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Abstract

Scholarly research has long found that spending cuts are less harmful
than tax increases when reducing deficits. The wide variety of fiscal
policy approaches taken by European and other rich economies since
2007 corroborated the finding: Tax increases were deeply harmful.
Tax increases were common in crisis countries like Greece, but were
also common in non-crisis eurozone countries. In addition, countries
that practiced fiscal discipline before the recession had greater flexi-
bility and firmer recoveries. This Heritage Foundation Backgrounder
summarizes the most important findings from a year of research on
fiscal policy during the crisis years.

he Great Recession of 2008-2009 and the European debt cri-

sis of 2010-2012 were the greatest interruption in economic
growth since the Second World War. A debate has raged since the
recession began between economists who believe that government
spending is the problem and those who believe it is the solution.
Available data show neither a uniform European “age of austerity,”
nor has any government been a consistent model of fiscal responsi-
bility, low taxation, and economic freedom.

To better understand the recent experience of fiscal policy in
Europe and beyond, The Heritage Foundation published a Center
for Data Analysis Special Report,! provided a downloadable data
compendium,? and sponsored a symposium?® featuring two scholars
at the cutting edge of research on fiscal policy—Alberto Alesina of
Harvard University, who co-authored the first chapter of the Special
Report,and Daniel Leigh of the International Monetary Fund (IMF).

This paper, in its entirety, can be found at http://report.heritage.org/bg2920
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KEY POINTS

m Recent experience and decades
of empirical research show that
when a country decreases its
budget deficit, spending cuts
are much less harmful than
tax increases.

m Countries that practiced fiscal
discipline and reformed spending
before 2007 were much bet-
ter positioned for the economic
crisis. These countries enacted
more stimulus measures and
had less output collapse. Fiscal
discipline now will help America
weather the next storm.

m All cases of drastic fiscal con-
solidation followed bond-market
pressure, and took place in
response to large structural bud-
get deficits.

m Countries followed a wide vari-
ety of policies. It is not safe to
assume that a country that raised
taxes also cut spending, nor that
a country that increased spend-
ing also cut taxes.

m The core of the eurozone moved
toward higher taxes and higher
spending from 2007 to 2012.
Stable non-eurozone economies
raised spending but cut taxes.
Average growth in the latter
group was much higher.
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In Chapter 2 of the Special Report,* I examined
data on deficits, spending, taxes, and growth to
characterize the fiscal-policy stances of 37 Euro-
pean countries. I found that structural deficits were
a strong predictor of, first, stimulus and, later, defi-
cit reduction: Countries with sounder fiscal funda-
mentals had greater policy flexibility at every stage.
I documented the wide variety of fiscal policies that
were pursued in different countries, contrary to
some of the popular generalizations about “Euro-
pean austerity.” And, in Chapter 3, I confirmed that
the recent data fit the established empirics of deficit
reduction: Tax increases are much more harmful
than spending cuts.® The differences in the effects of
tax increases and spending cuts is large enough that
lumping the two together under the label “austerity”
conceals more than it reveals about fiscal policy.

The data compendium, which can be downloaded
from The Heritage Foundation website, is a compila-
tion of some well-known data from datasets from the
Organization for Economic Co-operation and Devel-
opment (OECD) and the IMF, with less-known data
from academic papers, OECD reports, and dusty
2008 stimulus plans. The compendium is easy to use
and is designed to allow researchers to answer their
own questions about fiscal policy during the crises.

Where possible, the compendium includes two or
more measures of the same economic phenomena, as
there are often discrepancies between them. Rather
than choosing a preferred set of measures, the com-
pendium and the Special Report embrace the com-
plexityinthe data and allow readers and researchers
to draw their own conclusions.

This Backgrounder serves as a summary of the
project to date, profiling the most important find-
ings from a year of research.

Tax Increases or Spending Cuts?

