending on what caused government debt as a percentage of GDP to increase. If higher government debt
as a percentage of GDP is due to a reduction in “distortionary taxes”—e.g., high marginal tax rates on capital
income - that increase the after-tax rate of return on business investment, then higher government debt is
associated with a short-term increase in business investment. On the other hand, if higher government
debt as a percentage of GDP is due to an increase in government spending as a percentage of GDP—
particularly for higher government consumption and transfer payments to households and firms—then
higher government debt is associated with a short-term decrease in business investment.

» Long term. Higher government debt as a percentage of GDP, in the long term, reduces business
investment. Imposing higher taxes in order to service the increase in government debt as a percentage of
GDP drives this negative long-term relationship with business investment.

Traum and Yang analyzed the effects of the Omnibus Budget Reconciliation Act of 1993 (OBRA 1993) and the
Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA 2001) on business investment.

» OBRA 1993. President Bill Clinton signed OBRA 1993 into law on August 10, 1993. Among other things,
OBRA 1993 (1) increased the top federal individual income tax rate to 39.6%, (2) increased the top federal
corporate income tax rate to 35%, (3) removed the earnings cap on the Medicare payroll tax, (4) increased
the taxable portion of Social Security benefits, and (5) increased the federal motor vehicle fuel tax by 4.3
cents. The capital and labor tax increases in OBRA 1993 reduced the real stock of federal debt by 11%
below what it would have otherwise been in the second quarter of 1997, while the reductions in federal
spending as a percentage of GDP between 1993 and 1996 reduced the real stock of federal debt by another
6% below what it would have otherwise been in the second quarter of 1997. Despite a reduction in federal
debt held by the public from 49.3% of GDP at the end of fiscal year 1993 to 45.9% of GDP at the end of fiscal
year 1997, business investment was about 7% lower than it would have otherwise been without the OBRA

Page 4



Joint Economic Committee | Republican Staff Commentary

1993 tax increases. When government spending reductions, which have a positive effect on business
investment, are also included with the OBRA 1993 tax increases, business investment was still about 0.5%
lower than it would have otherwise been.

» EGTRRA 2001. President George W. Bush signed EGTRRA 2001 into law on June 7, 2001. Among other
things, EGTRRA 2001 (1) reduced federal marginal individual income tax rates from a range of 15% to
39.6% to 10% to 35% in phases through 2006, (2) made major changes to qualified retirements plans, and
(3) phased-out the estate tax by 2010. The EGTRRA 2001 tax reductions increased the real value of federal
debt by 7% over what it would have otherwise been at the end of the fourth quarter of 2002. Nevertheless,
the EGTRAA 2001 tax reductions increased output and business investment by 0.8% and 2.2%,
respectively, above what they would have otherwise been at the end of the fourth quarter of 2002.11

B. NEOCLASSICAL VIEW

Neoclassical economists have a different view of fiscal consolidations. According to neoclassical economists,
the composition of fiscal consolidation programs largely determines:

1. Whether programs succeed in achieving their objectives for government budget deficit reduction and
government debt stabilization; and

2. How programs affect the real GDP growth rate in both the short term and the long term.

Optimal size of government. Unlike Keynesians, neoclassical economists focus on government spending as a
percentage of GDP rather than government budget deficits or government debt as a percentage of GDP to assess
the burden that government imposes on the private sector. Determining the appropriate level of government
spending necessarily requires an analysis of the appropriate size of government. On the one extreme, anarchy
discourages individuals from working, saving, and establishing firms to invest in productive assets. On the other
extreme, an extremely large government makes large transfer payments and levies very high taxes that discourage
work, saving, and investment. At both extremes, very little economic growth occurs. Between these extremes, the
optimal size of government, as measured by government spending as a percentage of GDP, maximizes the real GDP
growth rate over time.

The optimal size of the U.S. government varies through time based on
many factors, some of which include (1) external threats, (2) the assignment ”Increasing government
of governmental functions among the federal government, states, and
localities, and (3) demographics. Vedder and Galloway (1998) found that
the optimal level of federal spending was 17.5% of GDP for 1947 through gI”OWth. ”
1996 and 11.1% of GDP for 1796 through 1996.> While the precise
government spending-to-GDP ratio for the optimal size of the federal
government is debatable, most neoclassical economists agree that the current level of federal spending—a
projected 24.7% of GDP in fiscal year 2011—is far above the optimal level.

