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1

“It’s time to tighten the family’s belt.” If you grew up in a typical American 
household, you probably heard this once or twice in your lifetime. My own 
family’s belt seemed to be ever-tightening (unless it was preoccupied with 
correcting my behavior), a memory I don’t mind passing on to my own chil-
dren, whether or not it is financially necessary. Thrift used to be heralded as 
a useful characteristic for family heads to maintain, especially in times that 
required putting the budget on the chopping block. Ben Franklin, for instance, 
wasn’t just one of America’s Founding Fathers; he was the first Cheapskate-
in-Chief. Despite being quite wealthy, he advocated frugality by choosing 
to eat economically, and leveraged his fame to make his famous hobo-chic 
manner of dress a worldwide trend.

Certainly, there are generationally learned traits that our ancestors tried to 
send along as a “gift” with their other finer attributes. My grandparents mas-
tered the art of penny-pinching during the Great Depression, as did everyone 
else alive in the 1930s. They mock us for going to Starbucks when we can 
easily plant a coffee tree in a nearby mountain range and, in only five years 
or so, have unlimited free arabica for life. Despite being free-loving hippies, 
their kids couldn’t shed the guilt of parsimony either. My wife thanks them 
for creating the food hoarder that I am today.

In the United States, it’s difficult to see how these philosophies have trans-
lated into upward trending consumer, or household, debt, and a downward 
trend in our personal savings. Figure 0.1, U.S. Personal Savings, demon-
strates the former. Look at the nominal rate of household savings (using 1959 
as the benchmark rate), and you can clearly feel a downward vibe. Those 
large, seemingly out of nowhere, spikes are when we hoarded like the end of 
the world was coming (which we probably thought it was) just after a period 
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2 Introduction

of economic contraction. While these data don’t take us far enough back to 
see the conditions right after the Great Depression of the 1930s and World 
War II in the 1940s, it does show the lagging effects that continued through 
the 1960s and 1970s, before a long nosedive that troughed before the hous-
ing crisis and Great Recession of 2006–2007 began. Figure 0.2 presents more 
dramatic results. Whereas household savings in the United States have dipped 
to almost half of what it used to be, our debt has gone through the roof. Con-
sider the indexed time period of 1959, when personal savings were set equal 
to 100; as of late 2018, we’re butting up against about half that level. Con-
sumer debt, on the other hand, increased eighty times over the same time period, 
to nearly $4 trillion today.

Worldwide savings rates have remained remarkably stagnant since 1977, 
increasing to a peak of 27 percent of GDP just before the global economic 
shock that developed on the heels of the U.S. Great Recession (henceforth 
known as the 2008 global crisis or Global Crisis of 2008), only to return 
to recent historical averages of close to 24 percent (see figure 0.3). On the 
other hand, a slew of research—attempting to find something to blame after 
the most recent worldwide crises—has begun to point the finger at rising 
private consumer debt. In 1900, household debt equated to around 40 percent 
of GDP, passing total public debt in 1960-ish and growing far beyond 100 
percent of GDP since the recent Global Crisis of 2008.1 Clearly, our global 
belt has been loosened.

Figure 0.1 US Personal Savings. Author Generated from “Personal Saving Rate,” U.S. 
Bureau of Economic Analysis, Accessed July 22, 2019, https ://fr ed.st louis fed.o rg/se ries/ 
PSAVE RT.
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3Introduction

Figure 0.2 US Consumer Debt. Author Generated from “Total Consumer Credit Owned 
and Securitized, Outstanding,” Board of Governors of the Federal Reserve System, 
Accessed July 22, 2019, https ://fr ed.st louis fed.o rg/se ries/ TOTAL SL.

Figure 0.3 World Gross Savings. Author Generated from “Gross National Savings (% of 
GDP),” International Monetary Fund, Accessed November 18, 2018, https ://ww w.imf .org/ 
exter nal/p ubs/f t/weo /2019 /01/. 
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4 Introduction

But, if we look at pure correlation, you may assume that debt is necessar-
ily good. After all, over the period from 1990 to 2010—the same period in 
which consumer debt seems to have begun an exponential acceleration—the 
world’s poverty rate was also cut in half.2 Clearly our lives have improved: 
educational attainment has increased, GDP per capita has increased, equal 
rights have expanded, literacy has improved, life expectancy is up, and when 
I’m tasked with the household chore of grocery shopping, I literally only have 
to lift a finger and that’s just to hit the “re-order last delivery” button (though 
I still complain). The ease and comfort at which we conduct our daily lives, 
along with unparalleled access to modern conveniences and entertainment, 
means that we live in a time in which our daily lives are far easier with the 
opportunity to be far more productive (if we choose to not be distracted by 
our devices) than ever in history.

Whether we finance our chosen lifestyles on personal credit cards is our 
own business, but when governments do it, it’s everyone’s business. In our 
own households, we are generally aware of the maximum debt load we 
can withstand. While too often you hear about the McMansion financed by 
maxed-out credit cards, most of us live within a particular set of well-defined 
means: we make an income, we spend more than we take in because, well, 
we can, and we eventually find a way to pay off the chunk of debt we built up 
or file bankruptcy and wait out the consequences. Governments, on the other 
hand, have a lot more at stake.

If governments followed the “optimal” fiscal policy path, budget surpluses 
during economic expansions would counter deficits that arise as a result of 
increases in government spending during contractions, leading to balanced 
budgets in perpetuity (with an average of zero public debt outstanding). That 
sounds nice and sweet, doesn’t it? But, when was the last time we (or any 
country) followed what has now become a fairy-tale philosophy?

Adam Smith advanced his belief that what is good for wholesome family 
fiscal management practices should be applied to nations as a whole when he 
wrote “what is prudence in the conduct of every private family, can scarce 
be folly in that of a great kingdom.”3 Though Smith’s profound impact on 
the economic system of the United States is undisputable, America has 
maintained a nice balance on its revolving credit line ever since the country’s 
inception. Alexander Hamilton was a staunch advocate of a national debt—a 
consolidation of all of the states’ debts acquired during the Revolutionary 
War at the time—as a means of ensuring national unity.4 It worked; we’ve 
been united in our indebtedness ever since.5

It hasn’t been a straight uphill climb, however. For much of the country’s 
history, the United States has maintained some level of fiscal prudency, or at 
least a tendency toward and a desire to retreat to a balanced budget. While 
running deficits when necessary—during wars and other crises, we realized 
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the importance of doing whatever we had to do to the national bottom line 
to get out alive—we also had a number of surpluses that Adam Smith, Ben 
Franklin, and the shrinking cadre of surviving Grandmothers who lived 
through the Great Depression would be proud of. Most living today will 
be surprised to know how often twentieth-century U.S. policymakers fol-
lowed what Buchanan and Wagner deemed that “old-time fiscal religion,”6 
confining deficits to only the neediest of bad times. In the 1920s, the United 
States ran a surplus for an entire decade. We took a break from all of that 
money-saving during the Depression and World War II, but surpluses made 
a resurgence in the late 1940s, 1950s, 1969, and as recently as 1998–2001. 
For most of the twentieth century, however, we took a decided turn in another 
direction. Since World War II, with the few noted exceptions, fiscal deficits 
haven’t been viewed as so desperately reckless to the well-being of future 
generations as they once were. Though again, considering pure correlation, 
one can argue that it hasn’t been all bad, as the United States has simultane-
ously developed the world’s most prosperous economy.

Chapter 1 will delve more deeply into where public debt (henceforth, all 
references to debt will mean a nation’s aggregate public or government debt) 
has taken us in this country, along with a comparison across the countries 
of the Organization for Economic Co-operation and Development (OECD), 
which is generally considered to comprise the developed world. What has 
allowed for the proliferation of what some may define as “a lot of debt” is 
better understood as a positive relationship between a country’s growth rate 
and the interest rate on its outstanding public debt balances. Yes, just like a 
typical household, a country has to pay interest on its debt as well. It makes 
logical sense then that if the interest rate that a country has on its growing 
pool of debt outpaces expected economic growth rates, there will eventually 
(if not immediately) be a problem. On the other hand, if this is true, some 
suggest the opposite may also be true: as long as growth rates exceed interest 
rates, we should be able to borrow in perpetuity. There has been a substantial 
body of recent literature that has developed to study these effects (see Mod-
ern Monetary Theory discussion in chapter 4), along with some controversial 
forays into the exact levels of debt that are considered too much.

Outside of the grand question of what level of debt will eventually cross a 
country into danger territory, there is less controversy over the fact that exces-
sive government spending is unsustainable in the long run, in most circum-
stances. For example, consider the Great Recession in the United States that 
started around 2007, which eventually led to a global shock that affected the 
world in 2008. As the economy of the United States, and those of a number 
of other countries, began to contract, a typical response is to either maintain 
spending levels or increase them in order to counter contractionary effects 
leading to increased deficits. Deficits can’t be sustained forever (or can they 
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be? We’ll get into this more in chapter 1), so your elected legislators or your 
friendly local dictator will get together to decide which fiscal policies they 
should enact—or whose land they should confiscate—in order to reverse the 
trend. Such policies that attempt to reduce the deficit in order to allow for 
long-run sustainability of a nation’s economy are known by several names. 
Austerity is the word you’ll more commonly hear across the news media, 
but it is too often used as a term of disparagement today, making it hard for 
policymakers to apply it without having to explain the potential positive out-
comes of fiscal discipline. Some prefer fiscal austerity, austere fiscal policy, 
cutting like there’s no tomorrow, and austere measures, but I’m partial to the 
sweeter sounding, and more poetic, fiscal consolidations, or FCs, which I will 
use throughout the rest of this book (though I will often interchange it with 
some of the other versions, just to make sure you are paying attention). The 
effects of FCs will be a major point of focus and the theme that is woven into 
the remaining chapters.

But here’s the paradox: despite the insistence of technocrats, academics, 
and other experts regarding an optimal fiscal policy regime, we tend to want 
to implement FC measures the least when we may need them the most. As 
debt gets out of control and economic growth begins to wane, elected and 
appointed leaders often shun the policies that help control deficits for those 
that expand them in order to do what they perceive as “best” for today’s 
economy. Perhaps they are right to not want to cut back on spending in a 
time that the populace needs more help, but we’ll talk more about that later.

Doubling down on the paradox: what is really needed to help a country 
grow again is too often the opposite of what our intuition and inner gut tell us 
to do. Nudged by classical Keynesian economic theory, policymakers tend to 
assume that only more spending will drag us out of a recessionary hole, while 
cutting back often leads to better outcomes. FCs are important and necessary 
in many cases, and in lots of those cases actually help an economy.

Part One of this book will begin with a history of public debt crises, fur-
thering some of the concepts mentioned above. There have been a million 
books written on the history of such crises, considering both public and 
private debt, but this section will lay out the context for the additional discus-
sions after. Despite the vast number of attempts to describe and understand 
crises of yore, the fascinating part is that we are constantly learning more 
about history, with updated facts, figures, and fun. Even considering the 
most recent Great Recession in the United States—and subsequent impact 
across the world—few of us remember what really happened just a few short 
years ago. Forgiving our short memories, the issue may always be that we 
generally fail to grasp the entire context of a crisis, relying instead on con-
temporary news reports and the first books to hit the market as foundations 
for our understanding of those crises. Unfortunately, only time gives us a 
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consistently better frame of reference and an increasing ability to understand. 
Throughout Part One I try to provide an overview of the most updated knowl-
edge on our favorite times of economic peril.

Chapter 2 discusses the various policy solutions that have been drawn from 
legislators’ tool belts in response to crises. Here I will touch on the monetary 
policies (those that are enacted by central banks) that succeed economic cri-
ses, but will focus more on the fiscal side of things (those implemented by 
elected legislators, appointed officials, and other bureaucrats), while chapter 
3 kicks off what you really wanted to learn: How do these solutions com-
pare? Here I’ll get into the weeds and discuss some of the nitty-gritty results 
that researchers have discovered over a period up until around 2008, or so 
(warning: statistics may be involved). If you want to know what the data 
says—because you’ve already decided that my opinion or that of others is 
meaningless—focus your attention here.

Since we’re all wrong once or twice in our lives, chapter 4—and a bit in 
chapter 6—will be dedicated to our historical wrongness. Since the world-
wide economic shock of 2008, a substantial subset of research has been 
dedicated to updating, sidestepping, explaining, and overturning everything 
we ever said in the past. Here we get into some of the more prominent find-
ings since this time period by famous researchers who actually know what 
they are doing. For the most part, studies tend to build upon past studies and 
generally offer updates, twists, and minor corrections. However, occasion-
ally a mass of rebuttals negate prior findings faster than a politician’s actions 
counter his own words, allowing us to better understand why we were getting 
it so wrong before.

The problem, however, is that the powers that enact policies suffer from 
what I’ll deem politicitis: a dangerous, highly contagious, and (to date) incur-
able disease that inhibits logic and any sense of fiduciary duty in favor of an 
intense, insatiable desire to be elected into a position of leadership and influ-
ence. (I might be a bit cynical about politics.) Chapter 5 opens the discussion 
of the ever-present influence of politics in the world of policymaking. While 
most of the world’s population admits to a desire for economic policies that 
impact us in the long term, our short attention spans have allowed for the 
proliferation of so much politicitis that legislators often focus on short-term 
solutions that don’t always allow for long-term prosperity. This chapter gets 
into the why of politics and how the political world relates to fiscal policy, 
attempting to provide some evidence of the impact of austerity on politi-
cal success. The evidence may not be as clear-cut as you might have once 
thought.

Part Two of the book contains a series of case studies, providing a deeper 
insight into the root causes of public debt crises in a few selected countries, 
the FC or other fiscal and monetary policies that were subsequently enacted, 
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8 Introduction

and how they all fared in the end. If you have the attention span of a normal 
human,7 feel free to pick a section and study a particular country. The last sec-
tion will provide some contextual discussion, including my general thoughts 
on the world, as well as your daily horoscope for the following year (if you 
don’t find the last part, blame my editor).

NOTES

1. Oscar Jordà, Maritz Schularick, and Alan M. Taylor. “Sovereigns Versus 
Banks: Credit, Crises, and Consequences,” Journal of the European Economic Asso-
ciation 14, no. 1 (2016): 45.

2. “Poverty,” World Bank, accessed February 13, 2019, from https ://ww w.wor 
ldban k.org /en/t opic/ pover ty/ov ervie w.

3. Adam Smith, An Inquiry Into the Nature and Causes of the Wealth of Nations 
(London: Printed for A. Strahan and T. Cadell, 1784), Volume 1.

4. Vélez-Hagan, J. (2015). The Common Sense Behind Basic Economics. Lanham: 
Lexington Books.

5. We actually paid off our entire national debt once in 1835. President Andrew 
“penny-pinching miser” Jackson was the culprit.

6. James A. Buchanan and Richard E. Wagner, Democracy in Deficit: The Politi-
cal Legacy of Lord Keynes (New York: Academic Press, 1977).

7. It is interesting to note that some scientists have found goldfish to have longer 
attention spans than us humans. Kevin McSpadden, “You Now Have a Shorter Atten-
tion Span Than a Goldfish,” Time Magazine, May, 2015.
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There are as many different types of financial crises as there are lattes at 
Starbucks. Most are categorized as one of the following: domestic banking 
crises, external debt crises, domestic debt crises, asset price bubble-bursting 
crises, crises of crises, crises that deal with inflation and currency fluctuations 
(depreciation or debasement of currencies are included here), or some other 
exogenous shock crisis—such as a war or financial crisis in another part of 
the world—that leads to one of the above crises. Within each category there 
are a million ways in which a financial crisis can occur, while oftentimes one 
type of crisis impacts or leads to another. For example, in the United States, 
the asset price bubble that burst in 2007 created a subprime financial crisis 
(or vice versa, depending on who you ask) that begat a banking crisis. Not 
all such crises lead to a fiscal crisis—the focus of this book—which we will 
define as the inability of a government to close the gap between its spending 
and income (if public spending is greater than income in a given period, we 
define this as a budget deficit; income that exceeds spending is a budget sur-
plus) sufficiently enough to sustain its existence in the long run. The concept 
of long-run sustainability will be defined later.

It sounds like a simple concept, but not everyone understands what a fiscal 
crisis means to a government and even fewer recognize when we are in the 
midst of one. (Common answers: “It’s definitely bad” and “I know it when 
the news tells me so.”) Nor, do we—as very normal humans—remember all 
the facts that surrounded the financial crises of yesteryear, that often lead to 
fiscal crises. What perhaps is most concerning, however, is that we generally 
fail to have a grasp of the facts surrounding the events that led to crises in the 
very recent past. While it’s easy to dismiss our lack of understanding as due 
to a lack of data or hindsight, it’s even easier to just simply forget, especially 
if you are a non-expert who doesn’t study economic history all day long. Yet, 

Chapter 1

Disaster and Debt
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12  Chapter 1 

without this basic understanding of concepts and a surface-level knowledge 
of national crises, we are quite surely doomed to repeating our mistakes.

I won’t delve too deeply into the many examples of financial crises and 
their causes in this book. However, a bit more about the subprime housing 
crisis in the United States (which led to the Great Recession, global shocks, 
and pure terror around the world) will serve as an example of how a crisis of 
one sort may intersect with others and will be useful in understanding how 
fiscal issues develop.

HOW ONE CRISIS LEADS TO ANOTHER

Beginning in the early 2000s, home lending standards in the United States 
began to shift, substantially. There are a number of reasons for why this 
may have happened: some point to policies in the late 1990s that led to more 
lenient standards, while others note technological innovations. While the 
truth is likely a perfect combination of the two unanticipated by regulators 
and legislators (what’s new?), it’s easier to point to the proliferation of new 
technologies that allowed lenders to pool riskier borrowers that had a hard 
time getting a loan in the past.

While it is a simple decision to deny a single borrower based on specified 
credit standards, lenders also knew that not all borrowers with poor credit 
profiles would default. As they were able to more finely differentiate factors 
that led to default and pool together borrowers in order to reduce overall risk, 
leveraging new-fangled technologies, lenders got a little loose with their dol-
lars and began lending to those considered “subprime.” Since the new tech-
nological advances allowed banks to mitigate various concerns and spread 
the risk, most lenders felt as though they were still maintaining the same 
standard of risk that they were previously comfortable with. As evidence, 
the rate of new borrowers required to present full loan documentation fell 
from nearly 80 percent in 2000, to about 60 percent in 2006. Simultaneously, 
loan-to-value ratios rose from close to 75 percent in the late 1990s to an aver-
age of close to 90 percent in 2006.1 There was essentially little wiggle room 
between the amount someone borrowed and the value of the home, meaning 
that it wouldn’t take much of a fall in prices for homeowners to incite a run 
on snorkel store inventories.

The perfect confluence of events that led to a housing “crisis,” therefore, 
often follows this narrative: official policies that intended to increase home-
ownership led to an incentive for banks to lend more broadly (some say the 
government-supported guarantees created a moral hazard, where lenders 
didn’t feel the need to protect against their own risk, since they were protected 
from the consequences), which were amplified by unscrupulous brokers (or 
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13 Disaster and Debt 

outright fraud) and historically low lending rates driven by central banking 
policies, providing just the right combination of explosive material for a big 
housing bang. As lending became overextended and markets started to sway, 
housing prices started to fall, while the economy also veered from the rainbow 
and lollipop phase of the business cycle. It didn’t take much veering to put 
people under, leading to a ripple effect of budding new home foreclosures.

But the party didn’t just stop with homeowners and local bankers, instead 
spreading to the financial markets through more intricate, less understood, 
and oft-blamed processes. As mentioned earlier, big-moneybag lenders and 
their sophisticated tech had more than a few borrowers to service, as they 
maintained vast pools of diverse borrowers (prime, subprime, and every-
thing in between) to moderate risk within a larger portfolio. Large banking 
institutions would buy up and package these pools of mortgages to create 
an asset-backed security that could be sold to investors. They were known 
as mortgage-backed securities (MBS) because their value was intrinsically 
based on the ability and expectation of future mortgage payments from the 
original pool of mortgages. As long as everyone paid their mortgages, the 
banks weren’t the only ones to win, but the larger investment banks and pur-
chasers of the MBSs got their money and were happy too. It should be noted 
that not all MBSs were alike. These securities were broken into “tranches,” 
or various levels of risk, where lower tranches had higher rates of return, but 
more risk. Higher tranches had greater guarantees but lower returns.