One of the main lessons of the scholarly litera-
ture on deficit reduction is that it is a mistake to
lump together tax increases and spending cuts.® In
the Special Report, Alberto Alesina and Veronique
de Rugy review the last two decades of academic
writing on deficit reduction, which they term “fis-
cal adjustment™;

[Economists] seem to have recently reached a
consensus that spending-based fiscal adjust-
ments are not only more likely to reduce the debt-
to-GDP ratio than tax-based adjustment, but also
less likely to trigger a recession. In fact, if accom-
panied by the right type of policies—especially
changes in public employees’ pay and public pen-
sion reforms—spending-based adjustments can
actually contribute to economic growth....

However, it is important to refrain from over-
simplifying these results because fiscal adjust-
ment packages are often complex and multiyear
affairs. Many successful (i.e., expansionary and
debt reducing) fiscal adjustments in this lit-
erature are ones in which exports led growth
when the rest of the global economy was healthy
or even booming. While there has been some
recoveryin the midst of the recession, we should
recognize that achieving export-led growth may
be much harder today when many countries
are struggling.

While austerity based on spending cuts can be
costly, the cost of well-designed adjustments
plans will be low.... [T]he alternative for certain
countries could be a very messy debt crisis.’

1. Salim Furth, ed., Europe’s Fiscal Crisis Revealed: An In-Depth Analysis of Spending, Austerity, and Growth, Heritage Foundation Special Report

No. 147, June 6, 2014,

http:// report.heritage.org/sr147. For a copy of the Special Report, contact the Heritage Foundation's Center for Data Analysis at 202-608-6249.

2. "Europe’s Fiscal Crisis Revealed,” data compendium, May 2014,

http://thf_media.s3.amazonaws.com/2014/xls/CDA-austerity-compendium-May2014.xIsx.

3. "Austerity, Spending, and Growth: A Symposium,” with Alberto Alesina, Daniel Leigh, Kevin Hassett, and Veronique de Rugy, The Heritage
Foundation, October 25, 2013, video, http://www.heritage.org/events/2013/10/debt-symposium.

4. Salim Furth, “Chapter 2: Measuring Austerity and Stimulus,” in Furth, ed., Europe’s Fiscal Crisis Revealed.

Salim Furth, “Chapter 3: Growth Effects of Taxation and Spending,” in Furth, ed., Europe’s Fiscal Crisis Revealed.

6. Keynesian writers tend to make that mistake more often because classic Keynesian theory predicts the effect of a tax increase to be the same as
the effect of a spending cut. The fact that the data so roundly reject this prediction should reduce confidence in the classic Keynesian model.

7. Alberto Alesina and Veronique de Rugy, “Chapter 1: A Review of the Scholarship on Austerity,” in Furth, ed., Europe’s Fiscal Crisis Revealed.
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Presenting research at The Heritage Foundation
in October 2013, Daniel Leigh of the IMF showed that
he and his colleagues estimate that tax-based fiscal
consolidations lead to three or four times as much
decline in consumption and gross domestic product
(GDP) as spending-based fiscal consolidations.?

The evidence from fiscal policy over the past five
years tends to confirm the main finding of the lit-
erature: Deficit reductions by cutting spending are
much less harmful to growth than tax-based deficit
reductions. However, a single episode should never
be over-interpreted, and this is no exception.

Because total deficit cuts (as measured by the
IMF Fiscal Monitor®) were uncorrelated with the
composition of deficit cuts (spending versus taxa-
tion), it is at least reasonable to look for differential
effects of taxes and spending on growth.

Using the most straightforward regression anal-
ysis, I found a tax multiplier of -2.0 and a spending
cut multiplier of —-0.7. That means that one dollar of
tax increases was associated with two dollars less
GDP in 2012, and one dollar of spending cuts only
decreased GDP by 70 cents. But government spend-
ingis directly counted in GDP, so I also ran the same
regression using private-sector GDP as the depen-
dent variable. In that case, the coefficient on taxes
was the same, but the spending multiplier dropped
to zero: There was no correlation between govern-
ment spending and private-sector GDP.

Chart 1 shows the relationships between taxa-
tion and growth, and between spending and growth,
from 2009 to 2012, showing total and private-sec-
tor GDP.