» Landau (1983, 1986), Grier and Tullock (1989), and Barro (1991) found a consistently negative
relationship between government spending as a percentage of GDP and the real GDP growth rate, meaning
that increasing government spending slows economic growth.13

spending slows economic

» Examining the effects of government size and fiscal volatility on growth for OECD member-countries and
EU member-states from 1970 to 2004, Afonso and Furceri (2007) found that both larger government and
fiscal volatility reduced the real growth rate per capita of GDP for both sets of countries.!* In particular,
they conclude that “a percentage point increase in the share of total revenue (total expenditure) would
decrease output by 0.12 and 0.13 percentage points respectively for the OECD and for the EU countries.”15

» Based on an analysis of 107 countries between 1970 and 1985, Engen and Skinner (1992) found that
increasing tax revenue by 10 percentage points of GDP reduces the medium-term (15 years) real GDP
growth rate by 3.2 percentage points annually. Moreover, Engen and Skinner also found that a 10
percentage point increase in government spending as a percent of GDP that is fully paid for through higher
taxes would reduce the medium-term real GDP growth rate by 1.4 percentage points. The findings of
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Engen and Skinner refute the Keynesian contention that it is the government budget deficit, not the level of
government spending that is the drag on economic growth.'®

Economic efficiency. To neoclassical economists, reducing government spending as a percentage of GDP
increases economic efficiency by shifting financial, physical, and labor resources from the government to the
private sector. In turn, greater economic efficiency boosts long-term economic growth. The private sector is
generally more efficient than government because (1) private firms and government pursue different goals, and
(2) private firms face competitive discipline, while governments have monopoly power.

> Different goals. Private firms pursue the goal of wealth maximization and align the interests of firm
managers and workers with those of the owners through incentive-based compensation (e.g., stock
options). In contrast, governments pursue multiple and often conflicting goals because of the inherently
divergent interests of elected officials, government employees, and citizens cannot be as easily aligned. For
example, some elected officials may seek re-election or election to higher office by promising unsustainable
transfer payments to households knowing the bills will come due years later. Some agency officials may
seek to enlarge unnecessarily their agency’s budget to increase their own compensation and prestige.
Some individuals and private firms may capture the government, hoping to use its regulatory, spending, or
taxing power to gain some advantage.!”

» Competitive discipline. Competition forces private firms to respond to price signals, increase the quantity
and quality of their output, and reduce waste. In contrast, most governmental functions are legal
monopolies (e.g., armed forces and police) or near monopolies (e.g., K-12 public schools). Because of the
lack of competition, government is insensitive to price signals, indifferent to increasing the quantity or
quality of its output, and prone to waste.18

III. EMPIRICAL EVIDENCE: FISCAL CONSOLIDATION AND ECONOMIC GROWTH

“Non-Keynesian” effects. For decades, Keynesians asserted that reducing government spending as a
percentage of GDP had opposing short-term and long-term effects on economic growth (i.e., reducing government
spending would be contractionary in the short term, but expansionary in the long term). In recent years, however,
Alberto Alesina, Francesco Giavazzi, and other neoclassical economists have revived the traditional view that fiscal
consolidation programs based predominately or entirely on government spending reductions have expansionary
“non-Keynesian” effects that may offset some or all of the contractionary “Keynesian” reduction in aggregate
demand in the short term.

“Non-Keynesian” effects on major household purchases.
First, Giavazzi and Pagano (1990), Perotti (1999), and Giavazzi et “...changes in business investment
al. (2000) argued that fiscal consolidation programs based
predominately or entirely on government spending reductions
provide a short-term boost to personal consumption in GDP gFOWth around these large
expenditures and re.si.dential fi).(ed invgstment. When fiSCCII stabilizations.”
government budget deficits are persistently high and the level of
government debt is rising rapidly as a percentage of GDP, --Alesina et al.
households expect the government to levy large tax increases on
them, either imminently or sometime in the future, in order to service the government’s debt burden. Fiscal
consolidation programs that reduce government spending as a percentage of GDP decrease short-term uncertainty
about taxes and diminish the specter of large tax increases in the future. In turn, higher expectations for
permanent disposable income create a positive wealth effect among households. Consequently, households will
purchase more homes and durable consumer goods such as motor vehicles in the short term.19

explain a large part of the change

“Non-Keynesian” effects on business investment. Second, Alesina et al. (2002) found that “[f]iscal
adjustments which rely mostly on spending cuts, particularly in transfers and government wages, are associated
with a surge in growth during and immediately after the adjustment. .. changes in business investment explain a
large part of the change in GDP growth around these large fiscal stabilizations.”20
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Like households, firms expect large tax increases, either imminently or sometime in the future, when they
observe increased government spending causing large government budget deficits and a rapidly rising level of
government debt as a percentage of GDP. Fiscal consolidation programs that reduce government spending as a
percentage of GDP reduce short-term uncertainty about taxes rising to pay for the spending and allay fears about
large tax increases in the future. Moreover, fiscal consolidation programs that decrease the number and
compensation of government workers increase the availability and reduce the cost of skilled labor to private firms.
The combination of improved expectations about taxes and lower labor costs increases the expected after-tax rate
of return on new business investment. Consequently, private firms will boost their investment in non-residential
fixed assets in the short term.2!

