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Abstract

This paper investigateghe relationship betweerfiscal contractions, permanent
improvements in public finances and short-run economic performance. The empirical evidence
gathered fronthe Europearexperienceover the last three decades shabearly that the
composition offiscal adjustments and théength of the period overwhich they are
implemented influenceheir likelihood of success. Adjustments that concentrate on the
expenditure side and unfott/er arelatively long time spafthree or four years) are more
likely to succeed in reducing the public debt/GDP ratio than tax-basdtderadjustments.
Furthermore, macroeconomic consequences are strictly relatbe schievement ofiscal
success. On average, successful contractionsadotrigger economic slowdowns, but
unsuccessful adjustmentsuallydo. This evidence isterpretedvia the theory known as the
expectation view of fiscal policy.
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1. Introduction*

Fiscal discipline icurrently one of the min issues orthe agenda opolicy-makers
from all over the world.Sincethe late 1980s, aftgrears of increasingpudgetdeficits and
growing debt/GDP ratios tdevels historically obervedonly in particular circumstances
(major wars, deep recessions, etmnycountries havestarted to tackle theroblem of high
indebtedness by implementing harsh fiscal adjustments.

In Europe, in order t@omply with the fiscal criteria established bthe Maastricht
Treaty, themajority of countriesddressed thehallenge of reducing theeficittGDPratio to
the well-known 3% threshold withirl997. Since the early 1990s Europehas witnessed
several major fiscahdjustmentsYet, not many consolidations in the last 2¢ears have
succeeded in reducing public unbalahcesloreover, regardless of the outcome on
government financeghese adjustments affected the countr&sdrt run macroeconomic
performance differently: in some instances, private consumption and oegglegate
demandfell sharply,reducing the speed of economic growth;other cases, drastiescal
stabilisationswere followed by vigorous increases in private demand, large reductions in
interest rates and stromgonomic expansions. Giavazzi dadgano (1990) referred this
kind of uncertaintyabout thefinal effects offiscal contractions on the economgspecially on

private spending, as a true “consumption puzzle”.

The theoreticalimplications of fiscal consolidations differ substantially among
economic theories. From tieynesiarpoint of view, reductions in government spending, as
well as increases in taxationilwesult in a decline in GDP. On the otlnd, standard neo-
classical models hold that public expenditure gedect substitute for private consumption:

when the formergrows, the latter decreasesd vice versa. Furthermore, several recent

! | am grateful to Fabrizio Balassone, Paola Caselli, MasBiotaasandMassimo Sbracia forery useful
comments. Moreover, | would like thank Mario Baldassarri, Pasquale Scaramozznd Enrico Zaghini
for insightful suggestions and fruitful discussions on earlier drafts of this work. | am also grateful to Francesca
Brancaccio for providing valuable research assistance. The usual disclaimers apply.

2 See MassoandMussa (1995) for an exhaustisarvey on historical progress of public deld deficit
and Tanzi andSchuknecht (1995) for a discussion abdbie transformation of governmertudget
composition in OECD countries from the beginning of the century



contributions have introducete possibility of a non-linear relationshietweerfiscal policy
and private spendin@ertola and Drazen, 1993; Sutherland, 1997). Thesé&s, relying on
the theory known as the “expectatiomew of fiscal policy”, state thatprivate sector
expectations abougovernment’s futurdiscal stancemay induce different responses to a
given stabilisation policy. Ifact, if afiscal consolidation is viewed as a sericatsempt to
reducepublic liabilities, it affectsboth the private an@ublic sectos’ intertemporal budget
constraints and induces a wealth effect thadsts private consumption. On terhand, if
the political commitment isweak, consumersealise that theibudget constraint is not
affected by the current consolidation and the recessive Keynesian effect prevails.

This paper studies the consequences ofesies of relevanfiscal adjustments
implemented irthe EU in the 1970-1998 period. Mapecifically, it discusseshether some
properties of the consolidation plans increabedikelihood of a long lasting improvement in
government finances and it assesad®therpolicy interventions that successfuligduce
public unbalances (successful adjustméntsshort) are mordikely to induce expansionary
rather than contractionary effects.

Concerningthe first point, the paperndentifies two characteristics that seem to be
crucial for a successful reduction afhe public debt/GDP ratio. The recent European
experience has taught thaly adjustments that reliedeavily on primaryexpenditure cuts
and were implementedver arelatively long time spamvere able to achieve long lasting
reductions inpublic liabilities. Indeed, during these consolidations iagreases (ifany)
amounted to asmall fraction of thetotal adjustment. Furthermore, thougliccessful
stabilisations unfoldedver a longer period thamsuccessfubnes, theoverall budget cuts

were not larger.

As regards the macroeconomic impact, successful fiscal episodes tend to be associated
with improved economic performance: durihg adjustment period and in tfelowing two
years, the economies experiencgdong consumption andvestmentgrowth, reduced
unemployment, better international competitiveness fatidg interest rates. On the other
hand, during and after unsuccessful consolidations stariaydesian effects prevailed:
slower overall growth, negative investmentates, declining private consumption and

increasing unemploymenivere registered.This empirical evidence can bterpreted



according to the expectatiafiew theory: the characteristics sficcessful stabilisation plans
are essential in signalling a commitment by pubdiathorities to tackle theroblem of
growing public liabilities. Since gpermanent reduction ipublic expenditure mduces an
equivalent reduction ithe future tax burden, a serious consolidation indnce a positive
wealth effect, stimulating private spending. tBa contraryunsuccessful adjustmerdse not
consideredsufficient to modify the intertemporal budget constraint; consequently, the

recessive short-run effects dominate.

The paper is organised as follows. The next sectiticatly reviewsthe theoretical
arguments on whichecentempirical works rely. The third section discusses tstatistical
evidence on significant fiscal episodeshe EuropeatJnion over the last three decades. The
fourth analyseghe interplay betweetiiscal policy and economic performance by observing
the behaviour of et of nain economic indicators in relation to the consolidation plans. The
fifth section investigates the causality argument and the last section concludes.

2. Theoretical guidelines and previous works

In a seminal work, Giavazzi and Pagano (1990) analysednajor fiscalcontractions
that, unlike the standardeynesianpredictions of recession, induced astonishing economic
expansions. Bta from stabilisation plans in Denmark (1983-86) and Ireland (1987-89)
showed that drastic reductions in thgclically-adjusted deficitwere followed byrobust
economic growth. Despite the largedecline in the full employment budget deficit,
consumption and investmegtew vigorously inboth casesSince thenmany other works
have tried tadentify the relevant characteristics thatn an episode dfscal tighteninginto
what is now known as an "expansionary fiswahsolidation”. Although the ain conclusions
of this recent literature are often similar, the theoretical frameworks are quite different.

The standardKeynesianargument, based on sticky prices ayiden expectations
about futuranvestments, holds thé&scal stabilisations havghort-run contractionargffects.
According to this viewfiscal consolidations (either lower government purchasebigirer
taxes) reduce aggregatemand and incom@a direct effects and haveraultiplied negative
impact onoutputvia indirecteffects. The recergmpiricalliterature has instead focused its
attention on othechannels thatould lead toopposite resultsGiavazzi andPagano (1996),
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relying on a finitehorizon model of consumption iwhich Ricardian equivalencgoes not
hold (Blanchard1985), suggested that tiaealth effect on consumptianay well offset the
Keynesian recessive process triggered by a reduction in public spending. When a spending cut
is perceived as long lasting, consumers anticipate a permanent increase lifieitieie
disposableesources and adjust their present and future consumption togtier level of
income. Theempirical evidencesupporting this theory is drawn frothe analysis of the
macroeconomic consequences of several lisgpal episodes implemented in 1OECD
countries over the period 1976-92. Thaimresult is that forcumulative changes in the
cyclically-adjusted primary deficit within @aange of 5 percent of potentiautput, the
relationship between private consumption aaoblic spending is positivelgloped. However,
when the fiscal interventionfalls outside this rangethe relationship becomes negatit/én
their opinion, inorder to boosprivate demand, what matters most is tiension of the
adjustment:only large fiscal contractions can be expansionaigice they signal a decisive
change in the stance @6cal policy. Small stabilisationeave the opposite consequences
because they are not able to induce the desired wealth effect on corfsumers.

Sutherland (1997) introduced in tB&anchard modethe hypotheses that government

spending follows a random walk and tHigtal stabilisationsare infrequentbut very large

when implemented.In this framework, he showed thihie positive wealth effect stronger

in periods offiscal stress, i.ewhenthe debt/GDP ratio igery high or wherthere argapidly

growing budget deficits. The rationateehind thisfinding is thatwhen the private sector
perceives that current fiscal policies are unsustainable, consumers realise that sooner or later a
major adjustment must occur. At Idevels of fiscal unbalanceh)e usual Keynesian effects

follow any fiscalintervention because thmajor stabilisation is expected twccur in the

distant futurewwhenmany consumersnay no longer be alive. As debt increases,nioelel

exhibits non-Keynesian features: an increase in the fiscal deifldievcontractionary because

% Although the authorsouldnot find empiricalevidence in favour of a symmetrielationship outside the
5 percent range, the negative correlation holds for the larger consolidations.

“ Blanchard (1990) argudtiateven atax increaseould havehe same expansionagffect if it generates
expectations of lesdramatic anddisruptive future tax increases. A critique to this approact to the
expectation view of fiscal policy can be found in Barry and Devereux (1995).

® Thesetwo hypotheses were previously usedB®rtolaand Drazen(1993) in a standardeo-classical
model to obtain the different effects of a fiscal adjustment as a function of the initial fiscal conditions.
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consumers expect a largtabilisation tooccur relatively soon, when theyare still alive.
Perotti (1999),taking into account thg@ossible coexistence diquidity constrained and
unconstrained individualdested asimilar model on a panel oODECD countries over the
period 1965-94. His findings are consistent with the thesis that the higHiscéhenbalance,
the more likely that a consolidation will be successful.

