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Theoretical analyses of fiscal consolidation from the perspective of both social
welfare and the fair distribution of welfare across generations.
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This study investigates expenditure- and tax-based consolidations under the
rule of reductions in debt-to-GDP ratios to the target level and the effects of these consolidations
on fiscal sustainability and welfare. We find that expenditure-based consolidation is more likely
to make fiscal policy sustainable than tax-based consolidation. As for welfare, countries may differ

in their choice of the type of consolidation, which depends on the size of outstanding debts
relative to capital, the economy’ s productivity, tax rate levels, and the extent of utility from
public goods. More importantly, it may also depend on whether policymakers emphasize social welfare
or fairness of welfare distribution between generations. By contrast, a common result on welfare is
that fiscal consolidation cannot persist much longer. Theoretical implications for fiscal management
in countries that have recently been promoting greater financial literacy are also presented.
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