However, as defaults began, those in the lower tranches of MBSs (the 
riskiest group) began receiving “insufficient funds” notices in the mail. They 
weren’t happy, but for the most part, the financial markets would live on, or 
so they thought. In comes the now well-known derivative, a product whose 
value was based on these MBSs. You may remember derivatives for being 
endlessly referred to by talking heads on TV as one of the evil culprits that 
instigated the economic apocalypse of the day, but unless one is a finance 
graduate, works in finance, or manages one’s household’s financial invest-
ments, most don’t know what one is. A derivative is essentially any contract 
between two parties based on an underlying asset. Options contracts, for 
example, are investment tools that stock investors often use to hedge against 
certain risks. They are considered derivatives because they are a contract 
between two parties which allows a party to buy or sell the underlying asset 
by a certain date in the future and are based on an underlying asset: a share of 
stock in a company (or generally hundreds of shares of stocks).

Derivatives that were based on MBSs were known as collateralized debt 
obligations (CDOs). CDOs were pools of the pools. Since not all lower 
tranches of MBSs were affected the same way, savvy investors had a great 
idea: Why not gather together MBSs in the same way MBSs pooled mort-
gages and create a new, bright, and shiny security that reduced an investor’s 
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overall risk (but, mostly because it will make us a lot more dough)? What 
could go wrong?

CDOs were essentially investment tools (a tranched security) based on other 
investment tools (a tranched MBS) based on an original investment (pools of 
mortgages), multiplying the amount of investments in the financial sector 
that were all tied to mortgages (the original asset). The difference between an 
MBS and a CDO is that an entire CDO could be based on the riskiest, lowest 
tranche of an MBS. When only the lower tranches of the MBSs defaulted, 
therefore, entire groups of CDOs that were based on these lower-tranched 
MBSs would also default, leaving poor multinational conglomerate invest-
ment banks empty-handed (insert sad face). By taking a small slice of more 
poorly rated, riskier MBSs and turning it into an additional security called 
CDOs, the original risk was replicated and amplified—many times over.

And the intricate web of lending and borrowing extended well beyond 
even these more detailed nuances of the finance world. International financial 
and regulatory bodies began complying with new standards set forth in the 
1980s (see the Basel Accords) which forced banks operating internationally 
to maintain certain minimum capitalization standards. In other words, they 
had to have enough actual money in the bank to cover any unexpected losses, 
as well as expected obligations. Banks, being the profit-seeking corporations 
that they are, are pretty good at finding alternative paths to profitability. What 
helped spread the contagion of the financial crisis was the fact that most 
banks had developed elaborate shadow banking networks that helped them 
keep loans off the balance sheets and avoid oversight by international finan-
cial regulators, thereby allowing them to circumvent the need to maintain the 
required capital that they would have if said loans were overt. It has taken 
years for the Fed, government authorities, and researchers to fully understand 
how banks opted for regulatory arbitrage instead of abiding by the wishes of 
well-intentioned regulators, a story better told by many others.2 Yet, many 
contribute the crux of the financial crisis that launched the Great Recession to 
the development of this shadow banking industry. Regulators just looking to 
prevent such a catastrophic event from happening helped cause the very crisis 
they were hoping to avoid (a theme oh so common over time).

Before you get all teary-eyed and concerned for what happened to our 
nation’s richest investment bankers, remember that these big banks all lent to 
each other and to major corporations (some for super short-term, overnight-
style lending operations, some for longer terms) to help grease the wheels 
that keep the economy churning. Though it was clear that more and more 
individuals were defaulting on mortgages, what wasn’t clear was who owned 
assets that were based on these mortgages. Given this lack of clarity, lending 
began to cease, which trickled to other lenders and investors, which affected 
smaller banks and local lenders, and made it harder for large companies to 
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operate efficiently, employers to hire, families to get a mortgage, and entre-
preneurs to entreprenuerize (that’s a word, right?).

Vast amounts of uncertainty—regarding where the housing market was 
going as well as the balance sheets of major corporations and lenders—are 
what stalled economic activity and led to our Great Recession in the United 
States. Since the United States’ economy and financial system was in the 
middle of a period of increased integration into world markets, the implica-
tions of our financial system’s follies spread far and wide. A number of insti-
tutions halted their funding to money markets, which impacted multinational 
corporations, bankers, and more. The lack of liquidity in the U.S. financial 
system led to a lack of liquidity in other parts of the world and slowed eco-
nomic activity everywhere.

While the U.S. Federal Reserve took it upon itself to coordinate a monetary 
policy attack, partly by buying up distressed assets, the fiscal policy response 
is what helped drive America’s debt. The Emergency Economic Stabilization 
Relief Act of 2008 allowed for the creation of what is more commonly known 
as the Troubled Asset Relief Program (TARP), which permitted the U.S. 
Treasury to spend $700 billion to assuage the crisis through various means 
(though in the end, this limit was reduced significantly). Most attribute the 
nation’s huge increases in public debt to this program. However, the nation’s 
deficit (the amount of governmental spending above its income) was already 
on the rise due to effects of the concurrent recession (see figure 1.1, U.S. 
Surplus/Deficit). Even without additional spending, reduced tax revenues 
inherent in economic contractions generally combine with level government 
spending (at a minimum, though spending usually increases) to create grow-
ing deficits in recessions. The U.S. Great Recession wasn’t immune to this 
phenomena, as total public debt went from 60 percent of GDP in 2006 to 
90 percent of GDP in 2010 (see figure 1.2, Total Public Debt), a trend that 
continues today.

What initially started as a mere subprime housing crisis created a full-
blown financial crisis that sparked the beginnings of what many now consider 
a long-term fiscal and debt crisis.

THE PANDEMIC BEGINS

The rest of the world, and all its wondrous global economic integration, 
wasn’t immune to the debt disease, though the underlying reasons for its 
proliferation were a bit more complicated. While European countries may not 
have had the same subprime housing crisis as the United States, they did have 
their own borrowing addiction. And, like any good addict, no one wanted to 
take the blame for their own problems.
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Good intentions in Europe very likely contributed to their eventual fall, 
not too different from those in the United States. After the formation of the 
Economic and Monetary Union (EMU), which was created in part to stabilize 
risk and rates across the continent in the late 1990s, bond rates began falling 
precipitously. As you will see, this seemingly great benefit eventually added 
to an even greater debt load.

Prior to the formation of the EMU, every member country had its own 
monetary policy, developed by a country’s central bank according to the 
needs of that particular country. However, the EMU was developed to fur-
ther integrate the economies of Europe. Despite the many headline-creating 
complaints from a wide range of European leaders at the time, most thought 
that the EU would have a net positive benefit in both the short and the long 
term. Yet, after its formation, interest rates (the cost of borrowing) converged 
across the new economic unit, an advantage that eventually became Europe’s 
own moral hazard. Governmental borrowers that were historically considered 

Figure 1.1 US Surplus/Deficit. Author Generated from “Federal Surplus or Deficit,” U.S. 
Office of Management and Budget, Accessed July 22, 2019, https ://fr ed.st louis fed.o rg/se 
ries/ FYFSD .
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to be of high risk were suddenly allotted an opportunity to borrow at the 
same, or similar, rates as those that were known as Europe’s pillars of fiscal 
prudence. The rate at which a borrowing government was required to pay in 
order to borrow from lenders (through the sale of bonds) was suddenly on par 
with the rest of Europe, and all were lumped together into the same basket of 
responsible citizens.

The periphery states of Portugal, Italy, Greece, and Spain (these countries 
have been previously known by the acronym PIGS, but many protested that 
they aren’t actually pigs; now we call them GIIPS, with the addition of the 
iffy fiscal house of Ireland) were facing lending rates as high as 20 percent 
before the EMU formed. Their economies were already suffering, so they 
had to rely on the kind benefactors of the bond market to supply the funds 

Figure 1.2 Total Public Debt. Author Generated from “Total Public Debt,” U.S. 
Department of the Treasury, Accessed July 22, 2019, https ://fr ed.st louis fed.o rg/se ries/ 
GFDEB TN.
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they required to sustain spending at the levels promised to its citizens. It was 
difficult to sustain the kind of borrowing needed to rebuild an economy (or, 
under more corrupt circumstances, to lose enough in “accounting errors” 
to fund a friend’s business in perpetuity) while having to pay 20 percent in 
interest, so borrowing caps impeded indebtedness before the newly formed 
EMU. Theoretically, such impediments imposed by the open market allowed 
for a system of checks, balances, and budget restraint, regardless of whether 
a country wanted it or not. Interest rates on debt have the inherent purpose of 
enacting discipline by restricting overly ambitious fiscal policies. If you can’t 
pay the interest on your loans in the near term, you just can’t borrow as much 
as you might otherwise.

For the most part, more successful countries such as Germany and France 
anticipated the changes, understanding the inevitable response by and oppor-
tunities to the periphery states. Instead of providing lump-sum cash, or even 
lending directly to these states, it was seen as a “least bad” investment oppor-
tunity. Successful countries hoped that the new European economic unit 
would help to improve trade and other economic and social opportunities for 
the entire EMU if periphery countries could borrow, invest in their econo-
mies, and stymie the concerns of foreign and domestic lenders. Initially, 
the direct cost to the more advanced economies was very little: they merely 
became guarantors of debt. Yet, the potential for returns became quite the 
carrot. If fiscal and monetary policy stabilized and leveled across the EMU, it 
should lead to successful economic outcomes in periphery countries, or newly 
developed wealth that will demand goods and services from those advanced 
economies. The new-found success in these countries would then reduce 
the need for the direct and indirect social support from richer countries. For 
example, if Greece became a more economically successful country, it would 
need to borrow less from the likes of the International Monetary Fund (IMF) 
while also ensuring that needy Greeks are less likely to migrate to other parts 
of Europe.3 Life should be much better behind the veil of a more general and 
inclusive monetary unit such as the EMU.

But, when economic tides turned—most were impacted by worldwide 
economic shock effects that occurred around 2008—borrowing was let loose, 
especially in the periphery countries (see figure 1.3, GIIPS Public Debt). 
Greece borrowed to expand a growing public sector, Ireland supported its 
own housing crisis, Spain’s private sector borrowed to get itself over the 
hump and invest more, Italy borrowed at low rates to stave its longer term 
debt issues, and most had to finance trade deficits brought on by uncompeti-
tive economies.

A lot of spending and borrowing during poor economic conditions led to 
high deficits and even higher public debt in the periphery states of the EMU, 
which produced some of the worst fiscal crises the region (or world) has seen.
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WILL THIS TIME BE DIFFERENT?

Knowing what we know now, it’s easy to see how growing consumer debt 
led to a housing and mortgage crisis, which led to a more full-blown finan-
cial crisis, which spread across the globe, affected markets worldwide, and 
impacted government finances as well. While household debt wasn’t the only 
reason for the recent crisis, the overarching point is that one type of financial 
or economic crisis can easily lead to another. Given our global integration 
today, the benefits of globalization tend to favor worldwide economic expan-
sion, yet also create the opportunity for crises to spread everywhere. Regard-
less of the culprit and origin of any particular crisis, most will inevitably and 

Figure 1.3 GIIPS Public Debt. Author Generated from “Debt (% of GDP),” International 
Monetary Fund, Accessed July 22, 2019, https ://ww w.imf .org/ exter nal/d atama pper/ 
DEBT1 @DEBT /OEMD C/ADV EC/WE OWORL D.
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eventually catch policymakers off-guard once again, leading to the tragedy 
that is a fiscal crisis.

For the rest of Part One, I will put aside a discussion of the root causes of 
such crises. It is, however, important to further investigate this idea of “too 
much” debt, since no one seems to really know the point at which it’s abso-
lutely necessary to take some significant and serious debt and deficit action.

How Much Is Really Too Much?

Sometimes I eat too much chocolate cake in a single sitting. I’ll admit it, 
because I love chocolate cake and there shouldn’t be shame in admitting your 
love for another. But, how do I really know when I’ve had too much? Is it 
the building headache, onset of the sweats, or the overall feeling of unease?

A country with a growing, and seemingly uncontrollable, public debt isn’t 
much different. Though the country’s leaders begin with their own stress-
induced headaches, which leads to a line of uncomfortable confirmations 
to its citizens, the overall dis-ease in the national conversation creates some 
sweaty-palmed discussions, leaving elected officials to wonder whether they 
should just take a pension and get out of Dodge.4

As the economic theory goes, public debt can generally increase until the 
rate you pay on that debt outpaces the growth rate of an economy. The equa-
tion that explains this interaction adds the primary deficit to the interest rate 
on debt divided by the growth rate of the economy, then subtracts the growth 
of the money supply to find the long-term debt-to-GDP,5 or: see figure 1.4.

Simple, right? Well, if you’re not a Nobel Prize economist, let’s break it 
down into more understandable terms. As the deficit (the primary deficit = 
government spending, g, plus old-age benefits, h, minus taxes, τ) increases, 
so does the public debt. This should be obvious as the amount you spend 
above your own personal income must be financed by debt (unless you are 
a Kardashian or a Kennedy, in which case you just have money and don’t 
know how or why, nor what everyone is complaining about), which is also 
the case for a country or government. As the money supply, or m, grows, 
the debt-to-GDP ratio falls because more money dilutes and depreciates the 
existing stock of currency and debt (all else equal), so it should be subtracted. 
However, the term that describes the relationship between the interest rate 
on debt, i, and the economic growth rate, η, may be the most interesting one. 
Whereas a country can quickly reverse a deficit (in theory, and all things 

Figure 1.4 Author Generated. Olivier Blanchard, “Suggestions for a New Set of Fiscal 
Indicators,” in The New Political Economy of Government Debt, eds. H.A.A. Verbon and 
F.A.A.M. van Winden (Amsterdam: Elsevier Science Publishers, 1993).
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from equal, a government can immediately cut spending, raise taxes, or a 
combination thereof, to eliminate a deficit) as well as has the tools to change 
the money supply (normally through central banking policies, but sometimes 
through dictatorial fiat—looking at you Venezuela), it is much more difficult to 
improve the growth rate or reduce the rate of interest on outstanding debt. If the 
interest rate surpasses the growth rate, therefore, debt can theoretically grow 
in perpetuity (or at least until an economy implodes), but will more likely lead 
to a rapid state of insolvency. Conversely, if the growth rate of an economy 
remains higher than the rate of interest on its debt obligations, it should be able 
to cover the bills, at least until someone else comes along to mess it all up.

Put another way, if a country cannot enact policy that adjusts the ratio of 
interest to growth, it will have to make major adjustments in the other two terms. 
Heard of the term easy money when referring to central bank policy (aka quan-
titative easing, or “QE”)? That’s the central bank’s (e.g. the Federal Reserve 
is the central bank of the United States; the European Central Bank [ECB] is 
that of Europe) way of expanding the money supply. These types of policies 
are especially prevalent when inflation isn’t a worry and economies are flailing. 
In the case of a country that has rising interest rates on debt and falling growth 
rates, some assert that QE-type policies help to ameliorate long-term growth. 
The other term referring to the primary deficit is the fiscal policy variable—that 
which concerns government spending and taxes—and will be discussed shortly.

But, why do interest rates on debt increase in the first place? It’s really not 
much different than when you’re out hunting for a car loan to get that new 
Lamborghini Veneno Roadster you’ve been waiting for (since you’re smart 
enough to read this book, I’ll assume you are incredibly talented and suc-
cessful enough to go big). If you have poor credit, the rate of interest you are 
likely to get on your new $3 million supercar is going to be a bit higher than 
you may like. The factors that go into your own credit rating are similar to the 
ones Moody’s, Standard & Poor’s, and Fitch use to establish credit ratings for 
countries. If your income has recently trended downward (maybe your hedge 
fund isn’t performing as well as last year?), your credit may drop from an 850 
to an 837, leaving auto lenders to cap you at a $2 million loan, forcing you to 
front cash for the other million.6 The logic is, if your debt to income ratio is 
too high, the risk that you will default on any one of those debts is higher. A 
country with a slowing growth rate is going to also have problems producing 
an income. As it accumulates more debt, its ratio of debt to income increases, 
causing the big credit rating agencies to drop ratings like they’re hot. Ratings 
among the big three agencies typically range from AAA down to the depths 
of “junk” status in the B’s and C’s (Mozambique is holding steady at a strong 
D) and are inversely related to yields on initial bond offerings. If a country’s 
debt trends upwards, combined with little future income potential, a country 
will eventually have credit ratings low enough and bond yields high enough 
that it will be priced out of the market. If a country has little fiscal sense—or 
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simply plans to default at some point in the future—it can decide to pull a 
Venezuela and borrow as much as humanly possible, then ask your dictator 
in chief to pass a decree that you owe nothing. Hey, it’s turning out well for 
them, right?7

The very same situation happened to Puerto Rico in the mid-2010s. As its 
debt increased and income wobbled (especially after the Great Recession in 
the United States, which exacerbated Puerto Rico’s own depression), debt-
ors asked for more interest to cover the increased risk on new loans. Rates 
increased at virtually the same time and in a similar magnitude that growth 
rates fell (historically, this situation is not that unusual for countries in similar 
predicaments), and they were eventually unable to sustain payments, which 
led to default, lack of credit rating agency confidence, and the eventual inabil-
ity to obtain financing from anyone . . . except Uncle Sam. The unusual case 
of Puerto Rico will be discussed in Part Two.

After the global economic shock that impacted the world in 2008, a lot 
of important people (at least we all think they are important) began writing 
a lot of important papers about the various degrees of public indebtedness 
and the importance that those levels of debt will have on future economic 
growth. Since the temptation for regulators and legislators is biased toward 
borrowing before vetting alternative means of improving a government’s 
income (to be fair, after the Great Recession and succeeding global shock, 
most complained that they lacked the tools to incentivize growth), the big-
gest question on their minds was How much is too much?. Reinhart and 
Rogoff attempted to answer this question in their famous works of 2010 
and 2012.8

The answer to the question of how much debt is too much debt is quite 
the contentious conundrum for a number of reasons—some political, some 
reasonable (notice the distinction). The results of research, or the interpreta-
tion of those results, point to various fiscal policies as solutions that may or 
may not align with one’s particular political tastes, leading to tremendous 
debate surrounding the new and growing body of research during Reinhart’s 
time (which extends to today). Reinhart and Rogoff set out to discover how 
historically high levels of public debt impacted economic growth, which was 
especially interesting and relative in a world that just came off, or was still 
in the middle of, the global crisis that started in 2008. However, when their 
results pointed to specific policy solutions that countered those of the political 
powers that be, one may feel compelled to doubt their scientific wherewithal. 
You don’t agree with me? Then you must be wrong.

In their 2012 paper, for example, the economists investigated the post-
crisis landscape by considering the correlation between public debt and GDP 
growth. There are many kinds of debt that can have an impact on GDP, 
including private consumer debt (previously described), debt in national 
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pension and medical programs (Social Security and Medicare in the United 
States), and external debt (which is often a combination of both private and 
government-owned debt that is owed to foreigners). All have important 
implications for a macroeconomy, but for the most part researchers have 
focused on the total public debt of a country.

In order to study the growth rates of countries and how they are associated 
with different interest rates and debt levels, Reinhart observed historical data 
for countries that at some point had debt-to-GDP ratios in excess of 90 per-
cent for at least five years, episodes they called “debt overhangs.”9 By com-
piling data going back to 1800, they were able to distinguish twenty-six such 
debt overhangs across a number of advanced economies, including Australia, 
Canada, France, Japan, the United States, and more.10

Within this group, and their respective debt overhangs, they found an 
interesting correlation: in twenty-three of the twenty-six identified debt over-
hands, average growth was 1.2 percentage points lower (for an average of 2.3 
percent year-over-year growth) than in periods where debt was below this 
threshold (which averaged 3.5 percent). This was a significant and important 
finding at the time, especially considering the rising debt-to-GDP ratios after 
2008. Japan’s debt, for instance, had already surpassed 180 percent of its 
GDP, while Italy and Greece were close to 120 percent.11 Not long after, in 
2010, the United States crossed that magical 90 percent level. The implica-
tions could be read that, if your ratios were above the 90 percent level, your 
country better start finding a way to get things under control and fast, or there 
may be no turning back.

