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PRACTICAL	CLASSES	
Readings	2nd	Chapter	

	Text	4	
	

	Bertola,	Giuseppe,	John	Driffill,	Harold	James,	Hans-Werner	Sinn,	
	Jan-Egbert	Sturm	and	Ákos	ValenHnyi	(2014),	"Austerity:	HurHng	
	but	Helping",	Chapter	3,	EEAG	Report	on	the	European	Economy	
	2014,	pp.	75-90.	

Text	5	
	BIS	(2014):	Debt	and	the	financial	cycle:	domesHc	and	global,	84th	
	BIS	Annual	Report,	2013/2014,		June	2014,	pp.	65-83.	

	
	

(Texts	4	and	5	are	included	in	SEBENTA)	
	

Second	Preliminary	Test:	March	24,	Texts	4	and	5	
	



ISSUES	AND	CONCEPTS	
	
.	 	CONCEPTS	AND	DEFINITIONS		
	
.	 	DEBT	IN	CONTEXT	
	
.	 	LESSONS	FROM	HISTORY	



A	wider	concept	for	EP	purposes	

Decisions	of	the	government	on	taxa2on	
and	public	spending	aiming	to	prevent	
and	correct	the	fluctua2ons	of	the	

economic	cycle,	to	maintain	
unemployment	near	the	equilibrium	
point,	and	to	refrain	infla2onary	or	

defla2onary	pressures.	



CONCEPTS	AND	MEASUREMENT	



Various	degrees	of	centralizaHon	



BUDGET	(IM)BALANCE	



Financial	(overall)	versus	primary	deficit	



Overall	(financial)	versus	structural	balance	





POLICY	IMPLICATIONS	



Problems	with	structural	deficits	



BURDEN OF GOVERNMENT USED TO BE SMALL! 

Evolution of public spendinga for some developed 
countries, 1880-2002 (% GDP) 

 
         1880         1929       1960     1979            1990          2002 

   Japan                11             19   18    24    26          37 

    USA                    8        10    28    32    35          29 

    Germany            10        31   32    41    43          44 

   United Kingdom 10             24   32    40    38          39 

   France            15        19   35    42    46          50 

   Sweden              6          8   31             57    59          53 

  Average of the “Six”    10        19           29             39             41          42 
 

a Current outlays of public administration 

Source: Begg et al., 1997, 2003: 44 and OECD. 

 



1970s:	“THE	FISCAL	CRISIS	OF	THE	STATE”	



Large	deficits	have	mostly	been	the	result	of	wars:	
USA	case	



LESSONS	FROM	HISTORY	





The	crisis	(2007-2008)	has	considerably	
added	to	the	debt	burden	

Gross	Public	Debt:	measured	at	market	value		
Net	Public	Debt:	the	difference	between	GPD	and	the	value	of	public	assets	



THE	ADDED	DEBT	BURDEN:	PRIVATE	NONFINANCIAL	
SECTOR	DEBT	IN	EMERGENT	MARKETS	AND	

DEVELOPED	COUNTRIES		



Portuguese	public	debt	(raHo	to	GDP)	
1995-2013	

Source:	Bank	of	Portugal	&	INE	



More	recent	data	on	Portuguese	
public	debt	



Gross	and	net	public	debts	in	selected	
OECD	countries	2010	(%	of	GDP)	

Source:	
OECD	EO90,	
December	
2011	



Off-balance	sheet	liabili2es	



How	to	pay	for	the	public	debt	
(accumulated	loans)	

•  Golden	rule	of	public	finance:	only	investment	can	be	financed	through	
debt:	
	 	Germany	in	1970	–	United	Kingdom	in	1990	
	 	Germany	2009	–	0.35%	of	the	cycle	to	come	into	force	in	2016.	

