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What is the Fiscal Problem? 

• Most common view: high public debt-GDP 

ratios 

– A sense that above some threshold economic 

performance will be harmed 

• Based on this view, situation has worsened 

substantially in recent years due to financial 

crisis and recession 

 



General Government Net Debt-GDP Ratios 

2007 2010 2013 2016 

Australia -7.3 5.5 7.6 5.3 

Austria 39.8 49.8 51.5 50.9 

Belgium 73.3 81.5 83.9 86.5 

Canada 22.9 32.2 36.3 33.0 

Denmark -3.8 0.9 8.1 6.0 

Finland -72.6 -56.8 -45.6 -36.6 

France 54.1 74.6 80.6 77.0 

Germany 50.1 53.8 53.9 52.6 

Greece 105.1 142.0 157.0 145.5 

Ireland 12.2 69.4 110.3 103.5 

Italy 87.3 99.6 100.2 98.9 

Japan 81.5 117.5 142.4 163.9 

Netherlands 21.6 27.5 33.5 34.1 

New Zealand -5.7 4.6 14.7 11.7 

Norway -142.5 -156.4 -170.5 -186.0 

Portugal 58.1 79.1 93.3 102.3 

Spain 26.5 48.8 58.5 64.6 

Sweden -17.1 -14.6 -13.7 -16.3 

United Kingdom 38.2 69.4 79.5 73.5 

United States 42.6 64.8 79.3 85.7 



What is the Fiscal Problem? 

• Most common view: high public debt-GDP 

ratios 

– A sense that above some threshold economic 

performance will be harmed 

• Based on this view, situation has worsened 

substantially in recent years due to financial 

crisis and recession 

• The problem is not limited to high-profile 

countries facing current crises 
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What is the Fiscal Problem? 

• But how well do current deficit and debt levels 

account for a country’s fiscal situation? 

• Consider US as a case study to help illustrate 

the issues 



The US Fiscal Situation 

• Useful to distinguish between short run and 

longer run 

• Short run still dominated by recovery from 

recession 

• But possible interpretations of “current policy” 

leave considerable ambiguity as to path 
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How to Measure Fiscal Health? 

• Ultimately, the relevant issues are 

– Whether a fiscal trajectory is sustainable 

– Even if sustainable, whether burdens are fairly 

distributed within and across generations, and 

economic distortions avoided where possible 

• High debt-GDP ratios may imply problems in 

both dimensions, but are neither necessary nor 

sufficient for these problems to exist 



Measuring Sustainability 

• Calculate the fiscal gap to take different 

factors into account 

– By how much would primary deficit (D) have to 

be reduced, on an annual basis as a share of GDP 

(Y), to keep debt-GDP ratio (B/Y) at initial value, 

i.e., to make fiscal policy sustainable over some 

horizon, from current year t to terminal year T? 

 
 

(1) ∆=
𝐵𝑡−1−(1+𝑟)

−(𝑇−𝑡)𝐵𝑡−1
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+ (1+𝑟)−(𝑠−𝑡+1)𝐷𝑠
𝑇
𝑠=𝑡

 (1+𝑟)−(𝑠−𝑡+1)𝑌𝑠
𝑇
𝑠=𝑡

 

 



Measuring Sustainability 

• Calculate the fiscal gap to take different 

factors into account 

– Over infinite horizon, equivalent to measuring the 

change needed to satisfy the government’s 

intertemporal budget constraint 
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Measuring Sustainability 

• For US, based on current projections, range is 

2.9 to 4.4 percent of GDP over next 50 years; 

4.4 percent to 7.8 percent over the infinite 

horizon, based on projected growth and 

interest rates 

– Doesn’t take into account the possibility that the 

gap between interest and growth rates might rise if 

response is delayed 



Further Observations 

• Existing national debt is small relative to 

future deficits in determining imbalance 

• Even with large existing net debt ($10.4 

trillion at beginning of 2012), implicit 

liabilities are much larger 

– Social security: $20.5 trillion 

– Medicare: $43 trillion (or more) 



Further Observations 

• Implicit liabilities are also either implicitly or 

explicitly indexed 

• Given this, inflation largely irrelevant as a 

vehicle for achieving fiscal adjustment 



Past, Present, Future 

• Can think of the fiscal gap as having three 

components: 

– Existing debt (past imbalances) 
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Past, Present, Future 

• Can think of the fiscal gap as having three 

components: 

– Existing debt (past imbalances) 

– Current primary deficits (current imbalances) 

– Projected growth in primary deficits (future 

imbalances) 

• Illustrate relative importance for several 

countries; use 50-year horizon 

 



Fiscal Imbalances around the World 
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Fiscal Imbalances around the World 



Why So Much Focus on Debt? 

• Could it be as a signal of deeper problems? 



Fiscal Gaps and Debt-GDP Ratios 



Why So Much Focus on Debt? 

• Could it be as a signal of deeper problems? 

• Because countries simply can’t borrow beyond 

a certain debt-GDP ratio? 

– Makes little sense, as some countries (e.g., Japan), 

can run much higher debt-GDP ratios than others 
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Further Issues 

• What if current interest and growth rates are 

used? 