McDermott and Wescott (1998)ighlighted asecondchannelfor non-Keynesian
transmission of fiscal impulses mghly indebted countries: th&redibility” argument on
interest ratesThey claimed that a fiscaction viewed as necessary r@storegovernment
solvency carreduce thenflation and default risk premieequired byfinancial markets on
public debt bonds. The consequent decrease in interest rates, ioaniincreaséhe market
value of the stock of wealth in consumers’ portfolios #odst aggregatdemand. The
empirical analysisised totestthis hypothesis consisted tfio steps. Firstthey singled out
successful fiscaladjustments among what thesalled “episodes of significanfiscal
consolidation” for 2Gndustrial countries from1970 to 1995, theefinition of successelied
on themagnitude othe reduction of the debt/GDP ratio measued years aftethe end of
thefiscal tightening. Second, they determinth@ consequences fiécal consolidations on a
series of economic performance measures. They foundhihaixtent of the adjustment is an
important factor that seems wontribute to the success @§cal contractions: atimid
commitment to fiscatonsolidation is mordikely to fail than a strong one. Moreover, the
empirical evidencesuggests that efforts discal consolidation arelikely to fail when
undertaken in the context of adverse world groesid risinginterest rates. On the other
hand, they found that althougfood timing in relation to the worldusiness cycle helps, it
does not guarantee success. As for the macroeconomic consequenoasiast with the
findings of Giavazzi andPagano (1996), most of the growth registered aftessticeessful
cases seemed to be due to an increasw@stmentather than in consumptiogpnfirming
theidea that the interest rates channel stayulateaggregatelemand moreffectively than
how the wealth effect stimulates private spending.

® For asurvey ofthe abundant literature guublic debtmanagemenseeGiavazziand Spaventa (1988)
and Dornbush and Draghi (1990). Two different empirical approaches to the evaluation of risk premia paid on
public debt bondare in Alesina, d®roeck,Prati and Tabellin(1992)and Favero, Giavazzi an8paventa
(1997).
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The main goal of Alesina and Perotti (1995) was to fill what in their opinion was a gap
in the standard macroeconomic literature fistal policy: the relevance of budget
composition. They criticisethe common practice ahinking aboutgovernment spending as
the vaguatem “purchases ofjoodsand services”: from a policgerspective, changes in the
composition of theverallbudgetmight be extremelymportant. By performing aempirical
investigation on 20 OECD countries over the period 196QH@¥ showed thafiscal
consolidations baseahainly on expenditure cuts are mdieely to be successful than those
implemented bytax increases. In particularilesina and Perotti concluded that the
composition of the consolidation matterssuccessful interventions - where again success is
defined as bringinghe ratio of debt to GDP on a sustained downward path - the largest
share of deficitcuts tends to be in transferspcial security and government wages; in
unsuccessful casesuts in these categories arensiderably smalleand instead, there is
heavy reliance otaxincreases and reductionspablic investmentThus, to succeed, fescal
adjustment must tackle those componentspoblic spending, like social security and
government wages, that have a tendency to automatically increase.

In a later work AlesinaandPerotti (1997aidened their research by looking at the
macroeconomic consequencedistal adjustments in botBuccessful and unsuccessful cases.
Sincethe successful tightening programme®re associated with realutput acceleration,
reduction in theunemploymentrate and improved international competitiveness, they
suggested that the composition of a government intervemtigint alsoinfluence acountry’s
macroeconomic performance. The most importdr@nnel thatiriggers or jeopardises an
expansion isthrough unit labourcost. They distinguished betweestandardneo-classical
effects andhoseemerging in unionised labour markets. In neo-classical maodelsabour
supply is influenced by income asdbstitution effects. If botkeisure and consumption are
normalgoods, thencome effect positively affecthie demand foiboth. Consider a reduction
in incometaxation: if the change ifiscal policy is expcted to be permanent tiealthier
individual is going towork lessbut to consume more. On tla¢her hand, the substitution
effectimplies thatthe sametax cut should increag@e supply oflabour. Thus, a permanent
spendingcut accompanied by an equivalent reductionincome &xation hagwo opposite
effects on labour supplyhe income effect tends to reducewhile the substitution effect
tends to increase it. Although itusually assumed th&br permanent increases in wealth the
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income effect prevailsempirically it has been shown that neither effect the individual
labour supply is very largeA much larger effectould be obtained psibly atthe aggregate
level in unionisedabour markets. An increase in labour taxation redws=dsyis paribusthe
after-tax wages of workers, and tHaads unions to demand highveages. If a monopolistic
union can pasthrough its demand, then the increased wagksmply higher labourcosts
and loss of competitiveness for domesitics. Alesinaand Perotti documented that tiseze
of this effect depends dhe structure of the labour markatd unions. Whethere is a high
degree of centralisation, unions are large enoudtllifo internalisethe tax manoeuvre and
therefore ask for moderate wage increases in resporfsgher labourtaxes. On the other
hand, if unions arsufficiently strong toshift the burden of the increased taxationfioms,
but notlarge enough to internalitee government budget constraint, thenitexeases can
have large effects on unit labour costs.

A differentapproach was used Besinaand Ardagna (1998) in theanalysis of the
consequences of discretiondigcal episodesRelying onthe samedata set used inlésina
and Perotti (19978)they dividedall the government interventions intwo groups: tight and
loosefiscal policies.Then, they subdivided eagjioup intoexpansionary and contractionary
casesFinally, they looked at a series b$cal and macroeconomic variablés each of the
four subsets. Their an finding is that a list of non-Keynesiagsults holdsymmetrically for
the episodes of tight and loopelicies. Asregards thanagnitude ofthe adjustmentthey
showed thatywith respect to the periodhmediatelypreceding the government intervention,
the (positive) variation of theyclically-adjustedbudget is larger during expansionary
episodes than during contractionary ones, in the case ofpijjbtes. Exactlythe contrary
holds for looseolicies, i.e.the (negative) variation is larger during contractionary episodes
than during expansionary ones. As for the composition of difféiseat plans, irthe tight set
the (negative) variation giublic purchases is larger during expansiamsle in the loose set

" On this pointsee Pencavel1986). For a complettreatment of the neo-classical approachfisfal
policy, see Barro (1989).

8 For a seminalwork on the relationshipbetween macroeconomic performanaed the degree of
centralisation ofvagebargainingsystems in OECD countries see Calmfangl Driffill (1988). For a recent
empirical assessment see Alesina and Perotti (1997b).

® Although they reportethe incompleteness of several time sefiies,samplaised consists of 20 OECD
countries over the period 1960-94.
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the (positive) variation is larger during contractidnkewise,the reduction in totalevenues

is larger during contractions in the tight set, whereas its increase is larger during expansions in
the loose set. Moreovethey didnot find evidence for a positive relationship between the
degree offiscal stress before the adjustment and its economic consequences: bletrelthe

and the rate of growth of the ratio miblic debt to GDP in théwo years precedinthe tight

and loosepolicies were very similar. Alesinaand Ardagna found that theemarkable
differences inboth composition andhagnitude offiscal episodeseported forexpansionary

and contractionary cases are consistent with both the wefiéittt and labour markets

arguments.

Other relevant contributions to the literaturefisnal policy havdocused recently on
several specifiarguments or sub-groups of countri€sselliandRinaldi (1998),performing
an empirical investigation akcentfiscal consolidations in EU countries, criticiséioe unit
labour cost argument for loss of international competitivenessppsed by Alesina and
Perotti (1997a)They hold that this channel of transmissiorfie¢al impulsesanonly work
if a country is committed to a balanced current account position. Furthetheyé|ustrated
that thecommonlyreferred economigolicy indications coming fronthe Mundell-Fleming
model with fixedand flexible exchangeate regimes have been surpassedh®yinsights of
new open-economy modéefsZaghini (1999) extended ankfined the empirical analysis in
CaselliandRinaldi by enlargingheir data setand by introducing a different measurefistal
performance. Alesin&erottiand Tavares (1998hvestigated whether there is evidence of
systematic electoral penalties or decreasing popularity for governments thabddasge
fiscal adjustments. They found th#te evidence points to the opposite: governmémas
implementrobustfiscal consolidations aresuallyrewarded at théallot box and remain in
office.

In the present paper | offeseveral improvements and extensionstte existing
literature briefly summarisedabove. To begin, thisvork makesthe two-step procedure
proposed in McDermott and Wescott (1996) nret@able by adding a statisticadtionale to
the selection criterion of discretionafigcal episodes. It also introduces a more accurate

19 See, for instanc&)bstfeldand Rogoff (1995) for a flexible exchangateframeworkandCaselli (1998)
for a fixed one.
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definition of fiscalsuccess and a morefined measure discal performance. Furthermore, it
analysesthe causality argumentnamely it investigates whethethe registeredpositive
correlation betweerfiscal success and improved macroeconomic performance can be
interpreted as the formenusingthe latter rather thawice versa. Thesample considered for

the empirical investigation comprises annuwdta from 1970 to 1998 for 14 European

countries.

3. Fiscal episodes in EU countries

The worsening ofiscal imbalance®ver the 1970s and 1980simdustrial countries
and inEurope in particular is attributable to the fact that growthowmernment expenditures
exceeded that of botbublic revenues anithe economyTable 1 shows that ithe European
Union'* the ratio ofpublic expenditures t&DP rapidly increased fror85.4 percent in 1970
to 48 percent in 198@emainingabove thidevel until 1998. Although current receipts were
growing aswell over the sam@eriod, they were constantly lower than expenditures. The
composition of government revenues has also chaomgedime: in1970 the rain source of
receipts were indirect taxdsyt starting in 1980 direct taxes proved to be the most important
source of governmeritinding. Social security contributions increased more #ranother
item over the period, both in absolute and relative terms.

