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Abstract

This article challenges the focus on budget deficits that permeates the literature on

the comparative political economy of fiscal policy. It analyzes countries running

budget surpluses and asks why some preserved these surpluses while others did

not. Whereas several OECD members recorded surpluses for just a few years, bal-

anced budgets became the norm in Australia, Canada, Denmark, Finland, New

Zealand and Sweden in the late 1990s. The article compares both types of countries.

Focusing on Canada and Sweden, it argues that a path-dependent shift in the bal-

ance of power among competing fiscal policy coalitions explains why surpluses per-

sisted in one group of countries but not in the other. This reconfiguration of fiscal

conflict was triggered by a deep fiscal crisis and an ensuing expenditure-led consoli-

dation. It can be interpreted as creating a ‘surplus regime,’ in which fiscal policy

became structured around the goals of balancing the budget and cutting taxes.
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1 Introduction: budget surpluses in advanced economies

It is, of course, widely recognized that surpluses are unlikely to arise from deliberate policy action
in a democratic political setting.

James Buchanan (1967, p. 8)

The science of budget balances is a science of budget deficits. At least since the 1970s,
scholars of public finance have focused their energies on analyzing a ‘deficit bias’ of repre-
sentative democracies (Buchanan and Wagner, 1977; Alesina and Tabellini, 1990;
Hallerberg et al., 2009). The opposite case—that of budget surpluses—received a short burst
of attention in the late 1990s when the Clinton administration briefly balanced the US
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budget (e.g. Alesina, 2000; Posner and Gordon, 2001), but interest faded quickly when the
USA returned to deficit in 2001. Apart from this short-lived exception, the literature has fol-
lowed Buchanan’s lead and regarded surpluses as empirically unlikely to happen and—in
case they happened nevertheless—as being of minor theoretical interest (Alesina, 2000; but
see Brenton, 2016; Brenton and Pierre, 2017).

This article challenges the widespread neglect of budget surpluses. As Table 1 shows, this
challenge can be justified empirically, as surpluses are much more prevalent than is widely
assumed. In the three decades between 1980 and 2009—generally regarded as an ‘age of
permanent austerity’ (Pierson, 2001), in which fiscal policy should prima facie have been
particularly likely to display ‘deficit bias’—13 of 19 traditional OECD economies recorded
at least two years of consecutive surpluses (five of them twice), accumulating a total of 115
surplus years between them. Only six advanced economies (Austria, Belgium, France,
Germany, Italy, and Portugal) had no surplus period over the entire three decades.1

Moreover, surpluses constitute theoretically interesting ‘negative cases’ (Emigh, 1997)
which contradict dominant theories of fiscal policy. While one or two years of surplus do
not yet pose a puzzle for the standard view, 10 or 12 years certainly do. Accordingly, this
article focuses on countries that ran surpluses for more than a decade and asks how they
managed to preserve these surpluses. In other words, whereas the majority of the literature
focuses on Step 1 in Figure 1 (e.g. Wagschal and Wenzelburger, 2008; Alesina and Ardagna,
2012; Blyth, 2013; Wenzelburger, 2013; Hübscher, 2016; Hübscher and Sattler, 2017), the
focus here is on Step 2. In terms of research design, this implies that the relevant cases are
not all OECD economies but only those that achieved a surplus in the first place. The ques-
tion is why some of them preserved surpluses while others did not. For countries in perma-
nent deficit, this question was never relevant.

This question is different from the question how surpluses are created. Whereas surplus
creation is a question of policy change—how to change fiscal policy to overcome a deficit—
surplus preservation is a question of policy persistence, i.e. of non-change: how to prevent
fiscal policy from changing again. This focus on persistence is important because many
observers believe that consolidation successes are persistently threatened by ‘consolidation
fatigue’ (Posner and Gordon, 2001, p. 3; Von Hagen et al., 2002, p. 517). Moreover, it is
motivated by an empirical pattern. Table 1 defines a ‘surplus period’ as a period of at least
two years of continuing surpluses, interrupted by at most two deficits before the budget
returns to surplus.2 The 16 resulting surplus periods fall into two distinct groups. Six of
them, which I will refer to as ‘surplus regimes’, lasted for more than a decade. These surplus
regimes developed largely in parallel in the mid-1990s and persisted until the crisis of 2008.
In contrast, in 10 cases, which I will call ‘surplus episodes’, surpluses lasted for a maximum
of five years. These surplus episodes are spread over the entire period of investigation.

1 The analysis in this article is restricted to the three decades before the great financial crisis. This
crisis fundamentally altered the circumstances of fiscal policymaking (e.g. in terms of interest rates),
which limits the comparability of pre-crisis and post-crisis fiscal policy.

2 I allow for such brief interruptions because budget balances only become clear ex post. Therefore,
planned surpluses sometimes become deficits due to unexpected events. Moreover, statistical con-
ventions change. For example, after reclassifying the pension system, the OECD now reports deficits
for Sweden in 2002 and 2003, even though surpluses were reported at the time.
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As Table 1 shows, the groups of surpluses are quite distinct, no matter whether one looks
at the general government, the central government or the structural balance. Surplus regimes
lasted for an average of 11.3 years and were thus clearly a structural phenomenon. They
also led to a massive and lasting reduction of net indebtedness. Surplus episodes, by con-
trast, lasted for only 3.3 years on average and are best understood as a cyclical phenomenon.
In fact, they closely correspond to peaks in the global business cycle. Their effect on net
indebtedness was much smaller and largely transitory. Thus, the two groups indeed repre-
sent the path divergence depicted in Step 2 of Figure 1.

The article aims to explain this divergence between the two groups of cases. Why did bal-
anced budgets develop into surplus regimes in some cases but not in others? In asking this
question, the emphasis is on those countries that preserved surpluses. Whereas surplus epi-
sodes conform to the received wisdom, surplus regimes constitute a puzzle for any theory
positing a general deficit bias. The empirical analysis will therefore concentrate on explain-
ing their distinctiveness.

Table 1. Budget surpluses in OECD countries, 1980–2009

Country Surplus

period

Length of

period

Structural Central

gov.