Examining data for 18 OECD member-countries from 1960-1986, Alesina et al. (2002) estimated how an
increase in primary government spending and its major components—government employee compensation,
transfer payments, and government consumption—would affect private investment as a percent of GDP. The
authors found that an increase in primary government spending equal to one percentage point of GDP would
decrease private investment by 0.15 percent of GDP in the same period and by 0.74 percent of GDP cumulatively
over five years. Alesina et al. (2002) also found that an increase in government employee compensation equal to
one percentage point of GDP would decrease private investment by 0.48 percent of GDP in the same period and by
2.56 percent of GDP cumulatively over five years. Similarly, an increase in government transfer payments equal to
one percentage point of GDP would decrease private investment by 0.21 percent of GDP in the same period and by
1.05 percent of GDP cumulatively over five years.22

Cutting government spending. For these expansionary “non-

Keynesian” factors to offset significantly or even overwhelm the “Certain government Spending
contractionary Keynesian reduction in aggregate demand in the , . g
short term, fiscal consolidation programs must be based reductions generate significantly
predominately or entirely on government spending reductions. Iarger pro-growth eﬁfects than
Increasing the marginal income tax rate on labor income through
higher individual income or payroll tax rates reduces both the
quantity and quality of work that households provide, reducing real
GDP. Likewise, increasing the marginal income tax rate on capital income through higher individual or corporate
income tax rates, higher taxes on capital gains and dividends, or lengthening tax depreciation schedules reduces
individual saving and business investment, also reducing real GDP.

others.”

Certain government spending reductions generate significantly larger pro-growth effects than others. For
“non-Keynesian” factors to be significant, government spending reductions must be viewed as large, credible, and
politically difficult to reverse once made. Some examples of such reductions are:

1. Decreasing the number and compensation of government workers. Generally, government workers
are well-educated and have significant skills. A smaller government workforce increases the available
supply of educated, skilled workers for private firms, thus lowering labor costs.

2. Eliminating agencies and programs.

3. Eliminating transfer payments to firms. Generally, government provides transfer payments to firms to
entice them to engage in otherwise unprofitable and unproductive activities. If eliminating transfer
payments causes firms to cease these activities, there are immediate gains in efficiency. For example, the
United States could increase efficiency by eliminating subsidies for Amtrak or ethanol.

4. Reforming and reducing transfer payments to households. Reforming major programs of transfer
payments to households, such as government pension and health insurance benefits for the elderly, to
make them sustainably solvent in the long term increases the credibility of fiscal consolidation plans. Even
if current beneficiaries are exempt from any change, the reforms are phased in slowly, and any short-term
spending reductions are very small, the credibility of fiscal consolidation plans will be enhanced.
Moreover, reforming government pension and health insurance benefits for the elderly in the future will
induce younger workers to increase their current saving, to work more, and retire later, thus boosting real
GDP growth.
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Asset sales and privatization. While tax increases are contractionary, increases in other types of government
receipts may be expansionary. In particular, government asset sales and the privatization of government-owned
enterprises and commercial functions both generate government receipts and increase economic efficiency. Since
government asset sales and privatizations are politically difficult to reverse, they may also have an expansionary
“non-Keynesian” effect in the short term.

IV. EVALUATING FISCAL CONSOLIDATION PROGRAMS

There are two empirical criteria for evaluating a fiscal consolidation program:

1. Success criterion. Did a fiscal consolidation program actually achieve the goals of reducing government
budget deficits and stabilize government debt as a percentage of GDP?

2. Growth criterion. Did a fiscal consolidation program accelerate the real GDP growth rate?

Government budget deficit reduction and government debt stabilization. Many empirical studies have
found that successful fiscal consolidation programs focused on cutting government spending as a percentage of
GDP. Many successful fiscal consolidations also reformed tax systems to lower marginal income tax rates and
reduce the after-tax cost for business investment in productive assets while eliminating “special interest” tax
preferences for specific firms, industries, and locations. Lilico, Holmes, and Sameen (2009) found that successful
fiscal consolidation programs were comprised of at least 80% government spending reductions and no more than
20% tax increases.”

Alesina and Ardagna (2009) examined 107 large fiscal adjustments (defined as a cyclically adjusted
improvement in the primary balance of at least 1.5% of GDP in one year) in 21 OECD member-countries (Australia,
Austria, Belgium, Canada, Denmark, Finland, France, Germany, Greece, Ireland, Italy, Japan, the Netherlands, New
Zealand, Norway, Portugal, Spain, Sweden, Switzerland, the United Kingdom, and the United States) from 1970 to
2007. Alesina and Ardagna defined a successful fiscal adjustment as a cumulative reduction in the government
debt-to-GDP ratio of at least 4.5 percentage points three years after the beginning of a fiscal adjustment. Alesina
and Ardagna identified 21 successful large fiscal adjustments in 10 OECD member-countries: Austria (2005),
Denmark (2005), Finland (1998), Ireland (2000), Italy (1982), the Netherlands (1972, 1973, 1993, 1996), New
Zealand (1993, 1994), Norway (1979, 1980, 1989, 1996), Sweden (1986, 1987, 2004), and the United Kingdom
(1977, 1988, 2000). After examining these episodes, Alesina and Ardagna concluded that successful fiscal
consolidations were based predominately or entirely on government spending reductions.*

Biggs, Hassett, and Jensen (2010) found strong
evidence that government spending reductions
outweigh revenue increases in successful
consolidations regardless of the methodology used
to identify consolidations.” They found that across
both methods for identifying consolidations—
Alesina’s cyclically adjusted primary balance
method (excludes interest payments and business 85%
cycle effects) and the IMF’s action-based method Spending Cuts
(spending cuts and tax increases explicitly for
deficit or debt reduction)—successful fiscal
consolidations averaged 85% spending cuts and
15% revenue increases, while unsuccessful fiscal
consolidations averaged 47% spending cuts and
53% revenue increases [fig. 5]. Further, they show
that the degree of success correlates to a larger Increases Biggs, Hassetr, and Jensen (2010)
share of spending cuts [fig. 6].

