- Wiener Institut fiir
WIIW Internationale
Wirtschaftsvergleiche

The Vienna Institute
for International
Economic Studies

Research Reports | 373 |

Vladimir Gligorov

September
2011






Vladimir Gligorov is Research Economist at the
Vienna Institute for International Economic Stud-
ies (wiiw).

Research was done in the framework of a coopera-
tion between wiiw and the Global Development
Network Southeast Europe (GDN SEE), aiming to
build research capacities in Southeast Europe, and
financed by the Jubildaumsfonds of
Oesterreichische Nationalbank (OeNB) and the
Austrian Ministry of Finance.

Vladimir Gligorov

Fiscal Issues in Financial
Crisis






Contents

AADSITACT. .. ...ttt h e a e bt nh e et h e nae e n e ne e enn e n e ar e [
SUMMIBIY ..ttt e bttt st e e ea b e e e b et e e b et e sabe e e eabe e sane e e sabe e e eab e e e anseeeneeesabeeeaaeas i
INEFOAUCTION ...ttt ean e bt snennnennneea 1
Crisis and fiSCal DalaNCES............ooeiiiiii s 1
F N0 ] 0= ] o RS 2
Sustainability, level, and pro-cyclical POlICIES .........ccoceiiiieieiie e 4
Structural balance: revenues and eXpenditures ............ocuveiereiiieecee e e 6
Private and pUbliC debt...........ooo e 9
FISCAI FISKS ...ttt b e e et nn e ae e ere e 11
FISCAl FEIOMMIS ...t e 12
MOTal NAZAI. ...t 13
U] L= S3= T g T I o o T SRS 14
T8 o TR=To (o] o] 11 ] o IR 16
CONCIUSIONS ...ttt bbbt e bt b e e s bt et nae e b nae e b e nneennes 16
REFEIENCES ... ettt st b e 17

StAtiStiCAl APPENGIX .....c.ueieiiiieetie e et e e et e e e ae e e ebe e e snreennes 19



List of Figures

Figure 1
Figure 2
Figure 3
Figure 4

Figure 5

Figure 6

Figure A1
Figure A2
Figure A3
Figure A4
Figure A5

Interest rate, growth and debt to GDP ratio (Greece).........cccceeveeveeiiiiiieesieenen. 2
Interest rate, growth and debt to GDP ratio (Bulgaria) ..........ccccccoeeeeniecenennen. 2
Interest rate, growth and debt to GDP ratio (Hungary).........cccccoeveiniiieennennen. 3
General government budget and gross debt, 2000-2008, in % of GDP

(Poland, Romania, Slovenia, Czech Republic)............cccoeeeiiriiiiciiinccieece, 7
GDP growth and debt 10 GDP..........ccoiiiiiieiee e 8
Public and private debt in % of GDP (Latvia, Slovakia, Greece, Spain).......... 10
Interest rate, growth and debt to GDP ratio ..........ccccoeoveiiiiicci i, 19
Revenues, expenditures and fiscal deficit, in % of GDP ... 24
Public and private debt, in % Of GDP..........ccceiiiiieee e 27
DBt iN Y0 OFf GDP ... 29
Debt in % of GDP in SEE ... s 31



Abstract

Fiscal constraint is potentially lax in catching-up economies, but it has not been abused by
most countries considered in this paper. Fiscal risks are significant currently, but sustain-
ability and structural balances are not threatened as a rule, if the return to potential growth
rates is to be achieved in the medium run. The risks to countercyclical public financing
could be discouraged by a comprehensive EU stabilization policy of some sort. Early euro
adoption, absent credible stabilization policy, is not the first best policy option for fiscal pol-
icy targets.

Keywords: public debt, sustainability, No-Ponzi game criterion, private debt, foreign debt

JEL classification: E62, G18



Summary

I make three points and draw three policy conclusions. They are based on theoretical con-
siderations and empirical observations. | make some related comments that | will omit in
this summary.

Sustainability

| take the snowball effect, as defined in the usual way (equation 2), and define a condition
for stability of public debt.

No-Ponzi-Game Condition: The primary surplus is not above the one that stabilizes the
public debt to GDP ratio at the desired level as determined by the difference between the
interest rate on public debt and the growth rate of the GDP.*

| can thus classify the strength of the constraint that fiscal policy faces using the snowball
effect:

e Lax constraint; if the interest rate on debt is below the rate of growth of GDP, which
makes any public debt to GDP ratio sustainable.

e Golden rule: if the interest rate on debt is equal to the growth rate of GDP, public debt
development follows the primary balance.

e Tight constraint: if the interest rate is above the growth rate, fiscal policy may be con-
strained to run primary surpluses.

| look at the evidence for the relationship between the interest rate and the growth rate in
developed and converging EU member states and in countries closely integrated with the
EU in trade and finances. Developed countries have as a rule faced tight fiscal constraints
in the era of ‘great moderation’, while converging countries have as a rule faced lax fiscal
constraints. However, most of the latter (there are exceptions) have either targeted stable
public debt to GDP ratios or have experienced declining public debt to GDP ratios.

