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This paper assesses the effects of fiscal consolidations associated with public debt reduction 
on medium-term output growth during periods of private debt deleveraging. The analysis 
covers 107 countries and 79 episodes of public debt reduction driven by discretionary fiscal 
adjustments during the 1980–2012 period. It shows that expenditure-based, front-loaded 
fiscal adjustments can dampen growth when there are credit supply restrictions. Instead, 
fiscal adjustments that are gradual and rely on a mix of revenue and expenditure measures 
can support output expansion, while reducing public debt. In this context, protecting public 
investment is critical for medium-term growth, as is the implementation of supply-side, 
productivity-enhancing reforms.
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i. introduction

The recent increase in the ratio of public debt to GDP in advanced economies has 

been accompanied by the assumption of banking sector liabilities by the public 

sector following the inception of the global crisis in 2007.1 The average contribution 

of financial-sector support to gross public debt has been over 10 percent of GDP.2 

This has worsened public debt dynamics in some countries, raised market pressure 

on credit risk spreads, and undermined output recovery. In addition, access to credit 

by the private sector has been hampered by the deterioration in balance sheets of 

the banking sector, owing to the accumulation of non-performing assets, funding 

pressures from credit markets, and poor quality of collateral. As a result, output 

has been shrinking or growing modestly in advanced economies, while fiscal and 

financial sector weaknesses remain to be addressed (IMF 2012a).

Under these conditions, fiscal consolidations have not succeeded in lowering 

public debt in relation to GDP (IMF 2012b). Fiscal deficit-reducing measures in 

the presence of credit restrictions have worsened budget positions without being 

compensated by a substantial increase in private sector’s activity. As a result, 

domestic demand, economic activity, and government revenues have declined. 

The beneficial effect of fiscal adjustment on interest rates (and thus private credit 

growth) has been limited because of the perceived link between sovereign and 

financial sector credit risks.3 Furthermore, monetary policy effectiveness has been 

limited by impaired financial sector transmission channels. 

This paper studies the effects of fiscal adjustment on output growth by focusing 

on credit conditions that typically follow financial crises. The center of analysis is 

episodes of public debt reduction arising from discretionary fiscal adjustment. In 

doing so, the paper departs from the existing literature on the nexus between fiscal 

adjustment and growth, which typically side-steps the question of whether public 

debt was ultimately reduced in the process. By focusing on the medium term, the 

paper complements recent studies on shortterm fiscal multipliers (Guajardo, Leigh 

and Pescatori 2011; Corsetti, Meier, and Muller 2012).

1 This has happened during other periods in history as well: see Rogoff and Reinhart (2009) and Laeven and Valencia 
(2008; 2012).
2 It is 6 percent if Ireland is excluded from the calculations. See Table 7 in IMF (2012).
3 While  the recent experience in Europe shows that credit restrictions can also be partially due to fiscal problems, 
the sample used in this paper shows that the correlation between the budget balance and credit variables was below 
8 percent in the past.
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