Using another approach, I took the total amount
of fiscal consolidation as given, and analyzed the
effect of composition directly. Composition mat-
tered: By 2012, a country that relied on taxes for 80
percent of its deficit reduction had grown 3.1 per-
centage points less than a country that relied on

spending for 80 percent of its deficit reduction. The
estimated effect is large, but it is also imprecise.

Preparing for the Storm

Countries that exercised fiscal responsibility and
reformed entitlements before the Great Recession
had far more policy flexibility during the crisis and
were less likely to suffer a severe or prolonged slump.

Fiscal prudence and reform during good times
allow flexibility to smooth out part of the shock of
recessions with tax cuts or added government pur-
chases. Countries with budgets closer to balance and
lower borrowing costs in 2007 enacted systemati-
cally larger stimulus plans in 2008 and 2009."° Swe-
den’s reforms in the 1990s are exemplary of the pru-
dence that allows fiscal flexibility in a crisis. By the
time the crisis occurred, taxes were lowered, pen-
sion reforms had taken pressure off the country’s
long-term finances, and the Swedish krona was still
independent of the euro.

Portugal, by contrast, had raised income taxes
and allowed pensions to grow rapidly."! Well before
the financial crisis, Portugal’s economy was in a
slump. As Olivier Blanchard wrote in 2006, “The
Portuguese economy is in serious trouble: Produc-
tivity growth is anemic. Growth is very low. The bud-
get deficit is large.... [I|n the absence of policy chang-
es, the adjustment is likely to be long and painful....
Deficit reduction is required.”*?

But, between 2007 and 2010, Portugal increased
non-transfer spending almost twice as much as Swe-
den and the average tax rate rose in Portugal while
it fell significantly in Sweden. Needless to say, Swe-
den’s growth rate and unemployment have been
vastly better than Portugal’s. Instead of catching up
to the wealthier parts of Europe, Portugal’s policies
have dragged it further behind.

The world’s better-prepared economies experi-
enced a relatively normal recovery from the global

8. Daniel Leigh, slides presented at “Austerity, Spending, and Growth: A Symposium,” slide 8.

9. International Monetary Fund, “Taking Stock: A Progress Report on Fiscal Adjustment,” Fiscal Monitor, October 2012, p. 21, Figure 15,
http://www.imf.org/external/pubs/ft/fm/2012/02/pdf/fm1202.pdf (accessed May 15, 2014), and Furth, “Measuring Austerity and Stimulus.”

10. Half the variance across countries in the size of stimulus plans can be explained by budget balance and borrowing costs at the outset of the

crisis. Furth, “Growth Effects of Taxation and Spending,” p. 41.

1. Ricardo Reis, “The Portuguese Slump-Crash and the Euro-Crisis,” paper presented at Brookings Institution Panel on Economic Activity,
March 21, 2013, pp. 3-4, http://www.astrid-online.it/Dossier--d1/Studi--ric/Reis_Brookings_Economic-Activity-panel_21-22_03_13.pdf

(accessed April 16, 2014).

12.  Olivier Blanchard, "Adjustment Within the Euro. The Difficult Case of Portugal,” Portuguese Economic Journal, Vol. 6, No. 1 (April 2007), p. 5,
http://link.springer.com/article/10.1007%2Fs10258-006-0015-4 (accessed April 2, 2014).
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CHART1

Change in Taxes, Spending, and Growth, 2009-2012
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Notes: Private GDP is GDP minus government purchases (G), for which data are missing for five non-European countries. Fiscal consolidation excludes interest.
Sources: International Monetary Fund, “Taking Stock: A Progress Report on Fiscal Adjustment,” Fiscal Monitor, October 2012, p. 21, Figure 15,
http://www.imf.org/external/pubs/ft/fm/2012/02/pdf/fm1202.pdf (accessed March 29, 2014); Organisation for Economic Co-operation and
Development, Stat Extracts, Annual National Accounts, 2007-2012, http://stats.oecd.org/ (accessed November 2013); and European Commission,
Eurostat, Annual National Accounts, 2007-2012, http://epp.eurostat.ec.europa.eu/portal/page/portal /eurostat/home/ (accessed November 2013).
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recession, although it was slower than usual in many
countries, including the United States. But coun-
tries that had been fiscally irresponsible prior to the
crisis were likely to slip into a second recession (or
full-blown depression) as worries grew about their
debt trajectories.'