Thus, sustainability of fiscal balances has not been an issue for most catching-up econo-
mies considered here.

| also look at sustainability in the sense of the level of public debt that financial markets feel
comfortable with, i.e. at the existing interest rate. In most cases, the initial, pre-crisis, public
debt to GDP ratio was relatively low and even with rapid build-up of debt during the crisis
and in the recovery phase, most countries should continue to comply with the Maastricht
criterion on public debt. However, it is not easy to determine what is the desirable and sus-
tainable — from the viewpoint of the financial markets — level of public debt, perhaps due to
the changing risk of default.

In stochastic settings and in expectations, the condition depends on the level and distribution of risks. See Blanchard
and Weil (2001).



The level of public debt, in principle, depends on intergenerational redistribution, which in
turn depends on the public notion of intergenerational justice. The sense of justice deter-
mines the level of public debt over the long run, while its short- and medium-term variability
is essentially a random walk pushed by the shocks to growth and the interest rate.

Structural balances

Next, | address the issue of structural and cyclical balances. Those have an impact on the
ability to service debts and thus on the willingness to lend by the creditors. The issue is
whether the crisis has permanently increased the structural primary deficit and thus neces-
sitates structural adjustment of fiscal balances or most of the increase in fiscal deficits and
thus public debt is cyclical or comes from realized fiscal risks. If the latter is true, the effect
of the crisis in the medium run will be a one-step increase of the public debt to GDP ratio
rather than a change of the path of fiscal balances from sustainable to unsustainable.

| argue that large increases in fiscal deficits are mostly cyclical (there are exceptions) and
that those could be reversed once growth recovers. With the usual elasticity of public reve-
nues and expenditures,” the main risk is a possible decline in the potential growth rate.
Otherwise, the ability to tax is quite strong in catching-up economies and the experience is
that they have tended to have stable public expenditures and their public debt to GDP ra-
tios have tended to decline after cyclical shoot-ups. This should be enough to reassure the
creditors and to provide for public debt sustainability in the sense of the ability to pay, and
in the sense of the ability to tax, which should induce the willingness to lend at, e.g., euro or
close to euro, interest rates.

Fiscal risks

Finally, | look at fiscal risks in the sense of implicit or contingent fiscal liabilities. | take a
very wide view of those because the aim is to gauge the endogenously determined devel-
opment of fiscal deficits. Theoretically, if current account deficits are narrowing or coming
close to being balanced, private sector deleveraging or, in other words, an increase of pri-
vate savings implies an increase of the fiscal deficit. Countries differ in these respects.

High-risk countries: those are countries (the Baltic States) with low public debts and high
private debts.

Moderate-risk countries: those are some of the countries in Central Europe with moderate
public and private debts.

Double-risk countries: those are the countries (e.g. Hungary), some in the euro area (e.g.
Greece), with high public and private debts.

2 On some estimates and discussion see Larch and Turrini (2009): the estimated elasticity of revenues is around 0.5 on

average while that of expenditures is around 0.



These risks need to be addressed in such a way that they are not mispriced by the finan-
cial markets.

Policy conclusions

Given the sustainability and risks arguments and the empirical evidence, three policy rec-
ommendations can be drawn.

First, fiscal rules for converging economies need to apply the No-Ponzi-Game condition in
such a way as to take into consideration the level of fiscal deficit that is stabilizing.

Second, countercyclical policy should be supported around the stabilizing fiscal deficit and
with a view on the targeted level of public debt (which may be different for different coun-
tries).

Third, the pricing of fiscal risks should be supported by the EU in a coordinated manner
with a view to making countercyclical fiscal policy possible without unnecessary costs to
growth.



Vladimir Gligorov

Fiscal issues in financial crisis

Introduction

What are the characteristics and constraints of fiscal policies in transition countries (new
member states, NMS, future member states or candidate states in the Balkans, CMS, and
neighbourhood policy states, NPS)? And what, if anything, can and should the EU do?
First the sustainability issue will be addressed, then the issue of the ability to tax or the
stability of revenues will be looked at, and finally fiscal support and rule-based fiscal poli-
cies will be discussed. A number of related comments are made along the way.

Crisis and fiscal balances

At the peak of the crisis, some transition countries, e.g. Hungary, faced problems with plac-
ing government bonds. Some other countries had to turn to the IMF for financial and policy
support though perhaps not primarily for fiscal reasons. This acute fiscal crisis has led
some, mostly casual, observers to conclude that there is a fundamental problem of sus-
tainability of fiscal balances in the whole group of CESEE (Central, Eastern and South-
eastern European) countries.

These acute fiscal problems have for the most part proved to be short lived, however, but
the issue of sustainability has remained — in part because of the fall in public revenues, due
to sharp deceleration of growth, and in part because of sharp increases in fiscal risks due
to exchange rate movements and the rising problems with the financing of private debts.
All of that has prompted a discussion of the urgency of fiscal consolidation and of the need
to reform the public sector and improve the system of taxation. The argument for urgency
depends in part on the assessment of the sustainability of public finances. The other argu-
ments for urgency depend on the contribution of the public sector reforms and of the taxa-
tion system on the sustainability of public finances.