•  Sources	of	deficit	financing:	
	 	Lending	of	the	central	bank	–	money	crea2on	
	 	Lending	of	other	agents	
	 	Assets	sales	

•  Public	debt	–	accumulated	loans	(in	part,	more	or	less	extensive,	to	
foreign	agents)	

•  Debt	mone2za2on	–	infla2on	
•  Sale	of	sovereign	bonds	
•  The	market	for	public	debt	
•  	 Bills	–	3	months	to	1	year	and	Treasury	bonds	–	up	to	50	years	
•  Debt	management	agencies:	In	Portugal:	www.igcp.pt	



How	to	finance	the	public	expenses	in	face	of	a	high	debt	

	
PSPP	–	Public	Sector	Purchase	Programme:	Issuance	that	will	be	hold	by	the	Eurosystem/ECB	



PORTUGAL:		
DEBT	IN	THE	PUBLIC	AND	PRIVATE	SECTORS	

(%	GDP)	

SOURCE:	BANK	OF	PORTUGAL	

PRIVATE	
AGENTS	
ARE	
RISKIER	
THAN	
THE	
STATE	



Portugal:	Slow	growth	pace		
of	total	produc2vity	of	factors	



THEORIES	
	
.	 	DEMAND-SIDE	EFFECTS:	KEYNES	AND	HIS	
	CRITIQUES	

	
.	 	DEBT	SUSTAINABILITY	AND	ARITHMETIC	
	
.	 	FISCAL	POLICY	COORDINATION	



Fiscal	Rules	and	Principles	





Mul2plier	in	prac2ce	
Keynesian	mul2plier		
			Y=C+I+G	
			C=aY+b	
			a=	marginal	propensity	to	consume	
			MulHplier	of	public	spending:	ΔY	=	ΔG	/	(1-a)	
		
Some	remarks	on	the	value	and	effects	of	the	mul2plier	are	necessary:	
			The	mulHplier’s	value	is	uncertain	and	highly	variable	
			Possible	explanaHons:	
						-	Big	differences	among	countries	–	it	is	higher	for	big	countries	
						-	InternaHonal	coordinaHon	of	policies	increases	the	mulHplier	
						-	MulHplier	is	higher	when	there	are	significant	automaHc	stabilizers	(for	example,	

	strong	social	security	schemes)	
	

	(for	more	details,	see	Bénassy-Quéré	et	al.,	Box	3.4,	pp.	181-182)	
		



Neoclassical	objecHons	



EMPIRICAL	STUDIES	ON	THE	LEVEL	OF	THE	
MULTIPLIER	



Ricardian	equivalence	(I)	
	DEFINITION	

	
Once	the	decision	to	increase	public	
expenditure	 is	 taken,	 consumers	
raise	 expecta2ons	 about	 the	
evolu2on	 of	 taxes,	 assuming	 that	
they	 will	 increase	 whatever	 the	
current	method	of	financing,	debt	or	
taxes.	 Thus	 they	 respond	 to	 the	
increase	 in	 public	 spending	 by	
saving	 (decreasing	 consump2on)	 to	
prevent	 future	 tax	 increases	 for	
future	 debt	 repayment.	 The	
expansionist	 effect	 of	 increased	
public	 spending	 is	 offset	 by	 an	
equivalent	 decrease	 in	 private	
spending.	

DAVID	RICARDO	(1772-1823)	



Ricardian	equivalence	(II)	



Supply-side	effects	



THE	NEOCLASSICAL	PERSPECTIVE	ON	
FISCAL	POLICY,	A	PRIMER	

•  Increased	public	spending	is	ineffecHve	to	combat	
the	recession.	

More	appropriate	measures	are:	
•  Decrease	in	taxes,	implying	a	supply	sHmulus,	and	
an	increase	in	potenHal	output.	

•  Decrease	in	public	spending,	meaning	less	future	
taxes,	supply	sHmulus,	increase	in	potenHal	GDP	



The	Austrian	view	on	stabiliza2on	policies	

What	the	state	must	not	do:	
	
•  To	delay	bankruptcies,	to	inject	money,	

or	to	force	the		banks	to	grant	more	
credit.	

•  Easy	money	and	low	interest	rates	hinder	
the	rise	of	interest	rates	to	their	natural	
level.	

•  To	favor	the	maintenance	of	high	wages	
and	high	prices	a	it	hinders	sales.	

•  To	s2mulate	consump2on	(when	it	is	
necessary	more	savings).	

•  Increase	in	public	spending	a	
consump2on	

	
	

What	the	state	may	do:	
•  To	reduce	spending	and	

taxa2on	
•  To	reduce	mainly	the	taxes	

that	interfere	with	savings	and	
investment	

•  Incen2ves	to	credit	
contrac2on.	

How	to	avoid	recessions	and	
long	and	deep	crises:	stop	
credit	infla2on.		