Fiscal Gaps and Assumed Rates 



Further Issues 

• What if current interest and growth rates are 

used? 

• What about contagion and cross-border 

exposure? 

– Lots of cross-border exposure, which makes this a 

serious issue;  
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Further Issues 

• What if current interest and growth rates are 

used? 

• What about contagion and cross-border 

exposure? 

– Lots of cross-border exposure, which makes this a 

serious issue; but… 



Change in Claims Relative to GDP, 

Sept. - Dec. 2010 



What Determines Risk? 

• Hard to tell precisely, but regressions 

explaining CDS spreads and Eurozone yield 

differentials (relative to Germany) indicate that 

– fiscal variables matter… 





What Determines Risk? 

• Hard to tell precisely, but regressions 

explaining CDS spreads and Eurozone yield 

differentials (relative to Germany) indicate that 

– fiscal variables matter… 

– and that external exposure exacerbates risk 





Considering Policy Options 

• Ultimate problem of fiscal imbalances: 

– If not dealt with, fiscal burdens will fall unfairly,  

tax distortions may be large, and there may also be 

market disruptions 

– Challenge is to adjust fiscal policy onto sustainable 

course that lessens these problems 



Considering Policy Options 

• Much focus to date (for example, in practice in 

UK, in discussion in US), has been on 

reducing short-run primary deficits 

– For some countries, this is necessary, but for many 

not a big part of the long-run problem; hence, 

adjustments not a big part of solution 



Short-Term Fiscal Consolidations 

• Potential cost: economic contraction 

– Recent evidence: in recession, fiscal adjustments 

have stronger impact; evidence for both US and 

OECD countries (Auerbach-Gorodnichenko, 2012, 

2013) 

 



Source: Auerbach and Gorodnichenko, “Fiscal Policies in Recession and Expansion,” 2013 

Effects of Initial Conditions 



Short-Term Fiscal Consolidations 

• Potential cost: economic contraction 

– Recent evidence: in recession, fiscal adjustments 

have stronger impact; evidence for both US and 

OECD countries (Auerbach-Gorodnichenko, 2012, 

2013) 

– Evidence also suggests that macroeconomic effects 

less severe if start with high debt-GDP ratio, but 

evidence in favor of expansionary fiscal 

contractions is weak 

 



Source: Auerbach and Gorodnichenko, “Fiscal Policies in Recession and Expansion,” 2012 

Effects of Initial Conditions 



Short-Term Fiscal Consolidations 

• Potential benefit: credibility? 

– One argument given for short-term adjustments; 

that if adjustments don’t hit immediately, 

commitment of government is not credible 

– Do we have any evidence that short-run 

adjustments translate into confidence about dealing 

with long-run problems? 

– Is it less credible if we adopt now adjustments to 

long-run problems? 

 



Case Study 

• US: 1983 adjustments to Social Security old-

age pension system 

– Immediate tax increases; but also 

– Increases in normal retirement age, with delayed 

and gradual phase-in 

• Changes have been left untouched for three 

decades, even though retirement-age increases 

are still being phased in 

 



Entitlement Reform 

• For reasons other than macroeconomic 

considerations, reform of entitlement 

programs, particularly those affecting elderly 

populations, are ideally implemented via a 

gradual phase-in 

– To allow timing of private responses 

– To smooth affects across generations, making 

outcomes more realistic, politically 



Entitlement Reform 

• What attributes can make such programs 

credible? What attributes make the social cost 

of reversal high? 

• Potential characteristics 

– Shifts to private provision (pensions, health care) 

– Institutional reforms that make the fiscal costs of 

future policy imbalances more salient 



Institutional Reform 

• Can fiscal rules help? 

• Performance to date not promising 

– SGP and its aftermath 

– Experience under successive regimes in US 

• Even harder to implement and enforce given 

central importance of implicit liabilities not 

included in standard measures 



Institutional Reform 

• Fiscal councils may be more promising 

– Use own projections and judgment 

– Can utilize more varied measures that would be 

hard to incorporate in rules 

– An important auditing function, to inform policy 

makers and voters as well as markets 

– Not realistic to view them as having power to set 

fiscal aggregates; analogy to monetary policy is 

limited 



Tax Reform 

• Another element to facilitate adjustments 

– If higher revenue is to be part of solution, better 

for economy to undertake tax reform first, so that 

higher revenues involve smaller increases in 

economic distortions 

• Can also be used to adjust burdens among 

generations, for a suitable package of reforms 

– For example, consumption taxes fall on older 

generations than income taxes 



Summary 

• Recent debt accumulations have little impact 

on long-run fiscal imbalances 

• For most countries, necessary adjustments 

relate to future growth in primary deficits 

associated with entitlement programs, aging 

• Short-run budget cuts and tax increases have 

negative economic effects and unproven 

benefits for credibility and long-run 

sustainability 



Summary 

• More appropriate policy mix would involve 

immediate action, but delayed implementation 

– Phased in reform of entitlement programs 

– Tax increases that occur after tax reform achieved 

– Important to consider generational consequences 

of particular ways of reducing deficits 

• Focus should be on how to make such reforms 

credible and sustainable, including also 

adopting institutional reforms 