In order to address some of these issues, it makes sense to look at the fiscal record of
countries in transition with a view to answering the following questions:

¢ Have they been unsustainable prior to the crisis?
e How stable are the revenues or how strong is the ability to tax?

¢ What is the impact of the crisis on structural fiscal balances?

Before answering these questions, it may be useful to compare the fiscal problems of tran-
sition countries with those that are emerging in some of the countries in the monetary un-



ion, i.e. in the euro area.® This is necessary anyway in order to assess the internal consis-
tency and viability of the institutional and policy framework for monetary and fiscal govern-
ance in the European Union and in the euro and euro-dominated area.

A comparison

Let us compare three EU member states: Greece, Bulgaria and Hungary (data on more
countries are to be found in the appendix). Admittedly, these countries are outliers, though
in different ways, but they illustrate the principles that need to be understood in order to
see what sustainability of fiscal balances means in the euro area or in the wider monetary
area closely integrated with the euro.

If we start with Greece (Figure 1), it is easy to see in the two figures below the advantage
of euro accession.* Nominal GDP growth did not change all that much, but the interest rate
on public debt (the so-called implicit interest rate, which is the actual interest rate paid di-
vided by public debt) declined in order to converge to the euro area interest rate. That led
to the stabilization of the debt to GDP ratio, though Greece did continue to run significant
fiscal deficits (check figures in the appendix).’

Figure 1
Greece
Interest rate, growth and debt to GDP ratio
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Bulgaria is a different case (Figure 2). After price stabilization and the introduction of a cur-
rency board based on the euro, the interest rate on public debt declined to a level similar to
that in Greece. However, Bulgaria adopted a policy of fiscal balance which led to a steady
decline of its public debt to GDP ratio. Indeed, in the years with exceptionally high growth
rates of GDP, Bulgaria ran fiscal surpluses.

For a useful treatment see the Autumn Report of the European Commission. Also, see the recent CESifo EEAG 2010
Report.

All data in the graphs in the text are from DGECFIN, General Government Data, Autumn 2009. Updates from Spring
2011 from the same source are in the appendix.

Forecasts here and in the appendix are from DGECFIN.



Figure 2
Bulgaria
Interest rate, growth and debt to GDP ratio
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However, there is a temptation to misuse this lax fiscal constraint (i.e. the fact that the in-
terest rate on debt is lower than the growth rate of GDP) either to stabilize public debt at a
relatively high level, the Greek case, or even to run high fiscal deficits temporarily because
low interest rates ensure the sustainability of public debt at any level of public debt. The
latter is probably the case of Hungary (Figure 3) and perhaps Poland at times (check the
figures in the appendix).

Figure 3
Hungary
interest rate, growth and debt to GDP ratio
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That may prove to be a risky policy in the case of shocks to the growth rate or to the inter-
est rate as is the case now. It is, however, not easy to determine the level of public debt or
of the fiscal deficit that can be deemed to be stabilizing in view of the possible growth or
financial shocks. The latter is connected with the willingness to lend, which in turn may be
connected with the willingness to pay, which may be connected with the ability to tax, i.e.
with the level and the stability of public revenues.® In general, one could argue that there

®  On these issues it is still useful to consult Milesi-Ferretti and Razin (1996); see also Blanchard (1990) and Fedelino,

Ivanova and Horton (2009).



are two ways to define the sustainability of fiscal balances: (i) the public debt to GDP ratio
does not increase without limit, and (ii) the willingness to lend does not change, i.e. interest
rates do not rise too much. Both of these issues will be discussed below.

Sustainability, level, and pro-cyclical policies

In general, countries with convergence growth which can borrow at euro area (or world, i.e.
dollar) interest rates can (i) stabilize their debt to GDP ratios at any level by not running
fiscal deficits that are higher than the difference between growth and interest rates, and
(if) can run down their public debts by running countercyclical fiscal policies, i.e. balancing
their budgets over the business cycle. This can be seen in the following way: sustainability
of the fiscal balance can be calculated from the following equation used by the European
Commission:

(DYY)-(DealYea ) = (PDYY ) H{(Dea/Yea) [(i-ye)/ (1 +yo)]}+SFy (1)

where Y is GDP at current prices, D is general government debt, PD is the primary deficit,
i is the implicit interest rate (actual interest paid divided by the stock of debt), y is the
nominal GDP growth rate, SF is the stock-flow adjustment and t stands for time. Therefore,
the change in the debt to GDP ratio depends on the primary deficit, PD, on the so-called
snowball effect, the second term on the right-hand side (Dt-1/Yt-1)*[(it-yt)/(1+yt)], and on
the stock-flow adjustment, SF, which basically captures the various factors that influence
changes in the valuation of the stock of debt. These three factors contribute to the increase
or decline of the public debt to GDP ratio — a negative contribution meaning a contribution
to a decline, and a positive one a contribution to an increase.’

