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a In response to the largest post-war recession, OECD governments have run
up record peacetime budget deficits. While deficit spending was the
appropriate response to an unprecedented crisis, correcting these
imbalances is now a critical challenge for economic policymakers.

a Empirical evidence is equivocal about the appropriate size of government in
the long run. But history does provide guidance as to how governments can
correct large fiscal imbalances, while protecting economic growth.

a In a review of every major fiscal correction in the OECD since 1975, we find
that decisive budgetary adjustments that have focused on reducing
government expenditure have (i) been successful in correcting fiscal
imbalances; (ii) typically boosted growth; and (iii) resulted in significant bond
and equity market outperformance. Tax-driven fiscal adjustments, by contrast,
typically fail to correct fiscal imbalances and are damaging for growth.

H The trade-off between withdrawing the stimulus too soon (and threatening
the economy's nascent recovery) and delaying the correction (and
threatening a debt crisis) largely disappears when severe fiscal imbalances
are corrected through reduced government expenditure.

B Our results are robust to controlling for prior economic conditions that
might otherwise explain growth differences. They are also consistent with
the findings of previous academic work in this area.

a That said, decisive expenditure-driven fiscal adjustments are politically
difficult to implement and tend to take place only following a change in
government and/or once bond markets force the government's hand.
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