Decline of net

debt, % of GDPa

New Zealand 1994–2008 15 years 1993–2008 1994–2009 �55.5%

Canada 1997–2007 11 years 1997–2000, 2004–2007 1997–2007 �46.2%

Finland 1998–2008 11 years 1998–2008 1997–2008 �44.9%

Sweden 1998–2008 11 years 1997–2009 1998–2008 �39.5%

Australia 1998–2007 10 years 1997–2007 1999–2008 �28.5%

Denmark 1999–2008 10 years 1999–2000, 2004–2008 1998–2008 �41.3%

Japan 1988–1992 5 years 1985–1991 No data �13.3%

Denmark 1986–1989 4 years 1986–1990 1986–1989 �8.3%

Iceland 2004–2007 4 years 2005–2007 2004–2007 �31.7%

Sweden 1987–1990 4 years 1986-1990 1987–1990 �20.6%

Netherlands 2006–2008 3 years 2005-2006 2005–2008 �8.0%

Spain 2005–2007 3 years 2005–2007 2005–2007 �16.9%

UK 1999–2001 3 years 1999–2001 1998–2001 �9.2%

USA 1998–2000 3 years 2000 1998–2001 �13.5%

Iceland 1999–2000 2 years 1999–2000 1997–2000 �5.1%

Netherlands 1999–2000 2 years 2000 1999–2000 �13.3%

Finland 1980b—1989 10 years 1980b–1990 1986–1990

Switzerland 2006–2009b 4 years 2006–2009b 2006–2009b

Overlapc 79.3% 80.5%

Note: This table excludes Ireland, Luxembourg and Norway, which all recorded persistent budget surpluses.
However, Ireland’s surplus was an artifact of an overheating economy (the structural balance was negative for
most of the 2000s), while Luxembourg and Norway benefit from unique geographical/geological circumstances.
Furthermore, I exclude Finland in the 1980s and Switzerland from the analysis. Finland had already been run-
ning persistent surpluses since the 1950s to finance a state-driven industrialization effort (Vartiainen, 2011,
p. 60). This approach changed fundamentally after 1990. The Swiss surplus started in 2006 but did not end in
2009, making the data right-censored.
Source: OECD Economic Outlook No. 92 Database.
aDecline between last year in deficit and last year in surplus; bdata is censored; cyears with surplus in both head-
line and structural/central government balance, divided by years with surplus in at least one of them.
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In doing so, my argument will focus on the relative power of coalitions supporting differ-
ent fiscal policies. Specifically, I argue that countries preserved surpluses when a fiscal crisis
and a subsequent expenditure-led consolidation triggered a persistent shift in the balance of
fiscal interests and empowered a coalition favoring a new fiscal regime. In contrast, surpluses
remained an episode when countries did not experience a similar fiscal crisis and based their
consolidation on revenue increases. Surpluses were therefore not accompanied by a funda-
mental reconfiguration of fiscal interests and fiscal policy, notwithstanding brief surpluses,
remained stuck in a ‘deficit regime’.

The following section develops this theoretical framework and explains how I conceptu-
alize the persistence of surpluses. Focusing on the experiences of Canada and Sweden, the
empirical core of the article then traces the differences between the two groups of countries
through a process of fiscal crisis, consolidation and surplus spending. The final section con-
cludes and discusses why it is justified to talk of a new ‘regime’ in countries where surpluses
were preserved.

2 Theory: coalitions, fiscal regimes and the persistence of surpluses

Because surpluses have received little attention in the literature, there are to date no direct
attempts to explain the differences between surplus regimes and surplus episodes. However,
the dominant approaches in the literature, while able to conceptualize surplus episodes, are
clearly insufficient to explain surplus preservation.

This is true of functionalist explanations, which would argue that countries with surplus
regimes are simply small open economies that find it easier to run tight fiscal policies (Buti
and Pench, 2004). Yet, while in some bigger economies—USA, Japan, the UK—surpluses
indeed remained an episode, the same is true of several small economies, suggesting that the
size of the economy is at most one among several explanatory factors and cannot replace a
political account. Similarly, institutionalist accounts which would argue that PR systems can
easier commit to specific policies (Cox and McCubbins, 2001), including budget surpluses,
cannot explain why Canada and Australia preserved surpluses, whereas the Netherlands did
not.

Most importantly, surplus preservation constitutes a puzzle for explanations of a deficit
bias of representative democracies that derive from the public choice tradition. In these

Figure 1. Surplus generation and surplus preservation.
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models, policymakers try to maximize their self-interest, given a certain incentive structure.
The prediction of a deficit bias follows straightforwardly: because tax cuts and spending are
popular, whereas tax increases and retrenchment are unpopular, balancing the budget is not
in the self-interest of vote-seeking politicians. Instead, fiscal policy is plagued by a common
pool problem, time inconsistency, fiscal illusion, strategic use of debt, issues of intergenera-
tional redistribution, electoral cycles and other conceptually similar problems (for a sum-
mary see Alesina and Passalacqua, 2015).

In this framework, deficits arise because policymakers have too much discretion. The
suggested solution, therefore, is to restrict their room for maneuver—or, in Aaron
Wildavsky’s terms, to strengthen the guardians against the spenders (Wildavsky, 1975).
Accordingly, economists and political scientists have proposed a host of formal institutional
reforms, such as balanced budget rules (Buchanan and Wagner, 1977), expenditure rules
(Ljungman, 2008), fiscal councils (Calmfors and Wren-Lewis, 2011), centralized budgetary
processes (Hallerberg, 2004), or binding coalition agreements (Hallerberg et al., 2009).
Following this literature, institutional reforms should be key for the preservation of sur-
pluses. However, this explanation begs the question why countries reform their institutional
framework in the first place. Often, such reforms will be introduced by countries already
committed to fiscal thriftiness and thus rather be an effect than a cause of fiscal policy
change.

This study proposes to analyze the persistence of surpluses on a much broader canvas
and to endogenize specific policy decisions like the introduction of fiscal rules. Following
war of attrition models of fiscal consolidation (Alesina and Drazen, 1991; Barta, 2011),
I conceptualize fiscal policy as a conflict between two policy coalitions, one calling for
higher expenditure and one calling for lower taxes. However, whereas these models are usu-
ally employed to explain the timing of consolidation, I apply them to consolidation’s
persistence.