If the stock-flow adjustment is put aside, though it may in some cases be important,® the
debt to GDP ratio does not change if the primary deficit and snowball effects cancel out.

PDy/Yt = (Dea/Yea) [(i=ye)/ (1+y)] (2)

If the interest rate on debt is lower than the growth rate of GDP, that will tend to stabilize
the debt to GDP ratio or will pull it downwards depending on the rate of the primary deficit.
If the interest rate is higher than the growth rate, a primary surplus will be needed to stabi-
lize the debt to GDP ratio.

Most of the NMS have run budget deficits, but their public debt to GDP ratios have tended
to be stable, see Figures A3 and A4. The reason is easy to see. The cost of debt is more
than covered by growth, i.e. the snowball effect reduces the fiscal deficit and thus the debt

7 For more see wiiw and CEPS (2009) also European Economic Forecast Autumn 2009 and Baunsgaard and Symansky

(2009).

& For some data on that see EU (2009).



to GDP ratio tends towards zero if there is no fiscal deficit. If, however, the deficit is as high
as it is allowed by the difference between the interest rate on debt and the growth rate, the
debt to GDP ratio tends to be stable at whatever initial level it has happened to be.

How are we to think about the development of the interest rate and the growth rate within
the euro and euro-dominated area? One simple way is to assume that the interest rate on
sovereign debt is approximately equal or anchored to the central bank policy rate, which is
determined by some version of the Taylor rule. One can compare the growth and interest
rate configuration in the more developed euro area member states such as Austria (Fig-
ure A3). Clearly, euro monetary policy takes into account potential growth rates of larger
and more developed member states and their target inflation rates. In a simple Taylor rule
type of representation of this monetary policy, the interest rate will tend to be above the
growth rate in order to stabilize inflation.’

If in addition we assume that parameters on the inflation target and on the growth target
are the same for countries that are not in the euro area but are financially closely integrated
with it, which is like assuming that there is risk convergence, then the euro interest rate
would be supporting higher growth rates in the converging countries even if they do not
use the euro. That should mean an interest rate on sovereign debt that is above the growth
rate in developed countries, but lower than it is in less developed countries, e.g. in the CE-
SEE countries.

Thus, we should expect that the interest rate should be below the growth rate in transition
countries (in the long run or potentially or in some other equilibrating sense). That, of
course, is a condition for a bubble (the No-Ponzi-Game condition in the usual sense is vio-
lated) and could lead or stimulate these countries to run high fiscal deficits. What do we
find that their fiscal policies have in fact been?

Figures A3 and A4 in the appendix exhibit the public debt developments in New Member
States and in some other CESEE countries. It is clear that, with few exceptions, these
countries have experienced stable public debt to GDP ratios or declining ones. The differ-
ence between those two groups and Hungary, which has run an increasing public debt to
GDP ratio for some time, has been precisely in their control over fiscal deficits. Most coun-
tries have run fiscal deficits even when their growth rates have been quite high and most
probably above their potential but those deficits have not been high enough to lead to con-
tinuously rising public debts.

If target inflation is close but below 2% and the desired real interest rate is about 2% (usual Taylor rule assumptions)
and if the potential growth rate is about 2%, clearly an interest rate of 4% will be around or above the growth rate. But it
will be below for countries with potential growth rates of 4% in real terms. Nothing changes in principle if more complex
monetary policy rules are considered.



From this, it can be concluded that the fiscal experience of most of the countries in Central,
East and Southeast Europe (CESEE) has been characterized by stable or declining public
debt to GDP ratios, but only in some cases by countercyclical policies in the usual sense,
i.e. only few countries ran fiscal surpluses in the periods when they experienced above-
potential growth performance. This, however, has not been due only to high growth rates,
but also to low interest rates due to risk compression across EU member states and candi-
date and potential candidate countries. This can be stated differently: most of these coun-
tries have not succumbed to the temptation of fiscal irresponsibility in spite of the laxity of
the fiscal constraint they have faced.

There is no doubt, however, that the public debt to GDP ratio will increase. That can spook
the investors and their willingness to lend may be tested. Yet there is no easy way to as-
certain that the public debt to GDP ratio is too high for fiscal policy to be sustainable. One
simple way to see this is to look at a country that initially had an acceptable (to the credi-
tors) debt to GDP ratio and then amassed additional debt due to the fall of revenue in a
period of recession. It may take some time for the initial level of revenue to be recovered.
That period will depend on the speed of the recovery. However, once the initial GDP is
recovered and revenues and expenditures revert to their initial ratios to GDP, the remain-
ing consequence is the increased level of public debt to GDP. Then, the need to adjust the
primary surplus depends on the relationship between the growth rate and the interest rate.
If the interest rate has changed permanently, fiscal adjustment will be necessary. Other-
wise, the public debt to GDP ratio will tend to be stable or to decline without any change in
either the level of expenditures or of taxation. In other words, with the determining factors
at their long-term values, public debt develops as a random walk.™

