
F
iscal measures, such as tax cuts and spending in-
creases, have been central to government responses 
to the current global financial crisis.

All countries in the Group of Twenty (G-20—see 
box) have adopted discretionary fiscal packages to fight the eco-
nomic downturn that was set off in mid-2007 by a financial and 
banking crisis with roots in the U.S. mortgage market. Those 
programs, enacted specifically to boost aggregate demand dur-
ing the economic downturn, cost about 2 percent of the gross 
domestic product (GDP) of the G-20 countries in 2009 and are 
projected at 1.6 percent of GDP in 2010 (IMF, 2009).

These expansionary fiscal policies have begun to offset the 
fall in private demand in G-20 countries, but it is too early to 
tell whether they will help shorten the duration of the reces-
sion and promote growth in the medium term. Does it mat-
ter for the next three to five years whether governments rely 
on tax cuts or spending increases to combat the recession? Or 
whether governments cut consumption taxes or income taxes 
or spend on current consumption or investment? We exam-
ine these questions, using historical data from past bank-
ing crises, which have caused more severe and protracted 
recessions than those with their roots in the real economy 
(Baldacci, Gupta, and Mulas-Granados, 2009).

Fiscal balances deteriorate
The discretionary programs enacted to combat the global re-
cession contributed to increased government deficits. In ad-
dition, declining economic activity and a drop in asset values 
lowered government revenues and increased spending for 
existing social programs, such as unemployment insurance. 
On average, fiscal balances in the G-20 nations are projected 
to deteriorate by about 7 percent of GDP in 2009, compared 
with the precrisis period. The discretionary measures account 
for almost one-third of the increase in deficits. Discretion-
ary fiscal stimulus was somewhat larger in emerging market 
economies, which have limited social programs and lower 
revenues. By contrast, in advanced G-20 economies, the big-
ger deficits were caused mainly by automatic increases in 
spending on such existing social programs as unemployment 
insurance and social assistance.

Most of the fiscal stimulus has involved raising public 
spending. More than two-thirds of the discretionary stimulus 
came in spending measures in 2009, with the rest in tax cuts. 
Investment in infrastructure accounts for almost half of the 
stimulus in emerging G-20 economies, compared with about 
one-fifth in advanced G-20 economies. Tax reductions, nota-
bly in corporate and personal income taxes, are a significant 
share of fiscal stimulus in advanced economies.

Recessions and fiscal policy
The role of fiscal and monetary policy during recessions has 
been studied extensively. Fiscal and monetary policies counter 
the effects of shrinking output during recessions, credit con-
tractions, and asset price declines (Claessens, Kose, and Ter-
rones, 2008). Fiscal policy appears to be particularly effective 
at shortening the duration of recessions. This suggests that an 
aggressive countercyclical fiscal stance—one that leans against 
the direction in which the economy is moving by cutting taxes 
or increasing spending—is appropriate during recessions and 
that fiscal stimulus should be large, sufficiently long lasting, 

The world’s biggest economies
The so-called Group of Twenty represents many of the world’s 
largest economies—advanced and emerging—and accounts 
for about 80 percent of global output and trade. The G-20, 
which includes 19 countries and the European Union, has 
become the main forum for major economies to discuss 
global economic conditions and what collective actions may 
be needed. The advanced economies in the G-20 are Australia, 
Canada, France, Germany, Italy, Japan, South Korea, the United 
Kingdom, and the United States. Emerging economy members 
are Argentina, Brazil, China, India, Indonesia, Mexico, Russia, 
Saudi Arabia, South Africa, and Turkey. 
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diversified, contingent, collective, and sustainable (Spilimbergo 
and others, 2008). However, there is little evidence of the ef-
fectiveness of fiscal policy during periods of systemic banking 
crises. This has limited our understanding of how the current 
stimulus packages will affect the duration of the crisis.

Several factors could hamper the effectiveness of fiscal 
expansion during the more severe and long-lasting recessions 
caused by financial crises:

• T he dramatic drop in aggregate demand necessitates a 
larger fiscal stimulus to support the economy than in a stan-
dard recession.

• T he implementation of fiscal policy is made difficult 
because the ability of consumers to spend is hampered by finan-
cial distress. The latter causes capital markets to freeze, collat-
eral to fall in value, and lenders to tighten loan standards—all 
of which limit the potential for private consumers to access 
credit against the backdrop of severe income losses.

•  Governments find it difficult to finance fiscal expan-
sions in a more risk-averse global environment. While this 
can be particularly important for countries with high initial 
levels of debt or high credit risk, an across-the-board increase 
in the perception that it is riskier to lend to governments can 
affect sovereign bond issuance even in better-rated econo-
mies. However, this effect can be offset in part by lower infla-
tion pressures and financial markets’ flight to quality.

Systemic banking crises and fiscal policy
We used new data on financial crisis episodes compiled by 
Laeven and Valencia (2008) to study the effectiveness of fiscal 
policy under systemic banking crises. This database comprises 
118 episodes of financial crisis that occurred in 99 countries 
during the period 1980–2008. These crises were different from 
standard recessions because they originated from severe sys-
temic disruptions in the banking system. Financial crises are 
typically associated with bigger economic losses than in nor-
mal recessions: the output loss is 3 percent of GDP in recessions 
compared with more than 6 percent of GDP in financial crises.