However, contrary to the recent case of Puerto Rico, most of the countries 
in the study didn’t have trouble accessing capital markets. For the most part, 
they were able to continue borrowing more (and then a bit more, and then 
some more on top of that). How so? Countries with high amounts of debt have 
historically continued to comply with their obligations without default, provid-
ing an incentive to creditors to continue to offer reasonable rates of interest. 
Some debt overhangs have even correlated with decreased real interest rates.12

While an economics textbook might have predicted a big jump in short-
term costs via higher interest rates, alongside increasingly limited access to 
credit markets, expectations didn’t always meet reality. The IMF released a 
paper in 2018 that showed how interest rates in some countries (especially 
highly advanced countries) have been able to float below the growth rate for 
quite some time, leading the paper to even suggest that “maximum sustain-
able debts [in some cases] are unbounded,”13 while famous macroeconomist 
Olivier Blanchard gave a speech showing how a number of countries, spe-
cifically the United States and UK, were able to keep interest rates far below 
growth rates for quite some time, leading them to borrow without bound at 
“no fiscal cost.”14 Without those disincentives to more borrowing, debt has 
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continued to increase to unprecedented levels. With little visible impact on the 
lives of the contemporary electorate, policymakers solidified the momentum 
with a kick the can down the road philosophy—which is some cases has grown 
to a 50-gallon drum—that became the pervasive policy across the advanced 
world. Especially during an economic crisis, the potential long-term costs of 
debt are easy to ignore in the face of short-term relief. But, what if, according 
to some and in some cases, there is not a long-term cost at all? We’ll dig a bit 
more into that further down the road (yes, I’m also a pretty good can kicker).

Reinhart & Co. certainly didn’t have the last word, especially given the 
politics involved. Once their fame (or infamy) was solidified, ambitious 
opponents brought the research heat. The next generation of researchers 
forged ahead with rebuttals citing methodological malfeasance and uncited 
alternate explanations.15 Harsh critiques noted spreadsheets and calculation 
errors—whoops!—but, most impressive to the typically reclusive world of 
academia was the public attention given to the work; Reinhart and Rogoff 
were among the first researchers to be mentioned in the late-night world 
(or anywhere on TV). Despite all the hubbub, few found errors substantial 
enough to invalidate the entirety of their findings.16

Embarrassing Excel errors by inexperienced research assistants aside, 
Reinhart and Rogoff’s work exposed an irrefutable fact: research that has sig-
nificant bearing on public policy will inevitably be caught up in The Octagon 
of politics. The potential weight of the suggestion that governments may need 
to adjust primary fiscal balances to assuage long-term economic concerns was 
faulted for having political biases. Reinhart and Rogoff’s results pointed to 
the need for policies that increased taxes or cut government spending. Those 
who believed that opposite policies were the solution to a nation’s grief were 
quick to claim that Reinhart and friends must have had a political slant that 
infiltrated their work, whether they knew it or not. The political world’s 
influence on policy is a factor that can’t be ignored and is considered more 
in-depth later in this book.

If, however, the results of studies that align with Reinhart’s work are cor-
rect, one has to consider why high levels of debt might cause such a reaction 
in economic growth. After all, if interest rates don’t necessarily increase when 
countries cross major debt thresholds, and lenders continue offering bags of 
money at the bequest of country leaders, what really causes growth to sway?

WHAT CAUSES CONSUMERS TO CONSUME?

To many of us, the field of economics seems unnecessary. Social scientists 
study the interactions between individuals and groups of individuals, in 
consideration of how society’s scarce resources are allocated. This is the 
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common textbook definition. But, in practice, economic results are better 
understood in the context of people’s behavior. We mere humans react given 
certain conditions that surround us and the incentives placed before us; quite 
simply, we act based on what motivates us.

What motivates us—as individuals, companies, institutions, or govern-
ments—to consume, that is to purchase or use goods and services, is based 
on our interest and ability to consume, combined with our incentives to act 
on those interests and abilities. In your introductory economics course, the 
intersection of your wants and the goods and services that were available 
were described as the point where supply and demand curves come together 
to establish a market price.17 But, how do policies enacted by our central gov-
ernments impact our demand for goods and services and ability to consume?

In his famous work, The General Theory of Employment, Interest, and 
Money, John Maynard Keynes made himself known as a famous inventor. 
You thought he was an economist? Well, yes you may be correct, though you 
may be surprised to learn that he only attended a single semester of graduate 
economics lectures. Keynes’ aversion to formal economics study may be the 
reason why he was able to think so far outside of his day’s box, eventually 
inventing macroeconomics. Prior economists had a harder time seeing the 
forest for the trees, according to Keynes. The missing link in understanding 
how a country’s economy worked was a closer examination of the factors that 
affect the total demand (hence, the use of the term “general” in his magnum 
opus) across a larger economy, also known as aggregate demand,18 which is 
the sum of consumption, investment, and government spending. Prior to The 
General Theory’s 1936 release date, Keynes tended toward the view that 
central banks should adjust interest rates to stabilize prices and improve an 
economy. Better said, his view aligned with the more common theory at the 
time, that after rates were adjusted, the invisible hand of the free market will 
align itself, sans the help of the many-handed government.

But after sitting through the prolonged period of unusually high unemploy-
ment during the 1920s (which reached 20 percent in the UK, at a time when 
the United States was sitting below 10 percent), Keynes realized something 
else must be afoot. Something was restricting the natural rebalancing act 
presumed in previous theories. So began his research, which pointed to an 
important policy role for governments that is still hotly debated today: in 
order to achieve full employment, the government needs to spend.

The General Theory supposed that what causes us (a nation as a whole) 
to consume today can best be described as a function of our income today, 
combined with incomes we have received in the past. Since the only income 
information that we can be 100 percent certain of is that related to what 
we have received in our checking accounts today, or what we have already 
received in the past, our consumption decisions can only factor in this current 
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information. Consider the decision to buy (consume) a home. On our loan 
application to purchase a second home in the Poconos (we’ve overextended a 
bit on the Veneno and had to cut Vail), we might try to convince the bank that 
we expect to increase our income by 3000 percent in the coming two months. 
Few loan officers (outside of those no-doc lenders who’ve managed to stick 
around since the housing crisis) are going to bite.

In other words, Keynes’ theoretical underpinnings suggest a volatile con-
sumption trend that is sensitive to changes in today’s income. Any policy that 
is expected to have an impact on today’s income is immediately reflected in 
our consumer behavior. Richard Kahn, a fellow economist out of Cambridge 
in the UK, created the mathematical description of Keynes’ theory by noting 
the relationship between an increase in aggregate government expenditure 
and a country’s aggregate output, more commonly known as the infamous 
Keynesian multiplier. This multiplier captures the magnitudinal effect of a 
particular fiscal policy on a national economic response. If the multiplier is 
positive, that is, increased government spending results in more aggregate 
demand, then Keynes’ suggestions are correct and governments should 
spend more to create more. On the other hand, a negative multiplier, that is, 
an increase in government spending leads to less aggregate demand, implies 
that such spending policies are counterproductive. Here is the eye-squinting 
mathematical model you may find in today’s macroeconomics courses:

 C C Xt = +$ $0 ( )  

The above hieroglyphics attempts to describe how net income today (income 
today minus taxes today, or the money you can actually spend), expressed 
as $, combines with the amount you will consume even if you have zero 
income (you’ll find a way to eat, somehow), expressed as C

$0
, to equate to our 

aggregate consumption today (the amount we all consume together), C
t
. The 

magic intermediary of interest is that giant X, which you may read elsewhere 
described as the marginal propensity to consume. If data show that we spend 
at least a portion of the increased income an economy gains from a new round 
of government spending, then the X will be positive. If the X is large enough, 
Keynes’ theory has pretty strong support and legislators have compelling evi-
dence to bring out the checkbook. If it’s small, or negative, well . . . crickets.

How big is large enough and how small is small enough is another debate 
altogether. Some will say that anytime X is positive, we benefit as a society. 
Others argue that it has to be high enough to beat the return that the aggregate 
economy would yield from those dollars if they just stayed in private sector 
hands and weren’t taxed at all. Others say we should just bury all cash and 
wait for an orchard of money trees to grow. Yes, the arguments are compli-
cated (and sometimes more unhinged than that money tree lobby).
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Even more complicated is how Keynes’ own words seem to so staunchly 
contradict the class of economists and policy analysts that attempt to summa-
rize his findings today. Many take his findings out of context, as some even 
try to claim that Keynes must have been a socialist, faithfully supportive of 
government intervention in all economic activity. Keynes, however, might 
disagree: “Apart from the necessity of central controls to bring about an 
adjustment between the propensity to consume and the inducement to invest, 
there is no more reason to socialise economic life than there was before.”19 
Keynes seemed to believe that, once fiscal policy was able to put employment 
back on the path to heaven, the government should step back and let the rest 
work itself out.

More contemporary research has often contradicted some of Keynes’ more 
prominent suppositions, leading to several new schools of thought. Some of 
these new lines of thinking include the lazily named new-Keynesians, which 
concedes some of the faults of original Keynesianism, but holds fast to the 
idea that markets can fail (mostly because prices and wages aren’t as flexible 
as others have assumed) and governments have to intercede; the neoclassi-
cal and new classical economists, which will be touched on in the following 
section; the monetarists, launched by the likes of Milton Friedman and his 
friends (also briefly discussed in the following); the Austrians, not because 
of their nationality, but because they tend to shuck modern-day formulas and 
complex calculations in favor of sitting and thinking about the complexities 
of human nature and behavior, much like the originators of this school of 
thought (yes, they were actually from Austria); and everything in between.

Of all the known and more mysterious approaches, perhaps the most inter-
esting bond that joins them is the fact that so many are attempts to overcome 
what are deemed shortcomings of Keynesian thought, to better capture the 
interaction between a government’s fiscal policies and macroeconomic con-
sumption (or have attempted to support the favorite political bent one may 
hold). Milton Friedman, for example, concocted his own rebuttal with A The-
ory of the Consumption Function in 1957, which kicked off a decades-long 
study on a new theory of consumption. Though generally more famous for his 
work in monetary policy—Friedman created the monetarist movement when 
he claimed that all monetary expansion is inflationary, instead of advocating 
for central banks to focus on maintaining stable prices—Friedman also made 
substantial contributions to understanding national consumption. Combining 
the two, he was awarded the Nobel Prize in economics in 1976.

Less of a worrier about times gone by, Friedman was more of a forward 
thinker, in the literal sense. His conclusion was that today’s aggregate con-
sumption is more accurately depicted as being based on what consumers 
see as their future, permanent income. Remember the lender that refused to 
consider the massive raise you promised you were going to get in the future 
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as part of your income profile? A bank charter that gives some credence 
to Friedman might instead let bygones be bygones, and focus on whatever 
future income picture we paint for them. Everyone gets a Veneno!

The concept of a permanent income, which is the summation of all future 
expected income, is something that few give much thought. Friedman and 
others seem to admit that its less of a scientific approach than what they deem 
common sense: when considering what one can afford to spend disposal 
income on, consumers put more focus on what they think they will earn in the 
near- and long-term future, than what they earned yesterday. Keynes may argue 
that yes, when purchasing a new car you may purposefully think about your 
expected income in the coming months or years, but all of those anticipations 
are simply a projection of past occurrences. As a reasonable human being, you 
probably won’t anticipate a 3000 percent increase in income in the coming 
months if you’ve only been given inflation adjustments every year since you 
started your government job. Friedman, on the other hand, surmised that, while 
true, there are plenty of changes that a rational person can anticipate in the 
future, and we all incorporate that into our individual consumption decisions.

Per Friedman, any income that is received today that is not considered 
additional long-term income, rather is viewed as a windfall in the current 
period, will raise current income by an amount divided by the number of time 
periods of lifetime income, which is the crux of his now famous Permanent 
Income Hypothesis (PIH). If my crazy Aunt Sally gives me a thousand dol-
lars for Christmas (she meant to give me a cool hundred, but is a bit off her 
rocker), I won’t consider that a substantial addition to my long-time income, 
under the Friedman assumptions.

The implications for the distinction led to the theory that consumers view 
their current income as a proportionate fraction of a perceived lifetime’s 
income and will adjust savings and borrowing to maintain it, an idea known 
as consumption smoothing in economic research. As it related to fiscal policy, 
Friedman rocked the boat significantly. If Friedman was correct, changes 
to government spending and taxes are entirely irrelevant to short-term 
movements in the economy.20 Why did he think so? Friedman realized that 
spending had to somehow be financed and that the “debt” that arose would 
somehow have to be paid by taxpayers. These tax-paying consumers, in turn, 
would incorporate the new information about taxes into their permanent 
incomes, counteracting any positive incentives or influences brought about 
by a government stimulus. Regardless of how you may like to spend crazy 
Aunt Sally’s money, you may think twice about blowing it at the casino if 
you know that her own gambling problem will lead her to ask for it back in 
the future. Consumers who anticipate that the benefit of government spending 
today may be outweighed by future taxes may also be a bit more tightfisted 
with their money; the data just may present an economic wash in the end, 
with little gain to show.
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Robert Hall’s famous 1976 paper supported the PIH (which he combined 
with a life cycle descriptor and called the “life cycle-permanent income 
hypothesis”; no academics aren’t always the most creative) by showing how 
rational consumers maximize intertemporal utility (the sense of well-being 
they derive from consumption decisions at various points in time), which 
leads to a stochastically defined marginal utility (the additional utility gained 
from each unit of consumption is more randomly determined). By applying 
some statistical modeling techniques—known in economics as economet-
rics, or the application of statistical techniques “for estimating economic 
relationships, testing economic theories, and evaluating and implementing 
government and business policy”21—he tested the data to find whether past 
income adjustments had much impact on current consumption. In other 
words, he was directly testing whether the Keynesian theory that consump-
tion is a function of past and current periods of income holds. “Rational” 
consumers, in contrast to Keynes’ theory, maximize the enjoyment of the 
fruits of their labor today based on today’s income or that in the future, not 
on the past.

His conclusion empirically supports Friedman and his peers’ results by 
demonstrating how only unexpected policy changes can have an impact on 
consumption today, as all information about future income is therefore con-
densed into the consumer’s view of a permanent, lifetime income. If true, a 
short-term stimulus spending package by a government will have little impact 
on current consumption. Only long-term shifts, such as a permanent decrease 
in taxes, will change consumers’ rational expectations of future income and, 
hence their spending choices today. Consumers that “smooth” their consump-
tion over time are, therefore, less likely to contemporaneously respond to a 
fiscal stimulus that a Keynesian will advocate for.

However, the theory of consumption smoothing is far from conclusive, as 
many others have found that various factors, including the availability of and 
access to credit—known as liquidity constraints—may have an impact on 
current consumption, as many others point out that we just don’t always act 
rationally. While Friedman and Hall may be right that, in the aggregate we 
all want and try to smooth our consumption over time, if we borrow when 
and how much we want, it may be difficult to do so. If there are rigidities 
in the lending processes for portions of the aggregate (for instance, lower 
income households tend to find it more difficult to borrow), they may not 
have the capacity to smooth an income. Those who can’t borrow may be 
more sensitive to today’s macroeconomic shocks, but also to the short-term 
fiscal policies intended to give a shot of adrenaline to an economy. Therefore, 
the ability to affect consumption through tax or spending measures may be 
limited, or conversely, inadvertently negative depending on the relation-
ship between liquidity constraints and consumption. And, finally, if most of 
us base our spending whims on the feelings we have in the deep pit of our 
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stomach at this very moment—which may be more impacted by whether we 
had a tough day at work than whether we are close to spending today’s quota 
based on our income today, or in the future—then who knows what the heck 
consumers are going to do at any given moment.

If the Keynesians win out in the wonderful world of policy and decide that 
they’re going to give us some nice stimulus for our own good, the debate 
doesn’t end there. In fact, it only gets more intense. If we start or increase 
government spending, there are a million ways to do so, generally summa-
rized by the questions: Should we just take more of the taxpayers’ money to 
increase governmental revenues that we turn around and spend? Or, should 
put it all on the credit card, hoping that things bounce back in the future and 
we’re able to pay off our debts then?

The Ricardian equivalence theory (named for the now famous David 
Ricardo of the early 1800s, long before the first economics professor was 
given a desk at Harvard) took a stab at answering those questions. The 
results? It really doesn’t matter to the consumer, or aggregate consumption, 
which way you finance government spending. Whether a government adds 
to the national debt by selling more bonds or takes the citizen’s money right 
now by way of higher taxes makes little difference in the Ricardian world, as 
the consumer (in the aggregate) will foot the bill either way.

Consumers may purchase government-issued bonds in anticipation of 
grand future returns on their investments, but they’re not stupid (Ricardo puts 
it a bit more eloquently). In order to pay the interest and eventual principal on 
those bonds, the government must increase its income, which means it has to 
raise taxes. To the Ricardian, consumers are either taxed now or taxed later, 
but they will be taxed in nearly an equivalent fashion either way.

Under the assumptions of the PIH and Ricardian equivalence, household 
spending will not adjust under policies that cut taxes either, as tax cuts are 
merely negated by the present value of future tax payments. Neither of these 
theories have gone uncontested. No, the policy stakes are too high; the debate 
has proliferated, especially after the more recent buildup of debt since the 
global economic crisis of 2008. Today, most agree that there isn’t really a 
lot of evidence for Ricardian theory, for instance. It’s not because we don’t 
realize the implications of tax and spending policies today on future tax and 
spending policies and income, but because too many of us don’t care (hey, 
I’d rather live for the moment), don’t think too much about it (I’m too busy to 
think about the future), or have constraints that don’t allow us to do anything 
about it (sounds nice, but I have to live the way I need to live today to keep 
my family alive and don’t have much choice in how and when I’ll consume).

While the above discussion demonstrates some of the limitations of the 
effectiveness of consumption-focused policy measures, alternative lines of 
research follow the impact of aggregate debt levels on economic output and 
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agree that there is one. The empirical and theoretical conclusions that stem 
from consumption smoothing research have underlying policy implications 
parallel to those within the increasingly important field of study related to 
public debt and its effect on economic output.

DO WE NEED FISCAL POLICY?

With a greater understanding of how a fiscal crisis can develop, as well as 
how it can spread, it’s easy to see the need for some sort of solution, in gen-
eral. However, knowing when we need to implement a solution is a much 
more difficult question to answer. Should policymakers start clamoring for 
action when we have a debt-to-GDP ratio of 90 percent? Or should we just 
wait to see if economic growth is really affected before taking action? If we 
wait, will it be too late? Without fully understanding how aggregate demand 
is impacted by consumer choices and fiscal policy, it’s difficult to know when 
to act. But, one thing is for sure, whether we good citizens of the world’s eco-
nomic powerhouses want to take action or not, action will be had. When our 
grand leaders have made the decision that our long-term fiscal outlook has 
taken a turn for the worse and something needs to be done to correct a grow-
ing deficit or debt, or both, fiscal policies known as FCs are implemented to 
constrain the repercussions. How they are executed—and whether they make 
any real difference in the world—is discussed in the following chapters.
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Even within a crowd of relatively impoverished neighbors, Cameroon can’t 
seem to figure out how to get ahead of the pack. With a GDP per capita near 
$1,400 USD, the central African country is surprisingly right in the middle of 
the continent’s 50-plus countries. It manages to separate itself from the pack 
by its take on national finances, however. Over the period from 2010 to 2016, 
Cameroon doubled its public debt (surprisingly, still not the worst offender 
in Africa). However, most surprising is what the country’s leader has done, 
repeatedly, in the face of pending doom: the longtime head of state simply 
packs up and leaves the country. A recent study found that, despite a number 
of onsetting crises (kidnappings, civil war, lack of potable water, and extreme 
poverty, just to name a few), President Biya has a propensity to wander over 
to greener European pastures, spending up to a quarter of his more than thirty 
years as elected leader in posh hotels overlooking the serene and peaceful 
(and fiscally responsible) Switzerland.