Fiscal Consolidations

Average Spending Cuts and Revenue Increases

Successful Unsuccessful

47% 53%

Spending Revenue

Cuts Increcses

15%

Revenue -

. .. Figure 5
Economic growth effects. Examining

Denmark and Ireland in the 1980s, Giavazzi and Pagano (1990) found that large fiscal consolidation programs
based predominately or entirely on government spending reductions were expansionary.*®
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Alesina and Ardagna (1998) examined fiscal C Ane f Fiscal C lidati
Canada, Denmark, Finland, Greece, Ireland, Italy, by Methodology and Degree of Success

the Netherlands, Norway, Portugal, Spain, Sweden, 80%
the United Kingdom, and the United States) during 70%
the 1980s. After eliminating Spain (1986-7) and 60%
the United Kingdom (1988) because their 50%
improvement in the government budget balance 40%
was due exclusively to high growth rates, five fiscal
adjustments involved both government spending
reductions and tax increases. Fiscal adjustments in
Ireland (1987-9), Australia (1987), Belgium 0%
(1984-5), and Italy (1993, 1994-5) were based on -1o%
government spending reductions. Alesina and ~20%
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Ardagna concluded that “regardless of the initial
level of debt, a large fiscal adjustment that is

MNote: 2.5-6.5 notation indicates the minimum percentage peint reduction in debt to GDP achieved
Source: Biggs, Hassett, and Jensen (2010)

expenditure-based and is accompanied by wage
moderation and devaluation is
expansionary. However, no large tax-based fiscal adjustment can be expansionary even if accompanied by
devaluation.”?’

Figure 6

Giudice, Turrini and Veld (2003) studied the fiscal policy conducted by 14 EU member-states over a period of
33 years. There have been 49 (based on size) and 74 (based on duration) episodes of fiscal consolidation. About
half of them (24 and 43, respectively) have been connected with higher economic growth. Of that half, 11 and 19,
respectively, are considered to be "pure” growth episodes in which growth cannot be attributed to a concomitant
monetary policy or devaluation of the exchange rate. Giudice, Turrini and Veld found that the size of the
adjustment and the size of the initial debt (in percent of GDP) do not seem to play a significant role. By contrast,
Giudice, Turrini and Veld found the composition of fiscal adjustment is of high importance. Fiscal consolidation
programs based predominately or exclusively on government spending reductions are more likely to enhance
growth than programs that involve significant tax increases.”®

Ahrend et al. (2006) found that both policy interest rates (e.g., the target federal funds rate in the United
States) and long-term interest rates are more likely to decline when fiscal consolidations rely on government
spending reductions rather than tax increases.”” Using a dynamic general equilibrium model, Cournéde and
Gonand (2006) found that tax increases are a much more costly way, in terms of real GDP growth, to achieve fiscal
sustainability than government spending reductions.*

Alesina and Ardagna (2009) stressed that fiscal
consolidation programs based predominately or entirely on
government spending reductions may be expansionary even in
the short term. Alesina and Ardagna defined expansionary
fiscal adjustments as episodes in which the difference between
(a) the average GDP growth rate in the first year of an episode
and the following two years, and (b) the weighted average GDP
growth rate for the G-7 countries is in the 75t percentile of all
such differences. Using this definition, Alesina and Ardagna
found 26 episodes of expansionary large fiscal adjustments in nine OECD member-countries: Finland (1973, 1996,
1998, 2000), Greece (1976, 2005, 2006), Ireland (1976, 1987, 1988, 1989, 2000), the Netherlands (1996), New
Zealand (1993, 1994, 2000), Norway (1979, 1980, 1983, 1996), Portugal (1986, 1988, 1995), Spain (1986, 1987),
and Sweden (2004).*"

The IMF (2010), however, claimed that Alesina and Ardagna (2009) suffered from methodological issues that
may have caused them to overstate the expansionary effects of fiscal consolidations in the short term.** Instead,
the IMF used an “action-based” method to identify fiscal consolidations that relies on an examination of ex-ante

“Fiscal consolidation programs
based predominately or entirely on
government spending reductions
may be expansionary even in the
short term.”
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official plans with the goals of government budget deficit reduction and/or government debt stabilization. The IMF
found that fiscal consolidations were contractionary overall, but that government spending reductions have much
smaller contractionary effects. According to the IMF, a fiscal consolidation equal to 1% of GDP based on tax
increases caused a 1.3% decrease in GDP and a 0.6 percentage point increase in the unemployment rate after two
years, while a fiscal consolidation equal to 1% of GDP based on government spending reductions caused a 0.3%
decrease in GDP and 0.2 percentage point increase in the unemployment rate after two years.>®