Structural balance: revenues and expenditures

One of the reasons why favourable fiscal conditions have not been abused by these coun-
tries can also be seen in Figure 4. Public expenditures are certainly high, but revenues are
high too. There is a differentiation across countries to be sure, but most of these countries
have been able to collect around 40% of GDP in taxes (and contributions; other revenues
tend to be small, except for transfers from EU funds). Also, public revenues have proved to
be quite stable, though tax systems can certainly be improved. Even in the cases when
there have been quite severe shocks to public revenues due to recessions or to inflation,
the tax revenue base has recovered rather quickly due to the recovery of the growth rate.
Some examples are given in Figure 4. It can be noticed that Poland and the Czech Repub-
lic (and to a lesser extent other countries) ran significant fiscal deficits in times of negative
or low growth, but that was reversed in times of faster growth with no obvious implications
for structural fiscal balances.

% See Barro (1979). For qualifications see Chari and Kehoe (1999).



Figure 4
General government budget and gross debt, 2000-2008
in % of GDP
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Thus, based on the historical record in any case, there is no reason to believe that sharp
decline in public revenues due to a recession will not be reversed once the economy starts
to grow again.

Public expenditures also do not seem to show the tendency to grow as a share of GDP. In
some cases, they have tended to decline for a variety of reasons. There is an argument to
be made from Wagner's Law that these are too high levels of public expenditures given the
level of development of these countries. This, however, needs to be controlled for the dif-
ference in demography. These countries have the demographic characteristics of much
more developed nations, so their social obligations and thus social security systems have
to differ from other countries at a similar level of development but with much younger popu-
lations.

The key question is, how is the structural fiscal deficit to develop? The structural deficit is
defined as the one that is cyclically adjusted, i.e. a fiscal deficit without the discretionary
and spending on automatic stabilizers. Those obviously depend primarily on revenue
commitments and on the efficiency of the taxation system.



Without going into detailed calculations, because these calculations are by necessity
based on too many assumptions anyway, it seems reasonable to expect that shocks to the
revenues as well as to the expenditures due to sharp recession or growth deceleration
should not be expected to induce permanent structural changes."" There is no reason to
believe that the ability to tax will be permanently diminished, thus, the elasticity of public
revenues can be taken to be 1, as is usual. There is also no reason to believe that there
will be a structural increase in expenditures as a consequence of the crisis, so one can
assume, as is usual, that the elasticity of expenditures is 0 (estimated values are around
0.5 however). Thus, the current increase in fiscal deficits could be seen as part of mostly
automatic countercyclical fiscal policies rather than as a permanent shock to either reve-
nues or expenditures. Of course, if growth disappoints or if risks remain persistently high,
structural balances will deteriorate.

Figure 5
GDP growth and debt to GDP
GDP
Debt
GDP Growth
Debt/GDP

time

Figure 5 illustrates. Recession lowers the level of GDP, but if the potential growth rate is
not affected or is not affected dramatically, and if there are no permanent changes to the
ratios of public expenditures and public revenues to GDP, public debt to GDP jumps as a
consequence of higher fiscal deficit. This does not have to happen as sharply as drawn

" Some forecasts can be found in EU (2009). See also Cecchetti et al. (2010).



here. Recession or slow recovery may take some time and public debt can continue to
increase over an extended period of time, e.g. as long as the initial level of GDP is not fully
recovered. After that, the public debt to GDP ratio should be as stable as it was before the
recessionary shock. Obviously, if there is a positive shock to GDP growth, the reverse de-
velopment occurs. If these shocks are not biased to one or the other direction, the debt to
GDP ratio follows a random walk as long as there are no significant changes to public
revenues and expenditures.

In any case, on historical record it can be argued that these countries have been able to
raise sufficient public revenues and to cap growth of public expenditures even after severe
shocks to both the tax base and the demand for expenditures primarily because of the
stability in the tax base and due to the recovery of the convergence growth rate.

Private and public debt

Probably the key issue to consider before the urgency of the need for fiscal consolidation is
assessed is the relationship between public and private debt developments. Large in-
creases in fiscal deficits are not just the consequence of low or negative growth, but occur
primarily because of problems with the refinancing of private debts. There is a stark differ-
ence between the growth of public and private debts before the crisis. The data, presented
in Figure 6, show strong growth of private debt to GDP ratios. Whatever has caused the
crisis, there is no doubt that the private debt overhang will prove to be a problem and will
be a drag on growth, and thus on public finances, if not dealt with. Let us look at a few ex-
amples in Figure 6.

Slovakia had a declining public debt to GDP ratio and a relatively low private debt to GDP
ratio (the Czech Republic is even a better example, but the available data on private debt
are not up to date). Latvia, on the other hand, ran quite low public debt, but also fast rising
private debt. Greece was an example of a country with stable, but high public debt and
growing private debt. Finally, Spain’s private debt to GDP ratio was comparatively quite
high, but public debt was low and if anything declining. Clearly, Slovakia did not have a
debt problem of any kind, while Latvia and Spain had a runaway private debt growth.
Greece is a country that arguably (though that still needs to be argued) had both private
and public debt problems.