Expenditure and tax-cut coalitions fight over the size and composition of the public
budget. In this struggle they draw on various sources of political strength, including institu-
tional frameworks, ideational resources and electoral support. Heuristically, the expenditure
coalition contains the beneficiaries of public redistribution and public services, but also their
producers (i.e. public servants). Core coalition members are labor unions, in particular in
domestically oriented sectors of the economy which benefit from an activist, anti-cyclical fis-
cal policy and are comparatively sheltered from global tax competition. Ideationally, the
coalition coalesces around the vision of an activist state and conceptualizes fiscal policy as
an important discretionary instrument for managing the economy. It benefits from an insti-
tutional framework that gives political decision makers wide room for maneuver. The parti-
san literature typically considers parties of the left as the political representatives of this
coalition (Franzese, 2002).

The tax-cut coalition, by contrast, brings together net contributors to public redistribu-
tion, but also employees in export-oriented sectors for whom deficit spending holds little
promise but who see their fortunes threatened by international tax competition. Naturally,
business associations are core coalition members. Ideationally, this coalition coalesces
around the vision of a lean state and conceptualizes fiscal interventions as harmful to eco-
nomic efficiency. It draws support from an institutional framework that guarantees a rule-
bound fiscal policy and restricts political discretion. Typically, parties of the right are the
representatives of lower taxes.
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Obviously, the political efficacy of the two coalitions will systematically differ between
different countries. Expenditure coalitions can draw on much bigger institutional resources
in universal welfare states than in residual welfare states, for example. In fact, one could
interpret the size and structure of the welfare state as the outcome of the long-term balance
of power between the two groups.3

Moreover, following Iversen and Soskice (2006), not all voters or interest groups will be
closely attached to one of the two coalitions. These pivotal actors can potentially ally with
both coalitions and are thus the target of political competition. Structurally, members of this
group should be closer to the expenditure coalition in universalistic welfare states, where
they consume many public services. In more residual welfare states, they have to buy these
services on the market and are therefore more supportive of tax cuts, which increase their
disposable income.4

The balance of power between these coalitions shifts over time with changes in the idea-
tional context, the institutional framework or the structure of material interests. More
importantly for the purposes of this article, there are also phases in which the balance of
power reaches a relatively stable equilibrium. Following Paul Pierson (Pierson, 2001; see
also Streeck, 2017), we may describe such an equilibrium as a ‘fiscal regime’. Pierson defined
such a regime as ‘the configuration of political interests, institutions, and policy arrange-
ments that structure conflicts over taxes and spending’ (Pierson, 2001, pp. 56–57).

This regime takes the form of a ‘deficit regime’ when neither coalition is strong enough
to impose its will on the other coalition, as both coalitions, though in principle committed to
balanced budgets, refuse to carry the burden of balancing the budget. In this case, the expen-
diture coalition successfully resists expenditure cuts, the tax-cut coalition vetoes tax
increases and the undecided middle benefits from a low level of taxation and a high level of
public services. Such a deficit regime characterized many Western economies after 1973,
when expenditure coalitions lost their post-war dominance but tax-cut coalitions were not
able to establish a new structural supremacy. However, the situation is very different in
regimes in which one coalition clearly dominates. These regimes allow for a structurally bal-
anced budget because one coalition is able to impose the costs of balancing the budget on
the other side. This dominant coalition is thus able to achieve its most important goal with-
out having to sacrifice budget balance. For example, before 1973 expenditure coalitions
dominated Western political economies and budgets were generally balanced.

Applying this perspective to the question of surplus persistence after 1980, my core argu-
ment is that fiscal policy remained embedded in the existing deficit regime in countries with
surplus episodes, while fiscal regime change occurred in countries which preserved surpluses.
The balance of power between both coalitions remained unchanged in the former group but
shifted toward a dominance of tax-cut coalitions in the latter.

This argument raises the question how to explain regime change in some surplus coun-
tries. Here, the extensive literature on critical junctures (Capoccia and Kelemen, 2007)

3 Here, my approach has obvious affinities to power-resource theory (Esping-Andersen, 1990).
4 Obviously, fiscal policy conflicts in the real world are more complicated than in this stylized model.

Interest groups typically support specific expenditure programs (specific tax cuts), rather than a big-
ger (smaller) budget as such. Still—like a single left-right axis is a helpful simplification of multidi-
mensional partisan conflict about economic policy—the stylized unidimensional conflict has
heuristic value.
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suggests an important role for fiscal crises. A crisis fundamentally questions the established
regime and can thus create the ‘permissive conditions’ (Soifer, 2012) for regime-changing
reforms. This is particularly likely when the crisis involves the intervention of international
markets or international organizations who may be able to break a stalemate between the
coalitions. Whether a crisis indeed forms a critical juncture will thus have to do with the spe-
cific circumstances of the crisis itself. However, it also depends on the reaction to the crisis.
Fiscal crises will trigger consolidation everywhere, but not every consolidation is equivalent
to fiscal regime change. Most consolidations are just adjustments within an existing regime.
Only a consolidation that transforms ‘political interests, institutions, and policy arrange-
ments’ will have long-term consequences on the regime.

The proposition that the design of a consolidation program affects its sustainability is a
staple of the consolidation literature (e.g. Alesina and Perotti, 1995; Alesina and Ardagna,
2012). According to their results, consolidations relying on expenditure cuts (in particular
welfare and, more specifically, pension cuts, Wenzelburger, 2013) are much more likely to
persist than revenue-based consolidations. However, when these studies investigate the sus-
tainability of consolidation efforts, they restrict themselves to a two-year (Alesina and
Ardagna, 2012) or three-year window (Wagschal and Wenzelburger, 2008) for defining sus-
tainability. Similarly, studies using duration analysis usually only look at the period during
which the structural balance improves (Mulas-Granados, 2006). In contrast, this study ana-
lyzes persistence on a much longer scale.5 Moreover, the economic literature does not offer a
political explanation for this empirical finding. Typically, it argues that expenditure-based
consolidation induces greater confidence and is therefore less harmful to economic growth.
However, this does not explain why policymakers refrain from using the additional leeway
to reverse cuts. In other words, which political mechanism makes expenditure-led consolida-
tion more politically sustainable than revenue-driven consolidation?

My answer is that different types of consolidation affect the balance of power between
fiscal coalitions very differently. In an important study of the reversal of policy reforms, Eric
Patashnik (2008) argues that a core quality of sustainable reforms is the destruction of old
coalitions. A reform is likely to persist only if reform opponents are prevented from mount-
ing a powerful counterattack.