Sincethe mid 1980smany European countriesave implemented large consolidation
plans aimed at reducirfeggcal deficits and bringinghe debt/GDP ratio on a downward path.
Some reached thefiscal targets;manyothersfailed. Moreover,substantial adjustments often
have been delayefbr the widespread fear of lkely contractionary impact on economic
performance. Howevethis hasproved not to be theule: during and after severebbust
fiscal consolidations aggregattemand increased amdany economies witnessed vigorous
expansions. Hencéwo questions arise: 1) what makediscal stabilisation successful? 2)
why are some consolidatiorexpansionary andthers contractionary?his section of the
paper tries to answer the first question; the next section deals with the second one.

1 Henceforth, when speaking of the EU, | refer toftiewing 14 countriesAustria, Belgium, Denmark,
Finland, France, Greece, Germany, Ireland, Italy, Netherlands, Portugal, Spain, Sweden and UK.
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Since the nain interest of the present research concernsiripact of different
discretionary policies, it is ofjreat importance to correctlydentify the relevantfiscal
episodes. As suggested by theeviously mentioned literaturéghe measure of théscal
stance must not be influenced by the business cycle and it must avdisctiepancies among
countries resulting from different interest paymehRts. this reason, it is important tely on
a measure of thigscal stance based on the yearlyange in th@rimary balance sincaterest
payment isnot avariableunder the direct control gjolicy-makers. Furthermoreising the
first difference ofthe total balance to measure thiscal impulsewould add to the
discretionary change an arbitrary value that differed fcoomtry to country and ovdime.
Although a highetevel of interest paymentnight signalthe need for a larger contraction in
order to lowergovernment unbalances, tine present paper, asail previous contributions
on the argument, attention will be focused on primary balance changes.

Concerningthe business cycle, it must be mentiortédt, unfortunately, there is no
universally accepted method afyclical correction. Foreach country, the most important
international organisations (IME)ECD, EuropearCommission.etc.) computeheir own
value of the so called “potentialitput” and then base their measures of fistahce on the
difference betweethe value of the actugbrimary deficit andhe primary deficit that would
have prevailed had expenditures and recegptsvn with potentialGDP. Giavazzi and
Pagano (1996) and McDermott and Wescott (1996) used the Q@€lital correction in
their empirical investigations; Case#ind Rinaldi (1998) employed the one proposed by the
EuropeanCommission; Alesinand Perotti (1995, 1997aand Alesinaand Ardagna (1998)
relied on a measure introduced by Blanch@d@93) thatbases thecyclical correction of
government outlays and revenues on yearly changes in the unemploymént rate.

In this paper | use both actual daaad cyclically-adjusted values frothe European
Commission, so thahe source of data isniquer> The measure of thiiscal impulse | use
throughoutthis work is thefirst difference inthe ratio of thecyclically-adjusted primary
balance to GDP (CPEom now on). Furthermoresincethe focus of theanalysis is on
significant changes ifiscal stance | disregard vergmall changes in CPB: since royclical

2 For a discussion of alternative methods of cyclical correction see Blejer and Cheasty (1993).
13 See European Commission (1995) for the complete description of the procedure of cyclical correction.
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correction is perfect, byonsidering onlyrobust fiscal episodes, | further reduce the
probability of being unduly influenced by cyclical factots.

In order to attain a neatentification criterion othe significant fiscal impulses, which
relies on existinglata, thefirst step is to check whether the Nornagdtribution is agood
proxy of the data. Thus, the 381 yearly changes in the CP&ibdevided into 7 @in groups
and the density dhe actual distribution is compared to that of a Normal migan0.07 and
standard deviatioh.51. Then, &hi-squardest is inplementedthe empirical value obtained
suggests that there isg@odapproximation between actual and theoretitzth™ As a final
consequence it is possible to refer to the intervals subdivision reported in Table 2.

Sincethetwo central intervals can be considered “ordinary” government interventions
I do notinclude them irthe definition of significant fiscakpisodeswhich instead includes
only very tight and very loose fiscal policies.

Definition 1: A period of verytight fiscal policy issuch that one of théllowing
holds:

1. the CPB improves by at least 1.6 percent over one year;

2. the CPB improves by at least 0.8 percent a year for two or more years.
Similarly a period of very loose fiscal policy is such that one of the following holds:

1. the CPB worsens by at least 1.4 percent over one year;

2. the CPB worsens by at least 0.7 percent a year for two or more years.

According to this definitionpver the period 1970-1998, Europ#tnessed 98 fiscal
episodesequally divided into 49ight and 49 loos@olicy interventions: Table Beports the

14 Notethat an absolute measuthe firstdifference inthe CPB) is used here to identifpe significant
changes in fiscal stance, wherdghe relative improvement in theublic debt/GDPratio will be used to
evaluate thesuccess obach episodelhe use of an absolute measure, which is easientterstandhan a
relative one, is preferable when referringthe budget balance, sindbe discrepancies c€PBs over the
1970-1998 period are less pronounced than those reported for public debt stocks.

1> Thevalue of 9.13 computed by comparitite two series of actual antheoretical data is smalléhan
both the 5% and.0% threshold of a Chi-squared distribution with 5 degredseetiom (11.07and 9.24,
respectively).Then, thaull hypothesis of coincidence tfie two distributions cannot be rejecteden at a
level of significance of 10%.
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full list andthe magnitude of these episodes. Frtme table it ispossible to see that the
majority oftight episodes wernplementedver arelatively long time-span: this meatisat
European governments preferred a strateggradualism tahe “cold turkey” option.This
wasespeciallytrue in the 1990svhen, although the fiscaldjustments registered the highest
efforts, the lengths of the stabilisation plans turned out to be the longest.

In fact, it iseasy to verify thaseveral episodes lasted more tiao years: there are
five fiscal expansions anden stabilisations lastinghree or more years. The procedure |
introduced tadentify the correctength of eacHiscal episode marks a sharp difference with
respect to previous work€onsider forexamplethe identification definition poposed by
McDermott and Wescott (1996hey suggest considerintposefiscal consolidations that in
two years induced a 1.5 percemiprovement irthe structuraprimary balanceprovided that
each variation was positive. This selection criterion has two major drawbackshétstgth
of the fiscaladjustment is subjectivelget totwo years; secondmechanicaluse of this
definition might lead to arundue accumulation osignificant episodes. As to thdirst
drawback, thelefinition ignoresall one-shot interventions and theseems to be no reason
why a fiscal stabilisation should last for only two years.

As to the second drawback, considerftiil®wing exampleOver the fouryears from
1986 to 1989 thérish authoritiesmplemented aobust consolidation: the CRBiproved by
more than 7 points with an averagelo® percent a year. Sinegy two consecutive years
satisfy the condition ofimproving the budget by more than 1.5 percent, McDermott and
Wescott reported thredifferent adjustment§1986-87, 1987-88 and 1988-89) fibris one
stabilisation,thus subjectively multiplyingand overlappingsignificant plans. This defective
individuation of relevanfiscal episodes haanother, and possibly more important, drawback
involving the evaluation ofthe macroeconomianpact of different fiscal policies. Since in
determiningthe short-run consequences of an adjustmentabnsmon inthe literature to
refer to thevalues of several economic performance variabletheénperiodsimmediately
before and after the tightening, the fact that theresaxeral overlapping episodesll
inevitably lead toconfusion between thgears in which each plan is implemented and the
periods used in evaluatinige impact.This in turnmayunderminethe reliability of the results
and the soundness of the conclusidrtss critique applies also tthe works ofAlesina and
Perotti (1996)and Alesina and Ardagna (1998). Bgontrast, theselection criterion here
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proposed is fullyable to identifythe correciength of anyfiscal episode because it does not

impose any temporal constraint.

Table 4reports theaverage changes in the CPB andutslamental componenigth
respect to théull samplethe 49 episodes discal loosening and the 49 b$cal tightening.
From thefirst column, which listeshe number of yearlyobservations, one can see that the
average length discal expansionand contractions are quisamilar: aloosepolicy lasts on
average 1.%ears,while atight policy lastsjust a little longer,1.8 years. The lastolumn
shows that the magnitude of the government interventions during both loose apdligigs
is impressivethe average change in the CPB is abbsepercent of GDP in bothstances.
However, the most interestingsights come fronthe two middle columns in which the
average composition discal programmes iseported.From thefull sample it emergethat
although the fiscal impulse is on average closed, it is the result of aimcrease in both
primary expenditures améceipts, the lattdseingthe larger. Looking at the contractions and
expansions, it is instead clear thigé overall change ithe CPB is the consequence of the
opposite use of revenues and outlays. In fact, during lpolggesthe budget worsening is
achieved mainhthrough increasegublic expenditureg1.28 percent of GDP), buturing
tight interventions it is achieved through much higher levels of taxation (1.36 percent).

Having identifiedthe set ofsignificant stabilisatiorprogrammes, the next step is to
assess which of themere successful. Ithe recent literature on the subject ip@ssible to
find several identification criteria but, even if they dot differ substantially from one
another, none othem is thoroughly satisfactory. Th&o variablesupon which the
definitions of success usually rely are the ratios of puldit and structurgrimary deficit to
GDP. As for the second indicator, consider ifstancethe definition used byAlesina and
Perotti (1997a): &iscal policy is successful if ithe threeyears aftethe tighteningthe ratio
of CPB to GDP is on average at least 2 percent of GDP below that registered in ybarlast
of the tightening. Althouglappealing,the use of the structural budget ewaluating the
success of an intervention cannotjlified in thisframework. Sincehe cyclically-adjusted
balance is already used to measurdifoal stance of governments, it would be inappropriate
to use it again athe indicator of success. Moreoveiyen thatthe identification criterion
implemented by Alesinand Perotti suffers fromthe inconvenience of multiplying and

overlapping public interventions, when several adjustm@regdap or are simply consecutive
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theremight bethe possibility thatthe same value othe CPB isfirst used as a measure of
fiscal impulseand then used again in evaluatihg success of a previous adjustment, thus
makingthe success of a stabilisation plan depenig on themagnitude of successiviscal
consolidations.