When facing an ongoing crisis, or multitude crises, governing authorities 
around the world are faced with the same question: Should I buckle down 
and try to do something productive, or give up and let everyone learn a lesson 
from past generations’ fiscal negligence? As much as we would all like for 
some of our elected leaders to take a permanent vacation, “hightail it out of 
town” is (generally) not a well-received option. When faced with a fiscal cri-
sis, national governments oftentimes have no choice but to enact policies that 
reduce deficits and regulate the public debt burden. As defined previously, 
such policies are known as fiscal consolidations, also known as measures of 
fiscal austerity, or more simply austerity.

Chapter 2

How Did We Respond?
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THE ROLE OF FISCAL POLICY

Before discussing the need for FCs, along with the various types, it’s impor-
tant to have an understanding of the role of fiscal policy within a government. 
The role of macroeconomic fiscal policies is generally summarized as having 
three legs: the creation and management of automatic stabilizers, discretion-
ary changes in taxation and spending policies, and planning total expendi-
tures so that public debt never spins out of control. All of these are planning 
tools used to stabilize output, insulate an economy from major shocks (or 
disturbances in the economic Force), and provide a long-term planning 
mechanism (or the appearance of such anyway).

Automatic stabilizers are economic stabilizers that activate, well, automati-
cally. While it would be a lot more fun to leave this here, a bit more explana-
tion might be useful. Programs that have been created to adjust the tax and 
transfer system within a government can help to adjust an economy in the 
same way in which any discretionary policy can, but generally much more 
rapidly. Policymakers that want to cool off the economy when it is overheat-
ing (generally due to ever-prevalent inflationary concerns, whether appropri-
ate or not) or to provoke economic activity when an economy needs a boost 
can adjust taxes as well as other economic safety nets in order to provide 
greater security and stability within an economy. Automatic stabilizers are 
simply those rules already in place that allow these adjustments to take place 
without the direct intervention of policymakers.

If the economy is flourishing and incomes are higher or increasing faster 
than usual, eligibility for government programs that provide benefits to indi-
viduals and families will fall. For example, if your cousin Larry’s mobile 
plastic surgery business idea finds a significant investor, the government may 
be quick to revoke the taxpayer-funded support he was previously offered, 
in light of his new-found riches (no matter how likely he is to promptly fail 
and return to poverty). Such automatic responses to benefits eligibility reduce 
government spending and the boost to economic activity that it might other-
wise provide.

On the other hand, if the economy is slumping, incomes fall and spend-
ing in similar benefits programs will rise, allowing for a boost to economic 
activity via the government’s hand. If the economy turns so sour that even 
the unexpectedly successful #1 Best Mobile Plastic Surgeons, Inc. has to cut 
staff and eventually shut down, Larry might be able to once again apply for 
social welfare benefits to help put food on the table. Since he doesn’t have to 
appeal to his congressman to create a law that provides his family a benefit, it 
automatically provides economic stability to him and his family. Imagine this 
scenario amplified across an entire economy and one can see the benefit that 
an automatically implemented policy may provide to the aggregate economic 
output during a contracting, or stalling, economy.
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Many deem these policies useful in stabilizing the economy and absolutely 
essential in most economies in the free world given the inability of policy-
makers to react to economic shocks as quickly as necessary. A side effect 
is that, since government spending automatically increases when economic 
activity falls, budget deficits will also increase. On the flip side, as spending 
decreases during swell times, so does a deficit (all things equal, which all 
rarely are). The Congressional Budget Office (CBO) in the United States—
a non-partisan federal agency tasked with providing budgetary analyses 
and economic information to Congress—regularly attempts to quantify the 
impact of automatic stabilizers. During the Great Recession of 2007–2009, 
the CBO found that economic stimulus from automatic stabilizers came out 
to more than $300 million each year from 2009 to 2012,1 an amount equal to 
at least 2 percent of potential GDP.2

Fiscal policy rules are often set up by policymakers to keep government 
finances in check. As previously discussed, perhaps the most important func-
tion of fiscal policy is to ensure long-term solvency so that a government can 
continue to pay for the expenditures that society has deemed necessary. To 
ensure such long-term fiscal balancing acts are sustained, planners often cre-
ate rules that establish boundaries within which fiscal policies must operate, 
in the hopes that FCs will never become necessary. One such rule is the UK 
government’s Golden Rule, which attempts to constrict fiscal policy by keep-
ing the government spending deficit (as a share of GDP) to within a range 
that is no larger than required to finance government investment spending. 
The logic behind the rule is that government spending should be restricted 
to that which provides a return on investment, much like you might have 
demanded (to your current chagrin) if you were a series A round investor in 
Larry’s mobile plastic surgery failure. While such policies attempt to restrict 
spending to those that are most prudent and beneficial to society’s future, 
one problem is similar to that of those who invested in Larry’s idea. There 
are no guarantees on investments, and which investments are deemed worthy 
for receiving a round of financing is purely subjective. While most never 
imagined that Larry could be successful in his venture, a wealthy, suppos-
edly successful and semi-intelligent person thought otherwise. Policymakers 
are human beings who can also make poor investments—or who can alter-
natively expand the scope of what is deemed an “investment” beyond the 
original intention—creating unexpected risks that fail to be constrained by 
such a fiscal policy rule.

THE ROLE OF MONETARY POLICY

If a country’s administrators fall out of favor with its fiscal policy rules, if it 
chooses to never have them in the first place, or if sheer economic calamity 
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attacks us all, that ratio of debt-to-GDP may start to lean into the “unsustain-
able” category. At this point, governments have to make a series of decisions, 
one of which relates to the central bank’s monetary policy.

I won’t delve too deeply into the world of monetary policy in this book, 
but a government can technically keep on living the high life and spending 
to its heart content without ever borrowing money—for a time. Oftentimes 
monetary policies (generally controlled by an independently operated central 
bank) are shifted in conjunction with or parallel to fiscal policies (enacted by 
legislatures), but if fiscal policy is inept or incapable of countering a weak 
economy, if legislators simply don’t want to use fiscal policy tools, or if credit 
markets have little taste for new bonds from a government at risk of default, a 
government can finance its bills by printing up more money—what is known 
in economics as monetizing the debt.

Printing more cash doesn’t go without its own cost. Yes, a government can 
continue to spend by increasing the growth rate of its money supply (the value 
of newly minted money minus the cost of producing it is the government’s 
profit, known as seigniorage), but the cost is inflation. Both John Maynard 
Keynes and Milton Friedman have not so nice things to say about the cost of 
inflation. Per Keynes, “by a continuing process of inflation, government can 
confiscate, secretly and unobserved, an important part of the wealth of their 
citizens.”3 Milton Friedman couldn’t help but concede to Keynes’ point, sug-
gesting that we should all be wary of inflation, for it is a form of taxation that 
legislators don’t have to include in the tax code.4 A general increase in prices, 
known as inflation, will decrease the value of a country’s aggregate income. 
On the flip side, inflation also has the same effect on our debt. The value of 
our overall debt stock also loses relative value as inflation increases. (The 
actual value of income or debt, minus the cost of inflation, is usually preceded 
by the term “real” in economics, for example, real wages.)

Which detriment or benefit outweighs the other is a debate for another 
book, but it likely depends more on the level of inflation than the existence of 
inflation in and of itself. Many believe that moderate inflation actually helps 
the economy to chug along, and not just by cutting the real value of debt. For 
example, a dash of inflation can serve as an extra tool for the employer who is 
a bit wary of a riot-inducing, across-the-board pay cut. If times are slow and 
an employer needs to make a few of its own financial adjustments, slashing 
benefits to your employees doesn’t always create the happy-go-lucky work 
environment that promotes a healthy and productive workforce. Instead, Mr. 
Bossman can let inflation do the work and simply hold pay steady for a time, 
until things pick back up again. By keeping nominal wages of employees 
steady, relative costs will fall for the employer, and the average worker won’t 
know the difference (well, they may not like the lack of a raise, but they’re 
less unhappy than the alternate scenario). What may seem like a pittance in 
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savings for a mom-and-pop shop can add up to substantial cost cutting for a 
major multinational conglomerate. Thanks inflation!

Another reason for central bankers’ desire to keep a moderate level of 
inflation is that they know they’re not very good at it. I know that seems coun-
terintuitive, but this time we should be thankful that they know their flaws. 
Given how difficult it is to keep inflation at any particular level (imagine 
trying to create a policy that keeps all prices of everything across an entire 
country steady), central bankers generally choose to give themselves a bit of 
a buffer. In the United States, the Federal Reserve has an inflation targeting 
policy of around 2 percent. Because the Fed knows that it’s nearly impossible 
to consistently hit that target rate,5 it has to set it high enough to ensure that 
when it does miss on the downside, real inflation never actually falls below 
zero. When prices are generally in decline, we are in a state of deflation. 
Many consider this to be worse than high levels of inflation, as once deflation 
sets in, it’s really hard to stimulate your way out of it. Japan is still trying 
to climb out of its deflationary spiral that started in the early 1990s. The bad 
news about falling prices is that consumers know things are probably going 
to be cheaper tomorrow, so why spend today? And the death spiral ensues.

Compared to deflation, low levels of inflation look pretty rosy, though they 
do have a cost. I’d like to keep piles of cash under my mattress like we used to 
in the good ol’ days. But, I know that inflation is constantly working against 
my hard-earned dollars. So I make a deposit and hope for returns that keep 
pace with inflation (given that current APY’s on checking accounts average 
0.06 percent, this is merely a pipe dream). Or, if I’m ambitious, I put my 
dough in a money market and day-trade options while taking in The View. 
For businesses, it’s not enough to simply grow; money management is just an 
added bonus to the fun of entrepreneurial/managerial life. All this time spent 
banking and managing money is a cost to society that inflation has caused. 
While an astute investor and manager may want to spend a little extra time 
doing some banking, the requirement to do so just to maintain the real value 
of a dollar is the price we have to pay to enjoy the “benefit” of increasing 
prices.

Though there’s no clear-cut answer as to whether moderately low levels of 
inflation are a net positive boost to an economy, the other, flip-side concern 
is the potential for out-of-control prices. Hyperinflation—the general term for 
high and rapidly increasing price levels within a market—leads to a reduction 
in the value of your current money and future earnings. Because it’s difficult 
for an employer to accurately compensate you for the real value of your hard 
work in a state of hyperinflation, and it’s nearly impossible to fully under-
stand what anything should cost in a given moment, our motivation to work 
for a salary or spend money is reduced. Consider Zimbabwe’s 2008 infla-
tion rate, which peaked at around 15 billion percent (is that a mathematical 
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possibility?). With inflation that high, aggregate income and consumption 
plummeted.

Moral of the story: monetizing the debt may not be the best choice for a 
government that wants to continue spending. Fortunately, fiscal policy has a 
few weapons left in the arsenal.

THE LAST RESORT: AUSTERITY

While there are certainly some leaders who think there’s nothing more fun 
than to sit back, pop a cold one, and watch citizens wheelbarrow around piles 
of paper money all day, reasonable governments that see the debt writing on 
the wall may realize that they have no choice but to undergo a period of FC. 
Consolidating one’s finances is never easy. Doing so on behalf of an entire 
nation is even harder, especially when the term “austerity” has commonly 
become acquainted with only its pejorative connotation, referring to extreme 
economization. Austere fiscal measures are simply those that force money 
to be spent only as necessary, something we’ve all experienced as our piggy 
banks begin to rattle with less vigor. What types of austerity measures can a 
country, or even a larger, multinational economic union, deploy in order to 
reduce a budget deficit? In general, there are three types of austerity mea-
sures: tax increases, spending cuts, or a mix of the two. But, there are many 
caveats, such as the composition of FCs, the real necessity of austere policies 
(skeptics abound), the types of structural economic reforms needed and pro-
posed outcomes, how consolidations are measured, whether the proposed and 
anticipated economic outcomes of FCs are the best for an overall society, as 
well as the role of cheating cheaters (see discussion on Greece).

Types of Fiscal Consolidations

If a government views its public debt as “too high,” it has merely made the 
decision to start making a series of much more difficult decisions. Confirm-
ing that the debt ratio is out of whack, requiring controls to be implemented 
that lead to a more sustainable version, is a lot like admitting that you have a 
“problem.” While this first step is a prerequisite, there are at least eleven more 
that need to be thought through and completed over a long period of time, 
before one can be on the road to recovery.

Somewhere in the middle of these twelve fiscally refined steps, countries 
get to decide how quickly to implement FCs, whether to impose policies 
based on spending cuts, tax increases, or a combination thereof (and a mil-
lion other factors related to the composition of these policies). On top of 
these discretionary fiscal policies, what some fail to fully consider are the 
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policies that independent agencies enact in conjunction with, or as a result of, 
newly applied fiscal policies. A central bank such as the Federal Reserve, for 
instance, may react differently based on the decisions of Washington, D.C. 
legislators. Policymakers also too often fail to consider the real-life daily 
implications that policies—no matter how prudent—will have upon citizens 
across the demographic and socioeconomic spectrum. Yes, policymakers 
have to be omniscient legislators, benevolent enough to make the effort to do 
what they think is right for everyone, while also being competent soothsayers. 
Perhaps that’s why so many drop out of the 12-Step program?

Let’s remember that, in the long run, it probably matters little the means 
implemented in order to achieve the end result of “long-run debt sustain-
ability.” That is to say that there are a number of ways to adjust a country’s 
finances to get back to a fiscally solvent path, or one that won’t eventually 
lead to debt so high as to seize the normal borrow and spend functions of 
a government. I’ll discuss this a bit more, but that excludes the number of 
social welfare and distributional effects that policymakers consider benefi-
cial to the long-term well-being of a society. In general, when discussing 
long-run sustainability in the fiscal sphere, this book will generally refer to 
the ability to continue borrowing and spending to cover the expenses that a 
government deems necessary and desirable, and will be able to do so well 
into the foreseeable future (with all due respect given to the usual “all things 
equal” caveat).

The speed and depth choices of FC policies, therefore, are generally con-
cerned with the various effects on short-run economic performance, such as 
the immediate impact on GDP and employment. How these choices affect 
us all down the road, in the long run, is a much harder question to answer 
as one has to parse out the potential effects from an even greater number of 
intertwining factors that combine to influence an economy along the way; 
therefore, this book will try to focus more on the short-run impact, while I 
would be remiss to not mention some of what we think are the longer term 
outcomes.

To many, the argument for which type of FC to implement is similar to the 
rip the band-aid right off versus slowly soak the bandage and peel it away 
philosophies. In the former, you’ll likely scream and embarrass yourself in 
front of anyone within earshot, but it will be over quickly and most will forget 
about how weak you are in relatively quick order; in the latter case, no one 
will see the relatively little pain that you are in as you begin to allow the ban-
dage’s glue to release, but everyone will eventually notice that you’ve been 
struggling with something for an unusually long period of time. A country 
that has to make the decision of whether to yank or dawdle is theoretically in 
the same situation. Per the common Keynesian macroeconomic theory taught 
in most economics courses (look up the IS/LM model, for instance, which 
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demonstrates the give and take between interest rates and real economic 
output), the assumption is that either a cut in government spending or a tax 
increase will cause economic performance to subside and unemployment 
to jump. Under this assumption, if you rip the fiscal band-aid off by hiking 
taxes and/or reducing government spending, a country must deal with the 
immediate impact of a very sad population. Slower growth or a contracting 
economy could lead to recession, while unemployment could be so high as 
to force automatic stabilizers to react (increased benefits equals more money 
the government spends), which will counteract some of the spending reduc-
tion measures. Of course, the intention is to quickly get the books back in 
line, so long-term solvency projections lean toward “more likely than not.” If 
this happens fast enough, as theorized by these fiscal hawks, markets and the 
economy as a whole will react positively, bringing GDP growth and employ-
ment back to where we would like it to be. On the other hand, the slow, 
steady, and gentle hand of a dawdler nudging deficits toward surpluses may 
feel the same economic output and employment pain that the band-aid ripping 
masochists enjoyed, just spread out over a longer period. While still painful, 
proponents of this method will claim that the constant, yet shallow pain is far 
more desirable in the long term, hoping that an economy will be more adept at 
adjusting to this form of FC, eventually overcoming it altogether to get back 
to the path it theoretically should have been on if administered properly (or if 
it had not been so unlucky) in the first place.

However, it’s also important to note that the time taken to implement an 
FC is not the only factor that contributes to economic outcomes. Too often 
we hear the word “austerity” in the news and automatically assume that it 
means whatever idea of FCs that we have assembled in our own minds. As 
not all fiscal policies are made equal, neither are all fiscal adjustments, and 
certainly not all FCs. The words austerity and FC are as general as the word 
“car.” Yes, we gather an overall idea of what someone means when they 
say they just crashed their new car, but what kind of car was it? A truck? 
An old beater? No, don’t tell me it was the new Veneno you just wasted 
your hard-earned money on. I mean, that you worked so hard to be able to 
buy?! The difference between an old throw-away 1976 Chevette (Time once 
called the Chevette one of the “Worst Cars of All Time”6) and a piece of 
rolling art that you spent several million dollars on is tremendous. Calling 
your expensive Veneno a car doesn’t give anymore insight into the type of 
vehicle you drive than the term fiscal consolidation or austerity provides 
any more specificity than simply using the term fiscal policy. It could be 
bad, it could be good, it could be necessary or unnecessary in the eyes of 
the person mouthing the words, but it doesn’t shed any light on the matter 
beyond that fact that it’s a governmental policy that is expected to impact 
a nation’s fiscal balance.
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To Spend or To Tax

To better understand FCs, one has to delve into their composition. Reducing 
a deficit through fiscal policy with the intent of getting public debt under con-
trol requires, as noted earlier, an increase in taxes, a reduction in spending, 
or some infinite mix of the two. (While monetary policy—e.g. printing more 
cash—is an additional tool, I focus on the fiscal policies here.) These limita-
tions are often described in terms of a government budget identity (because 
economists always prefer equations to written words). Government tax rev-
enues, T, combine with the proceeds from the sale of new bonds, B, to make 
up the amount of money available that a government can spend on its various 
expenditure plans, G, as well as the required interest it has to pay on the debt 
that it has currently accumulated, i, as shown in the following:

  

Since one side must always equal the other, if spending goes up because of 
new spending measures introduced by a government, taxes or borrowing have 
to increase as well. On the other hand, tax revenues can fall during a reces-
sion or by way of new policies that reduce taxes, and something has to give 
to make up for it. If legislators choose to reduce government spending, it has 
to do so consistent with the fall in revenues in order to ensure that a deficit is 
not created and the public debt increased. Or, a government can make up for 
the difference and choose to maintain a portion or all of the spending vari-
able’s current level by increasing the total value of B, via more borrowing and 
bonds. Once it does so, the interest it has to pay, i, obviously increases. This 
tiny, seemingly simplistic equation is a bit more complicated than it might 
look at first glance.

Yet, even the category labels of taxation and government spending are too 
broad. Using a term to merely indicate a policy to reduce spending is akin 
to saying “car” in the analogy above. Generic language can cause one to 
question whether you are referencing a Chevette, when you mean the refined 
engineering wonder that is the Veneno, just as it can cause confusion and 
misunderstanding regarding the type of FC available and applied.

In order to cut spending, there are a ton of options that need to be evalu-
ated. Those with a government-issued AmEx Black Card can reconsider their 
outlays on goods and services such as toilet paper and customized IT software 
support, salaries for public sector employees that install the toilet paper or 
manage the IT systems (including the social insurance contributions often 
rolled into payroll costs), the public university and other educational costs so 
we can train the next generation of public toilet paper installation engineers, 
and public healthcare options so that toilet paper cuts can be treated with the 
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greatest of alacrity and care. Figure 2.1 offers a glimpse into how much a 
select few governments spend, as it relates to the country’s GDP.

Some non-surprises might include the social democracy of Finland and la 
République française. But look at Turkmenistan, one of the most command-
dominated economies in the world (per the Heritage Foundation/Wall Street 
Journal Index of Economic Freedom), yet its government spends less (as a 
percentage of its GDP) than half of the government of Switzerland, consid-
ered one of the “freest” economies in the world. While this statistic may be 
interesting, it should leave you to realize that there is a lot more going on in 
the spending category than meets the eye, and a lot of other contributing fac-
tors that support a nation’s overall fiscal health and perceived success.