This is exactly what happens during expenditure-driven consolidation. It weakens spend-
ing coalitions by making the welfare state more residual, but leaves tax-cut coalitions largely
unaffected. Those who have always demanded lower taxes keep doing so while those whose
public services have been cut are induced to develop private alternatives and to rely less
on—and ask less from—the state (Campbell, 2012 reviews potential mechanisms behind
such an effect; for empirical support see Busemeyer and Iversen, 2014). Ideationally,
expenditure-driven consolidation requires an attack on the image of an activist state that
uses fiscal policy to shape economy and society. Moreover, when consolidation is accompa-
nied by institutional reforms, these reforms usually try to limit public spending and under-
mine the institutional support for expenditure coalitions.

Revenue-driven consolidation, by contrast, does not have similar negative feedback
effects. It leaves spending coalitions largely unaffected but strengthens tax-cut coalitions.
Those who pay higher taxes may join the ranks of the tax-cut coalition, while no one is

5 Thus, whereas Alesina&Ardagna code both Canada and the UK as ‘sustainable consolidations’ in
the 1990s, I code the latter as surplus episode.
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induced to leave the spending coalition. Similarly, revenue-driven consolidation does not
affect the ideational background of either coalition: For supporters of expenditure, it reaf-
firms the image of an activist state, whereas in the eyes of tax-cut supporters, it emphasizes
the need for a lean state even more. Finally, institutional reforms almost never attempt to
increase public revenue structurally and to strengthen spending coalitions.

The political effects of revenue- and expenditure-led consolidation are therefore very dif-
ferent. Expenditure-led consolidation is much more likely to induce fiscal regime change
than revenue-led consolidation. By shifting the balance of power to a new stable equili-
brium, it can give rise to a new surplus regime, whereas other countries remain stuck in a
deficit regime, even if they run surpluses for a few years.

3 Empirics: from deficit crisis to surplus regime

Based on these theoretical considerations, the empirical analysis needs to show three things:
the differences of fiscal trajectories between the two groups of cases (regimes and episodes),
the commonalities within the two groups and the specific coalitional dynamics behind these
trajectories. In order to balance these somewhat competing goals, I focus on surplus regimes,
as they form the theoretically interesting ‘negative cases’ (Emigh, 1997). I thus aim to dem-
onstrate how fiscal outcomes and coalitional balances developed broadly similar in surplus
regimes but differed systematically from the development in surplus episodes, using surplus
episodes as a background comparison.

Because six cases are too few for elaborate statistical tests but too many for a comprehen-
sive treatment of all of them, I combine descriptive overviews of all six surplus regimes with
an in-depth treatment of two cases. The aim is to uncover the underlying commonalities
within surplus regimes. Therefore, I analyze two diverse cases, Sweden and Canada, which
represent the institutional heterogeneity of this group of three social democratic and three
liberal welfare states. Together with the descriptive overviews, this selection of institution-
ally diverse cases should allow me to generalize my findings to all six surplus regimes.

My theoretical argument implies that different surplus countries were already on differ-
ent paths when they first balanced their budgets. The analysis thus focuses on the fiscal con-
ditions in the years preceding the surpluses and on the ensuing consolidation efforts.
Specifically, I investigate how these events affected the strength and cohesion of spending
and tax-cut coalitions, and thus reconfigured their balance of power in the medium and long
term.

3.1 Surplus regimes experience financial market pressure

All six countries that would later develop surplus regimes experienced unique fiscal and
macroeconomic difficulties in the late 1980s and early 1990s (Schwartz, 1994). One symp-
tom of these crises was high budget deficits and rising debt-to-GDP-ratios. Yet, deficits also
grew in many other countries, and headline numbers were even worse in Belgium, Italy or
Japan. What distinguished these countries was not the absolute size of their problems but
the rapid deterioration of their situation. They all started from a strong fiscal position and
lost the trust of financial markets during the crisis.

Two indicators of financial market pressure demonstrate this: credit ratings and interest
rates on government bonds (Table 2). All six countries were downgraded during this period,
and some of them several times. In contrast, no other OECD members (including surplus
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episode countries) were downgraded between 1980 and 2000 (Japan was downgraded in
2001). Moreover, the spread between the interest rate on their debt and the interest rate on
US treasuries temporarily rose by more than two standard deviations above its long-term
average in all six countries. Again, no other OECD economy experienced such a spike in
this period (Baldacci et al., 2011). While some surplus episodes also followed on fiscal
troubles—in particular, in the Netherlands—financial market pressure did not become as
acute in any of them. Rating downgrades and interest rates thus provide an important first
distinction between the two groups of cases.

Fiscal crises themselves, however, not yet explain why crisis countries later developed
surplus regimes. This, instead, depended on the disruption of the existing balance of fiscal
coalitions, as can be seen in both Canada and Sweden. In both cases, the crisis fundamen-
tally weakened expenditure coalitions by questioning the countries’ social and economic
models.

Sweden was hit by a deep financial and economic crisis in the early 1990s (Lindbeck,
1997). The deficit peaked at 11.2%, the employment ratio fell from 83% to 71% (Timonen,
2003, p. 87), and the Krona had to be devalued, despite the Swedish central bank’s fervent
attempts to defend the exchange rate (Mehrtens, 2014). Commentators even speculated
about an imminent IMF-intervention (Henriksson, 2007, p. 5).

In reaction to this crisis, policymakers started to question existing fiscal arrangements
and voters became willing to support harsh expenditure cuts. As Sven Steinmo observes:
‘Whereas in the past [Swedish] elites believed they could manage their economy quite effec-
tively, now they were increasingly convinced that such management was no longer possible’
(Steinmo, 2002, p. 848). This feeling was most prominently embodied by finance minister
Göran Persson, who motivated his insistence on structural consolidation with his experience
of having to face a ‘sneering young financial mob on Wall Street’ (quoted in Nuder, 2012,
p. 59). Voters also shared this crisis sentiment. Among the public, according to Persson ‘[. . .]
there was an awareness [. . .] that we really had a problem. There was a crisis-awareness’
(quoted in Wenzelburger, 2010, p. 184; see also Calmfors, 2012, p. 18). Indeed, in the 1994

Table 2. Rating downgrades and interest rate spreads in OECD countries, 1980–2000

Country Downgrade by Standard & Poor’s 2r hike of interest rate spreads

Australia 02.12.1986: AAA to AAþ 1986–1987

24.10.1989: AAþ to AA (neg) 1989

Canada 14.10.1992: AAA to AAþ 1990

Denmark 06.01.1983: AAA to AAþ 1982

07.03.1985: AAþ to AA

Finland 03.03.1992: AAA to AAþ 1990

11.03.1993: AAþ to AA� 1992

New Zealand 29.04.1983: AAA to AAþ 1985

02.11.1986: AAþ to AA 1986

22.01.1991: AA to AA� 1987

Sweden 22.03.1993: AAA to AAþ 1990

Other OECD members / /

Source: Baldacci et al. (2011); Standard & Poor’s (2011).
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election voters gave the Social Democrats a clear mandate for wide-ranging austerity
policies.