Financial crises lasted on average two and a half years (see 
Chart 1), with 85 percent of the episodes lasting between one 
and four years. The longest lasted eight years. These crises also 

generated large economic costs. The peak-to-trough fall in 
GDP growth was more than 5 percentage points during the 
average shock episode. The effects of crises on fiscal aggregates 
were also significant: during the crisis, public debt increased 
by about 30 percentage points of GDP (see Chart 2), reflect-
ing a large deterioration in the primary fiscal balance. A drop 
in revenue collection as well as higher public expenditure con-
tributed to the fiscal deterioration. These results are similar to 
the estimated impact of the current crisis on output and gov-
ernment debt in G-20 countries and to those reported in other 
studies on financial crises (Reinhart and Rogoff, 2009).

Did fiscal expansions help in shortening the length of 
financial crises? Our results, based on regression analysis of 
the factors that affected crisis duration, indicate that they did. 
Higher government spending and lower taxes boosted aggre-
gate demand by replacing falling private consumption. Public 
investment also contributed to offsetting the collapse in private 
investment. Higher deficits led to shorter crisis durations in our 
sample (see Chart 3). An increase of 1 percent of GDP in the 
fiscal deficit reduced the duration of the crisis by almost two 
months. This suggests that fiscal expansion of a size similar to 
that adopted on average by G-20 countries during the current 
global financial crisis may cut the length of the recession by 
almost one year, compared with a baseline scenario in which 
the budget deficits remain the same as in the precrisis period.

Fiscal policy composition
We also find that the composition of fiscal expansion—how 
it is distributed as current spending, investment spending, or 
tax cuts—matters. Higher public consumption—government 
purchases of goods and services and wages—and lower in-
come taxes shorten the duration of financial crises. For ex-
ample, a 10 percent increase in the share of public consump-
tion in the budget reduced the crisis length by three to four 
months more than larger fiscal deficits alone would have. The 
same cannot be said for capital expenditures. Why? We be-
lieve that implementing capital projects generally takes lon-
ger than directly injecting demand through government pur-
chases of goods and services. This picture seems consistent 

Source: Authors’ calculations.

Spain, 7/14/09
Proof

Chart 1

Timing the crisis
Financial crises between 1980 and 2008 lasted 2½ years on 
average. The longest lasted 8 years.
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Costly downturns
Public debt climbed by almost 30 percent of GDP on average 
during financial crises, while budget deficits worsened on 
average by 5 percent of GDP.
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with the pace of disbursement of current fiscal packages. Tax 
cuts and increases in government consumption and transfers 
were implemented rapidly in many G-20 economies. How-
ever, procedures for budget allocation, transfers to subna-
tional governments, procurement, and payments to contrac-
tors slowed down the disbursement of some capital projects 
(Horton, Kumar, and Mauro, 2009).

The composition of tax measures is also important: cutting 
consumption taxes was more effective than cutting income 
taxes. That is because cuts in levies such as value-added or 
sales taxes quickly stimulate private consumption, whereas 
income tax reductions can in part be saved. Consumption tax 
cuts help support domestic demand, particularly when drop-
ping asset values, income losses, and rising unemployment 
dent households’ ability to spend.

Other factors played a significant role. Crises that were 
preceded by a credit boom tended to last longer. Those dur-
ing which a guarantee for bank deposits was provided (or 
expanded) by the government were shorter than crises during 
which governments did not provide this financial safety net. 
Closing failed banks and strong government intervention in 
financial markets were also beneficial in resolving crises.

The analysis also found that the way fiscal policy is con-
structed affects whether it creates conditions that promote 
economic growth five years after a crisis. Fiscal responses that 
had a greater share of public investment may not have helped 
shorten recessions as much as consumption spending, but 
they had a positive effect on output growth in the medium 
term. A 1 percent increase in the share of capital outlays 
in the budget raised postcrisis growth by about one-third 
of 1 percent a year in our regression analysis of crisis epi-
sodes. It appears that capital investment promotes medium-
term growth by removing infrastructure bottlenecks and 
by enhancing private sector competitiveness. Income tax 
reductions were also associated with positive growth effects. 
Trimming income taxes removed distortions that hurt long-
term economic performance.

These results highlight the potential trade-off between 
fiscal policy’s role in supporting aggregate demand in the 
short term and its contribution to productivity growth in 
the medium term. They point to the need to evaluate the 
composition of fiscal stimulus packages before their imple-
mentation, as different short-term and medium-term fiscal 
multipliers can affect fiscal policy performance during the 
crisis and in its aftermath.

Fiscal policy and debt sustainability
However, insufficient fiscal space—that is, the capacity to 
spend more without jeopardizing fiscal solvency—and con-
cerns about the sustainability of public debt can limit the ef-
fectiveness of fiscal expansions during crises. The lack of fis-
cal space in countries with high public sector debt–to-GDP 
ratios before the crisis not only constrains the government’s 
ability to implement countercyclical policies, it also under-
mines the effectiveness of fiscal stimulus and the quality of 
fiscal performance. For example, in countries with relatively 
high debt, crises lasted almost one year longer; the beneficial 
effects of fiscal expansions were negated by the high pub-
lic debt. Our simulations show that high initial levels of 
public debt make it more difficult to exit a crisis and limit 
the ability of expansionary fiscal policy to support output 
growth. Similar results are found for countries with lower 
per capita income, because those nations’ limited fiscal space, 
lower technical capacity to implement fiscal stimulus plans, 
and higher exposure to macroeconomic risks—including to 
external shocks—reduce the scope and the effects of fiscal 
expansions during crises.  n

Emanuele Baldacci is a Deputy Division Chief and Sanjeev 
Gupta is Deputy Director in the IMF’s Fiscal Affairs Department.
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Chart 3

Deficits to the rescue
There was a strong correlation between larger budget deficits 
and shorter recessions between 1980 and 2008.
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