The othermeasure commonlysed in the literature to asses flseal success of an
adjustment is thpublic debt/GDP ratio. McDermott and Wescott (1996) sugigsling as
successful those discretionary government interventions that achieved a reduction of at least 3
percentage points in the ratio of grgaslic debt to GDPwithin two years aftethe end of
the two year fiscal tightening. Alesina and Ardagna (1998) require a more dewling
condition be satisfied: withithree years, the debt/GDP ratio must be at least 5 percentage
points below thdevel registered in the lagtear ofthe adjustment. The rationabehind this
kind of requirement ishat, in order to be considered a succedscal consolidation must
produce anmmediatereduction in theublic debt and force it to ream on a decliningrend
after the adjustmengince | am in agreement with this reasoning, inwuosk | propose two
refinements tahe abovedefinitions of succesghe first concerns the choice of thpublic
debt/GDPvalue to which one should referander to compute thienprovement irthe ratio;
the second takes into account ttiéferences amondsuropean countries in theinitial
conditions of indebtedness. Sinitee selection criterion heimplemented makes it possible
to find consolidations that lasted more thavo years, it might be possible that in a long
lasting adjustment early evidence thle desiredeffect of debt reduction becomessible
during the implementation of the intervention. If this were the casutile debt/GDP ratio
in the last year athetightening might be poorly representativetiodé value ofthe public debt
during the whole adjustment. Thus,tims context, the average of the debt/GDP ratio over
thefull span of the stabilisation planlikely to be a bettereferencdevel of public liabilities.
Moreover,sincethe conditions ofndebtedness diffesicross countries and also ovine, a
yearly reduction in public debt of, say, four percentage poin&D# might be considered an
impressive improvement in Finladlt just anordinary variation in Belgium or Italywhose
level of indebtedness islefinitively worse. Likewise, a reduction ofive points would
represent an improvement 0% in today’slreland but it wouldhave weightednly four
percent in thesame country inl987,whenthe debt/GDP ratio wawell above the 100%
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threshold. Therefore, | have ustt relative magnitude othe reduction opublic liabilities
to obtain the following definition of fiscal success.

Definition 2: A period of tightfiscal policy is successful three years aftahe end of
the adjustment thpublic debt/GDP ratichas beermreduced by at least 5% relative to the
average value of the same ratio computed during the whole consolidation period.

The 12 cases of successful adjustmetgstified bythe abovedefinition are listed in
Table 5. The first columreports theaverage value ahe public debt during theadjustment
period, the second thalue of the debt thregears aftethe end of thdiscal episode and the
third the percentagenprovement. As fothe length of successful adjustments, it is easy to
see that there isnly one consolidation of one yedive of two years, three of three years,
and three of four years. Moreover, the percentage reduction iputtie debt/GDP ratio
measured after three yedaliffers sharply among stabilisation plans: ranging ftbe modest
improvement forthe Netherlands in 1993 (just above the 5% threshold) tontpheessive
achievement of Swedish authorities1i®86-87 with a reduction ipublic liabilities of more
than 27 percent.

Because of the stringenteadline(1997) for entrance in stage three of the EMU,
almostall European countrienplementedrobustfiscal adjustments in the 19908mong
them there were Successful stabilisation plans that endeti9@7 or 1998: Austria 1996-97,
Greece 1996-98, Italy 1995-97, Spain 1996-97 and the UK 1995-98. Foctmssdidations
the values ofthe public debt needed tanplement Definition 2are drawn fronthe Autumn
1998 forecasts of the Europe@ommission.Furthermore sincethe latestavailable debt
forecast is for thgear2000,0nly a two-year period after the end of the adjustrhastbeen
considered for Greece and the UBomparing Table 4 with Table 5, it emerdkat, among
thosetightenings implemented ithe secondhalf of the 1990spnly the 1995-97French

16 Note thatonly 16 out of 49 adjustments achieved a reductioh@public debt/GDPratio after three
years. Among them, Greece (1993-3Bg Netherlands (1991$weden (1971and the UK (1980-81) did not
reduce public indebtedness sufficiently to breach the 5% threshold.
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tightening didnot end successfully. Aegards the othesuccessful consolidationgur were
implemented in the first half of the 1990s and three in the 1980s.

If the percentage reduction in thablic debt/GDP ratio were measured with respect to
the last year of the adjustment, two plans would no longer be successful: A@88t&7 and
Denmark 1983-86. Theexclusion of the latter consolidationclearly shows the
inappropriateness of a definition of success basati@walue of the debt in the lagear of
the tightening. The stabilisation plan implemented by Dasighorities in the fouyears from
1983 to 1986 obtained a notewortimyprovement inboth the structural budget ampablic
debt® Public liabilitieswere reducedrom over 70 percent in 1983 (73.4) tess than 60
percent in 1987 (59.6): thehange in the debt dynamiess so rapid that thealue of the
debt/GDP ratio in the lagear ofthe adjustmen63.7) wasseven points belowhe average
over the whole period (71.1). The three-year after improvement computecespict to the
last year would then be a moddst percentyhile the “average’improvement is drilliant
14.6 percent.

Using an absolute criterion instead of a relative one would not change the results if the
improvement required tdassify as auccess were set to four points of GDP; howevierea
percent threshold would excludbe Austrian - byfew basis points - andhe Dutch
adjustments. Nte that adefinition based on an improvement four percentage points is
more (less) stringent than a relative 5% wlitea debt/GDP ratio is below (above) 80
percent, whereas fave percentage points criterion is more (less) stringent Befmition 2
whenthe debt/GDP ratio is below (above) 100 percerable 6 displayshe magnitude and
the composition of the 48scal consolidations divided into successful and unsuccessful
policies. The greatlifference betweethe two groups ofadjustments ismmediatelyclear.
Although themagnitudes werédentical (areduction in the structurgdrimary balance of
about 1.9 percent of GDP), thightenings that satisfy Definition 2 wenmaplemented with
broad-based spendinguts (1.4 percentand a muchsmaller increase inakation (0.4
percent); however unsuccessful consolidations were Imagiety on robust taincreasegl1.9

71n the sixsuccessful consolidations faich a period of moréhanthreeyearshasalready elapsed, no
other fiscal adjustments habeen implemented sindbe relevant discretionary action; hence, the reduction
in the public debt/GDP ratio is fully attributable to the selected stabilisation programmes.

18 See Giavazzi and Pagano (1990) for an extensive analysis of this large fiscal consolidation.



23

percent),leavingthe expenditureside of the budget almost untouched. Témgths of the
two sets oftightening programmes also differesignificantly: on average, successful
adjustments lasted.7 years,while unsuccessfutonsolidations werémplementedover a
much smaller time period..6 years. Amondhe 12successful cases there were 6 adjustments
of more than 2 years (exactly 50 percenthef total) whereas just one wiagplemented in a
single year (8percent). By contraspnly 4 out ofthe 37unsuccessful consolidations (11
percent) lasted more than two years, the majority being implemented in or§d4yparcent).
Thus, thereseems to exisstrong evidence in favour of @ositive correlation between the
length ofthe adjustment and the probability of achieving a fisoakess? It is important to
emphasise that, since tiaentification criteria implemented in previou®rks only examine a
fixed two-year scenario, trenalysis ofthe length offiscal episodes has been neglected in the

literature until now.

To compare the role of duratiosize and composition olie 49fiscal consolidations, a
Probit specification model is estimated. The goal of this econometric investigation is to
predict theprobability thatthe debt/GDP ratio W decline by at least percentwithin three
years, conditional othe informationabout thecharacteristics of the contractionhis is a
binary outcomeoroblem, the dependewariable assuming onlgvo values: 1, wheithe fiscal
episode is successful; 0, otherwise. The three relevant characteristicsgiftainfluence the
probability of succesare: thelength ofthe adjustmentDURATION, the total improvement
in the cyclically adjustedprimary balanceSIZE and the relative weight dhe expenditures
cut measured as a percentage of the overall budget imprové&@@ROSITION

Table 7 displayshe results ofwo Probit specifications. Ithe first estimationthe roles
of the three independemnariablesare evaluategbintly. From the T-Ratiosit is possible to
verify that SIZE is not sigificant, while the othertwo variablesare both significant,
COMPOSITION performing better thalDURATION. In the seconeéstimation SIZE is
omitted. Both the goodness fiff and the value of the Pseudo-R-squared aamunchanged,

suggesting the irrelevance of the dimension of the adjustment in determinprolbadility of

19 The difference in the average length of consolidation programmeésebasalso tested via &ntest and
a T-test leading to the rejection of the null hypothesisnagfanequivalence with an astonishingpd degree of
significance.
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fiscal success. On the other haDdJRATION andCOMPOSITIONarehighly significant and
their coefficients daot differ substantially fronthose in théfirst Probit specification. How
thesetwo characteristics independentifluencethe success of an adjustment is computed in
Table 8.

Readingthe table bycolumns show$iow anincrease irthe length ofthe adjustment
influencesthe probability of success, foany givencomposition of the contraction. For
example, looking athe lastcolumn one can see that thgrobability of implementing a
successful consolidation increases from 5 percent to over 40 percent when itsleegtes
from 1 to 4 years. This implighat, foranyreduction in the CPBegven ifthe averaggearly
effort is smaller,the probability of reaching a fiscaluccess W be muchgreater for longer-
period adjustments.