Figure 2.1 Government Expenditures. Author Generated from “Government Finance 
Statistics,” International Monetary Fund, Accessed July 22, 2019, https ://da ta.im f.org /?sk= 
3C005 430-5 FDC-4 A07-9 474-6 4D64F 1FB3D C.
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What is often included in the broader list of government expenditures is 
something referred to as transfers. The term simply connotes a payment that 
a government transfers to a private entity, without expecting anything in 
return (economists, much like their peers across academia, aren’t known for 
their creative nomenclature). From the perspective of an economist, however, 
there are reasons why the expense line item dedicated to transfers is studied 
as a separate category, especially as it relates to the impact on GDP. Because 
transfer spending—such as welfare, financial aid, subsidies to your congress-
man’s favorite businesses/donors, and social security—doesn’t result in a 
corresponding good or service being returned to the government, transfers 
aren’t direct contributors to aggregate demand, or GDP. It also should be 
noted that, while we don’t count this initial transfer of funds from the gov-
ernment as part of GDP, those dollars are eventually counted when private 
entities spend the dollars they receive (if they spend the dollars, which often 
equates to a slightly smaller proportion of the original amount).7

Since, for the most part, analysts who aim to study the impact of fiscal poli-
cies that fine-tune government spending practices want to see how spending 
impacts the country’s total, final demand, we must consider transfers differ-
ently. We at least benefit from breaking out this category to better understand 
how it is impacted by certain policies and then can study the resulting cor-
relation with movement in the GDP.

It’s easy to understand the simple transaction that exchanges taxpayer 
money for a good or service, but governments often expend monetary 
resources without expecting anything in return. Well, not an immediate return 
anyway. Most government expenditures occur a lot like your trip to Ama-
zon: a public employee logs onto a vendor’s website, clicks the order button 
which initiates a flow of money to a government contractor, who then sends a 
product or begins providing a service. But the government also tries to make 
investments in the nation’s future by spending money that plants the seed for 
returns in the future. The total of government investments is also sometimes 
called the government gross fixed capital formation, a super-complicated way 
of leveraging the economics definition of capital—an asset that is purchased 
or invested in as a means of creating other goods or services (oft-confused 
with the use of capital in finance, which means money that can be invested, 
as well as the word meaning the most important city in a country; e.g. many 
consider the capital city of the United States to be the place where other forms 
of capital go to die).

When governments spend money to improve land, build plants, purchase 
property and equipment, or to construct bridges and highways, it expects that 
the return to the country be higher than zero. In other words, the hope is that 
no one will be justified in suggesting that the government’s chosen “invest-
ment” was a complete waste of money. These types of expenditures are called 
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investments for the same reason that you hold investments in a retirement 
account.

Government taxation is a fiscal category that has at least as many accom-
panying nuances as government spending. But, we all see taxes as an entirely 
different animal. When the taxman cometh, we tend to pay a lot more atten-
tion. Transactions in which the government purchases goods or services, 
makes investments, or even directly provides a benefit such as a social secu-
rity check are pretty important to any average citizen; however, most don’t 
understand the extensive role of government expenditures, and even more 
rarely do we get to see when they occur. When we are taxed, we know it’s 
happening, and we usually know it immediately. The path from taxation to 
government spending is an easy concept for grade school civics students to 
grasp and, regardless of ideology, everyone believes the government must 
have some tax revenues. For example, military protection from roving bands 
of horseback-laden invaders is a service that we’re all fairly willing to pay 
a bit for. Such a service is non-excludable (with its creation, no citizen can 
opt out of military protection) and non-rivalrous (protecting a few citizens 
doesn’t use up the good and prohibit its use by other citizens), to put it in 
economic terms. If we allowed a person or group to choose to avoid taxes 
and their right to military service, the service offered to everyone else through 
their own transactions with the government would create a positive external-
ity for everyone who didn’t (i.e., despite not paying for it, you’re going to get 
a benefit).8 No one likes a freeloader, so in situations in which the vast major-
ity agree to the necessity of such a product, societies have generally decided 
that it’s best to make everyone pay a share.9

While government expenditures are the clear near-mirror image of citizens’ 
tax dollars and government revenues, many of us mere humans can’t help but 
focus more on the direct impact that taxation policies have on us. When the 
PIH was introduced in chapter 1, I hinted at some of the psychological aspects 
involved in consumption behavior, a topic we will broach again later. Given 
the differences, even the perceived and theorized differences, it makes good 
sense to consider whether the impact on economic performance from tax-
focused FCs significantly differs from the impact of similar policies based on 
cutting government spending. This book will discuss some of these behav-
ioral and psychological factors that are at play in our consumption behavior 
a bit more during a more robust discussion of research results. Before dis-
cussing behavioral influences, analyses should begin with disaggregating the 
various types of tax policies to first take a close look at what the data presents. 
The diverse categories include the more direct and unavoidable taxes on per-
sonal income and property (land, cars, etc.), as well as those on corporate and 
business profit. More indirectly, we have tax categories that result from trans-
actions. When we purchase goods and services, we have sales taxes, some 
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have a value added tax (VAT), there are taxes on imports/exports, duties, and 
more. Ostensibly, given how different the included parties are in any of the 
above transactions, tax adjustments that affect one over the other may have 
very different consequences or benefits to society and economic performance. 
For example, if a government decides to triple the sales tax on services that 
only individuals purchase, these services may see a more significant decline 
than a similar tax on those purchased only by businesses. If one policy has an 
effect distinct from another, it would be beneficial to know.

Another fun fact about fiscal plans: they are almost never debated, planned, 
announced, and enacted within and over a single year. If you’ve ever closely 
followed the path of a bill introduced in your respective legislature, you 
won’t be surprised to know that many take years to finalize and sign into law. 
The appropriations process in the United States is no cake walk either. The 
1974 Congressional Budget Act requires the president to first submit his own 
budget proposal, which the two chambers of Congress debate in order to pass 
their own resolutions (which are, strangely, non-binding) that are supposed to 
serve as guides for the actual funding bills.10 While there are target deadlines 
for this process, Congress has passed its mandated appropriations bills on 
time just a few times in the last 40-plus years. In the UK, austerity measures 
were first introduced after years of budget deficits peaked in the cloud left 
behind by the financial crisis of 2008. Yet, programs didn’t officially com-
mence until 2010. On top of the time it takes to actually get something done 
and working, many FC plans are enacted in such a way as to not take full 
effect at any given time. For instance, a percentage of cuts to spending or an 
increase in taxes may take place in year 1, with the meat of the plan taking 
place in years 2 and 3. Considering, again, the very real and normal human 
reaction to expected adjustments to future income and expenses and it’s easy 
to see why fiscal plans that go beyond a single year can have varying effects 
at different points in time. These intertemporal effects have to be considered 
in any analysis to accurately contribute economic outcomes to fiscal policies.

It would be a whole lot easier to study the impact of FCs on our economy 
without having to consider the disparate effects of taxes when compared to 
government spending policies. But, that sort of oversimplification doesn’t tell 
policymakers much. Results in these types of studies are so general as to be, 
well, generally useless. Breaking down the categories within each group to 
study the differences in outcomes that have come about from the wide variety 
of policies that have been attempted enables policymakers to have a larger 
set of tools available to choose from to create and manage policies that can 
greatly improve outcomes. Of course, the difference between the theoretically 
possible and actual reality is what separates a local community college mar-
keting professor from Jeff Bezos. (I mean no offense to you local community 
college professors who purchased this book. You are awesome people who 
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will do the right thing for your students by making this one required reading.) 
Consider how you might study the following examples of FC policies that 
have been implemented.

THE REAL WORLD

If you’re anything like me, sometimes it just takes a good example or two 
to really understand what all of this stuff really means. In the following, I 
describe two specific instances in which Australia and the UK passed their 
own FCs. Later in the book, I get into a bit more detail with a few case stud-
ies, but to give the reader an idea of how these things work in the real world, 
it’s helpful to know what legislators were thinking, what types of plans they 
passed, and how they eventually unfolded.

Australia

Ah yes, the Land Down Under.11 Home to a giant red rock in the middle of 
nowhere, the didgeridoo (aka the coolest instrument on Earth), and a lovely 
opera house with a view. Oz isn’t just the largest island on Earth; it’s also 
the place where fiscal prudence was developed12 and is now emulated around 
the world. Whether your home country has followed the Ozian fiscal path is 
irrelevant; Australia has still provided us with some excellent examples of 
FCs that incorporate all of the aforementioned characteristics, and then some.

Much like in the rest of the world, the sixth largest country (by land area) 
wasn’t immune to the effects of a recession in the early 1980s. However, its 
own recession was exacerbated by a severe drought which reduced farm out-
put by a third, along with a simultaneous positive shift in real wages incited 
by successful trade union advocates.13 Higher wages may have been great for 
employees at first, but if inappropriately or artificially (meaning outside of 
market forces) advanced, they may be a pain to employers—during economic 
contractions employers need payroll flexibility as a tool to counter the effects 
of a down business cycle. As a result of this fierce combination, unemploy-
ment leaped from 5.75 percent in 1981 to 10 percent in 1983, while GDP 
per capita fell from nearly 15 percent above the OECD average to 5 percent 
below (per the OECD).

Given the combination of automatic stabilizer responses (which increase 
government spending) and a bit of loosey-goosey discretionary spending, 
Australia went from a nearly balanced budget to a deficit of nearly 4 percent 
of GDP in the early 1980s. Compared to the rest of the OECD, Australia has 
always been a financial prude, substantiated by government debt that equaled 
10 percent of GDP in 1980 (the U.S. debt was three times this rate at the 
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time). However, by 1985, it doubled to 20 percent.14 Though still pretty prud-
ish by the world’s standards, Aussie legislators got a bit skittish and proposed 
FC policies to get its finances out from down under its comfort level. In 1985, 
its parliament came up with the ominous-sounding Trilogy, which was a 
series of commitments aimed at getting the deficit under control.

The Trilogy provided a framework for budgets that curtailed tax increases 
and government spending, while also reducing the deficit. Remember the 
government budget identity, T + B = G + I (excluding monetary policy 
tools)? If taxes, T, don’t go up, and government spending, G, isn’t allowed 
to increase, how can legislators reduce the budget and deficit? Since it can’t 
reduce the amount of new bonds issued, nor can a government reduce the 
interest on existing bonds (without a default on its obligations), its only 
option is to reduce spending, and that’s exactly what Australia did. In 1985, 
it announced spending cuts of nearly 1 percent of GDP, spread out over two 
years (almost half a percent in cuts was introduced in 1985, with another half 
percent the following fiscal year).

Did the Aussies get the job done? Well, that depends on how you define 
“done.” For now, we’ll ignore the wider, societal implications that parallel 
austere fiscal policy. That being said, a budget deficit of nearly 3.5 percent of 
GDP in 1983 turned into a 2 percent surplus five years later. Parliament was 
so thrilled with its own success that it patted itself on the back with another 
FC of a full percent of GDP in 1986, along with another one in 1987. Both 
years’ cutbacks were based considerably on spending—which were spread 
across improving entitlement efficiencies, reducing state capital assistance, 
cuts to defense, education, foreign aid, and public employees—while taxation 
increases made their debut (with a meager two tenths of a percent increase in 
each year) that led to surpluses in the late 1980s and significant debt reduc-
tions. Taxes were increased on Medicare, business taxes rose, excise taxes 
increased slightly, and wholesale taxes were bumped up a notch—a broad 
range of small tax increases.15

Golden Wattles bloomed16 and rainbows became ubiquitous—until the 
next major hiccup, a recession in the early 1990s.

The UK

The Queen of England—who also happens to be the queen of Australia, 
Canada, Jamaica, all of the UK, and more, for a total of sixteen sovereign 
states—is worth a lot of money, and everyone knows it. Though impossible 
to be precise, some have estimated her net worth to be a cool half billion.17 
Yet, she still tries to relate to the British flare for parsimony. During her 
annual Christmas address in 2018, the queen decided it was time to reflect 
on her homeland’s values and give a rousing “keep your chin up” speech 
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to encourage the average citizen in the midst of what some have deemed a 
rough economic patch for the Brits (who are also in the middle of deciding 
whether to remain fully integrated in the European Union, which will doubt-
fully be resolved by the publication of this book). While a sweet gesture, 
some doubted the queen’s sincerity and ability to relate. It wasn’t for the fact 
that she was always a royal, becoming the heir apparent at the ripe old age of 
ten, but rather due to a poor choice of optics. All agree that it’s nice to see the 
queen attempt to lift the spirits of her less fortunate countrymen, but difficult 
to watch her do so while wearing a flamboyant display of royal family jewels, 
in front of a piano made of gold.

Despite the deliberately profligate finances of the royal family, the govern-
ment of the UK has been no stranger to austerity. In fact, they are sometimes 
quite proud of it. In 2009, with a worldwide economic crisis fresh on the 
mind, future prime minister David Cameron was quoted as saying, “the age 
of irresponsibility is giving way to the age of austerity,” which became a 
platform that he ran and won on.18 He and his “coalition of the skinflints” 
(my term, not theirs) kept to their word too, proposing to cut the deficit and 
lower the national debt by introducing spending cuts and tax increases that 
amounted to more than $100 billion. Down and down the deficit has gone, 
to today’s 1.2 percent of GDP (as of close of the first quarter 2019), which is 
the lowest the deficit in the UK has been since the golden years of 2001 and 
2002 (see figure 2.2).

While unfortunate for the deficit hawks of the UK, the politics and feasibil-
ity of the FC scheme hit a major hurdle when the country’s electorate voted 
to leave the European Union in a move famously known as Brexit. The prime 
minister, chancellor, and numerous other budgeteers have now conceded their 
doubts of the feasibility of reaching budget Nirvana (i.e., a surplus) by 2020.

However unlikely it now seems that the UK will reach its stated goal of 
having some extra cash in the bank at the end of the fiscal year, it has fre-
quently dabbled in the art of FC in the past. Following a couple of years of 
GDP shrinkage from 1990 to 1992, the Chancellor of the Exchequer (the head 
of Her Majesty’s Treasury) put forth a budget plan that intended to “put the 
public finances on to a sound basis, so that the economic recovery now under 
way can be sustained over the medium term.”19 Ostensibly to allow for the 
economic recovery to do a bit of its own magic, the FC measures weren’t 
implemented until a couple of years after the end of the recession. When they 
did begin in 1994, the fiscal adjustment policies continued for a few years, 
right through 1997.

In this case, UK legislators laid out the harsher portion of their austerity 
plan in the beginning, feathering off in the end. What is interesting with the 
British case is that consolidations teetered between a plan based on spending 
to one that relied more on tax increases. In 1994–1995, the country aimed to 
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cut the deficit by 0.83 percent of GDP over two years, more than three quar-
ters of which was comprised of planned tax increases on households such as 
a higher income tax, tobacco taxes, and a decreased mortgage relief credit. 
The 1995–1996 budget called for a similarly arranged consolidation, but to a 
lesser magnitude, leaning on spending cuts to discretionary spending, specifi-
cally within “government departments” in 1996. In the following year, the 
government decided to go a little bigger, announcing a five-year plan to once 
and for all knock out the deficit and hit a surplus. The plan was based solidly 
on tax hikes, with a little bit of increased spending on welfare to offset some 
of the benefits to budget from the income from tax revenues.20

While it is interesting to see the creativity of the minds of the budget artists 
that come up with FC plans, the reason we want to study them so intently, and 
from an insider’s perspective with insight into all the moving pieces, is that 

Figure 2.2 UK Government Deficit. Author Generated from “Public Spending,” UK. 
Office for National Statistics, Accessed July 22, 2019, https ://ww w.ons .gov. uk/ec onomy /
gove rnmen tpubl icsec toran dtaxe s/pub licsp endin g.
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(theoretically) the various types of consolidation measures should have a dif-
ferent effect on a country’s economic performance. The textbook Keynesian 
response is that FCs have a negative effect on economic output, period. In the 
classical Keynesian function, aggregate demand, Y, is equal to consumption, 
C, government spending, G, investment, I, and net exports, X-M:

   

If this model holds in real life, any negative adjustments to government 
spending (all else equal) will also negatively affect aggregate demand, mean-
ing that FCs that are based on government spending cuts should be reces-
sionary. Yet, there is a fairly dramatic debate with wide-ranging implications 
that suggest that the model may not hold for a number of reasons. Some of 
the theories for why this basic model doesn’t apply to the real world include 
wealth effects, which suggests that private sector consumption may actually 
increase when government consumption goes down. Why? Perhaps individu-
als realize that they may be off the hook for future tax liabilities if the govern-
ment doesn’t spend so much today, which makes them feel more “wealthy” 
today. When you feel wealthier, you may be the type that thinks it’s okay to 
let go of a few extra dollars here and there.

Countries also have credibility issues to consider. When making invest-
ments in a foreign country, every investor has to consider the country-level 
risk that is inherent, before getting down to multitude other risk factors. In the 
case of a country with high debt, there will likely be a higher risk premium 
and therefore higher interest rates on money lent to domestic investors. If, 
however, the government sends a strong signal that it’s going to make fiscal 
choices that restrain, contain, and constrain in order to regain its fiscal pride, 
that risk premium will go down. With a lower risk premium there will be a 
higher incentive to invest (as more investment options become more profit-
able pursuits), which can improve total investment, I, and improve aggregate 
demand more than the Keynesian might predict.

In addition to the types, depth, composition, and timing of FC policies, 
many will argue that economists are just too simpleminded in their analyses. 
Sometimes they get too caught up in studying the Y and forget about the 
distributional effects, or other social adjustments that may adversely impact 
a society. Suppose, for example, an austerity program is put into place that 
tackles the deficit entirely over a three-year period, but does so in a way that 
increases taxes on only those earning under $100,000 per year (the majority 
of the population in any country). What happens to the next generation of 
workers if youth unemployment bears the brunt of FC pain today (see fig-
ure 2.3, which shows that more than half of Greece’s population of eighteen- 
to twenty-four-year olds couldn’t find a job in 2013)? Yes, the country on a 
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whole may be on a better fiscal path, but many will argue that the cost out-
weighs the benefit. Or, what if austerity measures are implemented to cut the 
deficit to exactly where policymakers want it to be, but are focused entirely 
on cuts in the public expense line item that provides for a police force. What 
good is a solid fiscal outlook if we get robbed everyday on the way to work? 
These austerity naysayers have become quite the force to be reckoned with, 
and oftentimes have some good points, especially since the recent global 
economic shock of 2008.

The following two chapters will take a deeper dive into some of the results 
of the many studies on the benefits, or detriments, of FC policies, both before 
and after the breaking point of the most recent global economic crisis, with a 
constant eye toward the naysayers of the world, along with other influences 
that may make you want to throw your hands in the air and say “no one really 

Figure 2.3 Youth Unemployment Rate. Author Generated from “Youth Unemployment 
Rate,” OECD, Accessed July 22, 2019, https ://da ta.oe cd.or g/une mp/yo uth-u nempl oymen 
t-rat e.htm .
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knows, do they?” But, stick with it! Regardless of whether you, or anyone, 
can be 100 percent correct about any given set of policies, someone is going 
to make a decision that impacts everyone around you—your educated opinion 
may be able to influence theirs.
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It probably won’t surprise you that politicos and academics disagree—even, 
and especially, among themselves—on which type of FC policy will win in 
a fight (even mentioning the word “austerity” in a pub in London has been 
known to start a brawl). Yes, despite every politician and researcher being 
100 percent certain of the accuracy and righteousness of their own efforts 
and results, there exists quite the variety of conclusions that have come 
about subsequent to the variegated sea of FC measures. From major institu-
tions like the IMF and the World Bank to high-profile individuals like Paul 
Krugman, as well as prominent researchers from Boston to Milan, everyone 
seems to have an opinion, all of which are conclusive. A closer look reveals 
that—among the hundreds of serious, insightful, and thoughtful studies that 
were conducted before the global economic crisis of 2008—there are many, 
many factors that contribute to the study of the impact of various measures 
of FC on a country’s immediate and short-run economic performance, and 
a budding body of literature that supported different theories as well as the 
methodologies for testing those theories. Yes, that’s a mouthful I know, but 
even worse: virtually all that we knew, or thought we knew, has been tossed 
in a blender since 2008, seemingly making every policy imaginable fair game 
for policymakers and researchers once again.