BASIC	RATIONALE:	
As	seen	before,	the	problem	lies	in	the	scarcity	of	savings,	and	arises	from	ar2ficially	lowered	
interest	rates	(short	term,	because	in	the	long	term	they	are	determined	by	2me	preferences),	
which	led	to	malinvestments	and	to	an	inadequate	structure	of	capital,	due	to	a	bad	alloca2on	
of	resources	resul2ng	from	incen2ves	in	this	sense	(clearly	coming	from	monetary	policy	and	

its	implica2on	in	this	market);	hence,	for	example	an	increase	in	consump2on,	is	not	a	
solu2on	and	will	worsen	the	situa2on.	



Facing	a	recession:	Is	it	possible	to	
create	successive	bubbles	(for	
example	through	monetary	

crea2on),	supposedly	within	some	
degree	of	control,	without	risking	
serious	derailment	of	the	economy,	
i.e.,	longer	and	deeper	recessions	or	

more	accurately	depressions?	

ONE	QUESTION	TO	BE	ANSWERED	
LATER	IN	THE	COURSE!	



Debt	recourse:	from	normal	to	
dangerous	expediency?!	



“Debt	implies	a	strong	statement	
about	the	future,	and	a	high	degree	

of	reliance	in	forecasts.”	
	

Nassim	Nicholas	Taleb,	The	Black	Swan:	The	
impact	of	the	highly	improbable,	2nd	ediHon	

(2010),	p.	314.	

A	high	debt	creates	a	dangerous	situa2on	due	to	the	
uncertainty	and	indetermina2on	of	the	future.	



CONTEXT	OF	THE	DEBT	
•  	 “GOOD”	DEBT	AND	“BAD”	DEBT	
•  	 	 	 Ability	to	pay	
•  	 	 	 Origin	of	the	debt	
•  	 	 						 	 	Applica2ons	of	the	money	debt:	
•  Consump2on/investment	
•  Reproduç2on	of	the	investment	
•  		 	 	 	When	and	how	to	do	infrastrutures?	
•  	 Solvency	and	ability	to	pay	
•  	 	 	 Solvency:	assets	–	liabili2es	
•  	 	 	 	 Ability	to	pay:	Revenues-costs	
	



DEBT	SUSTAINABILITY	



Who	will	pay?	How	stabilize	or	to	
reduce	the	debt	burden	



The	arithmeHc	of	debt	(I)		



The	arithmeHc	of	debt	(II)		
•  B	–	public	debt	
•  D	–	primary	deficit	
•  b	–	ra2o	(weight)	of	the	

debt:	%	of	GDP	
•  d	–	weight	of	the	primary	

deficit	in	%	of	GDP	
•  i		–	nominal	interest	rate	
•  r		–	real	interest	rate		
•  n		–	nominal	growth	rate	of	

GDP	
•  g		–	real	growth	rate	of	

GDP	
•  p	–	infla2on	rate	
•  n	=	g	+	p	
•  i	=	r	+	p	

•  Public	debt	
	 	B	=	(1	+	i)	B-1	+	D	

	
•  Ra0o	of	the	debt	

	 	b	=	[(1+i)/(1+n)]	b-1	+	d	=		(1	+	i	–	
	 	n)	b-1	+	d	=		(1	+	r	–	g)	b-1	+	d	

	
•  Change	in	the	debt	ra0o	

	 	b-	b-1	=		b-1	(i	–	n)	+	d	=	b-1	(r	–	g)	+	d	

•  	 Stabiliza0on	of	the	debt	ra0o	
	 	For	b=	b-1				
	 	the	primary	deficit	must	be:	
	 	d	=	(n	-	i)	b	=	(g	–	r)	b	+	d				
	 	(total	deficit	must	be:	d	+	ib)		

	



POLICIES	
	
.	NATIONAL	FISCAL	POLICY	RULES	
	
.	FISCAL	POLICY	IN	EMU	
	
.	FISCAL	POLICY	AND	THE	CRISIS	



Desirable	properHes	(of	the	rules)	



FISCAL	RULES	MAKE	A	DIFFERENCE	



Why	a	suprana2onal	rule?	











IMF	Forecasts	to	the	Portuguese	public	debt	in	the	
medium	term	



COUNTERCYCLICAL	FISCAL	MEASURES:	A	MYTH?		



BOND	SPREADS	BETWEEN	EURO	AREA	COUNTRIES	







Towards	a	fiscal	union?	



Fiscal	policy	coordinaHon	