Political developments in Canada were very similar, although the crisis was more chronic
than in Sweden. After years of rising debt-to-GDP ratios, the federal government had to pay
almost 36 cents of every tax-Dollar for servicing the debt (Lewis, 1999, p. 151). Symbolic
events like the Wall Street Journal’s description of Canada as an ‘honorary member of the
Third World’ (Courchene, 2002, p. 23) or the near-failure of a bond auction (Palmer and
Egan, 2011) left a deep impression on elites and voters alike (Fortin, 1996). In 1993, con-
cern for the deficit surpassed unemployment as the most important policy issue (Bourgon,
2009, p. 12). As Timothy Lewis summarizes the politically dominant diagnosis of the
Canadian crisis:

[E]xperiencing deep economic insecurity, people felt their economic situations to be precarious;
people conceptualized the state, and particularly its welfare functions, as the problem; and people
supported parties that promised to restore control over their economic lives by eliminating the
deficit and retrenching the state (Lewis, 2003, p. 145).

In other words, the existing balance between fiscal coalitions had started to shift. This
was demonstrated by so-called ‘earthquake elections’ (Lewis, 2003; Arter, 2012, p. 827). In
the Swedish election of 1991, several fringe parties, which before the mid-1980s had been
irrelevant in Sweden’s traditional five-party system, obtained 18% of the votes, whereas the
Social Democrats fell below 40% for the first time since 1928 (Arter, 2012, p. 835). In
Canada, in the election of 1993, the governing Progressive Conservatives collapsed from
43% to 16% of the vote and lost 154 of their 156 seats. Moreover, the Quebec referendum
in 1995 questioned the continued existence of the Canadian federation. While this referen-
dum was mainly about constitutional issues, fiscal policy played a role insofar as a cash-
strapped federal government was increasingly unable to financially pacify Quebecois separa-
tism (Weaver, 1992).

The crises thus constituted a double-challenge for expenditure coalitions. First, they
undermined the coalitions’ ideational basis by fundamentally questioning their vision of acti-
vist government. Secondly, they weakened the coalitions’ electoral support by raising voters’
willingness to accept fundamental reforms that cut back the reach of the state. Parties of the
center-left thus faced a choice to either accommodate these preference shifts or to risk elec-
toral defeat. Together, these developments created the conditions for a durable reconfigura-
tion of the balance of power between expenditure and tax-cut coalitions.

3.2 Consolidation in surplus regimes is expenditure driven

In reaction to their fiscal crises, countries that preserved surpluses engaged in massive con-
solidation programs to reduce deficits and win back the trust of financial markets. Yet, coun-
tries where surpluses remained episodes also undertook sometimes quite sizeable
consolidation efforts. However, their composition differed considerably between the two
groups.

As Figure 2 shows, budget consolidation in surplus regimes focused almost entirely on
the expenditure side of the budget, no matter how one defines the consolidation period. In
contrast, countries with surplus episodes relied much more on increasing revenue. This find-
ing from cyclically adjusted data is confirmed by the narrative method of DeVries et al.
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(2011) for Australia, Canada, Finland and Sweden. New Zealand is not part of their dataset,
and the Danish case is somewhat ambiguous. According to their data, almost all consolida-
tion efforts in Denmark happened in the 1980s.6 Thus, different measures of consolidation
find an expenditure focus in surplus regimes.

This expenditure focus was particularly pronounced in Canada. Nominal program
spending (i.e. all non-interest spending) by the federal government fell from 120 billion dol-
lar in fiscal year 1993/1994 to 108.8 billion in 1997/1998, a decline by almost 25% in real
dollars (Department of Finance Canada, 1999). As a share of GDP, program spending fell
to its lowest level since 1950 (Bourgon, 2009, p. 19). In Sweden, the government argued
that two-thirds of announced consolidation measures were spending cuts (Persson, 1996),
although actual budgetary developments suggest an even higher contribution of spending
measures.

Expenditure-driven consolidation weakened spending coalitions on two levels: first, con-
cerning the supply of public services, the state considerably reduced the number of public
servants. In the course of the consolidation, the Canadian federal government cut 45 000
jobs, equivalent to 14% of its workforce (Sancak et al., 2011, p. 38). Sweden reduced the

-6
-5
-4
-3
-2
-1
0
1
2
3
4
5

Ø cycl. adj.
Revenue

Ø cycl. adj.
Expenditure

Ø Growth Ø cycl. adj.
Revenue

Ø cycl. adj.
Expenditure

Long Surplus Short Surplus

3 Years Preceding Surplus En�re Consolida�on

Figure 2. Composition of consolidation preceding budget surplus.

Source: OECD Economic Outlook No. 92 Database.

6 Denmark slightly deviates from the sequence of crisis and consolidation presented here. The Danish
crisis culminated already in the early 1980s. Denmark then ran budget surpluses from 1986 to 1989,
thereby inspiring the literature on expansionary austerity (Giavazzi and Pagano, 1990). However,
these surpluses were caused by an economic boom that was driven by low interest rates and rising
house prices, but not accompanied by an expansion of the economy’s productive capacity
(Nannestad and Green-Pedersen, 2008). When the government introduced contractionary measures,
the boom collapsed and Denmark entered a phase of stagnation from 1987 to 1993, during which the
deficit again ballooned to almost 4% of GDP. Thus, the surplus of the 1980s is rather an element of
an unfolding crisis sequence than an expression of fiscal policy success. Only the consolidation
efforts of the 1990s, constructed around a set of ‘activating’ labor market reforms (Gaard and Kieler,
2005), managed to turn Danish public finances around permanently.
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number of public service employees from 1.4 million to less than 1.1 million between 1990
and 1998 (Mehrtens, 2014, p. 150). These cuts were much more pronounced than the paral-
lel developments in surplus episodes (ILO, 2013). Moreover, the public sector did not just
shrink; both countries reorganized it along the principles of New Public Management
(Brenton, 2016). These reforms clearly reduced the scope of public activity. Moreover, they
also alleviated budgetary pressures, as ‘reorganization was intended to reduce the bargaining
power and thus the wages of workers in the public sector’ (Schwartz, 1994, p. 546). In terms
of coalitional balance, the shrinking size and the reorganization of the public sector weak-
ened public sector unions, a traditional stronghold of expenditure coalitions.