Readingthe table by rows shows how tpeobability of success changesthsrelative
weight of the reduction ipublic expenditures increasésioking at the lastow, onecan see
that theprobability of reaching a successnsre than doubled wheshifting from ataxation-
based adjustmei@@0 percent of the contraction acked by expenditureuts and 60 percent

by tax increases) to one based fully on public expenditure cuts.

The findings of the empirical investigationsoposed inthis section provide enough
evidence to try to answer tliest questionposed at théeginning of thissection concerning
the characteristics thamake a fiscal stabilisatiosuccessful. Firstthe striking difference in
the composition of thetwo sets of adjustments inducethe conclusion that fiscal
consolidations that concentrate on the expendiide are morelikely to achieve a long-
lasting reduction inthe public debt/GDP ratio than tax-based adjustments. Second, the
statistical evidence seems soggest that théength of a stabilisation plan might be more
important than its magnitude in determiniihg outcome of an adjustment. Even [itans of
equal magnitude, the longer the duration of a plamordikely it is to succeed in reducing
the debt ratio. Third, in contrast with the findings of McDermott and Wescott (1996), there is
no evidence of a possible positive correlation betwkemagnitude of a fiscaffort and its

likelihood of achieving a significant improvement in government finances.

Alternatively,the relationship betweethe characteristics @uccessful adjustments and
the reduction in public debt can be interpreted in terms of the soundness of the government in
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charge. Indeed, imight be possible thahosepolicy-makers that havime strengthtechnical
expertise and politicadupport to tackle theroblem of growingpublic finance unbalances
choose toimplement fiscalcontractions based on large reductiongutlic spending. By
contrast, it might be easidor cabinets that lack strength tely on tax increases to
temporarily facehe problem. lithis were the case, the successstbilisation programmes
would directly reflect a government’s ability to use the right policy-making instruments.

4. Macroeconomic consequences of fiscal consolidations

In the previous section theffectiveness oEuropeanfiscal consolidations has been
measured through thenduced changes in government indebtedness, tmaking
“effectiveness” coincide with*fiscal successfulness”. A secondiay of assessing the
effectiveness of a stabilisation plan consists in evaluating its macroeconomic impact by
comparing thevalues of a series of economic performance indicators before, during and after
the adjustmentSince both procedures areecessary for a complete understanding of the
consequences of government tightening programiies,next step of thenalysis is to
investigate the macroeconomic consequences of the 49 fiscal episodes already isolated.

Table 9 follows 10 macroeconomic variablésr the full set of significant
consolidations, reporting their averagdues duringhe wholefiscal episode, during the two
years beforehe beginning ofthe tightening, and during theo years followingthe lastyear
of the adjustmerff The fourth andfifth columns of the table compute théifferences

between the periods “during” and “before” and the periods “after” and “before”, respectively.

A first look at the dataeveals thatheimmediate impact ofight fiscal policies is very
close to the situation described by stand&wynesiartheory concerning aut ingovernment
purchases or an increase in taxation. Ftbendifference betweethe periods‘during” and

201n Table 9, 1Gand 11:GDP isthe grosslomestic produateal change on preceding year; Consumption
is the private consumption real change on preceyldag; Investment ithe gross fixed capital formatioeal
change on preceding year; Unemploymenhé&number ofinemployed as a percentageha# civilian labour
force; Current Transactions is the balance on current transactions with the restafldhas a percentage of
GDP; Inflation is the consumer prices general index percentage change on preceding year; Interest Rates (ST)
and(LT) are the short-terrand long-term interest rategspectivelyExchange Rate ihe nominalkffective
exchange rate percentage change on precadiag ULC isthe totaleconomynominal unitlabour cost
percentage change on preceding year. Sources: European Commission (1998a and 1998b).
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“after”, it emerges that theate of GDP growtHalls by close to half goint, the change in
private consumption is negative and large as wed,unemploymentatio grows by more
than 1 point, and interest ratéscline. The major indications coming frahre simple IS-LM
model are fully satisfied. Therobust increase in investment is also consistent with the
Keynesian scheme: it due to thecrowding-in effectbrought about by a reduction frublic

spending.

Furthermore, referring tthe standard AD-ASnodel with variable prices and to the
open economyundell-Fleming model with variable exchangges, a neat correspondence
to the theoretical tenets Keynesiartheory emerges again. Duritige adjustments there is a
nominal devaluation of the domestic currency and consequenthimarmovement in the

current account balance and a marked decline in the inflation rate.

Yet, looking at the periotnmediately followingthe adjustments, it {gossible to verify
that while several variables maintdlre same sign as ithe previous period, othechange
sign and invert theitrend. In particular, both GDP and consumptpow at afaster rate in
the two-year period after the consolidation than in the period before the tightening, and the
rate of growth of investment i®o robust to be attributed to treowding-in effect only.
Sincethe evidence from Table 9 m®t conclusivethe same 10 macroeconomic variables are
reported separately for the two sets of successful and unsuccessful consolidations.

Table 10reports theseries of economic performance indicators thoe successful
policies, while Table 1XMoes thesamefor the unsuccessful cases. The difference in the
behaviour ofthe economy during and aftéhe two sets ofadjustments is striking. During
successful consolidatiortee rate of growth of GDP is 0.86 poirtigyher than before the
adjustment and thélifference increases t@.01 points in the two-year period after the
stabilisation plan. During unsuccessful episdthesrate of growth of theconomy decreases
by almost a point, and it returns to the previdegel only two years later. Private
consumption follows gatternsimilar to that of GDP in successful consolidationbut in
unsuccessful casethie scenario worsensven inthe immediate aftermath dhe adjustment

the rate of growth of private spending fails to return to the pre-existing level.

Private investment shows a trbeomin successful casethe rate of growttaverages

over 5 points both during the adjustment period and also in itenthediateaftermath. If
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one considers anean value oR.7 years forthe length of successful episodes, then the
cumulative growth rate over th@éwo periods “during” and “after” isabout 26 percent.
Conversely, during th@mplementation of unsuccessful policies investment shrinks and the
cumulativegrowth rate isonly 2 percent. Thénflation rate does nobehave differently in
successful and unsuccessful cases: it decreases significantly in both.

The unemploymentatio also performslifferently inthe two sets ofpolicies. During
the consolidation periodnemploymengrowssignificantly inboth cases, but aftsuccessful
programmes, unemployment Iswer than “before”, and after unsuccessful adjustments, it

increases even further.

Very interesting observations also emerge fthainternational relations indicators. As
tables 9 and 10 show, both types of adjustments were precedsdbstantialnominal
depreciations ofabout thesame magnitude. This observation, in conjunction with the
reportedsimilarity in thelevels ofboth long-run and short-run interest rates intthe years
preceding the fiscal tightening, might suggest that the stance of mopebagyalone isnot a
crucial factor in determiningthe success of a stabilisation pl&owever, during and after
successful cases theominal exchangeate reverses its trend, andisplays a small but
significant appreciation, but inunsuccessful adjustmentise nominal depreciation persists
both during and after thstabilisation plan. In spite dhe different behaviour of exchange
rates and unit labowosts, theébalance on current transaction showszaable improvement
in both cases: it switches to a surplus adtercessful consolidatiotmut it improveshe most

after unsuccessful policies.

A final consideration concerns tihehaviour of interegtates. Short-term interest rates
are stable during unsuccessful polidiesthey decline greatl{2.5 percentfluring successful
consolidations. In the two-year period after the adjustments, though thersigsifizant
reduction (1.3 percent) in unsuccessful cases, there is once again a bias in favour of successful
plans, which strikinglyeduce interest rates by almost 5 percentage points. Though the trend
in interest rates inot dssimilar inthe two sets ofstabilisation planshe reported reduction
might depend on different circumstances: improtfiedncial confidence andeduced risk-
premia might lead tdhe decrease isuccessful consolidationsyhile weaker economic
growth might cause the reduction in unsuccessful cases.
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Although the statistical evidence gatheredesy neat, particular attention must paid
when drawingthe relevant conclusions, because of the bnreadtility registered in the
sample.However, thedifference inthe economiampact of stabilisation plans is indeed
striking. During unsuccessful adjustments the macroeconmniextdeeplydeteriorates and
only after two yearsthe economy shows a partial recovery. In this kind of consolidation
Keynesian effects prevailbudget improvementsare associated witlpoor economic
performance. On thether hand, the adjustments thathieve a sizeable improvement in
government financetend to be associated with better economic performance. During and
after these consolidatiortsgher consumption and investmdrdgost aggregatdemand and
GDP growth.

The framework described abovefidly consistent with theexpectationview theory.
Only thosepolicies thatare deemedredible bythe privatesector areable to modify the
consumers’ budget constraint. When a fiscal stabilisation is implemented over a relatively long
period and relies mainly on spending cuts, leaving the tax sithe b&lancesheet unaffected,
it creates a positive wealth effect: consumers perceive that their future resources are
permanently increased and adjust their optimal consumpigdh to thehigher level of
permanent income. In addition, the regaineztlibility of the public sectorallows a reduction
in therisk-premia paid on government bonds, leading to an overall savidglirservicing
and to a further decrease in the present and future neeturfding. Moreover, the
consequent generalised reduction in interatss boosts privatavestment; this effect ight

be even stronger than the wealth effect on consumption in raising aggregate demand.