Growth of private debt has been fuelled by the same dynamics that underlies the develop-
ment of public debt. Once risks decline, less developed countries provide higher returns to
investments. As a consequence, capital flows from more developed to less developed
countries especially if there is market integration. Differently put: productivity growth and
thus profits in converging countries are above the costs of debt financing. Unlike public



debt, however, private debt has increased in many countries in an unsustainable manner
as bubbles have developed alongside the more productive investments.'?

Figure 6
Public and private debt in % of GDP
Public debt, EU-def., in % of GDP
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This symmetry between fiscal and asset bubbles may be useful to highlight. Fiscal sus-
tainability can be defined via the valuation equation for public debt, which is that it equals
the present value of future primary surpluses. If the interest rate on public debt is below the
growth rate, the valuation equation may be violated and fiscal bubbles are possible. Simi-
larly, private sector assets have a present value of future dividends. However, if interest
rates are low, the value of the assets may be above their fundamental value (that is, the
value determined by the valuation equation), which means that there will be a bubble in the
market for assets." In the current crisis, it does not seem that the cause was the fiscal, but
rather the asset bubble.

2 On investments in bubbles there is growing literature. A sample can be found in the references.

'3 On this see Cochrane (2005) and Abreu and Brunnermeier (2003).
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As a consequence, it is the collapse in private investment (and consumption in general)
that has been characteristic of this crisis. That has led to the collapse of public revenues
and to the widening of the fiscal imbalances. From this it can be inferred that higher fiscal
deficits and growing public debts are endogenous, i.e. it is only to a limited extent a policy
choice. Indeed, in most countries primary deficits are rather small. To a large extent, public
debt is growing because the private sector needs to go through a process of deleveraging.
This process cannot be gone through in a more orderly manner if public finances were to
allow for a Fisher type of debt deflation circulus vitiosus.™ Even with that, most of the in-
creases in public deficits come from automatic stabilizers and not from additional fiscal
stimuli."®

These considerations are important also in view of the worries that public borrowing will
crowd out private borrowing. Crowding out of private credits happens if the demand for
credit is above the supply due to growing public financing needs. In most cases considered
here, private demand for credit has plummeted. That crowds in public borrowing.'® Once
private credit demand recovers, public revenues will recover too and then the issue of op-
timal fiscal deficit can be addressed so that public borrowing requirements are not crowd-
ing out private credit by pushing the interest rate higher. This is hardly the case at the mo-
ment.

Fiscal risks

This relationship between public and private debt can be seen as implying the existence of
a significant fiscal risk. As a consequence, it is important to see how these two debts, pub-
lic and private, are connected. A look at Figures A3, A4 and A5 reveals that the growth of
private debt has been especially strong in countries that have had high current account
deficits and often have not experienced an increase in public debts. Thus, it is hard to ar-
gue that these countries have as a rule run twin deficits in the sense that fiscal deficits
were responsible for the current account deficits."” In any case, the opposite is the case
now. To see this, the relationship of savings, investments, and the current account is use-
ful. If CA is the current account, Ps, Pi, Gs, Gi are private savings and investments and
public savings and investments respectively, then:

CA = (Ps-Pi) + (Gs-Gi) (3)

See Fischer (1933) This is similar to what Keynes called “the paradox of thrift”.
See the recent discussion and evidence in CESifo (2010).

“ Crowding in” is not altogether different from “crowding out” if it goes together with the decline of interest rates on public
debt and a shoot up of interest rates on private debt.

On their relationship in the case of open economy see Mankiw and Elmendorf (1999).
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If the current account deficit is narrowing or has turned into a surplus and private savings
are growing as private investments are falling, government savings have to lag behind
government investments and that means that the fiscal deficit will be increasing. In other
words, private savings will be put into government borrowings. Of course, if the current
account surplus increases quite sharply, both private and public savings will increase with
capital flowing out of the country. This is a sudden-stop type of crisis, which has not, as a
rule, developed in CESEE countries so far (there may be some exceptions).

Private debt deleveraging is also pushing up fiscal deficits both through lower revenues
and through increased expenditures. As a consequence, the key problem will be the finan-
cial stability of the households and the corporations. If credit flows to households and cor-
porations do not recover, growth will not be sustainable and thus public finances will not be
sustainable either. There is not much evidence that public debt deleveraging would help
the consolidation of the private sector before financial flows recover, though foreign debt
developments may be helped.

For policy purposes, it is useful to distinguish three types of countries. For example, Balkan
and Baltic economies, though otherwise different, did increase their private debts even
though their public debts, for the most part, either stagnated or declined or were close to
zero even. These private debts, however, just mirrored current account deficits and thus
the overall foreign debts. This also supported the relatively benign inflation record due to
stable import prices and often fixed exchange rates. The process of private debt deleverag-
ing is connected with the real exchange rate adjustment and that may take some time. In
the case of Central European economies, the debt levels are not necessarily all that high
and significant and the deleveraging process may not present the same challenges. It still
remains the case that the resumption of financial flows is the key to both private and public
debt management. Finally, in the case of countries further to the East, debt issues are
connected with weaknesses in the banking sectors, in the revenue base, and in declines in
export revenues from either oil or metals. These countries present specific problems due to
the fact that their financial and trade integration with the EU is much more limited.