In Canada, public sector reforms were embedded in a so-called ‘Program Review’, in
which the government aimed to evaluate whether expenditure programs were still in the
public interest and required the involvement of the federal government (Wenzelburger,
2010, p. 240). Moreover, it also reorganized inter-governmental fiscal relationships, thereby
isolating Ottawa from spending pressures arising in the provinces (Kelly, 2002, p. 76). The
structural weakening of expenditure coalitions was thereby also extended to lower levels of
government.

Secondly, demand for public services also declined in response to the privatization of
these services. This is particularly visible in Sweden, which had always been the epitome of
the social democratic service state (Huber and Stephens, 2000). In fields like elderly care,
education, health and childcare, a substantial share of services is today delivered by private
providers although it is still financed by the state (Gingrich, 2011; Mehrtens, 2014). In a
process of layering, these private structures have increasingly replaced classical state-
provided public services. This ‘choice revolution’ (Blomqvist, 2004) allowed important con-
stituencies to ‘exit’ the public system and leave it and its problems behind (Schwartz, 1994,
p. 530), instead of having to use ‘voice’ to demand a political reaction to their discontent.
Supporters of a strong service state were weakened as public services acquired a more resid-
ual character and no longer included all social groups. Accordingly, increasing polarization
about the goals for public education, as documented by Fladmoe (2012), leads to more exit
into private schools instead of a strengthening of the public system.

Crisis and consolidation thus triggered a kind of self-fulfilling prophecy: they led citizens
to expect cuts to public programs and thus to rely less on the state. In a 1997 survey, the
large majority of Swedes expected that the public pension would not guarantee an accept-
able standard of living and would have to be complemented with private insurance (Edlund,
2006, p. 399). Moreover, those who saw particularly strong needs for private insurance
were more likely to hold ‘abandon the welfare state’ sentiments (Edlund, 2006, p. 407). The
fact that citizens increasingly invested in alternatives to state provision, in turn, made the
expected cuts politically viable (for Canada, the same point is made by Lewis, 2003, p. 162).
Ex post, cuts then seemed to confirm how prescient it was not to rely on the state.

That citizens increasingly relied on private alternatives, however, did not mean that pub-
lic programs became less popular in general. Today, the Swedish welfare state is even more
popular than before the crisis (Svallfors, 2011). However, this popularity has not been trans-
lated into expansionary policies. This again demonstrates how important it is to differentiate
between policy change and policy preservation. While this popularity ensures that the
expenditure coalition can successfully resist further retrenchment, protection from retrench-
ment and renewed expansion are entirely different issues. Popularity alone did not restore
the expenditure coalitions’ organizational capacities and political clout that had been lost
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during the consolidation but would have been necessary for pushing policy change (Haffert
and Mehrtens, 2015; Svallfors, 2016).

Another important facet of the decline of expenditure coalitions was that all major par-
ties supported the consolidation measures. In Sweden, the bourgeois government and the
oppositional Social Democrats already agreed on several savings measures in 1992. From
1994 onwards, the new Social Democratic minority government then relied on the support
of the Left Party in some cases and on the agrarian Centre Party in others. As Virpi Timonen
argues, all parties ‘that participated in [. . .] Swedish governments between 1991 and 1998
considered low inflation and reduction of the budget deficit the most important goals of eco-
nomic policy’ (Timonen, 2003, p. 45). In Canada, the Liberal governments’ expenditure-
driven consolidation was emulated by provincial governments of all stripes in Ontario
(Progressive Conservatives), Alberta (Reform Party) and Saskatchewan (New Democrats)
(MacKinnon, 2003).

Campaigning on the success of their consolidation programs, the Canadian Liberals and
the Swedish Social Democrats were reelected in 1997 and 1998, despite their retrenchment
policies. While both parties lost votes, the election results were generally seen as a positive
verdict on the consolidation measures. In fact, both finance ministers during the consolida-
tion, Paul Martin and Göran Persson, later became prime ministers. Thus, both countries
had governments strongly committed to preserving consolidation. Moreover, opposition
parties could not credibly attack consolidation governments, as they had been deeply
involved in the austerity measures. Instead, they tried to present themselves as offering even
greater fiscal responsibility. When the Canadian budget outlook deteriorated in 2001,
Reform’s shadow minister of finance criticized that ‘[. . .] the government is now in a plan-
ning deficit and is skating oh so close to an actual deficit. It is skating far too close to threat-
ening the progress that Canadian taxpayers have made over the past years in the hard won
fight against the deficit’ (Kenney, 2001).

Finally, consolidation efforts were associated with a shift in these countries’ growth mod-
els toward a greater reliance on exports. Institutionally underpinned by Sweden’s EU acces-
sion and the introduction of NAFTA, exports jumped from 26% to 40% of GDP in Sweden
and from 24% to 38% in Canada between 1991 and 1997. This strengthened the hand of
export interests and weakened domestic sectors with an interest in an activist and counter-
cyclical fiscal policy.

Expenditure-driven consolidation thus weakened expenditure coalitions by changing the
material basis for their electoral support and by triggering a re-positioning of those parties
that had traditionally been their main representative. Moreover, they also undermined these
coalitions’ ideational basis by apparently demonstrating that the days of a strong and acti-
vist fiscal policy were over and that a return was not possible. All three types of actors that
could potentially voice a demand for more expenditure (labor unions, left and center-left
parties and citizens themselves) thus became either less likely to do so or simply less
influential.

3.3 The role of institutional reforms

The main challenge to my coalition-based explanation of surplus persistence comes from a
public choice account that sees the solution to democracy’s posited deficit bias in reforms of
fiscal institutions. And indeed, according to an IMF study, countries with surplus regimes
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introduced on average more than three times as many new fiscal rules during or after consol-
idation as countries with surplus episodes (Budina et al., 2012).

