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The specter of a credit downgrade looms, and it is frightful. A downgrade threatens to push interest rates
higher, making it more difficult for consumers to borrow, for businesses to hire, and for the economy to
grow. But even more frightening is the cause of the potential downgrade: unsustainable deficits fueled by
government spending. There is, however, a way to exorcise this threat. The experience of nearly two
dozen developed economies suggests that the surest way for policy makers to rein in destructive deficits
and stabilize the debt is to cut spending, not increase revenue.
THE THREAT

On July 14, Standard & Poor’s (S&P) issued a warning to Washington: within months, policy makers
must craft a “credible solution” to reduce deficits by at least $4 trillion over the next 10 to 12 years.2 If
they fail, the ratings agency will downgrade the nation’s nearly century-old and highly coveted “AAA”
credit rating. S&P made it clear that if policy makers raise the debt ceiling without such a solution they
would still downgrade the United States:
If such an agreement [to raise the debt ceiling] is reached, but we do not believe that it
likely will stabilize the U.S.’ debt dynamics, we, again all other things unchanged, would
expect to lower the long-term ‘AAA’ rating, affirm the ‘A-1+’ short-term rating, and
assign a negative outlook on the long-term rating. 3
Many worry that if such a downgrade were to occur, it would trigger a spike in interest rates, necessitating
larger interest payments and further exacerbating the problem. 4 This is certainly a concern. But a credit
downgrade would be merely one symptom of a deeper and far more dangerous disease: explosive,
unsustainable deficit spending.
As shown in Figure 1, the Congressional Budget Office estimates that, absent fundamental changes, the
U.S. debt-to-GDP ratio will reach 90 percent within 7 years and be over 100 percent by 2021.5 These
figures are important. Examining 200-years’ worth of data from over 40 countries, Carmen Reinhart and
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Kenneth Rogoff have found that debt-to-GDP ratios in excess of 90 percent tend to be associated with
economic growth that is about 1 percentage point slower than otherwise.6

Figure 2 puts this in perspective.
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If, starting in 1975, the U.S. had grown 1 percentage point slower than it actually did, the nation’s current
economy would be just 70 percent of its actual size. A smaller economy means fewer goods and services,
fewer opportunities for employment, and a diminished standard of living. As the operator of the world’s
reserve currency, the U.S. may be able to sustain debt levels above 90 percent before encountering the
sort of slowdown that Reinhart and Rogoff document. But not even the United States can withstand the
debt levels that are being projected within the next few decades.
WHAT IS THE MOST EFFECTIVE WAY TO REDUCE DEBT?

If policy makers wish to maintain the United States’ standard of living, what actions offer them the best
chance of meeting S&P’s deficit-reduction goal? What policies are most likely to stabilize the U.S. debtto-GDP ratio? As the United States is not the first nation to wrestle with destructive deficits, it can learn
from the measures that others have taken to stabilize their governments’ finances.
Examining 37 years of data from 21 similarly situated nations, Alberto Alesina and Silvia Ardagna
identified 107 separate efforts to get debt levels under control.7 Alesina and Ardagna broke down these
“fiscal adjustment episodes” according to how successful they were (i.e., did they manage to rein in the
debt?) and how they affected the economy (i.e., did they cause the economy to expand or contract?).
First, consider the instances in which fiscal reform worked. As shown by the two left bars in Figure 3,
when fiscal reforms actually succeeded in reducing debt, spending as a share of GDP fell by about 2
percentage points while revenue also fell by half a percentage point. Thus, not only does successful fiscal
reform seem to require significant spending reductions, it also tends to occur when revenue is reduced.
Contrast this with the instances in which fiscal reform failed to reduce debt as shown by the two right bars
in Figure 3. Fiscal reform failed to reduce debt when the spending reductions were modest (only 0.8
percentage points as a share of GDP) and revenue increased rather substantially (1.41 percent of GDP).
Thus, fiscal reform efforts are more likely to succeed in limiting debt when they focus on spending cuts
rather than revenue increases, a point borne out by several other studies.8
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If fiscal reform efforts are more successful when they focus on spending reductions rather than tax
increases, what shape should these spending cuts take? The evidence suggests that cuts in entitlement
spending and government employment tend to increase the odds of success.9 Some researchers believe
that this increased success occurs because markets interpret policy makers’ willingness to stand up to
entrenched interests as evidence of a credible commitment to reform. 10
WILL FISCAL REFORM HURT?

Some people worry that aggressive spending reductions will harm the economy. 11 Conveniently, Alesina
and Ardagna also looked at what happened to economies after reform. Sometimes they expanded rapidly;
sometimes they didn’t. The researchers found that among the instances in which significant economic
growth followed reform, the country had reduced spending by about 2.19 percentage points as a share of
GDP while raising revenue by 0.34 percentage points (See Figure 4). In contrast, in the instances in which
significant growth did not follow reform, the country had reduced spending only slightly (0.7 percent of
GDP) while markedly increasing revenue (1.2 percent of GDP). Thus, Alesina and Ardagna’s work
suggests that the most economically damaging variety of fiscal reform is that which focuses on large
revenue increases and modest spending reductions. 12
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The idea that spending reductions might stimulate the economy is somewhat controversial. While the
correlations are relatively clear, some question whether causation truly runs from spending cuts to
growth. 13 Expansionary spending cuts could be the result of accommodative monetary policy, currency
devaluation, interest rate reductions, and/or increases in net exports, all of which may occur at the same
time that a country reduces spending.
The point, however, is not that spending-cut-focused reforms are a reliable route to short-term growth.
Alesina notes that they are about as likely to boost short-term growth as are stimulus efforts and the
evidence on those is decidedly mixed. 14 Instead, spending cuts are warranted because they are the surest
way to avoid the sort of long-run debt-induced stagnation depicted in Figure 2 above.
CONCLUSION

Absent policy change, the U.S. government will accumulate dangerous debt levels within a matter of
decades. Ratings agencies now warn that if policy makers fail to credibly commit to fiscal reform, the
nation’s perfect credit score is in jeopardy. Ours is not the first nation to wrestle with this problem and the
experience of others suggests that spending reductions—not revenue increases—have the greatest chance
of meeting the challenge.
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