2.

Fiscal Consolidation, Economic Growth and the Financial System

 Under the crisis, public expenditure is supposed to make up for the slump in private
demand. However, the large amounts of government bonds issued for financing the
expanded fiscal deficits gradually crowd out the demand for funds for private investment
along with the economic recovery. In addition, if concern arises over fiscal sustainability
due to the expansion of fiscal deficits and the accumulation of public debt, the growing
uncertainty about the future could restrain household consumption and corporate
investment.
 When concern arises about fiscal sustainability, its impact on financial conditions can be
seen in the way that the interest rate on government bonds rises (the price of government
bonds falls). If the interest rate on government bonds rises sharply to cause concern about a
default, in severe cases the financial institutions that hold such bonds could be perceived to
be unstable and thus face difficulties in financing, and there would be a fear of confusion
in the financial system. The Greek financial crisis is the example.
 For those reasons, it is extremely important to adopt a policy of ensuring fiscal
sustainability.
(1)

Relationship between fiscal consolidation and economic growth

 The effect of fiscal consolidation on economic growth (short-term perspective)
There would be a negative effect based on traditional Keynesian theory. Any reduction in
government expenditures and increase in taxes would have impact to decrease aggregate
demand, including private consumption and investment, etc., due to the multiplier effect.
 The effect of fiscal consolidation on economic growth (medium- to long-term
perspective)
Decision-making on household consumption and corporate investment is based not only on
the current economic and fiscal conditions, but also on their future prospects. Accordingly,
with confidence in the continuity of fiscal consolidation and the government’s efforts,
reduction in government expenditures and increase in taxes might boost consumption
(Non-Keynesian Effects).
 Effect of factors other than fiscal policies
• In advancing fiscal consolidation, the impact of decreasing aggregate demand due to
fiscal contraction would be relieved when it is expected that monetary easing support
domestic demand or an increase in exports leads to the expansion of foreign demand.
• At present, policy interest rates are already at an extremely low level in the U.S. and
major European countries, and economic recovery in the developed countries is still
moderate. Under these circumstances, implementing their fiscal consolidation
simultaneously would worsen the negative impact of fiscal consolidation on economic
growth, since it would not likely be expected that the aggregate demand is supported by
monetary easing or foreign demand.
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Section 2

Examples of Fiscal Policy Failure

 There have been 310 or more cases of sovereign defaults in the world when focusing on
the period after the 19th century. Sovereign defaults tend to occur in large numbers just
after a global financial crisis.
 The UK-IMF crisis (1976) is shown below as an example of a mismanagement of fiscal
policies, which did not cause a default, but an economic crisis. The default of Russia
(1998), an emerging but relatively mature economy, is also examined since it had a huge
impact on global financial markets at that time.
 Those crises were caused when fiscal conditions rapidly worsened due to some
macroeconomic shocks over considerable delay in structural reforms, implying such crises
could occur in developed countries.
1.

The UK-IMF Crisis (1976)

(1)

Background to the crisis and key events

 After the World War II, the UK government provided generous welfare services called
cradle-to-grave services, nationalized key industries and enforced other relevant policies
by advocating more government intervention. In the 1970s, such economic policies
resulted in deadlock, while structural problems emerged and international competitiveness
weakened due to an increase in wages (the British disease).
 The oil shock occurred in 1973, which accelerated an inflationary trend that had appeared
in the latter half of the 1960s. The rate of increase in consumer prices exceeded 10% in
1974 and 1975, while the real economic growth rate became negative for the two
consecutive years. The UK fell into a period of stagflation. Output fell and imports
expanded, which resulted in a current account deficit. The UK ran a fiscal deficit in
FY1972, which further worsened due to an increase in the unemployment benefits payment.
The value of sterling pound depreciated.
 Since the UK government ran out of foreign currency reserves in order to protect the
pound from depreciating further (pound-buying intervention), it applied for urgent support
of 3.9 billion dollars from the IMF in December 1976.
(2) Lessons from the crisis
 Since there had been strong opposition among people against structural changes in the
generous welfare policies, the government had been putting off solving the problem. The
oil shock was major shock that brought about economic difficulties in all the developed
countries equally. However, its impact in the UK was more serious since it was already
faced with such structural problems.
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2.