The affirmation that successful consolidatiom® on average expansionary mighast
doubt about thecausality ofthe relationship betweefiscal policy and economigyrowth.
Indeed, it could bepossible that successful plamse such because a positibbasiness
environment facilitates a reduction public liabilities. In order to disentangléhe various
channelghroughwhich fiscalconsolidations and economggowth mutually influence each
other, the next sectiaeportssome stylised facts that emerge frtre analysis otthe period

immediately preceding the implementation of successful and unsuccessful policies.
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5. Fiscal consolidations an@x-anteconditions

Two possiblefactorsmay influencethough indifferent waysthe propeidentification
of successful stabilisation planthe pace of economigrowth and the condition of
governmentiabilities. In thissection | try to investigate whether these factyeshinding for
the present analysis.

Economicgrowth affects public finances itwo major ways: first, a higher pace of
growth implies larger revenues from taxation and reduced disbursements for smtiatys
second, the ratios gfublic debt anddeficit to GDP are reduced by the largalue of the
denominator. Thus, even if authorities dot implement anydiscretionary adjustment, in a
period of increasinggrowth, the ratio ofpublic liabilittes to GDPmay automatically be
reduced in thewo above-mentioned ways. On to¢her hand, the empiricalesults of the
preceding section show thanly a particular type of adjustment appears to be followed by
high growth, namely those consolidations that achievkxhg lasting improvement in the
public debt/GDP ratio. limight bethe case that in the thrgears after theirmplementation
successful adjustments benefited from higipawth rates than those registered after other
fiscal plansand in fact this largeGDP implied alower level for the very indexused totest

their successfulness.

A first possible way to checkhe relationship betweefriscal policesand economic
performance is to use amdex of success thaloes not depend on actual GDRaté&lthat in
Section 3 the measure pdiblic liabilities used to isolate successful adjustméhis ratio of
current debt to current GDP) depended on the phase btitieess cycle dhe economy. A
better measure would be obtained if #adue of publicdebt during and after each adjustment
could bedivided by potentiaGDP. Unfortunatelythis ratio is notdirectly available from any
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of the major international organisatiortdowever, given the availability of anoutput gap
measure, it is possible to compute the desired index indiféctly.

The results obtained by computing, aPwfinition 2,the percentagenprovements in
the government debt/structural GDP ratio with respect to the average value registered during
each adjustment areported inTable12. There are 18ignificant fiscalepisodes that ended
in a reduction of theyclically-adjusteddebt/GDP ratio. The 12 adjustments that brought
about the larger reduction aggactlythe successful consolidations isolated in Section 3. The
table shows that frorthe 1986-87Swedishfiscal contraction to the 1991 Dutdtabilisation
plan, the improvement induced in publi@bilities breaches the 5 percent threshadldiong
thefiscal contractions that werabelled as successful by means of current measanlysthe
Greek adjustmenmplemented irthe secondalf of the 1990s doesot satisfythe required
condition forcyclically-adjusted successfulnestowever, although the Greek improvement
in government finances has been measureth®hasis of awo-year periocnly, instead of
the usual three-year period becausetttég missing availability ofdebt projections foyears
after 2000, thevalue registeredfter 2 years isot far from 5percent. There are four other
adjustments that achieved an improvement in government finances, buhesase of non-
structuralvariablesthe reduction in theyclically-adjusted index wasignificantly below the
5 percent threshold.

21 The measure of the output gpmvided bythe European Commission is tHi#ference betweeactual
and potential GDP divided by potential GDP. Then, defivinghe actual GDPYr the potential GDFD the
public debt an®G the output gap, in any period the following relations must hold:

Y, -Y.

[1] oG=-*~2_F.
P

2] D_DY.
Yo Y, Y.

From [1] it is easy to get the ratio of actual to potential GDP:

Y
[3] A =1+0G.
YP

Then, therequested cyclically-corrected measure of public liabilitas be written as a function of
available values only:
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[4] vy (1+0G).
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A second step itrying to isolatethe effect offiscal policies fromthe macroeconomic
context is to look at théusiness cyclephase in the perio@dmmediately preceding the
implementation of eacliiscal plan. Giventhe presumption thaonly successful policy
interventions areable to produce an accelerationgrowth, thereshould be a relation of
independence betweghe economiaontext before the adjustment and the success of the
stabilisation. Thus, | would expect thathalf of the cases theconomy is in a boom phase
and in the othehalf in a slump. Defininghe first year othe adjustmenimplementation as
Table 13reports theeconomic phase in yeaiand int-1, theyear preceding each successful

fiscal contraction.

The cyclical phase in either of théwo year is measured by thagn of thefirst
difference ofthe output gap. Aminus” indicates thathe gap between actual and potential
GDP is decreasing if positive amttreasing in absolute value if negatitleys attesting that
theeconomy is on a downward trend;pus” denotes the oppositeence an upwarttend.
The table shows that there afige cases (AustriaBelgium, Ireland, Netherlands and
Portugal) inwhich both signsare ninus: a cleaphase of recession. On ththerhand, there
are four adjustments (Denmarkaly and Sweden irthe 1980s and the UKthat were
implementedafter at leastwo years of highgrowth. Finally, there are 3 cases of alternate
signs: intwo the business phase moved from a recession to an expansion and ihe
oppositetook place. Hence, the statistical evidence shewgeriods inwhich the economy
witnessedgrowth close to or above average asi® episodes inwhich the cyclical outlook
was the opposite.

Summarising, orthe onehandthe use of a measure gublic liabilities that is
independent of the business cycle shows that the consolidations labelled as successfal are
not because of a higheate of growth; on the othdrand, the analysis d@he cyclical phase
indicates thatbalf of thesuccessful consolidationgere implementedafter a period of low
growthwhile the otherhalf after a period ohigh growth, suggesting agaithe independence
of fiscal results from the economioutlook. Thus,although the procedure afyclical
adjustment mighthot beperfect due to the fact that ortlye denominator of the ratio has
beencorrectedand the analysis dhe business phase the periodimmediatelybefore the
implementation of fiscalcontractions isonly indicative, it is possible to maintain the
previouslystatedconclusion thathe characteristics afuccessful adjustments (composition,
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persistence, and size) are essential in determining the positive economic perfoaparteel
in the immediate aftermath of stabilisation plans.

The second factor thanight influencethe success of a fiscalontraction is the
condition of government liabilities before the implementation of the adjustment. As mentioned
in the second sectionyhen fiscal stabilisationsre infrequent in timebut robust once
implementedthe private sector’s expectation that a lafigeal restrictionmay soon occur is
stronger in the presence bigh publicdebt/GDP ratios or when budgeég¢ficits have been
rapidly growing (Bertola and Drazen, 1993; Sutherld®®7). If acredible fiscakontraction
is then implemented, it is easi®r consumers to suppose that the future tax burdieibev
lower and consequently they adjtise level of present and future consumption to thgher
permanent income. This in turn boosts aggregate demand and output growth.

Table 14 showshe condition of governmeriinances,throughseveral indicators of
“fiscal stress”, forsuccessful and unsuccessful policies. The average valyaslaf debt,
change in public debt and actual budgaanceare reported for thewo years preceding the
tightening plans antébr the whole period of adjustment. Th#éferences in théwo sets of
fiscal contractions are@gain remarkable. Before succesgioliciesthe level of publicdebt
was almostwo times larger than that reportééfore unsuccessful consolidatioBg,4 and
48.4 percentelative toGDP respectively. Furthermordhe public debt increased atrauch
faster rate: 3.7 points year versughe 2.8 points irunsuccessful cases. Alsbe budget
deficit was in amuch worse position: beforsuccessful episodes it waser 7 percentage
points of GDP, while it was just below 5 percent before unsuccessful adjustments.

Things changed dramatically durintiie implementation ofthe fiscal episodes.
Although thelevel of public debt washigher during than before successful policies, the
average change over the period of adjustment was nega@asing that public liabilities
already started to decline. On the other hand, during unsuccessful episateskiapublic
debt washigher in absolute value arnlde rate of growth acceleratedlso the actualdeficit
behaved differently irthe two sets ofpolicies: while it is improved substantial{glmost 3
percent of GDPYuring successful consolidations it didt show a relevant change during

unsuccessful plans.
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The possibility of a non-linear relationshipetweenpublic indebtedness anfiscal
successfulness igot ruled out by the evidence gathereflom the sample of European
consolidations. On the contrary, it pessible to favouthe hypothesis thathe worse the
government liabilities, the more likely a tightening program is to succeed.

6. Conclusion

The experience of Europeéiscal policyshows that in the last three decades only 12
stabilisation plansout of 49 induced a significantreduction in governmentiabilities.
Moreover, the largemajority of tightening programmes caused deteriorating economic
performance. However, theconomy’s reaction tdiscal contractionsdiffered greatlyover
time. Although the stabilisation of the debt/GDP ratio might not have been thetaligettof
discretionary adjustments implementedhe 1970sgiven the relatively low level of public
debt, none of the consolidatiomaplemented inthoseyears were successful. the 1980s
only three adjustments achieved the double result of reduguidic unbalances and
stimulatingaggregatelemand: for a while thesepresented more an econoroigiosumthan
the statistical evidence pbssible non-Keynesian effectstbe fiscal policy. Things changed
in the 1990s: pushed by the neeccbmply withthe Maastricht criteria foiiscal soundness,
several countries succeeded bringing debt on a downward path without daeming
economicgrowth. From 1990 to 1998 twenty adjustments wienplemented, nine of which
were successful. Ithe secondhalf of the decade, the ratio sficcessful consolidations is
even higher: seven plarsut of eight achieved a permanent reduction in government
liabilities. However, it should baoted that thessuccessful planaere often accompanied by
una tantunmeasures devised to asstireachievement ofhe fiscal target. Furthermore, the
possibility that inthe future many countries might need toimplement strong fiscal
contractions at theame time might undermine the triggering of the virtuous process, due to
negative spillover effects.