Many countries tightened their deficits after the
recession-era spending binge in order to bring their
finances under control. Most countries drew down
their temporary spending increases, many raised
taxes, and some cut spending below pre-recession
levels. Looking at the 2007-2012 period as a whole,
there was a systematic shift toward more spending
and more taxes in the large European economies.

Although the composition of each deficit reduc-
tion was subject to extensive policy debates, the size
of the reduction was almost completely determined
by the fiscal situation. Within the eurozone, the
2009 structural deficit is an almost-perfect predic-
tor of subsequent fiscal consolidation (correlation
of 0.97). Outside the eurozone, the relationship was
still very strong (0.70). The increase in interest rates
was highly correlated with both structural deficit
and fiscal consolidation. No drastic fiscal consolida-
tion took place that was not preceded by a significant
increase in the interest rate.

Another exemplar of pre-crisis reforms was Ger-
many. It is easy to forget that Germany’s econo-
my was weak and grew slowly from the mid-1990s
to mid-2000s. But labor market reforms and an
increasingly competitive economy slowed the
growth of wages, letting productivity catch up and
thus making German workers cost-efficient. Despite
heavy losses by German banks during the financial
crisis, Germany returned to growth in mid-2009
and has upheld the eurozone’s economy through its
relatively strong economy and by bailing out other
governments and banks.

Some commentators have blamed Germany’s low
labor costs for struggles elsewhere in the eurozone.**

If Germany’s wages were less competitive, the rea-
soning goes, French and Spanish workers would
have an easier time finding work at their uncompeti-
tive wage rates. But this view ignores the rest of the
world, and the fact that it is possible for the entire
eurozone to be uncompetitive together. (A more
nuanced view correctly notes that higher eurozone
inflation could help workers outflank the rigid wage
rules that make them uncompetitive in the global
marketplace. Direct reform of labor markets, how-
ever, would be the best course of action.)

The United States had some advantages going
into the recession. U.S. labor markets have long been
more flexible than those in most of Europe. The
strong and steady pace of economic growth over
the past 70 years made it easy for Americans and
their government to repay past debts. The U.S. has
avoided the worst of demographic collapse and does
not face an age-dependency problem on the scale of
Germany, Italy, or Japan. And U.S. public debt was
around 40 percent of GDP.

Many of these advantages have been squandered,
however, and the U.S. might have greater difficulty
recovering from a future crisis. U.S. labor markets
have become more rigid, and the Obama Adminis-
tration is proposing a minimum wage increase to an
unprecedented level.”” Economic growth has slowed
and labor force participation is dropping. The baby
boomers are beginning to retire. U.S. debt is now 74
percent of GDP, and the gathering storm of entitle-
ment deficits looms near.'®

Crisestend toreveal and exacerbate an economy’s
underlying weaknesses. U.S. policymakers should
identify and address the weaknesses that recent pol-
icies have created in the American economy.

Different Countries, Different Policies
Governments responded to the Great Recession

and eurozone debt crisis in many different ways.

Chapters 2 and 3 of Europe’s Fiscal Crisis Revealed

13.  Of the 11 countries with a structural surplus in 2006-2007, only two—Denmark and Finland—had consecutive quarters of negative growth
at some point in 2011, 2012, or the first half of 2013. Of the 11 countries with the largest structural deficits, seven had consecutive quarters of

negative growth in 2011 or later.

14. See, for example, Christian Fraser, “French Minister Attacks German Wage Policy,” BBC, September 18, 2013,
http://www.bbc.com/news/world-europe-24145126 (accessed April 16, 2014).