An early examination of the basket of notable research on FC policies 
exposes a revelation that went hard against the Keynesian grain, and hence 
the “intuition” of prominent thinking. Prior to the 1970s, few even questioned 
the supposition that cutting back on government spending would translate 
into a similar reduction in a country’s GDP, just as they also knew the same 
response would transpire via tax increases. But studies in the 1980s and 
1990s began to find that it is possible, seemingly contrary to everything we 

Chapter 3

What We (Think We) Knew, 
Before We Didn’t Know
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had come to know and love, that an economy could cut back and grow at the 
same time. These paradoxical findings (and the inspiration for the title of this 
book) led to the development of the theory of expansionary fiscal contraction 
(EFC theory). Of course, given the immense number of inner-working con-
tributors to the macroeconomy, others contradicted the contrarian findings, 
others jumped on the bandwagon, others argued for the sake of arguing, and 
then others extended and advanced the work of their peers. It’s been a fun 
ride (aka, vicious research cycle) giving rise to some exciting and interesting 
policy advances and frameworks, until 2008 threw everyone for a loop.

This chapter will lay the historical foundation for the research behind the 
policies enacted to stabilize and grow economies in the near term, highlight-
ing the “best” solutions and ideas of the time that were thought to have the 
highest chance of prosperity, and will constantly note debated points, contra-
dictions, exaggerated concerns, under-discussed themes, and more. If there 
was such a thing as a “wild ride” in economics, the following will be one.

THE THEORY OF EXPANSIONARY 
FISCAL CONTRACTIONS

If the ever-stalwart, dominating philosophy that is oh-so Keynesian were 
true, ratcheting down government spending wouldn’t lead to anything good 
(ceteris paribus!). After all, let’s remind ourselves of the famous formula:

  

where aggregate demand, Y, is equal to consumption, C, government spend-
ing, G, investment, I, and net exports (exports minus imports), X-M.

You may not be much of a math whiz, but most people’s basic understand-
ing suggests that if government spending falls, that big Y (which captures 
economic performance) has to fall as well. On the other hand, relying upon 
tax increases to reduce a deficit should have a similar effect, though the 
difference in magnitude has always been debated. If taxes are increased, 
consumption, investment, or net exports may fall, which ends up kicking Y 
in the pants.

What some researchers have found, however, is that the effects of such 
FCs on the economy are not so cut and dry. Whereas the standard Keynesian 
model predicts contractionary effects for short-term economic performance, 
others found evidence to support the exact opposite. One can only imagine 
the triple-checking that underpaid research assistants must have undergone 
in the smoke-filled back offices of academia when the first set of orthodox-
busting results began rolling in.
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Giavazzi and Pagano (1990) were among the first brave souls to go against 
the Keynesian grain, as it relates to FC policy research. By publishing their 
findings that austerity policies may in fact lead to increased private consump-
tion in the short span of a couple of years after an FC—a phenomenon known 
as the previously described EFC theory—they launched a subset of literature 
in the field that attempted to validate the theory, replicate the duo’s results, 
or even vilify anyone who would consider the possibility of EFC theory’s 
righteousness (remember Reinhart and Rogoff?). After taking a closer look 
at the policies of countries across the EU from 1981 to 1989, as well as in the 
United States, the now famous article demonstrated how tax policies exhib-
ited the traditional Keynesian response, that increasing taxes to cut deficits 
had a contractionary effect on private consumption, while FCs that focused 
on spending had an opposite effect.

The study focused on the early 1980s, a magical moment in history in 
which high debt flowed from the light-hearted fiscal policies undertaken in 
the 1970s to combine with high interest rates of the early 1980s, making for 
an uncomfortable affair. Borrowing suddenly became much more expensive 
than in the past, providing an incentive for countries to cut back (or be cut 
by the world’s lenders). As explained in chapter 2, there were a lot of ways 
to do so during this time period as well, and some pretty grandiose disputes 
about which would do the best. The typical Danish view was that FC would 
“dampen private consumption” by way of an increase in unemployment and 
a slow-to-invest response by the business community. The fact that the tradi-
tionally tough financiers of Denmark (as of 2017, Denmark has a public debt 
of close to 36 percent debt-to-GDP ratio, compared to Germany’s 64 percent, 
or France’s 97 percent1) decided that the benefit of having smaller deficits 
outweighed this expected result allowed for a study of the effect of a steep 
spending cut on the country’s consumption. The Germans, on the other hand, 
refuted the conventional wisdom, providing a more nuanced fiscal world 
view that agreed with the probability that FC will directly reduce aggregate 
demand, but also added that this response can be countered by the “role 
of expectations, if the measures taken are believed to be part of a credible 
medium-run program.”2 Consumers who believe that policymakers are offer-
ing up a sincere attempt at a longer term fiscal fix will reward policymakers 
by going out there and producing some GDP, according to the line of think-
ing that closely follows the now neoclassical dominated idea that was made 
popular by Milton Friedman and others (see the term “rational expectations” 
used at the end of chapter 2). The challenge to date, however, has been to find 
empirical evidence to support Deutschland’s intuition.

To test the theory, the Italian investigators put together some crafty (at 
least, at the time) statistical studies. Understanding these empirical techniques 
requires a bit of econometrical knowledge (if you need a little help in this 
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area, feel free to add Jeffrey Wooldridge’s Introductory Econometrics3 to 
your nightstand reading pile), but they basically contrived a standard statis-
tical model that regressed real private consumption (as a share of potential 
output) on lagged consumption (as a proxy for the international business 
cycle), cyclically adjusted taxes, government expenditures, and the money 
supply for ten countries over the period from 1973 to 1989. The hope is 
that applying a similar regression analysis allows a researcher to evaluate 
the relationship between a dependent variable, in this case real private con-
sumption, and other independent variables (everything else). This particular 
approach is considered simplistic today, but was meant to test the connection 
between government expenditures (and taxes) and economic performance, 
while accounting for effects that can be attributed to changes in the money 
supply (monetary policy effects) as well as those that may be credited with 
business cycle shifts, which are not discretionary policy-related (because we 
want to learn the impact of the policy decisions we’ve made). In the end, the 
choice of which policy choices had which impact is really what we want to 
study, so virtually all related studies attempt to trim the noise to view how 
these choices relate to a country’s economic wherewithal.

The results of their model were certainly interesting, to say the least. 
Despite finding that there was a traditional Keynesian response in the tax 
channel (a 1 percent increase in taxes had a significantly negative effect of 
approximately a tenth of 1 percent to the downside on private consumption, 
for the countries studied across the time period studied), they also found the 
contrary possibility that spending reductions have the opposite response, but 
with a larger magnitudinal response and with even greater statistical signifi-
cance than the taxation effect. In other words, their general results were even 
more conclusive that government spending had a negative relationship with 
private consumption than the more well-known and rarely disputed Keynes-
ian theory that tax increases have the same effect.

To be certain that the statistical results made theoretical sense, Giavazzi 
and Pagano took a deep dive into two of the most extreme cases within their 
study. Both Ireland and Denmark brought the thunder when it came to seri-
ous FCs. Denmark cut public consumption and increased taxes so vigorously 
in 1983 that it reduced yearly public debt growth from 10.2 percent between 
1979 and 1982 to zero, with a big chunk related to the shift in government 
spending from 4 percent year-over-year growth down to less than 1 percent 
(if you have to read this line four or five times, you will have read it fewer 
than me). Ireland did virtually the same thing at the same time, but then 
doubled down in 1987. During the first episode of consolidation from 1982 
to 1984, they reduced public consumption to almost the same degree as Den-
mark, but raised taxes even more intensely. In the plan covering 1987–1989, 
however, public consumption decreased at a rate of nearly 4 percent per year, 
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public investment fell by more than 13 percent, and taxes were relied on to 
a lesser extent. The more dramatic maneuvers in Ireland’s deficit shrinking 
regime part II finally started chipping away at total public debt.4

But there are so many macroeconomic factors that can influence economic 
output; one has to closely scrutinize such a policy shift and all of the sur-
rounding circumstances to really understand what caused what. Both coun-
tries, for example, shifted monetary and exchange rate policies at the same 
time they consolidated national budgets. Denmark fixed its kroner to the 
German mark, removing the usual suspect of monetary devaluations from 
the list of potential side contributors to GDP improvements. Per the study’s 
authors, the total package resulted in a Danish reward of 3.6 percent growth 
for several years. Ireland’s monetary authorities also pegged to the mark, 
but without the same positive results (despite a boon to exports). During its 
second attempt in 1987, Ireland decided to go hardcore and cut the deficit by 
7 percent of GDP, mostly from reduced government spending and invest-
ments.5 Growth ensued, but some debate how much influence monetary poli-
cies really had on the country’s stabilization.

While the impact of EFC theory on the study of policies to cut fiscal 
deficits is irrefutable, unfortunately for the Italian duo, their results didn’t go 
without a ton of debate and an eventual refutation of their methodologies. 
Some did confirm their conclusions, yet most today (including the original 
authors themselves) submit that the methodologies used at the time led to 
biased results.

IF NOT EFC, THEN WHAT?

In the decades since Giavazzi and Pagano’s paper, numerous studies sup-
porting and negating EFC theory have been published; some lean theoretical, 
but most are empirical examinations. Some question why and how such a 
phenomenon could happen with the ardent protestation of well-established 
economic theory and its historical support, combined with the hardheaded 
response of a grandparent from the old world: this is how I did it, so this 
is how you should do it. The rest rely heavily on their own econometric 
approaches, responding with vigorous criticisms and new insights that linger 
into the world of mathematics and statistics. In general, this type of academic 
debate is a professional and cordial process (though, for fun, I imagine a few 
rounds of fisticuffs at the annual American Economic Association’s meet-
ings) of writing, getting peer input, rewriting, getting unsolicited rebuttals, 
and responding—an exercise that is useful to improving and adding to the 
existing body of work. For nascent investigators it’s useful to see the trail 
of history that any good paper’s literature review will guide one down, but 
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is especially helpful to better understand the reality behind it all so we can 
improve on past work and create better, evidence-backed frameworks for the 
next generation of policy leaders.

Whether related to the claims of an expansionary effect, or alternative 
debates about the implications of various FC policies, a few major barriers 
have contributed to the wide-ranging results in FC studies. The first is the 
method by which a period of FC is defined or identified, which has comprised 
a major chunk of today’s infighting. The second is the specific country or 
countries’ data that are used, along with the incorporation (or lack thereof) 
of tests that integrate a slew of policy variables also known to affect output. 
Lastly, and more broadly speaking, is the debate about how austerity policies 
are approached in the first place, whether we need them at all, and if they end 
up doing more harm than good based on other correlated implications that are 
harder to measure, but still concerning to a society at large. Some of these 
issues will be discussed in the following sections as they have been presented 
in academic journals over the decades before the 2008 global crisis, along 
with the potential for further analysis using alternative methods, or different 
sources and updated data.

Hide-and-Seek with FCs

One of the biggest problems with studying FCs is how to find them. I know, 
this seems like a silly problem to have. With all our technological advances 
and fancy software why can’t we just Google “when did Aldovia consolidate 
their fiscals?” and get every answer we could imagine. (Don’t try to search for 
Aldovia. It’s a made-up country from a Hallmark movie that I may or may not 
have been forced to watch.) Doesn’t the World Bank have a consolidated list 
of all known FCs? If not, can’t we just send an email to the financial depart-
ment administrator of any country and get a quick answer? These questions 
befuddle even the most accomplished of researchers with prize-winning eco-
nomic skills who are used to going to their friendly website of choice to slap 
together almost any chart they can imagine—with grayed-out bars showing 
precisely when we officially entered and exited a recession. The answers are 
a pretty wishy-washy, yes and no.

While simple econometric techniques can be deployed to identify periods 
in which fiscal balances have merely changed (the closest thing to a Google 
search in the economist’s world), the researcher’s task is not simply to find 
movements in fiscal balances, but to identify periods in which policymak-
ers intended to enact an FC, as well as changes in economic indicators that 
directly result from those intentional policy shifts. What’s the difference? 
Well, if you pull up all of the data on the national income statements of a 
country—let’s use Aldovia as an example—and simply look for moments 
in time in which the deficit was shrinking, it would be easy to assume that 
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anytime you find one, the country of Aldovia must have had some stingy 
financial leaders who enacted an austere fiscal policy to make it happen. But, 
that’s an assumption that ignores all the other possibilities. For example, 
the natural course of a business cycle upturn may cause automatic stabiliz-
ers to tighten up (when more people have jobs, for example, fewer receive 
unemployment insurance or social welfare benefits), leading to less spending 
and a likely improvement to tax revenues, without the guided hand of a poli-
cymaker. As much as the Honorable Aldovian Chancellor may like to take 
credit for these fiscal improvements, he wasn’t responsible for any policies 
that can (directly) take credit for the fiscal turnaround. It would be erroneous 
to assume that because Aldovia’s deficit shrunk, policymakers must have 
done something brilliant that the rest of the world needs to copy.

In a slight variation of this example, what if the Aldovian Chancellor did 
enact a policy to fiscally consolidate, but it happened to be at the exact same 
time that the economy began booming. In this particular case, FC policy cre-
ation, a shrinking deficit, and a business cycle going into full peak mode may 
all be correlated, which leads the untrained eye to assume that one necessarily 
caused the other. What if the fiscal policies had zero impact on the new shifts 
in the nation’s finances? How would you know?

Without eliminating the background noise that works alongside, or in lieu 
of, policymakers’ handywork, a policy practitioner may mistakenly assume 
that Aldovia created policies to shrink the deficit which also caused the 
economy to expand. See, Aldovia implemented a massive austerity plan and 
they came out great! But, you the intelligent reader and diligent economics 
student now know the truth. Even when you do think you’ve found a time 
when policymakers have managed to somehow shrink a deficit, there will be 
more questions than immediate answers.

The task, therefore, is to find an episode of FC that was preceded by a policy 
that meant to make it happen, study the economic ramifications that occurred 
directly after—while filtering out the junk that may have also had a marginal 
contribution—and apply some good common sense to be sure it’s all compat-
ible. If we found that Aldovia cut its deficit growth in 2009 from 10 percent of 
GDP to zero the following year and discover that the Chancellor Doe issued 
a decree halting all government spending just before this, we might be on 
to something. In this case, we can take a close look and see how cutting all 
government spending to zero affected Aldovia’s growth into the future. If the 
economy survived, its government likely didn’t fare too well. If the economy 
boomed, then the chancellor will be asked to apply his magical powers to the 
fiscal plans of other countries with similar deficit and debt concerns.

Intentionality is also a difficult thing to parse out. Gaining a thorough 
understanding of policymaker intentions is an arduous task requiring a 
researcher to scour a large breadth of documents, to interview multitude poli-
cymakers, and/or to scan the historical record across multiple countries. No 
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one wants to do that much work, few have the time, and even fewer have the 
resources and patience required for such a serious investigation.

Given the enormous amount of data present in macroeconomic studies of 
this nature, most have, therefore, resorted to various statistical techniques 
to resolve the issue of identification related to FC policies. When construct-
ing an empirical analysis of the various data in this field, the most common 
and conventional approach is to apply a statistical tool known as regression 
analysis using a variation of a basic specification on an econometric model 
that intends to explain the relationship between a dependent variable (such 
as aggregate demand or private consumption) and a number of independent 
variables that may contribute to the movement in the dependent variable over 
time. Though there are some interesting ways in which one can do all of this 
via the old pen and paper (a whole other level of insanity), most go the old 
route of throwing some numbers into an Excel-type file, then feeding them 
into a sophisticated software tool (see SPSS or Stata as some recent favorites).

Outside of the attempt to validate a relationship between theorized vari-
ables, those who employ these types of techniques really want to mitigate 
the biases related to endogenous variables common in macroeconomic stud-
ies—known or unforeseen—by using the various econometric techniques dis-
cussed in subsequent sections. Translation: it’s tough to see whether the GDP 
of countries similar to Aldovia’s has improved because of a policy introduced 
by its policymakers, or if the policy was effective at shrinking its stubborn 
Aldovian deficit because of the improving economy that just so happened to 
be moving as part of its normal business cycle fluctuations. Which part of the 
dog is really doing the wagging?

To try to figure this out, the basic model generally consists of a regression 
of real GDP (or real private consumption) on a variable that accounts for 
changes in a fiscal balance (to identify FCs), along with an array of other vari-
ables that are theorized to affect output. This truncated version (if this looks 
complicated, keep in mind that you’ll never see it written so simplistically in 
any recent study) looks like this (see figure 3.1):

where Y= the log of real GDP, FB is the fiscal balance variable of interest, 
and you’ll have to know a bit about regression analysis to understand the 
rest, but μ just stands for “everything else.”

Since the first major problem for researchers has been related to the tech-
niques used to measure changes in a country’s fiscal balance that reflect 

Figure 3.1  Author Generated.
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intentional decisions, and not simply the automatic effects of business cycle 
fluctuations, a lot of studies have been dedicated to finding statistically signif-
icant independent variables that are exogenous in nature. That is, we are look-
ing for variables that affect GDP or some other measure of macroeconomic 
performance, that are not also impacted by shifts in GDP or other measure 
of macroeconomic performance, which would lead to a problem known in 
econometrics as endogeneity. Searching for realistically exogenous variables 
and implementing them into a model to replace those that are known to be 
endogenous should control for potential biases that lead to inconclusive or 
incorrect conclusions. And no one wants inconclusive, incorrect, or generally 
biased conclusions (it’s not easy, though still possible, to get stuff published 
that is just plain wrong).

The methodologies used to find and properly determine such variables 
related to periods of FC vary widely, may exclude or reduce the above 
discussed problems of endogeneity, and have led to a significant body of 
research and wide debate on the usefulness of previous studies’ outcomes.

No Cycling Zone

Previous research has tried to find a variable that isn’t itself impacted by our 
measure of economic performance by taking into account fluctuations that 
persist in the business cycle. As a reminder, the normal ups and downs around 
a long-term trend in a nation’s GDP are known as the business cycle. When 
we’re in an upward growth short-term trend, we are in a period of economic 
expansion (or growing GDP), recovery, or upturn, until we hit our peak, then 
enter a recession (period of economic contraction, or shrinking GDP) and 
eventual trough when we’re bottoming out. The phases of a business cycle 
are expanded to more than the several presented here by some, but explain 
the same up and down movement within any normal economy over a period 
of time. Given that we are always in one part of the business cycle, and are 
always moving to another (n.b., it is impossible to know within which part 
of the cycle we currently reside as only in hindsight is this discernable), the 
so-called “natural” flow of the cycle also has an impact on the variable that 
we would like to measure as our outcome variable of interest when studying 
policies that consolidate a nation’s finances. If GDP is already expanding, or 
contracting, when a particular policy is put into place, we want to know how 
much of that movement is due to these normal movements and how much 
credit we can really give to the policymaker and his respective genius, for 
coming up with said policy suggestion. If you only see the talking points 
coming out of your nation’s capital, the following is an accurate description: 
if economic times are good, it’s because of the policymaker, who may be an 
elected official in need of some new fundraising bullet points. If times are 
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tough, XYZ policy is a hot potato that was “forced upon” the country by the 
circumstances of the time. After all, it would have been worse if I didn’t act! 
We want to know if either is really true.

By theoretically removing some of the issues caused by “normal” move-
ments in the business cycle, we should be able to get down to the nuts and 
bolts of what we really want to know. The cyclically adjusted primary bal-
ance method (CAPB) was created to do just that. It’s less complicated than 
it sounds. The CAPB approach basically identifies FCs using data on a 
country’s primary budget balance, adjusted for fluctuations in the business 
cycle. The primary balance can be found by finding the regular government 
balance, then subtracting interest payments. The idea is that we want to be 
left with components of a nation’s revenues and spending that are controlled 
by a policy choice; in other words, we want to see only those that are discre-
tionary. Since interest payments on existing debt are compulsory, unless your 
country is trying to default (see Puerto Rico in later chapters), they shouldn’t 
be included in a study of policy decisions that impact a nation’s deficit and 
economic performance. Once we have only these discretionary components 
left, the CAPB method was then developed to try to remove the effects of the 
business cycle.