Among different kinds of government spending reductions,

the IMF found that a reliance on reductions in transfer payments “Cold shower'ﬂscal consolidations

caused GDP to increase by 0.2% after two years, while send convincing Signals toﬁnancial

reductions in government consumption and investment caused L .

to GDP to decline by 0.4% and 0.6%, respectively, after two markets about the pOllthCll will Of

years. However, these results were within the margin of error. governments to achieve fiscal
While the IMF strikes a more cautionary note than Alesina retrenchment.”

and Ardagna (2009) or Giudice, Turrini, and Veld (2003) about

the ability of expansionary “non-Keynesian” factors to offset contractionary Keynesian reductions in aggregate
demand in the short term, the IMF and these other studies agree that fiscal consolidation programs based
predominately or entirely on government spending reductions—especially in transfer payments to households and
firms—are better for the economy in the short term than fiscal consolidation programs in which tax increases play
a significant role.

Keys for success. Barrios, Langedijk, and Pench (2010) found that quick, decisive government spending
reductions (called “cold showers”) are effective in achieving successful fiscal consolidations because they send a
signal about “political will.”** This study examined financial crises in EU member-states and OECD member-
countries from 1970 to 2008. Barrios, Langedijk, and Pench found that countries facing high levels of government
debt or those at risk of slow GDP growth would be better off with sharp and sustained reductions in government
spending because “cold shower” fiscal consolidations send convincing signals to financial markets about the
political will of governments to achieve fiscal retrenchments. This approach is viewed as more effective than cuts
phased-in or scheduled for the distant future.

Von Hagen, Hughes-Hallet, and Strauch (2002) found that M[A] greater weight on cuts in
the likelihood of sustaining a fiscal consolidation program social spending tended to increase
increases when governments simultaneously address all ”
politically sensitive budget reductions (e.g., transfer payments the chances Of SUCCESS.
to households and firms, subsidies, and the number and --OECD
compensation of government workers).>> Additional empirical
studies found that government spending reductions (especially in government employment and transfer
payments) are also more likely to generate lasting fiscal consolidation and better economic performance—e.g.,
Ardagna (2004);*° Hughes and McAdam (1999);*” McDermott and Wescott (1996);*® Von Hagen and Strauch
(2001);* Alesina and Perotti (1996);" and Alesina and Bayoumi (1996).* The OECD (2007) explains the
prevalence of cuts to transfer programs in successful consolidations as due to several reasons:

[A] greater weight on cuts in social spending tended to increase the chances of success. A reason for
this could be that governments more committed to achieving fiscal sustainability may also be more
likely to reform politically sensitive areas. As a by-product of doing so, they may at the same time
bolster the credibility of the consolidation strateqy, thereby improving its chances of success.*

Political consequences of fiscal consolidation. In general, Alesina and Ardagna (1998) found that successful
fiscal consolidations were not politically fatal to the governments that enacted them. “[I]t is not the case that
governments which engage in large fiscal adjustments are systematically kicked out of office. Just the opposite: in
the vast majority of cases, the government that implemented the adjustment was reappointed. This result is
consistent with the statistical results of Alesina, Perotti, and Tavares (1998).”*

This appears to be true even when governments address transfer payments to households. In their fiscal
consolidation programs, both Canada and Sweden reformed their government old-age pension systems to make
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them financially sustainable over the long term. Yet the Canadian and Swedish governments that enacted these
sweeping reforms were subsequently re-elected.

V. SUCCESS STORIES

Over the last four decades, a number of developed countries have successfully reduced government spending
and government budget deficits, and stabilized the level of government debt through fiscal consolidation programs.
The OECD and many economists have studied fiscal consolidation programs in developed countries. Below is a
discussion of three large fiscal consolidations—in Canada, Sweden, and New Zealand—that both achieved their
goals for government deficit reduction and government debt stabilization and boosted their real GDP growth rates
by reducing government spending.*

> Canada: 1993-2006 [fig.7].* On October
: CANADA
25, 1993, the Liberal Party led by Jean :
s .. Total Government Spending as a % of GDP and GDP Growth Rate
Chrétien won a majority government,

. : . W GDP Growth == overnment Expenditures as a % of GDP
ousting the Progresswe Co.nserva'.ave son .
government. Upon taking office, Prime
Minister Chrétien and his Finance Minister | sos 12%
Paul Martin faced a deteriorating fiscal
outlook. In eight years under the |[4o% %
Progressive Conservative governments of

Prime Ministers Brian Mulroney and Kim |**” pverage e
GDP Growth
Campbell, general government spending |, P rewh 30
had increased from 47.5% of GDP to 52.2% 0.8% I I I I I
of GDP in 1993. General government | io% L I I 0%
spending refers to combined federal, Feb '94; Fiscal reforms begin
provincial, and local government spending | °% 3%
. . . . 1989 1991 1993 1993 1997 1999 2001 003 2009
after eliminating the double counting of .
intergovernmental transfers. Federal -
Figure 7

spending rose nominally from C$109.2
billion in the Canadian fiscal year (CFY) April 1, 1984 to March 31, 1985 to C$162.4 billion CFY 1993-4,
while declining slightly as a percentage of GDP from 24.3% in CFY 1984-5 to 22.3% in CFY 1993-4.