Russian Financial Crisis (1998)

(1)

Background to the crisis

 Russia saw fiscal deterioration since its revenues decreased due to a decline in crude oil
prices and there was an increase in the amount of subsidies for corporations with low
productivity under the socialist economic regime during and after the latter half of the
1980s. Russia failed to implement substantial structural reforms, which prevented
improvement of fiscal deficit until the latter half of the 1990s.
 After the transition to a market economy, many commercial banks were established in
Russia. However, loan demand was weak due to high interest rates, and thus banks
tended to invest in government bonds. On the other hand, they financed in foreign
currencies at low interest rates. The financial system became structurally unstable against
capital outflows and Ruble depreciation.
(2)

Key events of the crisis

 Fiscal deficits expanded since export taxes were abolished in July 1996 and tax revenues
decreased due to a decline in profits of the energy industry, which was caused by a drop in
crude oil prices in 1997.
 The Asian currency crisis occurred in July 1997. The government continued to purchase
ruble and raised policy interest rates substantially in order to prevent capital outflows and
depreciation of ruble. However, the interest rates on short-term government bonds surged
significantly more than government’s intentions. Russia fell into default on August 17,
1998.
 Commercial banks collapsed one after another due to turmoil in the short-term government
bond market caused by financial crisis, an increase in debts held in foreign currencies and
financial difficulties.
(3)

Lessons from the crisis

 Russia put off the drastic reform of its low-productive corporations that had been protected
under the socialist economic regime by providing government subsidies. Accordingly,
Russia depended on chronic fiscal deficits and inflexible fiscal management. The Russian
financial crisis is the example that the postponement of solving structural problems
weakened resilience to a crisis.
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Section 3
1.

Cases of Successful Fiscal Consolidation

Relationship between the Real Economy and Fiscal Management

 Fiscal consolidation, in the short term, would have downward impact on economy.
Accordingly, it is essential that fiscal consolidation be pursued with the economic
fluctuation risk taken into consideration.
(1)

Economic cycles and the timing to start fiscal consolidation

 Cases where fiscal consolidation started in a recovery phase: Desirable timing
• After the end of the recession in Canada in April 1992, the administration came into
power in October 1993 and promoted drastic reforms based on the expenditure cuts. It
succeeded in reducing fiscal deficits at a faster pace than intended and achieved a fiscal
surplus in 1997.
• In Sweden, krona depreciated due to a currency crisis under the critical economic and
financial situation in the early 1990s, enabling an export-led recovery to occur. Rapid
fiscal consolidation in recovery phase resulted in a fiscal surplus in 1998.
• Australia saw a rapid expansion in fiscal deficits during recessions in the first half of the
1980s and the first half of the 1990s. However, Australia was not driven to such a
critical situation as seen in Europe and other countries. Therefore, reforms were
implemented gradually, improving the fiscal balance significantly along with an
economic recovery.
 Cases where fiscal consolidation started in a recession phase: In urgent needs
• In New Zealand, the Lange administration came into power as a result of a general
election under the economic crisis. During the recession phase, the administration
carried out fiscal consolidation including economic, administrative and fiscal reform
such as the abolishment of conventional government controls to widely liberalize the
economy.
• In Ireland, stagflation continued until the mid-1980s, expanding fiscal deficits. Fiscal
consolidation was implemented by tax increase and expenditure cut amid stagnant
economic recovery.
• In European countries that were required to meet the euro convergence criteria for
joining the euro area under the Maastricht Treaty, large-scale fiscal consolidation
including temporary measures was carried out under severe economic conditions. Along
with fiscal consolidation mainly by expenditure cut, Spain attempted to raise its
potential growth rate by restraining inflation, easing regulations and reforming the labor
market. While in Italy, doubt about the prospect of achieving the convergence criteria
caused speculation selling-off of lira and made Italy suspend from the Exchange Rate
Mechanism (ERM). However, Italy carried out fiscal consolidation, implementing a
temporary tax increase equivalent to 1% of GDP and other tax hikes, expenditure cut
and structural reforms.
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 Fiscal consolidation at a fast pace: case where good external circumstances prevented
an economic slowdown
• The Carlsson Administration of Sweden achieved a surplus in the cyclical balance since
exports expanded due to the more than 30% depreciation of the krona and this
expansion supported an economic recovery.
• The Chrétien Administration of Canada achieved a surplus in the cyclical balance since
the recession in the U.S. ended and the economic circumstances improved after the time
fiscal consolidation efforts were started.
 There are cases in which fiscal consolidation was achieved at a fast pace with economic
growth maintained since exports expanded due to a significant depreciation of the currency
or improvement of the external environment, offsetting a negative impact of fiscal
consolidation on the economy. In contrast, there are cases in which fiscal consolidation was
carried out at a moderate pace, securing stable economic growth. It is desirable that the
pace of fiscal consolidation should be adjusted to lessen its negative impact on the
economy unless there are special circumstances such as an economic crisis.
(3)

