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Abstract

We analyze fiscal consolidations using a New Keynesian model where agents have hetero-

geneous expectations and are uncertain about the composition of consolidations. We look at

spending-based and tax-based consolidations and analyze their effects separately. We find that

the effects of consolidations and the output multipliers are sensitive to heterogeneity in expec-

tations before and after implementation of a specific fiscal plan. Depending on the beliefs about

the type of consolidation prior to implementation, we show that heterogeneity in expectations

may lead to optimism in the economy, improving thus the performance of a specific fiscal plan,

or can work towards the opposite direction leading to pessimism, amplifying the contractionary

effects of the consolidation. In general, we find that spending-based consolidations last longer

and lead to deeper recessions when agents are boundedly rational compared to the rational ex-

pectations benchmark, while the opposite holds for tax-based consolidations.
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