The CAPB has been used since the early 1990s to distinguish between 
policy and adjustments to economic performance and the fiscal balance that 
are related to normal economic movements. To get rid of these cyclical and 
automatic effects, estimators find the very mysterious point of potential GDP 
and compare it to where it currently stands, then eliminate the effects of shifts 
in spending and taxes that have occurred due to this deviation from economic 
potential. Potential GDP isn’t really as much of a mysterious guess as you 
might think. In reality, it’s essentially a guess of what GDP should have been 
(or should be) based on a known trend in GDP over a certain time period. If 
economic performance deviates from this trendline, it is moving according 
to the normal business cycle ebbs and flows. As you may guess, there is a 
lot of disagreement over whether potential GDP is truly measurable in the 
first place. Certainly it is difficult to know what our potential GDP is for this 
year or next, since we are always in the middle of a developing trend. If the 
economy begins a slow, steady contraction that lasts over the next three years, 
the trendline that crosses through today’s period will be lower than we might 
anticipate contemporaneously. It is one thing, therefore, to say “France was 
operating below potential GDP from 1982 to 1983,” which may have some 
wide agreement as to its true deviation; however, it is another thing alto-
gether for an economist to suggest that we are currently operating at, below, 
or above potential GDP. No one really knows that answer for sure, which, to 
be fair, makes it difficult for policymakers to make decisions based on this 
best-guess type of information.
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However, if we’re using a transparent methodology that corrects the GDP 
using a CAPB based on a similar concept, it’s fair to make certain assump-
tions that can be used as points of comparison across others who have 
deployed similar methodologies. An abundance of researchers have used it 
across a wide range of studies over the years. Related to fiscal adjustment 
policies, Oliver Blanchard, former chief economist of the IMF, created what 
he deemed an “index of discretionary change” in a 1990 paper (before he was 
the chief economist at the IMF) that found the value of the primary budget 
which “would have prevailed, were unemployment at the same value in the 
previous year, minus the value of the primary surplus in the previous year.”6 
If other economic factors (that are all construed to be captured in employ-
ment) haven’t really changed much from last year to now, what would the 
primary balance be and what is the difference from what it is? The difference 
is what Blanchard would have defined as the discretionary changes due to 
policy intervention.

Others built upon Blanchard’s idea, or created their own similar indices 
or corrections to control for business cycles effects.7 The previously noted 
Messrs. Giavazzi and Pagano used cyclically adjusted fiscal data to get rid 
of those pesky business cycle concerns and found their famous EFC theory, 
proclaiming some forms of austerity to be expansionary. Others supported 
their findings using variations of the CAPB method, but as interest in the idea 
grew, new discoveries led to the final admission that the CAPB adjustment 
just doesn’t cut it because it generally leaves researchers with a bit too much 
positivity. That is, results tended to be inappropriately skewed in the direction 
of economic growth. Most today submit that such methodologies, therefore, 
lead to biased results. FCs may not have been as favorable to economic per-
formance as CAPB supporters once proclaimed.

There are a number of reasons why reliance on CAPB data may lead 
to erroneous conclusions and misspecification in econometric approaches. 
Remember that final variable in the basic CAPB model specification that 
stands for “everything else?” The problem is that there are a lot of important 
little nuggets within that everything variable that the CAPB model doesn’t 
account for well. If those that are left out of consideration are also correlated 
with other non-policy variables contained within this all-encompassing error 
term, which also affect economic output, then we have a bias that will lead to 
problems within our statistical results and incorrect conclusions.

For example, suppose the economy is killin’ it and we enter a stock market 
boom. As portfolio values rise, institutional investors, fund managers, and 
even you and I at home will see an opportunity to start taking some gains. 
Those capital gains, or the profits we receive from the sale of stocks, add up 
across the country. As we pay taxes on those gains, aptly called capital gains 
taxes, we inadvertently improve the CAPB by increasing cyclically adjusted 
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tax revenues. Because we’re all doing much better, financially speaking, 
we’re also more likely to have a bit more confidence in the way the world 
is spinning. Investors are likely to add to the nation’s aggregate investment 
and we’ll all consume a bit more, both of which mean there is a probable 
increase in the correlation between the CAPB figure we use to identify FCs 
and those factors that are not represented in the remaining parts of the model 
(that “everything else” error term).8 If we don’t take these factors into consid-
eration, these non-policy attributes make it seem as though the policies we did 
implement were the real reason for all the gains, which makes policymakers 
feel better about themselves than they rightfully deserve.

The IMF gave an example in a 2014 paper of when the opposite might be 
true—a fall in asset prices can also obscure the case of an FC policy. In 2009, 
Ireland experienced a stock price gut punch (like the rest of us), as well as 
a housing bubble bust (like the United States). The resulting slide in stock 
and housing prices decreased the CAPB substantially. However, at the same 
time, Ireland unleashed a barrage of FC policies that amounted to more than 
4.7 percent of GDP. Since the standard CAPB approach looks for an increase 
in the CAPB (cutting the deficit should increase the primary balance, not 
decrease it), it would not identify this particular case as the fiscal shrinkage 
that it was. This may be just one example, but how many cases across time 
may have led to the same misidentification scenario? Ostensibly, removing 
enough similar cases that have led to, or ran parallel to, a dive in the GDP and 
you’ve helped provide evidence that an FC has a more positive effect than 
otherwise might be found.9

Others have gone so far as to make the point that stronger-than-normal eco-
nomic contractions have an even greater automatic effect on fiscal adjustment 
variables. This means that we are likely to completely overlook important 
periods when FCs coincide with the most dramatic downturns.10 It’s easy 
to overstate the positive benefits of FC when you remove data that says the 
opposite, whether intentional or not.

The misidentification of FCs doesn’t end with overlooking or overstating 
the effects of consolidation policies. What if a policymaker pushing for an 
FC was motivated by an interest in restricting growth? The lack of indepen-
dent monetary policy for those in the EU has allowed for examples of this. 
In 2000, for example, Finland decided that a boom in asset prices and a fast-
growing economy needed to be controlled or face the consequences of infla-
tion.11 But, in 2000 Finland also gave up its ability to implement traditional 
monetary policy tools that are generally used to counter concerns related to an 
overheating economy when it joined the EU (for example, a central bank can 
increase interest rates, or tighten the money supply, if a country has an inde-
pendent bank; Finland handed over its monetary policy reins to the ECB). 
The only power they had left outside and independent of the EU’s authority 

 EBSCOhost - printed on 2/8/2023 3:04 PM via . All use subject to https://www.ebsco.com/terms-of-use



67 What We (Think We) Knew, Before We Didn’t Know 

resided within its localized fiscal policies, so Finland implemented austerity 
in the hopes that it would do the trick.

Given that Finland’s motivation was to cut back on its growth by cutting 
spending and raising taxes (which would improve the CAPB), it doesn’t 
make much sense to consider what effect their policies had on short-term 
growth. The researcher wants to find a period in which policies were imple-
mented to improve an economy, which then did what they wanted it to do. 
Finland’s policies in 2000 did the opposite of what they intended, yet the 
traditional CAPB method would have picked this up as an example of an FC 
policy that intended to improve the fiscal bottom line, which also led to a 
positive growth outcome.

The criticisms of the CAPB method hasn’t stopped with the above 
examples, and continued to build over time, with new additions, twists, and 
updated ideas from various investigators. Some merely updated Giavazzi 
and Pagano’s original methods to resolve what they saw as the most impor-
tant issues, others threw in the adverse effects of employment as counters 
to any benefit attributed to GDP or private consumption growth, others 
weighed the very important distinction between temporary and permanent 
consolidations (we give less serious consideration as consumers to those that 
are temporary, goes the theory), some results concurred with the Keynesian-
dominated principle that the multiplier effect will lead spending cuts to have 
a worse impact on economic performance than tax increases, while others 
found opposing results. The one result that did become clear, however, is 
that the CAPB method may not have been the best econometric idea lead-
ing to the most trustworthy of results. New methodologies were creatively 
deployed.

Getting Tricky

If you think the mathematical and statistical tricks were complicated before, 
they only got trickier over time. A wide variety of empirical methods have 
been created and applied since the 1990s to overcome the shortfalls of the 
CAPB method and provide more conclusive direction to policymakers. 
Before you get too scared of what I’m going to talk about in this section, I 
promise to keep the discussion on the lighter side, leaving room for further 
investigation on the various methods that others have used.

There are substantial variations within each of the following, yet two of the 
more prominent models for classifying periods of FCs are vector auto-regres-
sion (VAR) and dynamic stochastic general equilibrium (DSGE) econometric 
model techniques. Econometric modeling innovations of the early 1980s 
combined with recent theoretical inquiries into the identification of fiscal and 
monetary policy shocks to form research that applied VARs, which are fancy 
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matrix-embedded modeling techniques that are useful for describing the more 
dynamic behavior within macroeconomics, especially related to the types of 
data that econometricians use in this field: multivariate times series (multiple 
variables and their values over time). Ramey’s 2016 summary of the various 
techniques for recognizing fiscal policy shocks provides a solid review of 
how the technique came about.12 Rotemberg and Woodford’s work helped 
advance the VAR technique by analyzing military spending adjustments and 
the impact on the macroeconomy,13 while Cochrane leveraged established 
VAR practices to search for a variety of shocks, including consumption 
shocks.14 Despite these unique advancements, the developers themselves 
were often unsatisfied with their models’ abilities to figure out the causes 
of economic fluctuations, while Ramey’s high-level overview of the various 
techniques that employed similar methods found a common thread of inher-
ent weaknesses, such as invalid restrictions based on a lack of acknowledg-
ment and ability to account for information on forward-looking behavior that 
may be imbedded in policymakers’ decision.15

DSGE models are pitched as a means for providing “a more structural way 
to identify” fiscal policy shifts in government spending and taxes, by looking 
at how the entire economy is impacted by random shocks and evolves over 
time, applying microeconomic principles to the theory of general equilibrium. 
The real means for implementing these types of models is outside the scope 
of this book, but it’s important to note the methodology as a step in the evolu-
tion of fiscal policy analysis as it relates to macroeconomic analyses. Those 
who have relied upon DSGE models have found Keynesian responses to FCs 
as well as non-Keynesian, from less dynamic DSGE’s that found different 
responses to FC based on the type of plan to a “new Keynesian DSGE,”16 
which found that all forms of FCs are harmful to economic performance in 
the short run, while spending cuts provide the optimal short-run path.

During a congressional inquiry into the validity of some of these models, 
Nobel Prize winner Robert Solow had one of the most humorous responses 
when asked what he thought about DSGEs:

I do not think that the currently popular DSGE models pass the smell test. They 
take it for granted that the whole economy can be thought about as if it were 
a single, consistent person or dynasty carrying out a rationally designed, long-
term plan, occasionally disturbed by unexpected shocks, but adapting to them 
in a rational, consistent way. I do not think that this picture passes the smell 
test. The protagonists of this idea make a claim to respectability by asserting 
that it is founded on what we know about microeconomic behavior, but I think 
that this claim is generally phony. The advocates no doubt believe what they 
say, but they seem to have stopped sniffing or to have lost their sense of smell 
altogether.17
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Dr. Solow’s love for idiomatic expressions related to the senses aside, he isn’t 
alone in his sentiment that some methods allude common sense (though most 
are less dramatic, especially when entertaining an audience of members of 
Congress). For the same reasons that eliminated the usefulness of their ante-
cedents, DSGE models still have their own weaknesses that lead to biases, 
as well as issues with various omitted variable and identification concerns.

Despite the bragging rights that came along with the creation of these 
unique approaches, and the “cool” factor associated with putting into prac-
tice what most of us can’t possibly understand, they still aren’t quite good 
enough for figuring out exactly what is causing what and when in the fiscal 
policy world. Without really knowing what policymakers are thinking, figur-
ing out real intentions over time, and knowing that the reactions in economic 
performance are actually related to the referred-to policies, we still have 
unaccounted for flaws, regardless of the statistical tricks and excessively 
complicated math models that may be thrown into the analysts’ economic 
blender.

There had to be something better.

Storytime

Everyone likes a good story. Economic theorists are no different. After all, 
a good economic theory is not much more than a reasonable-sounding story, 
based on enough fact and supported evidence to make it intriguing, with the 
rest filled in by the imaginations of our logical minds to make it complete. 
Since the social science that is economics is marked by its unique inability 
to be tested in a controlled experiment, unlike the natural and physical sci-
ences, we are left with but a set of economic theories (some strengthened by 
far more evidence than others) and the real-life stories and examples that help 
to support them.

If statistical techniques and quantitative methods lack the sufficiency to 
provide suitably unbiased results, should we just throw our hands in the air 
and proclaim it to all be in vanity? Other departments across the world’s 
universities have long awaited a time when they can officially denounce the 
“dismal science,” but economists have refused to give up: instead they dug in 
deeper, developing the arduous and labyrinthine procedures that try to con-
nect policymakers’ direct intentional act of attacking deficits and debt with 
subsequent movements in economic performance. The only way to ensure 
that intention led to an action that produced a consequence is to get inside the 
heads of policymakers. Without an ability to read policymakers’ minds, it’s 
really difficult to know the reality of their thought processes; therefore, most 
just assumed it was impossible to do. Most, but, not all.
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A more recent development, therefore, attempts to account for many of the 
issues in prior FC identification research by examining the historical record to 
determine policymakers’ intentions for implementing consolidation policies. 
While you may wonder why everyone else didn’t just think of that, consider 
what that really means. The “historical record” isn’t just something you can 
find in a Wikipedia entry, or even look up in your local library’s card cata-
log, it basically means every written account related to a particular topic. As 
you can imagine, reading everything is a bit time-consuming. To pare that 
“everything” down to something more manageable, researchers generally 
omit obscure blogs, tweets, and opinions from your local news anchor, but 
that still leaves one with quite a bit of reading to do. But first, a reminder 
about why the last resort method became so necessary.

In many of the previous models, the identification variable is found 
to be endogenous as it is affected by the dependent variable (a measure 
of economic output), which reduced the statistical validity of results. To 
ameliorate these concerns and the associated biases, researchers had to find 
unique instruments uncorrelated with omitted variables, as well as business 
cycle effects, which also capture policymaker intentions. In theory, if it 
is possible to identify discretionary changes in fiscal policies that are not 
implemented due to concerns of current or expected economic conditions—
therefore motivated purely by a desire to improve a fiscal balance and 
reduce deficits for long-term growth—one can test the resulting economic 
output properly. But, as we’ve established, it’s just not that easy to pick 
out FCs without making some grave errors. More time-consuming methods 
that rely on an intense reading of history, therefore, have remained one of 
the last untackled means for circumventing previous criticisms. Though 
not an entirely new concept, the most thorough and accepted practices for 
similar processes as applied to the study of fiscal adjustment policies go 
by a number of names, such as the narrative approach, narratively defined, 
the historical approach, or storytime for the bored and/or highly motivated 
economist.

Though more prominent in contemporary research, narratively defined 
methodologies can be found in the literature at least as far back as the 1960s. 
Nobel laureate Milton Friedman, along with good buddy Anna Schwartz, 
applied narrative identifications to monetary policy shocks in their 1963 A 
Monetary History of the United States.18 It takes a special person to want to 
spend your days reading historical documents on monetary policy that date 
back to the 1860s, but these two raised the bar for understanding the context 
of the data before every other researcher of their day.

However, most stayed away from narrative approaches until the 1980s and 
1990s (because it’s hard). When competitive forces compelled some to finally 
reenter this frontier, early approaches used narrative methods to identify the 
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oil shocks that were prominent in the 1970s,19 or tax policy shocks of the 
1980s.20 The most influential contributors to today’s innovations in contem-
porary practices, however, developed much more recently.

David and Christina Romer are about as prominent and powerful as a 
power couple can be in economics. After agreeing on a plan to join forces and 
dominate the world of economics, the two quickly solidified their partnership 
through marriage and began creating one of the most rigorously applied nar-
rative approach techniques. Beginning in the late 1980s, the king and queen 
of macro developed their own story-based approach after reading Friedman 
and Schwartz’s famous try. In 1989, they did so by reviewing the U.S. Fed-
eral Reserve Bank’s Federal Open Market Committee’s (FOMC) recorded 
minutes for every meeting since World War II to seek out “episodes in which 
the Federal Reserve in effect decided to attempt to create a recession to 
reduce inflation”21 that were not brought about by business cycle shifts in eco-
nomic output. Ramey and Shapiro chose to instead have a bit more fun and 
put their living room hobby to practice in 1998 when they scanned magazine 
articles to find political events exogenous to current economic conditions as 
well as shocks that were “unanticipated.”22 As hard as they and many others 
tried to dethrone the dynamic Romers, the royals of macroeconomics were 
destined to dominate.

In 2010, Romer and Romer came back with a vengeance and earned the 
coveted “seminal work” designation reserved for only the most warranted of 
peer-approved academic work. To counter that irritating “omitted variable 
bias in any regression of output on an aggregate measure of tax changes,”23 
the authors examined a comprehensive primary record of contemporaneous 
federal reports and speeches between 1945 and 2007, including the Economic 
Report of the President, the Annual Report of the Secretary of the Treasury, 
and presidential speeches such as the State of the Union Address from the 
executive branch; reports by the House Ways and Means and Senate Finance 
committees to include legislative discussions, as well as the Congressional 
Record; and additional reports that provide insight into Social Security, such 
as the Annual Report of the Board of Trustees of the Federal Old Age and 
Survivors Insurance Trust Fund. If that sounds like a lot, it’s just a small 
sample of the total documents they reviewed, and they did so for every year 
it was available.

By examining these records, the Romers hoped to find tax changes that 
were implemented as an exogenous response to counter the budget deficit 
or improve the national debt and long-term growth, as opposed to changing 
fiscal policies in order to offset another variable that may additionally impact 
economic output. To do so, they sought to identify tax-focused consolida-
tions that were “motivated by past decisions, philosophy, and beliefs about 
fairness”24 that would not be correlated with other variables captured in the 
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econometric model’s error term, which would otherwise lead to a statistical 
bias and a demotion to the macro kingdom’s court jesters.

Over the period surveyed, they found fifty-four “relatively” exogenous 
tax changes. Does that seem like a lot of work to find fifty-four datapoints? 
Compared to your typical microeconomic studies, it is a low number, but in 
the world of macroeconomics, this is the type of data you are often left to 
work with, which does lead to critiques of macroeconomic studies in general. 
(With few, or relatively few, observations, results can be less precise and 
more sensitive to errors.) However, this particular study was the most robust 
of the time and has arguably overcome many of the issues related to its small 
dataset.

Their detailed descriptions of how “motivation, revenue effects, and other 
characteristics of each legislated tax change” were classified might lead one 
to concede to their methodological righteousness, if nothing else for the mere 
sake of not having to dig deep enough to dispute them. As a sample of their 
methods, they offered a comparison between the decision to classify an FC 
as endogenous—and thereby excluded from the dataset—and an exogenous 
finding that is more useful to their study. The summary of this example alone 
spanned thousands of words, providing a comparison between the United 
States’ Tax Reduction Act of 1975, which was classified as an endogenous 
tax adjustment because it intended to counter the effects of a recession, and 
the Revenue Act of 1964, which was motivated by a long-run growth strategy 
and therefore considered to be an exogenously defined tax policy.25 It’s hard 
to imagine the amount of work that went into identifying all fifty-four peri-
ods they used in the final dataset (nor the heartbreak of someone who spent 
an inordinate, and likely unhealthy, amount of time studying a particular tax 
policy, only to find that it was not useful in the final research project).

Perhaps equally important, Romer and Romer knew that they had to com-
pare the new methods to the way of the old guard. To do so, they looked at 
the new narrative approach alongside the CAPB method of yesteryear by 
rebuilding estimates of the CAPB over the examined time period using cur-
rent best practices, then put them into regression models to demonstrate a 
relationship between the new series and the CAPB method. Movements in 
the two series were similar, but with a slight variation in timing. However, 
they found a substantial difference between changes in the CAPB and the 
narrative series, demonstrating an important difference from the onset. The 
results of the new model were consistent with the theory that tax-based fiscal 
adjustments had negative effects on GDP growth. A 1 percent tax increase 
(as a percentage of GDP) slightly negatively affected output over the first 
three quarters subsequent to an increase in taxes, and increased in magnitude 
over the following two years, lowering real GDP by up to 3 percent. The 
measured effects using the narrative approach were also substantially larger 
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in magnitude than with other CAPB approaches. Given the narrative meth-
od’s adherence to more sound econometric philosophy, the results were given 
that much more credibility.

