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Renewed concern about rising income inequality 

 
• Social unrest in the Middle-East 

 

 

• High unemployment in many advanced economies in the 
aftermath of the financial crisis 

 

 

• Possible adverse impact of fiscal consolidation measures in a 
number of advanced and emerging market economies M

o
ti

va
ti

o
n

 



Persistent high inequality in many countries 
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Source: IMF SDN (2012). Fiscal Policy and Inequality 



Rising inequality in many countries… 

 
 

M
o

ti
va

ti
o

n
 

Source: IMF SDN (2012). Fiscal Policy and Inequality 



…also as a consequence of the crisis... 
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Source: IMF SDN (2012). Fiscal Policy and Inequality 



…and fiscal consolidation measures (?) 
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Source: IMF Fiscal Monitor 



Inequality may affect efficiency 

 
• Important social and economic costs 

• Income inequality may have detrimental effect on economic 
activity: 

Leading to wasted productive potential and a misallocation of 
resources (Berg et al. 2011) 

 

Reducing individuals’ ability to cope with risk 

 

Leading to latent social conflicts (Campante and Chor, 2012) 

 

Increasing macroeconomic stability (Fitoussi and Saraceno, 2010; 
Kumhof and Ranciere, 2010) 

 

Reducing intergenerational mobility and increasing health 
problems (Wilkinson and Pichett, 2010) 
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Fiscal policy one of the most robust determinants of 
inequality 

(BMA estimates of 1 sd change in independent variable on Gini) 
absolute values) 
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Important redistributive role of fiscal policy in AEs 
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Source: IMF SDN (2012). Fiscal Policy and Inequality 



Fiscal consolidation required in many advanced 
countries 

  

•  The Great Recession 2007-09 has led to a significant increase in 
public debt, in large part because of the collapse in tax revenues 
over this period as incomes fell.  

 

•Against this backdrop, many governments are already undertaking 
or planning policies to reduce government debt and deficits, 
through a combination of spending and tax-based consolidation 
measures. 

 

• Will deficit reduction lead to stronger growth and job creation in 
the short run? What will be the distributional consequences? 
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Main results 
 

 

• Fiscal consolidation episodes have typically had significant 
distributional effects: 

 
• increase inequality by 0.1 percentage point (about 0.4 percent) in the very 
short term, and by 0.9 percentage point (about 3.4 percent) over the 
medium term;  

 

•significant and long-lasting fall in the wage income share of about 0.8 
percentage point of GDP;  

 

• raise long-term unemployment by about 0.5 percent over the medium 
term. 
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Inequality 

 
• Gini for disposable income (Standardized World Income 
Inequality Database; Solt 2009 & 2011) 

 

• Shares of wage and profit in GDP (OECD Analytical Database);  

 

• Short (lasting less than six months) and long-term (lasting more 
than six months) unemployment rates taken from the OECD 
Analytical Database.  
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Fiscal consolidation 

 
•Fiscal consolidation episodes are taken from Devries et al. 
(2011) database.  

 

•The database contains information on 173 episodes of fiscal 
consolidation for 17 OECD economies (Australia, Austria, 
Belgium, Canada, Denmark, Finland, France, Germany, Ireland, 
Italy, Japan, Netherlands, Portugal, Spain, Sweden, the United 
Kingdom, and the United States) during 1978-2009. 

 

•Measures of fiscal consolidation based on a narrative approach 
and focuses on policy actions. 
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Bivariate relationship 
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Cumulative changes in Gini before and after fiscal 
consolidation episodes 
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Cumulative changes in the wage share before and after 
fiscal consolidation episodes 
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Regression framework 
 

Impulse Response Functions by Local Projections (Jorda, 2005)  

 

 
G = measure of inequality 

 

D =dummy variable that takes the value equal to 1 for the starting date 
of a consolidation episode in country i at time t and 0 otherwise 

 

     =distributional impact of fiscal consolidation episodes for each future 
period k 

 

IRF obtained by estimating the equation for each k and plotting the beta 
coefficients 
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𝐺𝑖,𝑡+𝑘 − 𝐺𝑖,𝑡 = 𝛼𝑖
𝑘 + 𝑇𝑖𝑚𝑒𝑡

𝑘 + 𝛾𝑗
𝑘

𝑙

𝑗=1
∆𝐺𝑖,𝑡−𝑗 + 𝛽𝑘𝐷𝑖,𝑡 + 𝜀𝑖,𝑡

𝑘  
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      The effect of fiscal consolidation on inequality (Gini) 
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       Note: dotted lines equal one standard error bands. 
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      The effect of fiscal consolidation on inequality (Gini) 
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      The effect of fiscal consolidation on inequality (Gini) 
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      The effect of fiscal consolidation on inequality (Gini) 
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MEDIUM-TERM EFFECT OF CONSOLIDATIONS ON GINI 
 SWIID  OECD SWIID for 

observations in the 

OECD database 

Milanovic’s 

All the Ginis 

database 

𝐺𝑖𝑛𝑖𝑖 ,𝑡+5 − 𝐺𝑖𝑛𝑖𝑖 ,𝑡  0.456 

(2.04)** 

1.294 

(3.43)*** 

0.836 

(3.20)*** 

2.223 

(2.02)** 

     

N 473 55 55 147 

R
2
 0.13 0.27 0.17 0.12 

Note. T-statistics based on clustered robust standard errors in parenthesis.  

**, **** denote significance at 5% and 1%, respectively 



      The effect of fiscal consolidation on inequality (Gini)- 
spending vs. tax-based adjustments 
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      The effect of fiscal consolidation on wage income  

(% of GDP) 
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Note: dotted lines one standard error bands. 
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      The effect of fiscal consolidation on wage vs. profits 
and rents (percentage change) 
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      The effect of fiscal consolidation on wage income  

spending vs. tax-based (percentage change) 
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      The effect of fiscal consolidation on  

short vs. long-term unemployment  
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Key Results 
 

 

• Fiscal consolidation episodes have typically had significant 
distributional effects: 

 
• increase inequality by 0.1 percentage point (about 0.4 percent) in the very 
short term, and by 0.9 percentage point (about 3.4 percent) over the 
medium term;  

 

•significant and long-lasting fall in the wage income share of about 0.8 
percentage point of GDP;  

 

• raise long-term unemployment by about 0.5 percent over the medium 
term. 
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Fiscal consolidation occurring via spending restraints 
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      Conclusions 

 
• It is important to have realistic expectations about the 
consequences of fiscal consolidation 

 

 

• Costs must be balanced against the potential longer-term benefits 
that consolidation can confer benefits as interest rates decline, and 
the lighter burden of interest payments permits cuts to 
distortionary taxes (those that discourage desirable behavior) 
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      Conclusions 

 

• Fiscal measures that are approved now but only kick in to reduce 
deficits in the future—when the recovery is more robust—would be 
particularly helpful. Examples include linking statutory retirement 
ages to life expectancy and improving the efficiency of entitlement 
program 

 

 

• Fiscal consolidation plans should also spell out how policies would 
respond to shocks, such as slower growth than envisaged in the 
plan 
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