Response to an economic fluctuation risk

 Setting up rules that give consideration to economic cycles
• When starting fiscal consolidation, it is important to establish rules to cope with
exceptional circumstances and ensure flexibility with regard to economic fluctuations
risk (so-called escape clauses) while maintaining rigid fiscal discipline.
Examples
• The systems to cope with an economic fluctuation risk are established in the U.S., the
UK, the euro area, Sweden, etc.
• In the EU, the current economic condition is assessed as an exceptional circumstance by
the European Commission. Member states are allowed to have fiscal deficits that exceed
the deficit-to-GDP ratio stipulated under the Stability and Growth Pact.
 It is necessary to keep in mind that addressing an economic fluctuation risk could be
destructive, undermining the credibility and feasibility of fiscal consolidation efforts if the
rules are not designed with careful consideration or the rules are applied in an arbitrary
manner.
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economic outlook required as the basis for budget, and evaluate the short-term, as well
as the medium- to long-term fiscal outlook and fiscal policies.
 Netherlands Bureau for Economic Policy Analysis
• The Netherlands Bureau for Economic Policy Analysis releases a quarterly short-term
economic outlook, prepares a medium- to long-term economic and fiscal outlook and
assesses various economic policies.
• Requested by political parties in an election, the Bureau analyzes and releases the
effects that their manifesto would have on the economy and public finances (fiscal
deficits, employment, etc.).
 UK Office for Budget Responsibility
• In the UK, the Office for Budget Responsibility (OBR) was newly formed when the
administration changed in the general election held in May 2010.
• While preparing an economic outlook that provides the basis for budget, the OBR
assesses the effects that the budget draft would have on the economy and also the
consistency between the budget draft and fiscal targets, from the independent viewpoint
of HM Treasury. The OBR presents the relationship between the budget draft and the
future economic and fiscal outlook, as well as fiscal targets, using fan charts.

Figure 2-3-13 Outlook for Economic Growth Rates and Fiscal Balance in the UK
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3.

Relationship between Fiscal Consolidation and other Policies

(1)

Fiscal consolidation and monetary policies

 In enhancing the feasibility and sustainability of fiscal consolidation it is effective to
implement an accommodative monetary policy that alleviates the short-term negative
effects of fiscal consolidation on the economy.
 The cases described above include the efforts of the Clinton Administration in the U.S.
• Fiscal consolidation was supported by an accommodative monetary policy. After the
economy entered into the recovery phase, a prudent attitude was adopted for the time
being in raising interest rates, while fiscal consolidation measures were vigorously
implemented.
• Fiscal consolidation got under way, achieving a fiscal surplus from FY1998 to FY 2001.
(2)

Fiscal consolidation accompanied by regulatory reform to raise potential growth
rates

 Structural reforms not only relate to each fiscal consolidation plan designed to cut
expenditures, but also contribute to a reduction in the fiscal deficit-to-GDP ratio by raising
potential growth rates.
 Australia took the measures described below.
• The government has privatized state-owned companies, mainly in electricity,
telecommunication, airlines and railways industries, and sold their assets since the
1980s.
• The National Competition Policy has been implemented since 1995. The policy is the
introduction of public and private competitive bidding in fields that have been
monopolized by the public sector. It aims at reducing public service costs.
• Owing to the structural reforms above, TFP growth rate in Australia increased from
0.75% in the 1970s and 1980s to 2% in the 1990s (OECD, 1999).
• A rise in the TFP growth rate pushed up the potential growth rates of Australia.
Accordingly, a series of structural reforms are evaluated as being positive in the sense
that they eventually contributed to fiscal consolidation.
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4.

Assessment of Fiscal Consolidation: Points Required for the Successful Fiscal
Consolidation

(1)

Steady consolidation at a moderate pace compatible with growth
• Steadily reducing structural fiscal deficits through proceeding with expenditure cuts and
revenue increase firmly.
• It is desirable to start fiscal consolidation in a recovery phase. It is necessary to choose
the appropriate timing and pace for the consolidation while paying sufficient attention to
economic conditions.

(2)

Setting up system and scheme for enhancing the effectiveness and sustainability of
fiscal consolidation
It is helpful to establish a legal scheme for the steady implementation of fiscal deficit
reduction plans.
Also, it is important to set up emergency measures, such as escape clauses, to work on
fiscal consolidation continuously, and it is necessary to ensure that the effectiveness of
fiscal consolidation is not undermined by the loose or arbitrary application of such
measures.
It is important to reform the budget drafting process to strengthen the leadership of the
Cabinet, while broadening ministerial discretion as to budget allocations in the fields
which ministers are in charge of.
Recent trends show that, a highly professional fiscal policy organization, which is
independent of the budget drafting organization, prepares the economic outlook and
assesses fiscal policies.

•
•

•
•

(3)

Ensuring public understanding of fiscal consolidation (securing transparency,
strengthening accountability)
• It is important to secure market confidence for fiscal consolidation by clarifying the
targets, processes and rules, and demonstrating the government’s strong commitment.
• It is also expected that the negative effects of consolidation measures on the economy
can be alleviated through decrease of uncertainty of the future prospect for households
or corporations and decrease of risk premiums as well.

(4)

Support by regulatory reform and monetary easing
• Efforts should be made to raise the potential GDP through regulatory reform and so
on.
• It is expected that easing monetary policies can supplement fiscal consolidation.
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