In February 1994, Prime Minister Chrétien and Minister of Finance Martin embarked on a fiscal
consolidation program. They thought that significant tax increases would slow Canada’s economic growth
and weaken its international competitiveness. They were convinced that Canadian voters would accept
tough, previously unacceptable federal spending cuts to avoid higher federal income and value-added
taxes. Acting on these beliefs, Martin issued a specific fiscal consolidation program for federal spending
reductions and guidelines on how the Liberal government would make other federal spending reductions
in the future. The fiscal consolidation program created deadlines and objective benchmarks to judge the
Liberal government’s performance.

The federal spending reductions and program reforms included:

1. Reforming Canada’s Employment Insurance (EI) benefit program by reducing the duration of
benefits, increasing the amount of time people needed to be employed to qualify for the benefits,
and reducing the maximum benefit from 60% to 55% of previous pay. As a result of these changes,
EI benefit payments fell from C$17.1 billion in CFY 1993-4, to C$11.4 billion in CFY 1997-8;

2. Reforming the Canadian Pension Plan (CPP) for the elderly by moving from a “pay-as-you-go”
system to a hybrid between a “pay-as-you-go” system and a fully funded plan. After extensive
negotiations with the provinces, the combined employer-employee contribution rate was increased
from 5.85% in 1997 to 9.9% in 2003. Under the management of an independent board, the CPP
used the additional revenues to accumulate a diverse portfolio of financial assets—including
stock—to make the CPP sustainably solvent over the next 75 years;
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3. Cancelling the EH-101 helicopter program. Defense expenditures fell from C$11.1 billion, equal
to 1.5% of GDP, in CFY 1993-4 to $9.0 billion, equal to 1.1% of GDP, in CFY 1997-8;

4. Reducing transfer payments to Canadian provinces and private firms. Transfers to the
provinces fell from C$26.9 billion, equal to 3.7% of GDP, in CFY 1993-4 to C$20.5 billion, equal to
2.6 percent of GDP, in CFY 1997-8; and

5. Substantially reducing the operating budgets of federal departments.

In four years, Martin reduced nominal federal outlays from C$164.2 billion, equal to 22.3% of GDP, in
Canadian fiscal year 1993-4 to C$157.9 billion, equal to 17.9% of GDP, in CFY 1997-8. Consequently,
general government spending fell from 52.2% of GDP in 1993 to 44.3% of GDP in 1997. Martin’s federal
spending reductions transformed a federal budget deficit of C$38.5 billion in CFY 1993-4, equal to 5.3% of
GDP, into a federal budget surplus of C$3.0 billion, equal to 0.3% of GDP in CFY 1997-8.

Over the next nine Canadian fiscal years, nominal federal outlays grew at an average annual rate of 5.8% to
C$222.2 billion, equal to 15.3% of GDP, in CFY 2006-7. Because of strong economic growth, however,
general government spending continued to decline from 44.3% of GDP in 1997 to 39.4% of GDP in 2006.
And, Canada continued to enjoy federal budget surpluses throughout this period.

Federal spending reductions followed by years of restrained growth in federal spending helped to reduce
Canada’s federal debt. Canada’s net federal debt (gross federal debt less federal financial assets) rose
steadily both nominally and as a percent of GDP during the 1970s and 1980s. By end of calendar year
1993, net federal debt was C$471 billion, equal to 64.8% of GDP. Net federal debt peaked nominally at
C$588 billion at the end of 1997 and at 69.1% of GDP at the end of 1996. By the end of 2006, net federal
debt had fallen to $508 billion, equal to 35.5% of GDP.

Canada’s fiscal consolidation program had a positive effect on economic growth. Canada’s real GDP growth
rate, which had averaged a mere 0.8% in the five years (1989-1993) before fiscal consolidation began, rose
to an average of 3.4% between 1994 and 2006.

This fiscal consolidation program proved popular with Canadian voters. The Chrétien-led Liberals won
reelection with majority governments on June 2, 1997 and on November 27, 2000. After Martin became
leader of the Liberal Party, he won a minority government in the June 28, 2004 election.

> Sweden: 1994-2000 [fig. 8].* Sweden’s
economy deteriorated severely in the early SWEDEN
1990s as a result of a bursting housing Total Government Spending as a % of GDP and GDP Growth Rate
bubble and banking crisis reminiscent Of oo mm GDP Growth sseGovernment Expenditures as a % of GDP .
the one the United States recently ’ 1
experienced. The unemployment rate [o% 10%)
skyrocketed from 2% in the first quarter of |s0e 8%
1990 to over 11% in less than three years.
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of GDP in 1988 to 71% of GDP in 1993, and

2%

0% -4%
central government debt rose to 1989 1991 1993 1995 1997 1999
approximately 76% of GDP. The Swedish Source: OECD
government also made large transfer Figure 8

payments to recapitalize failing banks.