The most important conclusion to be drawn fritv@analysispresented in this paper

is that successful adjustments are, on the whole, not recessionary: during and in the immediate

22 SeeButi, Francoand Ongeng1997) and Eichengreen andyplosz (1998) for possible perverse
implications of the application of the “Stability and Growth Pact”.
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aftermath of their implementatidhe country’s economic performance on averag@&oves.

This in turnimplies that thevery characteristics of successful consolidatiares relevant in
influencing the likelihood of an expansionThe statistical evidence gathered from a
comparativeanalysis ofthe modalities of implementation of 49 significant fisegbisodes
shows neatly thathe main factors contributing to the occurrence of a success are the
composition and the persistence of the adjustment. In dabt,those consolidationthat
weremainly based on the expenditurgisle of the budget weible to achieve a long-lasting
reduction of public liabilities. In particular, in the 12 successful episodes, almpstr&nt of

the overall reduction irthe structurabprimary deficitwas brought about by a reduction in
public expenditures. On the other hand, unsuccessful episodes relied almost entirely on the tax
side: 98 percent of the budget improvement is attributable to a tax inaubdseynly a mere

2 percent is due to an expenditures reducfldws finding supports thdlesinaand Perotti

(1997a) view that “how” to cut a deficit matters in determining a stabilisation plan’s success.

The second single most important characteristic of successful adjustmentgigthe
of their duration. On averagaiccessful consolidations laggnificantly more than others:
they areimplementedbver a period of close to three yeasile unsuccessfugpisodes last
only one year and half. Almosttwo thirds of thefiscal contractions implementealver three
years or more were successtulit only one consolidatiomut of 20implemented in a single
year ended in success. The evidence of a positive correlation betwedength and success
of tightening programmes is new ime literature: theanalysis of consolidatiomplans
previously focusednly on thesize and composition dfie adjustmentslhis wasmainly due
to the very mechanics othe selection procedures that were uségpically, previous
identification criteriaonly allowedfor the selection of episoddasting one ortwo years.
Moreover, these episodes often turioed to beconsecutive or even overlapping. Hence, the
length offiscal planswas arbitrarilylimited and their numbealtered. On the contrargjven
the absence of temporal constraints, the selection procedure introduced here iglahtéyto
the correct length of each fiscal episode.

As for the magnitude othe adjustments, it emerges that size of thefiscal
contraction is not different in successful and unsuccessful episodes: altmyghghtly, the
reduction in theprimary deficit is evengreater inunsuccessful cases. This evidence is
confirmed bythe Probitspecification:ithe magnitude ofiscal adjustments doesot influence
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the probability of achieving a significativeeduction in the debt ratidGiven the positive
correlation between successful and expansionary epigbads)ding is in contraswith the
positive relationship betweethe magnitude ofthe adjustment and the macroeconomic
performance first suggested Wgiavazzi andPagano (1990) and latezonfirmed by
McDermott and Wescott (1996). Yet, the statistical evidence that emerges from the European
experience seems to support tlegpectation view offiscal policy”: adjustments with the
above-mentioned characteristics alde to “signal” aserious commitment othe part of the
authorities towards a reduction péblic liabilities. Thisreduction in turnimplies that the
intertemporal budget constraint of both the private pmdlic sector isaffected.Given the
reducedpublic expenditures, government is expected to lower future taxation: the private
sector seses a positive wealth effect and adjusts present and future consumption to the
higher level ofpermanent income. Furthermore, the regaicredibility of the policy-maker

allows a reduction in interesates, thuseasing publicborrowing and stimulating private

investment.

A final word refers to the economic arféscal context in the periodmmediately
preceding the adjustments. Though the evidenamlispartial, there is no cleaign of a
relationship betweethe economigrowth environment andghe reduction irpublic liabilities.
Moreover, even using a measure thetkes into account theyclical correction of the
denominator of debt ratio, the results of the comparatnadysisare the samerhis lends
further support to théypothesis that it ishe change in théscal stance thatriggers the

improvement in the macroeconomic performance.

A significant difference emerges instead frahe indicators of a country’iscal
stress”. Before thenplementation of successful episodies condition ofpublic liabilities is
muchworse than beforeinsuccessful casedebt is over 30 points larger on average and
accumulating at a fasteateand the actual budgéeficit is more than 2 points biggérhis
difference suggests thepossibility of differentresponses of theconomy to changes in
government expenditures and revenues: in agreement withdtiels of Sutherlan(iL997)
andPerotti (1999)when fiscal unbalances seemt to be out ojovernment control (“good
times” in Perotti's words)Keynesian effects prevail, while in times of high levels of
indebtedness (“bad times”) non-Keynesian effects take place.



Table 1

GOVERNMENT EXPENDITURES AND REVENUES IN THE EU

(in percent of GDP)

1970 1980 1990 1998
Current Receipts 36.2 42.9 46.5 47.6
of which:
Direct Taxes 11.2 13.6 15.2 15.7
Indirect Taxes 135 13.4 14.2 14.7
S.S. Contributions 8.6 12.1 13.0 13.3
Total Expenditures 35.4 48.2 49.0 48.8
Current Transfers 13.8 20.1 21.4 22.7
of which:
to Households 11.2 16.3 17.8 19.2
Interest Payment 1.8 3.4 4.9 4.8
Source: European Commission.
Table 2
SUBDIVISION FROM NORMAL DISTRIBUTION
Interval Value Probability Cumulative
Probability
(-0, U-0) (-o0, -1.44) 0.18 0.18
(H-0; p-0/2) (-1.44, -0.69) 0.13 0.31
(U-0/2, ) (-0.69, 0.07) 0.19 0.50
(1, p+a/2) (0.07, 0.83) 0.19 0.69
(uto/2, u+o) (0.83, 1.58) 0.13 0.82
(u+0\, +0) (1.58, 0) 0.18 1.00
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Table 3

SIGNIFICANT FISCAL EPISODES IN THE EU
(1970-1998)

Loose Policies Tight Policies
Austria 1975-76 (3.2); 1982-83 (2.1); 1977-78 (2.3); 1984 (2.6); 1992 (1.7);
1993-94 (2.4). 1996-97 (3.4).
Belgium 1971-72 (2.5); 1976 (2.0); 1982 (3.5); 1984-85 (3.9);
1980 (2.2). 1993-94 (3.1).
Denmark 1972 (1.6); 1975-76 (3.7); 1982983-86 (10.8).
(2.1);1988-90 (3.1); 1994 (1.8).
Finland 1972 (2.4); 1978-79 (4.5); 1982-8B975-76 (6.0); 1981 (1.9); 1984 (1.
(3.0);1987 (3.5). 1993 (1.7).
France 1978 (1.4); 1981-82 (2.1). 1979-80 (2.2); 1983-84 (1.8); 1
97 (2.9).
Germany  1974-75 (3.1); 1990-91 (5.4). 1976-77 (1.8); 1982-83 (3.4);
(1.6); 1992-93 (2.4).
Greece 1981( 5.1); 1984-85 (3.3); 1982 (2.9); 1986-87 (3.0); 1991(4.1);
1988-89 (6.1). 1993-94 (4.6); 1996-98 (5.7).
Ireland 1974-75 (7.0); 1977-80 (5.5); 1976 (6.1); 1982-84 (6.9);
1990 (1.8). 1986-89 (7.4).
Italy 1972 (1.6); 1975 (1.4); 1976-77 (3.4); 1982-83 (3.3); 199
1978-79 (1.7). 93 (6.2); 1995-97 (4.9).
Netherlands 1978-79 (2.3); 1986 (1.9); 1977 (2.0); 1981-83 (4.2); 1991 (2.
1989-90 (3.5). 1993 (2.2).
Portugal 1972-74 (4.7); 1976 (2.3); 198B82 (2.6); 1984 (6.4); 1992 (2.5);
(1.5); 1990-91 (2.2); 1993 (2.9). 1994-95 (1.8).
Spain 1974 (1.6); 1988 (1.6); 1990 (1.8). 1986-87 (2.1); 1992 (1.9);
1996-97 (3.5).
Sweden 1973-74 (3.8); 1978-79 (5.8); 1971 (2.3); 1976 (2.4); 1983 (2.}
1988 (2.2); 1990-93 (9.5). 1986-87 (4.2); 1994-96 (7.3).
UK 1971-73 (8.6); 1978 (2.2); 1983-81980-81 (5.1); 1995-98 (6.2).

(2.5);1986-87 (2.0); 1990 (1.6);
1992-93 (3.6).

Variation of primary structural balance in parentheses.

Source: Elaboration on European Commission data.
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Table 4
CHANGES IN CYCLICALLY-ADJUSTED FISCAL VARIABLES
(in percent of GDP)
Observations  Expenditures Revenues CPB

Full Sample 381 0.35 0.42 0.07

(1.624) (1.643) (1.513)
Loose Policies 82 1.28 -0.53 -1.81

(1.546) (1.577) (0.940)
Tight Policies 92 -0.52 1.36 1.88

(1.552) (1.552) (1.202)
Standard deviations in partheses.
Source: Elaboration on European Commission data.
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Table 5

SUCCESSFUL FISCAL EPISODES

(public debt/GDP ratios)

Austria 1996-97
Belgium 1993-94
Denmark 1983-86
Greece 1996-98
Ireland 1986-89
Italy 1995-97

Netherlands 1993
Portugal 1994-95
Spain 1996-97
Sweden 1986-87
Sweden 1994-96
UK 1995-98

1) Two years after for Greece and UK.

Source: European Commission.