15.  James Sherk and John L. Ligon, “Unprecedented Minimum-Wage Hike Would Hurt Jobs and the Economy,” Heritage Foundation Issue Brief No. 4102,
December 5, 2013, http://www.heritage.org/research/reports/2013/12/unprecedented-minimum-wage-hike-would-hurt-jobs-and-the-economy.

16. 2014 Federal Budget in Pictures, “Publicly Held Debt Set to Skyrocket,” The Heritage Foundation,

http://www.heritage.org/federalbudget/national-debt-skyrocket.
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focus on fiscal policy (taxes and spending), and the
Special Report’s appendices discuss a wider variety
of policy responses to the crisis in several countries.

One stereotype of the crisis is that from 2007 to
2009 government spending rose and taxation fell,
and that the reverse occurred from 2010 through
2012." Using my preferred measures of taxation and
spending—core government spending and revenue
rate—I find that some much-studied countries fol-
lowed this policy profile, including Greece, the U.S.,
the U.K., and Spain. But many less-studied countries
did not. In fact, only nine of 35 countries followed
the archetypal trajectory of expansion followed by
contraction. Most countries were the exception, not
the rule.

(The measure of core government spending
excludes interest payments and transfers such as
unemployment insurance. Taxation is measured
using the revenue rate, which equals total govern-
ment revenue divided by GDP, and is expected to fall
slightly during recessions in countries with progres-
sive taxation.)

Ttaly, for example, was already grappling with its
high debt and meager growth in 2007. During the
stimulus era, Italy’s spending rose only slightly, and
its revenue rate rose, instead of falling as one would
expect in a recession. From 2009 to 2012, Italy’s
spending fell and its revenue rate rose, exiting the cri-
sis with lower spending and higher taxes than in 2007.

In Germany, both spending and the revenue rate
rose more than 1 percent of GDP from 2007 to 2009,
with relatively little change from 2009 to 2012.

In France, spending rose almost 1 percent of
GDP in 2009 and then remained roughly constant
through 2012. Taxes fell slightly in 2009, but then
rebounded well beyond the 2007 baseline rate
by 2012.

In Sweden, taxes dropped and spending rose
steadily from 2007 to 2012.

Not only is there a variety of approaches toward
the overall stance of fiscal policy, but spending and
tax policies diverge. It is not safe to assume that a
country that raised taxes also cut spending, nor that
a country that increased spending also cut taxes.
Many countries simply increased the size of govern-
ment, raising both spending and revenue rates.'®

Chart 2 plots each country’s change in revenue
rate against its change in core government spending.
The conventional narrative—that tax increases go
hand in hand with spending cuts—applies to coun-
tries in the upper left quadrant, such as Greece and
Italy. But far more countries, such as France and
Germany, are in the upper right quadrant, having
increased both taxes and spending.

Some commentators have used the phrase “age
of austerity” to refer to the 2010-2012 period. While
it is certainly true that deficits came into focus dur-
ing those years, especially in the eurozone, mea-
surements of the policy changes undertaken during
those years can easily conflate the expiration of tem-
porary stimulus measures with newly enacted bud-
get cuts. In the U.S., for example, a temporary pay-
roll tax cut expired in January 2013, and the $800
billion “stimulus package” had mostly been spent
by 2012. If one looked only at changes from 2011 to
2013, one would see those expirations as a spending
cut and a tax increase. By examining changes over
a longer time frame, one is less likely to misidentify
temporary spending increases as permanent spend-
ing cuts.

Did core government spending reverse previous
increases by declining after 2009? In 15 countries,
it did. But 14 countries actually increased spending
from 2009 to 2012 and another six (mostly in East-
ern Europe) had spending declines in both periods.
And 23 of 35 countries had higher core government
spending in 2012 than in 2007, most of them by at
least 1 percent of 2007 GDP. In 11 countries, includ-
ing the Nordics, spending was at least 2 percent of
2007 GDP higher in 2012 than in 2007.