However, the fiscal deterioration was not solely a result of the bursting housing bubble and banking crisis.
Similar to the U.S. experience, the Swedish central government had been on an unsustainable long-term
fiscal trajectory for many years—the crisis exacerbated the problem.

e —
Page 12



Joint Economic Committee | Republican Staff Commentary

From 1975 to 1994, Sweden’s debt-to-GDP ratio grew at an average rate of 5.2%. In the early 1980s and
the early 1990s, the country experienced rising deficits stemming from a rapidly increasing ratio of
government spending to GDP. Revenues to GDP lagged during the same period, falling from an average of
61% during the period 1986-1990 to 57% in 1993. And, on top of that, Swedish demographics were
placing the sustainability of the public pension system into grave doubt.

On October 7t, 1994, Ingvar Carlsson became Prime Minster of Sweden, backed by the Swedish Social
Democratic Party. Over the next six years, his administration and that of his successor, Géran Persson, also
of the Social Democratic Party, instituted a fiscal consolidation program focused on reforming the budget
process, tightening transfer payments to businesses and households, and increasing certain taxes.

One particularly hard fought reform was an overhaul of the Swedish pension system, which was initially
agreed to in 1994 and implemented beginning in 1998. Prior to the reform, Sweden’s pension was much
like the U.S. Social Security program—tax-financed, pay-as-you-go and facing sustainability issues due to an
aging population. Swedish policymakers faced two choices: partially privatize the system or cut benefits
and increase taxes. They chose a partially privatized reform package including four major features:

1. Workers were allowed to invest 2.5% of the total 18.5% mandatory set-aside of income;

2. Payroll taxes funded notional accounts with the remaining 16%, with beneficiaries receiving
benefits based on the taxes paid during their working life rather than a defined benefit;

3. A minimum pension benefit was guaranteed to the poor, to be paid out of general revenues; and
4. Current and near-retirement workers remained under the old system.

As a result of these various reform efforts, Sweden’s fiscal health shifted from a government budget deficit
of over 11% of GDP in 1993 to a surplus of 3.6% of GDP in 2000 and the central government debt-to-GDP
ratio was reduced from 71% in 1993 to 57% in 2000.

Once Sweden’s fiscal condition improved after the adoption of a fiscal consolidation program, the
government announced a medium-term target (a surplus of 2% of GDP over the cycle) in order to avoid
repeating the same fiscal mistakes. Fiscal rules with embedded expenditure limits have proven to be
associated with larger and longer adjustments, and with higher success rates.

Sweden’s fiscal consolidation program boosted the Swedish economy. In the five years prior to the
program’s launch, real GDP contracted by an average of 0.1% per year. Between 1994 and 2000, Sweden
enjoyed an average real GDP growth rate of 3.5% per year.

> New Zealand: 1986-1996 [fig. 9]. For several decades before David Lange led the Labour Party to win a
majority government in the July 16, 1984 election, successive National Party and Labour Party
governments had steadily expanded the crown’s (i.e., central government's) role in New Zealand’s
economy. The period was characterized by persistent and heavy intervention into the economy, including
(1) the institution of protectionist policies (e.g., import tariffs and licensing fees, foreign exchange controls,
and foreign direct investment restrictions); (2) strict internal regulations; and (3) major agricultural
subsidy programs. New Zealand’s government controlled a vast web of crown departments and crown-
owned enterprises operating in the communications, energy, manufacturing, and transportation industries.
By 1984, crown spending was 36.1% of GDP.

As a result, productivity and income growth rates in New Zealand fell relative to other developed countries.
For example, from 1960 to 1984, real GDP per capita increased by an annual average of only 1.4% in New
Zealand, approximately half that of other OECD member-countries. Inflation, as measured by the annual
CPI rate, rose to 17 percent in June 1982. New Zealand ran persistent government budget deficits that
escalated to NZ$2.3 billion, equal to 6.3% of GDP, in the New Zealand fiscal year ending on March 31, 1984.
Consequently, New Zealand accumulated an unsustainable level of crown debt of $21.9 billion, equal to
60.7% of GDP in NZ FY1984.
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In 1984, Prime Minister David Lange and

Minister of Finance Roger Douglas NEW ZEALAND

launched a Comprehensive reform program Total Government Spending as a % of GDP and GDP Growth Rate
focused on reducing government mm GDP Growth == overnment Expenditures as a % of GDP*
intervention in the economy. Among the [40% 12%
program’s features were steep reductions

in personal income tax rates (the top rate [30% 8%

Average

was reduced from 66% to 33% in October S0P Growih
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The Labour government was re-elected on 1981 1983 1985 1987 1989 1991 1993 1995 1997 1999
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year ending on June 30, 1991, crown Sources: OECD, New Zealand Treasury
spending had slightly risen to NZ$30.3
billion, equal to 40.7% of GDP.48 Although
the crown budget deficit was NZ$2.6 billion, equal to 3.4% of GDP, the crown debt had been stabilized at

NZ$43.9 billion, equal to 59.1% of GDP.