Fiscal reforms

There is no doubt that the fiscal sector could be improved and that reforms to the public
sector are needed. Detailed analysis of these issues is beyond the scope of this piece.
Only few general comments are in order.

The basic observation is that the level of public debt depends on the preferences of the
public over the type and level of intergenerational transfers.'® Those cannot be taken to be

'8 One interesting recent study is by Birkeland and Prescott (2007).
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the same for every country. Thus, just looking at the level of public debt is not very informa-
tive of either its sustainability or its vulnerability. This is an issue that should be treated
separately and has more to do with the choice of social set-up that is to be sustained than
with either the model of growth or with fiscal sustainability.

When it comes to revenues, changes in the tax base are to be expected even if the overall
tax rate does not change. In some cases, e.g. in Central European countries, a noticeable
decline in the openness of these economies (in terms of imports to GDP ratios) should not
be expected and therefore that tax base should not be permanently lost. There is a need,
however, to improve the coverage of the informal economy and to increase the contribution
of direct taxes.

In the case of the Baltic and Balkan countries, tax reforms may have to be more sweeping
due to probable slower growth of imports in the medium run. In the case of countries that
rely on export taxes, everything will depend on the recovery in the prices for natural re-
sources and metals.

Crucial reforms of the public expenditures will have to be undertaken. The problems are
well known and have primarily to do with intergenerational justice. Here as in other cases
for reforms, the issue is not so much sustainability, but the principles on which the reforms
should be based. Indeed, some countries have low public debt to GDP ratios and that may
be due to the collapse of social and public institutions rather than the reflection of the qual-
ity of public finances. In some cases, an increase of public debt may be needed from the
point of view of intergenerational and even intra-generational justice and thus the ability to
run fiscal deficits provided by the process of catching-up growth may be supportive of that.

Moral hazard

There is no doubt, however, that the amount of private obligations that have to be substi-
tuted by public ones has to be a measured one. There is clearly a moral hazard issue to be
addressed. The moral hazard issue is also important in the discussions of fiscal sharing
within the EU and when it comes to the issue of the euro area and generally when the role
of the euro as a regional and perhaps global currency is assessed. Perhaps the most gen-
eral point to be made is that the standard of acceptable public insurance is not that of zero
moral hazard."® Theoretically, optimal allocation of risks should be coupled with the rule that
everybody should bear the costs of his or her decision. It is not easy to devise such a model
economy and society even in principle while additional problems emerge once externalities,
public goods and especially systemic risks are to be considered. As soon as there are insti-
tutions and polities, there is moral hazard. Indeed, a certain level of moral hazard is optimal.

" Fora thorough discussion on this and other related points see Arnott and Stiglitz (1988).
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The reason is one of political economy. It may be true that in pure and perfect market anar-
chy the risks are distributed appropriately, i.e. risk takers are also the risk bearers, but the
overall level of risk may be too high. For example, privatizing security as in the Hobbesian
state of nature may be efficient, but the level of overall risk may be lower if the use of vio-
lence and coercion is legalized and legitimized. The latter will reduce the overall level of risk,
though the distribution of risk may be in part due to the creation of moral hazard.

This applies to fiscal policies in the EU as well. Clearly, there is low or no support for an
increased fiscal integration. It is not to be expected that the EU budget will be significantly
increased and significant EU taxes introduced. However, as long as fiscal nationalism is
the rule, it is hard to see that fiscal rules can be designed at the EU level and implemented
by EU policies. That will lead to problems for policies of stabilization, that is for short-term
crisis management. As can be seen currently, the risk to the system increases, i.e. the
level of moral hazard is high, though the distribution of costs may be attributed to particular
countries, i.e., the distribution of costs avoids some moral hazard problems.

This problem will have to be addressed so that the EU develops an ability to react to short-
term crises with appropriate instruments. Those cannot be totally fiscally neutral, so some
consideration to fiscal sharing should be given in order to increase the overall stability and
thus decrease the level of moral hazard in the EU and in the euro area.

Rules and policies

The argument so far can be summarized thus: (i) fiscal sustainability in the usual sense,
i.e. that the public debt to GDP ratio is increasing without limit, is not the problem that tran-
sition countries are facing if they can manage to grow at their potential rate and if they face
financial risks that are not in excess of those in the EU or in the euro area (those may be in
fact lower for a number of new member states and Balkan countries in transition; the situa-
tion may be different in the Baltic states and in some neighbourhood countries such as
Ukraine); (i) structural balances should not deteriorate all that much due to strong ability to
tax and the cyclical rather than structural character of increased fiscal deficits; (iii) the key
to public debt consolidation is in fact the consolidation of the private debt (with partial ex-
ceptions such as Hungary, Croatia, Greece and perhaps some other countries); (iv) fiscal
sustainability in the sense of willingness to lend and to pay may indeed be an issue in
some cases due to uncertainties and the moral hazard problems.