While each country’s experience during the cri-
sis years was unique, some helpful generalizations
are possible. The most obvious group to profile is the
“crisis countries.” While special attention has been
paid to the “PIIGS” (Portugal, Ireland, Italy, Greece,
and Spain), several non-eurozone countries had sim-
ilarly severe recessions and drastic policy responses,
among them Hungary, Iceland, Latvia, and Romania.
In Table1, I grouped together 13 countries that came
under pressure from bond markets at some point
during the crisis, generally due to market concerns
about their deficits.

17.  For a few non-European countries, | used 2011, the last year available.

18. Others decreased spending and revenue rates, but it is not as clear whether those decreases were driven by policy. Revenue rates tend to fall

automatically during recessions.
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CHART 2

Spending and Revenue Growth Since 2007
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Deficit/Surplus, Revenue, Expenditure and Main Aggregates,” 1995-2012, http://stats.oecd.org/ (accessed May-December 2013), and
European Commission, Eurostat, s.v. “General Government Expenditure by Function (COFOG),”

http://epp.eurostat.ec.europa.eu/portal/page/portal/statistics/search_database (accessed January, 2014).
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Among the crisis countries, revenue rates initially
fell, probably due to falling incomes. After 2009, the
crisis countries pushed revenue rates 1 percent of GDP
higher, and cut spending by an average of 3 percent of
GDP. The most successful countries in this group were
Bulgaria and Lithuania, both of which cut spending
and taxes and avoided a double-dip recession.

The remaining 22 countries can be divided into
10 eurozone and 12 non-eurozone countries, none
of which faced high bond spreads during the period.
The eurozone countries faced worse recessions on
average, and increased their revenue rates by 1.5 per-
cent of GDP despite falling private incomes early in
the crisis. These apparent tax increases are not easi-

ly explained by the narrative record, since published
stimulus plans record intent to cut, not increase,
taxes. The non-eurozone countries averaged a 1.6
percent drop in revenue rates. Both groups of coun-
tries increased core spending during the early years.
After 2009, the eurozone countries continued to
raise revenue rates and spending, both by about half
a percent of GDP. The non-eurozone countries had
no change in spending on average, and revenue rates
bounced back slightly, as expected during an eco-
nomic recovery. During the full five years, both sets
of countries increased government spending, but
revenue rates diverged, growing significantly in the
eurozone and falling significantly elsewhere.
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TABLE1

Summary of Fiscal Policy

Countries Not Under Bond Countries Under Bond
Market Pressure Market Pressure
Eurozone Non-Eurozone

Number of Countries 10 12 13

2007-2009 Revenue Rate Change 1.5% -1.6% -2.2%
2007-2009 Core Spending Change 1.5% 1.8% 0.0%
2009-2012 Revenue Rate Change 0.4% 0.4% 1.0%
2009-2012 Core Spending Change 0.6% 0.0% -3.0%
Total Revenue Rate Change 1.8% -1.2% -1.2%
Total Core Spending Change 2.0% 1.8% -3.1%
2007-2012 Total GDP Growth 1.7% 6.5% -5.3%

Notes: Numbers may not sum to totals due to rounding. Bond pressure here denotes a 2010-2012 average long-term bond spread relative to
Germany of greater than 3.5 percent or spread growth of more than 2 points from the pre-crisis period.

Sources: Organisation for Economic Co-operation and Development, Stat Extracts, Annual National Accounts, Table 12: “Government Deficit/
Surplus, Revenue, Expenditure and Main Aggregates,” 2007-2012, http://stats.oecd.org/ (accessed May-December 2013), and European
Commission, Eurostat, Annual Government Finance Statistics, http://epp.eurostat.ec.europa.eu/portal/page/portal/statistics/search_database

(accessed January 2014).
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An alternative way to measure fiscal policy in
the post-recession period is 2012 data on mostly
completed plans in the IMF’s Fiscal Monitor. The
two data sources agree on the more extreme cases
but have substantial differences among those that
adjusted less. Neither data source, however, shows
a high degree of fiscal consolidation in the non-cri-
sis economies.

The Fiscal Monitor data are a rebuttal to those
who claim that the U.S. has performed better
than Europe due to Europe’s fiscal consolidation.
According to the Fiscal Monitor data, the U.S. had
the 10th-largest spending cuts of 28 countries,
exceeded only by Slovakia and the U.K. among non-
crisis countries.