Nevertheless, these numbers should be interpreted carefully. First, several of these coun-
tries, including Canada (Blöndal, 2001), had introduced similar reforms before, yet without
major success. In contrast, governments generally complied with the rules of the late 1990s
and early 2000s. It is hard to explain these very different outcomes with inherent differences
of the reforms.

Secondly, these reforms had rather weak formal power. In many cases, reforms were not
even codified or did not contain enforcement mechanisms for punishing deviations from fiscal
targets (which were themselves often rather abstract, Brenton and Pierre, 2017, pp. 9–10). In a
public choice framework, it is not clear why politicians should obey such a weak rule.

Thirdly, as the IMF observed for Sweden, governments sometimes pursued even tighter
policies than demanded by the rules (IMF, 2002a, p. 4). The Canadian Liberals gave up on
their predecessors ‘Spending Control Act’ because they regarded it as redundant (Brenton,
2016, p. 79). Hence, institutional rules did not really force political choices that would oth-
erwise not have been made.

Finally, the most important change in the budgetary process was not formalized at all:
namely, a tendency to base budgets on pessimistic assumptions and to underestimate sur-
pluses. This was no accidental result of positive macroeconomic surprises but politically
intended (Persson, 1996). At the same time, it was emphatically not the consequence of any
formalized pressure on governments (Kelly, 2002, p. 77). To the contrary, the Canadian par-
liament challenged the government to provide more accurate forecasts (O’Neill, 2005).

Taken together, these objections suggest that institutional reforms were not the exoge-
nous cause of fiscal policy change, but one of its endogenous elements. They expressed shifts
in the coalitional balance of power that had been triggered by fiscal crises. As far as the
reforms had independent effects, they undermined the institutional support for the expendi-
ture coalition by formalizing the idea that the cost of balancing the budget should be borne
by the expenditure side (see below).

3.4 Surplus persistence and tax cuts

As the analysis of crisis and consolidation has made clear, the two groups of countries were
already on very different trajectories when they first balanced their budgets. However, these
differences did not yet show in headline numbers. This changed when the economic booms,
which fed the first years of surpluses, ran out of steam. Confronted with adverse macroeco-
nomic developments, some countries managed to preserve surpluses while others returned to
permanent deficits.

The different political reaction to macroeconomic shocks is demonstrated by how the 10
countries having a surplus in 2000 (the six surplus regimes and Iceland, the Netherlands,
USA and the UK) dealt with the global economic downturn of 2001–2003. Figure 3 shows a
clear difference in their discretionary reaction to the downturn. Countries with surplus
regimes were more reluctant to cut taxes and much more reluctant to increase expenditure.
Taken together, the fiscal stimulus provided in surplus episodes was more than three times
as big as the stimulus provided in surplus regimes. The latter let automatic stabilizers do
their work, but were reluctant to use discretionary measures to stabilize their economies. In
fact, Sweden in 2003 introduced discretionary cuts in order to protect the surplus (Lindh
and Ljungman, 2007, p. 43).
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Canada also abstained from major fiscal expansion. The budget introduced in December
2001, at the height of the post 9/11 uncertainty about the course of the economy, contained
expansionary measures of just 4.7 billion dollar (Department of Finance Canada, 2001,
p. 21). This tight reaction was not simply an economic necessity, but a political choice. Even
the IMF suggested the possibility of a more expansionary stance, yet to no avail: ‘The author-
ities expressed great misgivings about engaging in discretionary stimulus measures, even in the
face of a more pronounced downturn’ (IMF, 2002b, p. 21). A stimulus was simply not politi-
cally expedient, as Finance Minister Paul Martin explained, thereby appealing to voters and to
export industries. Voters, he argued, rejected a more expansionary approach, as the crisis
experience was still fresh: ‘Canadians remember the hard choices of the 1990s as we worked
to pull ourselves out of deficit. We will not play fast and loose with the finances of the nation’
(Martin, 2001, p. 21). And export sectors, which were increasingly important since Canada
had become a much more open economy, did not benefit from fiscal stimulus: ‘Our choices
also reflect a clear-eyed assessment of what we can and cannot do. Simply put, we cannot turn
around the American economy – our largest export market.’ (Martin, 2001, p. 19).

The Liberals thus rightly judged that calls for a more expansionary stance did not have
the support of the public’s, nor of the most important organized interests. A 2002 poll con-
firmed the public fiscal conservatism: a full 57% of voters demanded that new spending
should be financed by cuts elsewhere, whereas only 27% accepted lower surpluses or even
deficits (Maclean’s, 2002). And as we have seen above, Reform, the biggest opposition
party, called for even stricter fiscal policies (Kenney, 2001).

The Liberal’s tight approach was a big political success, as the downturn was much
milder than anticipated. Thus, the government quickly claimed that its prudent fiscal
approach had been responsible for the mildness of the recession (Goodale, 2004). In their
rhetoric, surpluses turned from being an outcome of economic growth to being a precondi-
tion for it. This redefinition obviously could not happen in countries with surplus episodes:
claiming that surpluses were an engine of growth would have been a damning verdict on
their own expansionary policies.

Figure 3. Fiscal reaction to the recession of 2001–2003; short surplus cases are Iceland, the

Netherlands, UK and USA.

Source: OECD Economic Outlook No. 92 Database
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After the recession of 2001–2003 had been overcome, a strong macroeconomic environ-
ment characterized the years before the world financial crisis in surplus regimes. This further
strengthened public finances and gave an increased importance to the question how sur-
pluses were to be spent.7 Progressive politicians had promised to use surpluses to increase
public consumption and, more importantly, public investment. However, they failed to
deliver on this promise. Instead, surpluses were mainly used for cutting taxes (Haffert and
Mehrtens, 2015). In surplus regimes, the average tax wedge for singles with an average
household income was reduced by almost four percentage points between 2000 and 2009
(OECD, 2014). Correspondingly, cyclically adjusted revenue fell by 1.9% of GDP. In con-
trast, countries with surplus episodes kept income tax rates almost constant over the entire
decade. These countries had enacted extensive tax reductions during the first years of sur-
plus. After returning to deficits, however, they could no longer afford further cuts.