What are the policy implications? There is a risk to exaggerate the urgency of fiscal con-
solidation and to add public deleveraging to the ongoing private one. That could have sig-
nificant negative consequences for economic recovery and may not lead to improvements
in either the public or the private debt positions. Indeed, if growth remains depressed due
not only to low private but also public demand, these countries may face problems similar
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to those that Latin American countries went through in the 1990s. Then, interest rates shot
up and growth remained depressed for years as governments ran high primary surpluses
in order to repay their accumulated debt obligations.

In the case of CESEE countries, public debts are expected to increase for the most part,
but debt to GDP ratios will still be lower than in most advanced EU and euro countries (see
EU, 2009). Even in the long run, public debts are at moderate levels in most NMS even
without any consolidation. With modest consolidation, e.g. in accordance with the Stability
and Growth Pact rules, they tend to stabilize and in some cases to decline. Given these
long-term projections, it does not seem that the EU should hesitate to support these coun-
tries to manage their fiscal challenges.

The support should come in three parts: (i) direct and indirect fiscal support in the short
run, (ii) requirement of fiscal policy to satisfy a suitably adjusted sustainability (No-Ponzi-
Game) condition, (iii) rule-based countercyclical fiscal policy.

Ad (i) In view of the fact that it is the financial integration that is fuelling at least some of
the fiscal excesses, the EU should take the responsibility to reassure the financial markets
that temporary problems should not lead to excessive risks. The aim would be to stabilize
the interest rate on sovereign debts. These could preferably be done through a guarantee
that member states and candidate countries and possibly others that have trade and finan-
cial agreements with the EU could procure. This could work as an IMF fast credit line or
something to that effect. There are plenty of ways to ensure that countries could be sup-
ported if they faced an adverse reception when they tried to place their sovereign bonds in
the financial market.

Ad (i) As argued here, convergence growth in financially integrated regions tends to
weaken the fiscal constraint. That creates moral hazard which cannot be eliminated alto-
gether, but can be managed with the adoption of fiscal rules. A balanced budget rule would
in these circumstances lead to an elimination of public debt, which is not desirable. The
obvious rule would be that fiscal policy should satisfy the No-Ponzi-Game condition, i.e. the
fiscal deficit should not be above the difference between the convergent growth rate and
the interest rate over the business cycle.

Ad (iii) Given that sustainability depends on interest and growth rates (adjusted for the
convergence growth process), countries should be required to run countercyclical policies:
running low fiscal deficits or even surpluses when growth is above potential and running
larger deficits when growth is below potential or there is a recession.

These recommendations deal with the development of fiscal deficits, but not with levels of

public debt. The latter cannot be easily capped or mandated. Most fiscal rules have impli-
cations for public debt development that are hard to justify. For instance, balance budget
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rules may lead to sustainable or unsustainable public debt developments. Also, the so-
called Golden Rule (that current expenditures should be paid from taxes and capital ex-
penditures from credits) does not have clear public debt implications (Buiter, 1999).

Finally, while the sustainability of fiscal deficits can be defined, the sustainability of public
debt is not easy to define. Some studies tend to show that high public debts are connected
with a slowdown of growth (Reinhart and Rogoff, 2010), but similar arguments can be
made about the effects of taxes. Finally, it is not all that clear that private debt increases
may not have the same negative effects on growth. So, rules for public debt levels are not
easy to design and probably are not invariant to the social and overall development.

Euro adoption

There is some support in the policy community for early euro adoption in order to support
more relaxed fiscal policies. This is not the first best policy for fiscal policy management. As
can be seen in countries such as Greece and a number of others, this may actually be
problematic in terms of fiscal responsibility. The reason seems to be as follows. Once the
exchange rate risk is taken out, the laxity of the fiscal constraint is increased because there
is no residual threat of exchange rate collapse.

A political economy argument can be made for the euro in the sense that the median voter
may be more prone to accept nominal wage cuts in monetary unions than if there is the
alternative of devaluation. In the latter case, the median voter may opt for eventual default
on public debts through inflation (along the lines of Unpleasant Monetarist Arithmetic). But,
in general, one would not want to get into the situation of Greece or the Baltic States in
order to face the euro constraint.

Conclusions

The key problems are in the banking and the corporate sectors, not in the fiscal one. That
does not mean that the public sector does not need reforms. Indeed, those are probably
crucial from efficiency and fairness points of view. The EU should support countercyclical
fiscal rules and policies and make better use of the transfers from the EU budget.
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Statistical Appendix

Figure A1
Interest, growth and debt to GDP ratio
Implicit interest rate and nominal GDP growth rate (sustainability); gross public debt and change in debt
(perhaps some measure of revealed fiscal risk)
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Figure A3
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Figure A4
Debt in % of GDP
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Figure A5
Debt in % of GDP in SEE
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