Lessons for America

The U.S. is in need of large-scale entitlement
reforms and deficit reduction in order to fund the
retirement promises made to the baby boomers. As
those reforms and deficit reductions are enacted,
the lessons from recent data as well as decades of
economic evidence should be taken into account:
Tax increases will do much more damage to growth
than will spending cuts.

There are a handful of recent scholarly papers
(I found four) that estimate both tax and spending
multipliers over a multi-year horizon.”” As present-
ed in Table 2, these papers display a near-consensus
that tax multipliers are stronger than spending mul-
tipliers.?° Equally important, tax multipliers gener-

19. Olivier Blanchard and Roberto Perotti, “An Empirical Characterization of the Dynamic Effects of Changes in Government Spending and Taxes
on Output,” Quarterly Journal of Economics, Vol. 117, No. 4 (2002), pp. 1344 and 1347,
http://qgje.oxfordjournals.org/content/117/4,/1329.abstract (accessed April 28, 2014); Jaime Guajardo, Daniel Leigh, and Andrea Pescatori,

“Expansionary Austerity: International Evidence,” Journal of the European Economic Association, 2014, forthcoming; Alberto Alesina, Carlo Favero,
and Francesco Giavazzi, “The Output Effect of Fiscal Consolidations,” Working Paper, October 2013,
http://didattica.unibocconi.it/mypage/upload/48751_20131010_030430_THEOUTPUTOFFISCALCONSOLIDATIONSOCTOBER2013.PDF
(accessed April 28, 2014); and Andrew Mountford and Harald Uhlig, “What Are the Effects of Fiscal Policy Shocks,” Journal of Applied
Econometrics, No. 24 (2009), pp. 983-984, http://onlinelibrary.wiley.com/doi/10.1002/jae.1079/abstract (accessed April 28, 2014).

20. Blanchard and Perotti have two specifications. In the “DT" specification, the spending multiplier surpasses the tax multiplier in the third year
and beyond. However, that specification yields a surprising path for the spending multiplier, which is much stronger after five years than after
one or two years. The “ST" specification better fits the expected time path, giving it greater credence.



http://qje.oxfordjournals.org/content/117/4/1329.abstract
http://didattica.unibocconi.it/mypage/upload/48751_20131010_030430_THEOUTPUTOFFISCALCONSOLIDATIONSOCTOBER2013.PDF
http://onlinelibrary.wiley.com/doi/10.1002/jae.1079/abstract
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TABLE 2

Multiplier Estimates

Spending Cut

Tax Multiplier Multiplier Years
Guajardo, Leigh, and Pescatori -3.7 -0.9 5
Mountford and Uhlig -2.6 2.2 5
Alesina, Favero, and Giavazzi -2.0 0.0 4
Blanchard and Perotti (ST) -13 -0.7 5
Blanchard and Perotti (DT) -0.2 -1.0 5

Sources: See footnote 19.
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ally grow stronger over time, and spending multipli-
ers generally weaken. Consistent with my estimates
from data during the recent crisis, tax increases
directly and increasingly diminish private-sector
activity by more than the value of the tax, but spend-
ing cuts have little impact on private GDP, and the
impact on total GDP disappears over time as the pri-
vate sector replaces the lost government spending.

Protecting economic growth is not the only
economic purpose of government. There are
trade-offs. But growth remains vital to creating
individual opportunities, and the private-sector
economy is the source of funding for the rest of gov-
ernment’s priorities.

U.S. policymakers should address the com-
ing public-funding crisis with the best economic
research in mind: Tax increases will slow growth at
more than adollar-for-dollar rate; spending cuts will
likely have little effect on growth. The recent history
of stimulus and austerity corroborates the scholarly
research and confirms that it is never too early to
prepare America’s finances for the next recession.

—Salim Furth, PhD, is Senior Policy Analyst in
Macroeconomics in the Center for Data Analysis, of
the Institute for Economic Freedom and Opportunity,
at The Heritage Foundation.