After the National Party won the October 22, 1990 election, Prime Minister Jim Bolger and Minister of
Finance Ruth Richardson slashed crown spending and expanded upon Labour’s reforms to liberalize the
labor market. Over the next three New Zealand fiscal years, crown spending fell to NZ$28.5 billion, equal to
33.8% of GDP. For the first time since 1978, the crown recorded a budget surplus of NZ$679 million, equal
to 0.8% of GDP, in NZ FY 1994. The National government was re-elected on November 6, 1993. By NZ FY
1996, crown spending had been slashed to NZ$30.5 billion, equal to 31.8% of GDP, while budget surpluses
reduced crown debt to NZ$41.9 billion, equal to 43.7% of GDP.

Figure 9

Both Labour and National governments made fundamental reforms in crown operations. Whole ministries
were eliminated or consolidated, and the overall structure of the government was simplified. Using a
corporatize-then-privatize model, major state-owned monopoly enterprises were introduced to market
forces. Senior employees were given efficiency-based incentives. Several fiscal accountability and
transparency initiatives were enacted during the period. The number of government employees was cut
from approximately 88,000 in 1984 to approximately 36,000 in 1996—a nearly 60% reduction.

Fiscal consolidation took much longer in New Zealand than in Canada and Sweden to accelerate economic
growth because most of the spending cuts did not occur until 1991. The real GDP growth rate accelerated
to 4.7% in 1993 after a decade of sluggish growth.

VI. IS THIS THE WRONG TIME TO DO THE RIGHT THING?

According to the Business Cycle Dating Committee of the National Bureau of Economic Research, the latest U.S.
recession ended in June 2009. Although the economy has been recovering for 20 months, payroll job growth
remains exceedingly weak by historical standards. Against this
backdrop, the fiscal policy debate in Washington rages "
on. Keynesian economists who backed President Obama’s ...the surest way to reduce
more than $800 billion stimulus plan in February 2009 now unemployment is to increase private
oppose significant federal spending reductions. Now is no time .
for austerity, they say.* However, economist John Taylor of investment as a share OfGDP'
Stanford University and of the Hoover Institute rebutted these --John Taylor
Keynesian claims in recent testimony before the House
Committee on Financial Services:

”
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Some say we need to wait to start reducing government purchases because of the high unemployment
and the fragile recovery. Some even say we need to increase spending before we start reducing it. But
there is no convincing evidence that a gradual and credible reduction in government purchases as a
share of GDP will increase unemployment. Indeed, the history of the past two decades shows that
lower levels of government purchases as a share of GDP are associated with lower unemployment
rates. The same history suggests that the surest way to reduce unemployment is to increase private
investment as a share of GDP: Over the past two decades, when investment increased as a share of
GDP, unemployment fell. In other words, unemployment is inversely correlated with private
investment. . . . So reducing the share of government spending and focusing on increasing the share of
private spending . . . is a proven way to create jobs and reduce unemployment.>

VII. CONCLUSION

The current fiscal condition of the U.S. government is perilous. During fiscal year 2011, the CBO projects that
federal spending will be 24.7% of GDP, well above the average of 19.4% of GDP for fiscal years 1947-2007, and will
remain far above its post World War II average for the next decade. Moreover, the CBO projects that federal
spending will increase to 35.2% of GDP by 2035 in the alternative fiscal scenario under current policies. The
United States cannot maintain this level of federal spending—let alone allow it to escalate—without seriously
damaging its economy.

The abundant empirical evidence is clear and irrefutable; increasing federal spending as a percentage of GDP
will slow economic growth in the long term. Therefore, U.S. policymakers should embark on a fiscal consolidation
program based on reducing federal spending as a percentage of GDP.

Keynesians warn that significant federal spending reductions now would weaken the current economic
recovery. During the last two decades, however, numerous studies have identified expansionary “non-Keynesian”
effects from government spending reductions that offset at least some and possibly all of the contractionary
“Keynesian” effects on aggregate demand. In some cases, these “non-Keynesian” effects may be strong enough to
make fiscal consolidation programs expansionary in the short term as well the long term.

According to empirical studies, fiscal consolidation programs that (1) eliminate government agencies and
programs; (2) cut the number and compensation of government workers; and (3) reduce transfer payments to
households and firms have strong expansionary “non-Keynesian” effects. Fiscal consolidation programs that
reform government pension and health insurance programs for the elderly to make them sustainably solvent in the
long term may also have strong positive “non-Keynesian” factors even if reforms are phased in slowly, do not affect
current beneficiaries, and do not significantly reduce outlays in the short term.

Obama Administration officials have emphasized the risk of starting a fiscal consolidation program now while
ignoring the risk of delay. There are significant external risk factors to the U.S. economy in both the short run and
the long run that cannot be foreseen, such as: (1) resurging price inflation, (2) loss of confidence in the U.S. dollar
as the world’s reserve currency, (3) euro-zone sovereign debt defaults, and (4) war in the Middle East. But, the
many examples cited in this commentary show that the United States will be in a better position to respond to any
of these challenges by reducing federal spending sooner rather than later.
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