Why did surplus regimes decide to use surpluses for cutting taxes? Finance ministries often
described this as an economic strategy for raising competitiveness, in particular through reduc-
tions of corporate taxes and income taxes. Cuts of the former were seen as attracting investors
from abroad, but also as inducing increasingly footloose national companies to stay. Similarly,
income tax cuts aimed to prevent a ‘brain drain’ of highly educated individuals. Consequently,
official documents frequently highlighted the need for income tax rates that could compete
with neighboring countries (Department of Finance Canada, 2004, p. 208). Again, govern-
ments of different political stripes supported this competitiveness argument. In Canada, the
framing of income tax cuts in the first Conservative budget of 2006 was almost identical to the
framing in the last Liberal budget of 2005 (Jackson and Weir, 2008, p. 62).

Moreover, tax cuts had clear political benefits. They contributed to generating persistent
support for continuing surpluses. Surpluses and tax cuts, while being arithmetic rivals—
money that is used to balance the budget cannot be returned to taxpayers—were thus politi-
cal complements. Thanks to persistent surpluses, politicians could credibly commit to future
tax cuts because they guaranteed that such cuts could indeed be financed. At the same time,
this promise to invest any surpluses in tax cuts ensured the support of the now politically
dominant tax-cut coalition. Had this coalition demanded bigger tax cuts in the present, this
could have easily derailed the surplus policy. The promise of even bigger cuts in the future
thus bought off its support for continued surpluses.

The crucial question, of course, was the credibility of this promise. How could politicians
credibly commit to using future surpluses for tax cuts? This commitment—and the related
commitment not to increase expenditure—was made possible by the reconfiguration of
political interests that had accompanied the consolidation. Faced with the shrinking clout of
spending coalitions, even parties of the left increasingly advocated for tax cuts, disagreeing
only about their size and composition. Moreover, the new budgetary rules in surplus
regimes acquired a surprising importance in this context. Sweden’s expenditure ceiling,
which prohibited the use of unexpected revenue for anything other than tax cuts or paying
down the debt, generated additional credibility for the promise of future tax cuts
(Ljungman, 2008). Canada even legislated a ‘tax-back guarantee act’ in 2007, which stipu-
lated that all interest savings caused by debt reductions had to be used for cutting taxes
(Statutes of Canada, 2007).

7 In addition, a resource boom contributed to growing tax revenues in Canada, Australia, New
Zealand and, to a lesser extent, Denmark.
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To twist Margaret Levi’s famous argument (Levi, 1988), these commitments can be seen
as a ‘reverse fiscal contract’. Levi argued that generating revenue was easier for governments
who could credibly promise to use revenues for financing public goods. The promise of
future returns in the form of higher spending would make citizens comply with taxes in the
present. In a similar but reversed fashion, the promise of future returns in the form of lower
taxes generated support for lower spending (i.e. continuing surpluses) in the present in sur-
plus regimes. In contrast, countries with surplus episodes could not make an analogous
promise because the balance of power between tax-cut and expenditure coalitions had not
changed during the consolidation.

4 Conclusion

What Levi’s concept of a fiscal contract points to is the deep political connection between fis-
cal decisions in the present and the future. This interconnectedness between taxing, spending
and budget balances is what justifies speaking of a ‘surplus regime’ in countries which pre-
served surpluses. Both how surpluses were spent as well as how they were created had an
important impact on their preservation. Only countries that could credibly commit surpluses
to future tax cuts were able to preserve them. And only countries that generated surpluses
through crisis-induced expenditure cuts were able to make such a commitment.

In these surplus regimes, a fiscal crisis and the subsequent expenditure-led consolidation
had strengthened the tax-cut coalition. It was therefore able to shift the burden of fiscal
adjustment permanently onto the expenditure coalition, which had been weakened by the
same sequence of crisis and consolidation. ‘Political interests, institutions, and policy
arrangements’ (Pierson, 2001) thus became structured around the double goal of balancing
the budget and cutting taxes. Countries with surplus episodes, by contrast, remained stuck
in a deficit regime. In these countries, there was no similar crisis and only much less funda-
mental consolidation. The underlying societal conflict between both coalitions was tempora-
rily alleviated by surprisingly strong revenue growth, but never really solved. As soon as the
economic boom ended, the conflict arose again and deficits returned.

This regime-based approach thus explains why the literature—without offering a politi-
cal explanation for this result—has found expenditure-driven consolidations to be more sus-
tainable. Moreover, my approach has implications for the study of fiscal policy more
broadly. It calls for attention to the specific historical circumstances in which fiscal policies
are made and questions the validity of sweeping generalizations, including the prediction of
a permanent ‘deficit bias’. In particular, the regime approach shows the limits of a voluntar-
istic conception of fiscal policy in which policymakers are essentially free to pursue their
individual goals and in which their room for maneuver has to be restricted by formal institu-
tional barriers. As I have argued, both the creation and the efficacy of such barriers crucially
depend on the underlying fiscal interests that support them.

Furthermore, while institutional reforms are endogenous to the underlying balance of power
between fiscal coalitions, this balance of power is itself shaped by prior fiscal policy choices in a
path-dependent fashion. As the analysis has demonstrated, the specific composition of consoli-
dation programs set in motion a realignment of interest structures. Thus, fiscal policy is both an
outcome and a source of the relative strength of different coalitions. Accordingly, the analysis of
fiscal policy should not just consider how struggles between coalitions shape fiscal policy, but
also how fiscal decisions feedback on the goals and power of these coalitions.
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This is of particular importance at those junctures where established fiscal regimes get
into trouble and the topography of fiscal interests begins to shift. The most recent example
of such a juncture, of course, is the fiscal response to the great financial crisis and the euro
crisis. Many analyses of these crises focus on the immediate questions of fighting deficits,
reassuring financial markets and restarting economic growth. The theoretical framework
adopted in this article, however, suggests that the long-term consequences of different policy
options are as important as their immediate effects. The decisions taken in response to the
crisis are likely to define the path for fiscal policy for many years to come. Indeed, an analy-
sis of Sweden’s and Canada’s fiscal policies after 2008—which is beyond the scope of this
article—would reveal how strongly they were shaped by the consolidation of the 1990s. The
Swedish government was very reluctant to pursue an expansionary reaction to the crisis and
was even criticized by its own fiscal watchdog (Haffert and Mehrtens, 2015, p. 138). In
Canada, the government was more proactive but used the crisis to further its tax-cut agenda
(Brenton, 2016, p. 156)

What the specific feedback effects of different policy will be, however, is difficult to fore-
tell at the moment of decision-making. Future research should therefore analyze the reconfi-
guration of fiscal coalitions on a much more systematic scale, in order not just to identify
them ex post but also to anticipate them ex ante.
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