Episode Average Three Years aﬂerPercentage Reductign
67.8 62.9 7.2
134.4 121.9 9.3
71.1 60.7 14.6
110.1 102.9 6.5
110.3 92.3 16.3
123.3 111.4 9.7
81.2 77.1 5.0
64.9 57.8 10.9
69.6 63.8 8.3
59.9 43.5 27.4
77.8 63.6 18.3
54.0 48.8 9.6

Table 6
FISCAL CONSOLIDATIONS
(in percent of GDP)
Observations Expenditures Revenues CPB

Successful Adjustments 32 -1.44 0.43 1.86

(1.187) (1.327) (1.054)
Unsuccessful Adjustments 59 -0.04 1.87 1.90

(1.350) (1.461) (1.185)
Standard deviation in parentheses
Source: Elaboration on European Commission data.
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Table 7

PROBIT SPECIFICATIONS

P ROBIT MaXIMUM LIKELIHOOD ESTIMATION (1)

*

Dependent variable is SUCCESS
49 observations used for estimation from 1 to 49

*

Regressor Coefficient Standard Error T-Ratio[Prob]
CONSTANT -2.84190 0.78925 -3.6007[.001]
DURATION 0.74172 0.41894 1.7704[.083]
SIZE 0.00269 0.16938 0.0159[.987]
COMPOSITION 0.01839 0.00707 2.6005[.013]

*%

Factor for the calculation of marginal effects = 0.20704
Maximized value of the log-likelihood function = -15.3452
Goodness of fit =0.89796

Pseudo-R-Squared = 0.43742

*%

P ROBIT MAXIMUM LIKELIHOOD ESTIMATION (II)

*

Dependent variable is SUCCESS
49 observations used for estimation from 1 to 49

*

Regressor Coefficient Standard Error T-Ratio[Prob]
CONSTANT -2.84130 0.78874 -3.6023[.001]
DURATION 0.74598 0.31839 2.3430[.024]
COMPOSITION 0.01842 0.00699 2.6336[.011]

*%

Factor for the calculation of marginal effects = 0.20686
Maximized value of the log-likelihood function = -15.3453
Goodness of fit = 0.89796

Pseudo-R-Squared = 0.43741

*%

Table 8

PROBABILITY OF SUCCESSFUL FISCAL CONSOLIDATION
(reduction in public expenditures)

Years 40% 60% 80% 100%

0 0 82
0 26 10.2
10.4 18.0 25.6
25.8 33.4 41.0

DWN R
N O O o
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Table 9
MACROECONOMIC EFFECTS OF FISCAL CONSOLIDATIONS
Before During  After Difference
(A) (B) (©) (B-A)  (C-A)

Gross Domestic Product 2.23 1.81 2.50 -0.42 0.27
(2.233) (1.783) (1.815)

Private Consumption 2.28 1.72 2.30 -0.56 0.02
(2.248) (2.217) (2.010)

Investment -0.01 0.95 2.61 0.96 2.62
(3.849) (3.347) (2.913)

Unemployment Rate 7.39 8.73 8.44 1.34 1.05
(4.967) (4.513) (4.475)

Balance on Current Transactions -1.80 -0.97 -0.34 0.83 1.46
(3.377) (2.974) (2.615)

Inflation Rate 9.34 7.74 6.53 -1.60 -2.81
(2.967) (2.638) (3.293)

Short-Term Interest Rate 12.04 11.03 9.87 -1.01 -2.17
(2.561) (2.726) (2.794)

Long-Term Interest Rate 11.46 10.63 9.82 -0.83 -1.64
(3.504) (3.239) (3.832)

Nominal Effective Exchange Rate  -2.39 -1.16 -1.31 - -
(2.790) (3.243) (3.509)

Unit Labour Cost -0.62 1.03 -0.01 - -
(3.062) (3.605) (3.483)

Standard deviations in parentheses.

Source: European Commission.

Legend GDP is the gross domesfgicoductreal change on preceding year; Consumption is
the private consumption real change on precegaay; Investment ithe grosdixed capital
formation real change on preceding year; Unemploymetiteiumber of unemployed as
percentage ofcivilian labour force; Current Transactions is tliialance on current
transactions with the rest of the world as percentage of Gid&jon isthe consumeprices
general indexpercentage change on preceding yéaterest Rates (STand (LT) are the
short-term and long-term interest ratesspectively; ExchangRate is thenominal effective
exchangeate percentagehange on preceding year; ULCtlee total economy nominal unit
labour cost percentage change on preceding year.
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Table 10

MACROECONOMIC EFFECTS OF SUCCESSFUL FISCAL POLICIES

Before During  After Difference
(A) (B) (C)  (B-A) (CA)

Gross Domestic Product 1.74 2.60 2.75 0.86 1.01
(1.677) (1.455) (1.480)

Private Consumption 1.43 2.33 2.16 0.90 0.73
(2.097) (1.480) (0.743)

Investment -1.13 4.49 4.41 5.62 5.54
(3.592) (3.335) (2.578)

Unemployment Rate 9.20 9.82 8.64 0.62 -0.56
(4.521) (4.649) (4.263)

Balance on Current Transactions -1.11 -0.50 0.23 0.61 1.34
(2.287) (2.504) (2.895)

Inflation Rate 5.79 3.87 2.89 -1.92 -2.90
(2.838) (1.739) (1.959)

Short-Term Interest Rate 11.25 8.80 6.49 -2.45 -4.76
(2.476) (2.735) (2.778)

Long-Term Interest Rate 11.04 9.29 7.18 -1.75 -3.86
(3.616) (2.437) (2.297)

Nominal Effective Exchange Rate  -2.74 0.68 0.38 - -
(2.658) (3.957) (2.347)

Unit Labour Cost -1.75 1.90 0.56 - -
(3.842) (3.903) (3.373)

Standard deviations in parentheses.

Source: European Commission.

Legend GDP is the gross domesficoductreal change on preceding year; Consumption is
the private consumption real change on precegaay; Investment ithe grosdixed capital
formation real change on preceding year; Unemploymetiteisiumber of unemployed as
percentage ofcivilian labour force; Current Transactions is tliialance on current
transactions with the rest of the world as percentage of Gid&jon isthe consumeprices
general indexpercentage change on preceding yéaterest Rates (STand (LT) are the
short-term and long-term interest ratesspectively; ExchangRate is thenominal effective
exchangeate percentagehange on preceding year; ULCtlge total economy nominal unit
labour cost percentage change on preceding year.
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Table 11

MACROECONOMIC EFFECTS OF UNSUCCESSFUL FISCAL POLICIES

Before During  After Difference
(A) (B) C  (B-A (CA)

Gross Domestic Product 2.38 1.39 2.42 -0.99 0.04
(2.360) (1.799) (1.902)

Private Consumption 2.54 1.40 2.34 -1.14 -0.20
(2.229) (2.463) (2.266)

Investment 0.34 -0.95 2.04 -1.29 1.70
(3.557) (3.026) (2.902)

Unemployment Rate 6.81 8.15 8.38 1.34 1.57
(4.005) (4.327) (4.538)

Balance on Current Transactions -2.01 -1.23 -0.52 0.78 1.49
(3.628) (2.168) (2.457)

Inflation Rate 10.46 9.81 7.68 -0.65 -2.78
(2.250) (2.907) (3.489)

Short-Term Interest Rate 12.31 12.26  11.00 -0.05 -1.31
(2.558) (2.127) (2.794)

Long-Term Interest Rate 11.60 11.41 10.73 -0.19 -0.87
(3.456) (3.389) (3.833)

Nominal Effective Exchange Rate  -2.27 -2.15 -1.85 - -
(2.827) (3.623) (3.083)

Unit Labour Cost -0.26 0.56 -0.19 - -
(3.743) (3.906) (3.766)

Standard deviations in parentheses.

Source: European Commission.

Legend GDP is the gross domesfgicoductreal change on preceding year; Consumption is
the private consumption real change on precegaay; Investment ithe grosdixed capital
formation real change on preceding year; Unemploymetiteiumber of unemployed as
percentage ofcivilian labour force; Current Transactions is tliialance on current
transactions with the rest of the world as percentage of Gid&jon isthe consumeprices
general indexpercentage change on preceding yéaterest Rates (STand (LT) are the
short-term and long-term interest ratesspectively; ExchangRate is thenominal effective
exchangeate percentagehange on preceding year; ULCtlee total economy nominal unit
labour cost percentage change on preceding year.
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Table 12
PUBLIC DEBT/CYCLICALLY-ADJUSTED GDP RATIOS
(percentage reduction)
Sweden 1986-87 25.5 Spain 1996-97 6.7
Denmark 1983-86 18.2 Austria 1996-97 6.3
Ireland 1986-89 16.4 Netherlands 1993 5.0
Sweden 1994-96 9.9 Greece 1996-98 4.1
Portugal 1994-95 9.6 Netherlands 1991 3.2
Italy 1995-97 9.1 Sweden 1971 1.9
Belgium 1993-94 8.8 UK 1980-81 1.8
UK 1995-98 8.8 Greece 1993-94 0.1
Source: Elaboration on Eursean Commission data.
Table 13
SUCCESSFUL POLICIES AND BUSINESS CYCLE
Fiscal Episode t-1t Fiscal Episode t-1 t

Austria 1996-97 - - Netherlands 1993 - -
Belgium 1993-94 - - Pougal 1994-95 - -
Denmark 1983-86 + + Spain 1996-97 + -
Greece 1996-98 -+ Sweden 1986-87 +  +
Ireland 1986-89 - - Sweden 1994-96 -+
Italy 1995-97 + + UK 1995-98 + +
Source: Eurpean Commission.
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Table 14

FISCAL INDICATORS
(in percent of GDP)

Successful Episodes  Unsuccessful Episodes

4

Before  During Before  During
Public Debt 81.4 85.5 48.4 56.2
Change in Public Debt 3.7 -0.1 2.8 3.9
Actual Budget Balance -7.1 -4.3 -4.9 -4.8

Source: Eurpean Conmission.
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