Despite the Romer Monarchy’s dominance, criticisms still arose, with 
many focused on contradicting the appropriateness of their narrative model. 
One issue that IMF researchers couldn’t forget about was that of the timing 
of the implementation of FC plans. While an FC may be properly identified 
based on legislators’ intentions, what if the policy adjustment was not offi-
cially put into practice until an economic recovery commenced? Such timing 
nearly guarantees that results will be correlated with a positive shift in eco-
nomic output. Contrarily, if a country doubles downs on its initial consolida-
tion plans to try to control for the onset of a contraction, results may also be 
inappropriately associated with shrinking output.26 Both are flaws that, again, 
can misalign policies with either growth or contraction.

Additionally, economic actors, who generally act rationally and according 
to their incentives, may respond differently based on whether they anticipate 
a particular policy to be enacted in the future, are shocked by its inception 
today, or just plain don’t believe that it will ever come to fruition. In the 
United States, for example, months—or even years—sometimes separate 
the date a bill is signed into law by the president and its implementation by 
regulators. The CROWDFUND Act was made official by President Barack 
Obama in 2012, but wasn’t fully written by regulators and put into practice 
until . . . four years later. Such delays, and the associated reactions by eco-
nomic actors, may have been ignored in others’ identification methods. Val-
erie Ramey wrote substantially about the distinction between anticipated and 
unanticipated consolidations and the way they impact behavior and output, 
for example.27

Despite some of the perceived flaws, many in their field thought that the 
Romer couple was on to something. Few other econometric methods were 
able to build data and observations that had the level of exogeneity, and 
therefore statistical validity, that could be found within their narrative-based 
dataset. However, improving upon an already immense undertaking to build 
a larger dataset would require the efforts of those with resources, manpower, 
and lots of time on their hands.

The IMF decided they were up to the task and worked on an expanded set 
that catalogued exogenous FCs across OECD countries up to and partially 
through the most recent global shock.28 Its researchers were among the next 
to enlist the insane level of dedication needed to get a lot more datapoints 
based on the narrative methods. While Romer and Romer’s work read leg-
islative, regulatory, executive, and other reports that better captured policy-
maker intentions related to taxation policies in the postwar United States, the 
IMF, however, upped the ante when it examined similar sources (speeches, 
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legislative records, central bank reports, etc.) for seventeen OECD countries 
(including the United States) from 1978 to 2009, but also expanded the search 
to include FCs that were based on government spending adjustments as well 
as taxation policies. The new set’s objective was to also break down the 
episodes of FCs into those that were based on an interest in controlling out-
of-control domestic demand (to ostensibly counter that problematic economic 
“overheating” issue) and, therefore, not considered exogenous in nature, and 
those adjustments that were motivated to get things fiscally right and hope-
fully create an enduring fiscal atmosphere that was conducive to long-term 
sustainability.

Two notable episodes in which countries wanted to reduce a deficit and 
get their fiscals back on track were Austria in 1996 and the United States 
in 1993. According to the IMF, Austrian policymakers wanted to shrink the 
deficit to conform to the new EMU standards that they had to comply with 
as part of the Maastricht Treaty of 1992; the powers that be also wanted 
to ensure a long-term fiscally stable path when they passed the Omnibus 
Budget Reconciliation Act of 1993 in the United States. On the other hand, 
Finland’s consolidation plan in the mid-1980s was designated as one that 
planned to restrain a potentially overheating economy, specifically noting that 
net exports were expected to rise (and subsequently did), which would have 
helped instigate a period of economic growth that might lead to uncontrolled 
(or unprepared for) inflation.29 And this analysis went on for hundreds of dif-
ferent periods of potentially exogenous FCs, all for the sake of being just a 
little bit more right than others.

All in all, they found 173 exogenous fiscal policy shifts, or more than 
three times that of Romer and Romer. By applying Romer and Romer’s 2010 
approach to a larger dataset, they were able to improve the validity of results, 
further distinguishing the narrative approach from the more conventional 
CAPB method. Their statistical model analyzed short-term effects (three 
years post policy implementation), similar to Romer and Romer, but their 
results differed. Romer and Romer’s famous 2010 findings that FC is indeed 
necessarily contractionary seems to have stood up to a test that included more 
countries and a wider variety of the types of FC policies that Romer relied 
upon, but to a lesser degree. For a 1 percent consolidation (relative to GDP), 
the major conclusion from the more robust dataset was that real private con-
sumption contracted by as much as 0.75 percent and GDP declined by 0.62 
percent.

The conventional CAPB model was much more supportive of austere fis-
cal policies. Applying an updated version of the old model to this dataset, the 
IMF found a positive benefit to economic growth, even in the short run. The 
paradox again reared its head in the CAPB model: Implementing austerity 
could actually be good for the economy . . . and almost immediately!
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Austerity-supporting policymakers haven’t been so accepting of the day’s 
narrative approach, deriding it for its subjectivity and other defects that led to 
the contractionary findings. But the CAPB’s adherence to antiquated think-
ing may finally have been proven and the new story-based narrative method 
amplified by the IMF quickly proliferated as one of the more famous and 
accepted approaches to FC analyses.

Given its flexibility, inherent ability to pick apart and deeply delve into 
every detail related to a fiscal policy, simple-to-understand (though not easy 
to develop) methods for identifying FCs, and adherence to econometric 
foundations for valid and efficient statistical results, the narrative approach 
became (and remains today) one of the favorites of analysts across disci-
plines. But, given its methodological simplicity, the demand for and debate of 
austerity measures since the global shock in 2008, and ability to manipulate 
its findings to support one’s own political persuasions, the debate about its 
correctness has flourished.

Parallel policies such as those traditionally left to the realm of the mon-
etary world, as well as influences related to exchange rates and its subsequent 
adjustments (or inability to adjust), combined with the financial and fiscal 
tragedies of the global shock surrounding 2008, too often bring about even 
more questions: Do monetary policies have a greater impact on the effective-
ness of fiscal policy than we knew? How have previously decided exchange 
rate regimes impacted the efficacy of either? Should FCs of yesteryear still 
be applied to countries with far worse economic conditions of the post-global 
recession world? What led to the development of FC studies prior to 2008 
was flipped upside down as massive new debt loads, combined with greater 
worldwide interest, more methodological transparency, and better methods, 
to lead to one of the most complicated thrillers that story-time advocates 
could have ever hoped for.

The next chapter will discuss how some of these studies and methods devel-
oped, some of the debate about it all, and will look into the updated research 
that has developed since that has many of the old guard Keynesian policy-
makers discouraged by updated narrative-based methodological treatments 
and outcomes.
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Remember that time when you just knew you were right, told everyone so, 
then found out later you were completely wrong? (I know I’m not the only 
one.) Some people, and most researchers, have character and are willing to 
admit when (a) they write papers with significant results that are based on 
imperfect information or tests or (b) they come across new economic data 
(which inevitably happens as time keeps on ticking) that proves their old 
results wrong. On the other hand, given the proliferation of social media and 
professional echo chambers, it’s increasingly easy and too often desirable to 
defend one’s wrongness.

Well, economists are no different as there are many examples of economic 
researchers who have published results on the impact of FCs on economic 
growth, only to then find out they were wrong. It turns out, we are all going 
to be “wrong” at some point as new data comes to light, new methods are 
invented and implemented, and new research is built upon the old. This is 
especially true since the onslaught of the 2007 to 2009 Great Recession in 
the United States, which spread to the rest of the world and provided a new 
chance for nearly all advanced countries to pull out all the FC tricks to try 
on their respective economies. Some turned out okay, others not so much. 
Regardless, there is a new body of data continuously building upon itself, 
each and every day and a substantial number of researchers who have been 
groomed to update old methodologies and construct new datasets that have 
led and will lead to new results, which should change the minds of even 
the most stubborn of policymakers. Considering the quickly accumulating 
debt loads around the world, today’s research advances may be arriving just 
in time (buyer beware: like with any new technological advancement, new 
policy solutions are better served and understood with a dash of hindsight).

Chapter 4

How’d It All Work Out?
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LOADS AND LOADS OF DEBT

The most recent worldwide recession didn’t bode well for the globe’s gov-
ernment debt hawks. I discussed some of the reasons for the access to, avail-
ability of, and increased love affair with public debt after the latest worldwide 
economic downturn in chapter 1 (see, for instance, Figure 1.3, GIIPS Public 
Debt). Whatever the cause of record levels of debt, it’s easy to visualize the 
results. Figure 4.1 gives a brief glimpse into the average amount of govern-
ment debt across the OECD’s relatively developed world. Notice the greater 
than 10 percentage points increase in average public debt over the two years 
spanning 2007 to 2009. Figure 4.2 includes emerging markets (in addition to 
developed countries) and shows how the trend of average public debt growth 
has accelerated over recent years.

The traditional response has been what many may call the “textbook” 
answer to increased debts and deficits: governments need to get things under 
control before we end up in a full-blown debt crisis. If they don’t, the increas-
ing deficits will lead to higher interest rates via central banks’ increasing 
rate targets in their respective countries. Central banks increase their rates to 
counter potential economic overheating that may occur after all the govern-
ment spending increases; retail rates increase as investors demand a higher 
premium to cover what they perceive as greater risks associated with more 

Figure 4.1 OECD Average Public Debt. Author Generated from “General Government 
Debt,” OECD, Accessed July 22, 2019, https ://da ta.oe cd.or g/gga /gene ral-g overn ment- 
debt. htm.

 EBSCOhost - printed on 2/8/2023 3:04 PM via . All use subject to https://www.ebsco.com/terms-of-use

http://https://data.oecd.org/gga/general-government-debt.htm
http://https://data.oecd.org/gga/general-government-debt.htm


81How’d It All Work Out?

government borrowing. An increase in deficits which leads to higher interest 
rates may then “crowd out” private borrowing, since it’s harder to justify an 
investment when more of your top-line revenue has to be spent on borrow-
ing costs. The cost of borrowing money is a significant line item in every 
investor’s or entrepreneur’s pro forma; if that cost increases, the expectation 
of profit decreases and the motivation to invest falls. Traditionally, this has 
more or less been the prevailing case, especially across those countries that 
are less developed than, say, the United States. However, even in the United 
States, this crowding out effect has been especially dominant when deficits 
were high. Many consider fiscal reduction measures of the early to mid-1990s 
(see figure 4.3, U.S. Deficit/Surplus) to be the reason why salivating investors 
unleashed everything they had (figure 4.4, U.S. Gross Private Investment), 
increasing aggregate private investment so much that it led to the ensuing 
economic boom of the 1990s.

Government debt as a share of total GDP is far higher today, so shouldn’t 
identical deficit reduction strategies create the same, or even more pro-
nounced investor-led, success stories than it has throughout history? Well, 
like everything else in the wonderful world of policy, the answer to this 
question is almost always maybe yes and maybe no. While a lot of the early 
research into FCs focused on the potentially positive outcomes and benefit to 
GDP growth (see Giavazzi and Pagano, for instance), later research focused 
on the new data that began to question the supposition that FC policies can 
lead to anything good at all, while some even questioned the necessity of 
austerity in the first place.

Figure 4.2 Global Public Debt. Author Generated from “Global Debt Monitor,” Institute 
of International Finance, Accessed July 22, 2019, https://www.iif.com/Research/Data.
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If there is a consistently high correlation between cuts in spending—and/
or tax increases—and contractionary effects (shrinking GDP), then the case 
for FC plans may have been wrongheaded all along. A recent research article 
published by the National Bureau of Economic Research (NBER)—the 
organization responsible for deciding when the U.S. has officially entered 
or exited a recession, along with producing an inordinate number of Nobel 
laureates—seems to support this possibility with its finding that FCs “nega-
tively affect economic performance by reducing GDP, inflation, consump-
tion, and investment.”1 This particular study focused on mostly European 
countries (plus the United States) and made the point that such policies are 
especially counterproductive when implemented during a recession (more on 
the potential thriller that combines recessions and austerity soon). However, 

Figure 4.3 US Surplus/Deficit. Author Generated from “Federal Surplus or Deficit,” U.S. 
Office of Management and Budget, Accessed July 22, 2019, https ://fr ed.st louis fed.o rg/se 
ries/ FYFSD .
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the authors found, not that FCs necessarily begat shrinking economies, but 
that the economies that experienced fiscal austerity grew less quickly than 
they would have otherwise.

Given the high and rapidly growing debt-to-GDP ratios that transpired in 
the years after the recession, it might seem obvious to those with textbook 
knowledge of government debts and fiscal deficits that the central govern-
ment needed to find a way to pull back on the spending, increase revenues, or 
adjust fiscal policies in some manner to counter the potential for total fiscal 
calamity. Having loads and loads of debt isn’t a sufficient metric for impos-
ing a round of FCs, according to some. Paul Krugman was well known for 
his high-profile New York Times diatribes against austerity, especially in the 

Figure 4.4 US Gross Private Investment. Author Generated from “Gross Private 
Domestic Investment,” U.S. Bureau of Economic Analysis, Accessed July 22, 2019, 
https://fred.stlouisfed.org/series/GPDI.
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face of economic crises, and often (okay, always) criticized policymakers 
that advocated for austere fiscal policies in the wake of the recent worldwide 
recession:

Somehow it has become conventional wisdom that now is the time to slash 
spending, despite the fact that the world’s major economies remain deeply 
depressed. This conventional wisdom isn’t based on either evidence or careful 
analysis. Instead, it rests on what we might charitably call sheer speculation, 
and less charitably call figments of the policy elite’s imagination—specifically, 
on belief in what I’ve come to think of as the invisible bond vigilante and the 
confidence fairy.2

Krugman doesn’t pull punches. His reference to the “invisible bond vigi-
lante” refers to the theory that lenders—a.k.a. purchasers of government debt, 
whether private citizens, major investment banks, other central governments, 
or a country’s own government or regulatory authority—will lose faith in a 
government’s ability to make good on its debt obligations and quit buying 
bonds cold turkey, leaving a government without cash to continue operations. 
For places like the United States, Germany, and even outrageously indebted 
Japan, that hasn’t happened to the scale that some have forecast, yet. In other 
places like Greece, Puerto Rico, and Argentina, it has.

In light of the recent crisis and fashionable upswings in debt, long-term 
rates on government debt should increase (as debt increases, lenders perceive 
an increased risk of default and compensate that risk by demanding higher 
premiums in return, known as the risk premium, before they will purchase 
more bonds). Yet, the United States experienced multiple periods of fall-
ing long-term interest rates just after the deepest depths of its recession, 
exhibiting the opposite effect (see figure 4.5, 10-Yr U.S. Treasuries). What 
economic theory couldn’t predict is that a country backed by the credibility of 
the U.S. government and its healthy long-term record of making its obligatory 
payments may actually attract investors when the rest of the world is experi-
encing similar or worse economic conditions. An it’s-all-relative philosophy 
often prevails, even in the global financial sector. In a world of economic 
chaos, investors who had to do something with their money simply chose the 
least-bad alternative, so they chose U.S. Treasuries, which is generally con-
sidered the safest investment on Earth. Market forces didn’t compel that nasty 
risk premium to increase as it might have if the U.S. economy was faltering 
or if its government was the lone wolf, increasing deficits and outstanding 
debt all by its lonesome.

If countries are able to keep their interest rates low, maybe they shouldn’t 
be so concerned about debts and deficits, especially during an economic 
crisis. That’s the conclusion that many have drawn from recent data. An 
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IMF researcher, for example, recently compared nominal interest rates of 
government debt products with long-term growth rates to analyze whether 
having high levels of debt is really problematic. Many countries with long-
run growth rates that are expected to be larger than long-term interest rates on 
new loans can essentially borrow to infinity and beyond (and some are trying 
it!).3 Does this seem irrational, unreasonable, and contrary to everything you 
ever learned in life? Well, debt growth “without bound” assumes that one 
keeps that ratio inverted. In other words, growth rates have to outperform, and 
be expected to continue outperforming, long-term interest rates forever. For 
a country like the United States, some contend that this is a fact we have to 
get used to. Today the aggregate national debt held by the U.S. government 

Figure 4.5 Ten-year Treasuries. Author Generated from “10-Year Treasury Constant 
Maturity Rate,” Board of Governors of the U.S. Federal Reserve System, Accessed July 22, 
2019, https://fred.stlouisfed.org/series/GS10.
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is much higher (as a percentage of its GDP) than it has been in the past, but 
its average interest payments on this debt (adjusted for inflation) have been 
about the same since the late 1940s, according to Jason Furman, former chair 
of the Council on Economic Advisers under U.S. President Barrack Obama, 
and Larry Summers, former director of the National Economic Council under 
the same president.4 Higher debt has not automatically increased the portion 
of spending the United States has allotted to interest payments, giving cre-
dence to the argument that debt may have no bound, according to these two. 
Given that additional debt added to the U.S. total public debt grew anywhere 
from 6 trillion dollars to more than 10 trillion (depending on how you mea-
sure the portion of new debt that can be attributed to a sitting president—for 
example, the total deficits from every budget signed by a president may be 
a different amount than all of the deficits directly created by his policies, 
since members of Congress get a bit of say into what gets spent), ending by 
nearly doubling the total tally of aggregate public debt, and it seems that this 
particular administration heeded Summers and Furman’s advice. (To be fair, 
the deficit did shrink across subsequent budgets under President Obama, with 
some sleight-of-hand borrowing from other government funds intended to 
support elderly and retired individuals, i.e., the Social Security Trust Fund, 
which does not count as an addition to the national debt.)

Lower rates of borrowing in developed and credit-worthy countries like the 
United States can also counter the traditional theory that high debt necessarily 
increases rates and hurts investment. If higher levels of aggregate debt lead 
to increasing interest rates for borrowers in the private sector, then the cost of 
investing in economic capital can rise, stymying total investment. But interest 
rates have continued to remain low in the United States, as noted previously, 
which have justified new investments and increased company values (as 
reflected in stock market indices).

It’s easy to find examples of countries that have experienced fiscal crises 
due to huge debts and unmitigated deficit growth (see case studies in Part 
Two of this book). This simple fact leads news media gurus to make an incor-
rect generalization to other countries, no matter the size of an economy, level 
of development, location, resource advantages, monetary system, rule of law, 
history, military dominance, and so on. But it’s an erroneous and illogical 
mistake to compare debt crises in a place like Chile in the early 1980s—or 
almost any Latin American country of that time that were heavily reliant upon 
the lending and subsequent bailing out powers of the IMF’s combined eco-
nomic and financial authority—to that of a developed and advanced country 
such as the United States or many of those in Europe. Nonetheless, too many 
draw the conclusion that circumstances in one place must also apply every-
where; high levels of growing debt in the United States will inevitably lead to 
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lost access to the credit markets and an eventual economic catastrophe, debt 
crisis, and general looting and pillaging from sea to shining sea.

One of the major distinctions between most lesser developed countries and 
a U.S.-type behemoth is that the United States can print its own currency, 
and then borrow from itself. This gives the United States a lot of control over 
the variables that generally contribute to interest rates, debt-to-GDP ratios, 
and the money it has to pay back those debts. In fact, many advance the idea 
behind a newly popular theory known as Modern Monetary Theory (MMT). 
Under this theory, a country with a sovereign currency won’t really have any 
debt “problems” per se, and needs to worry little about restraining spending, 
since it has the keys to the printing offices. If you can finance your debt by 
keeping the print shop doors open just a little longer each day, then you may 
also be able to push rates low, increase investment, improve private savings 
rates, feed the hungry, build out unlimited infrastructure, give everyone a 
free university education, and supply every graduate with their own Subway 
franchise. The only constraint to this type of self-financing is the potential 
for inflation. Given the low levels of inflation in many countries (especially 
in the United States) since the massive increases in debts and deficits after 
the Great Global Recession, MMTers have a bit of evidence on their side 
that inflation fears are a bunch of cockamamie nonsense.5 But what happens 
as Central Banking policies normalize (rate targets increase) and economies 
recover and/or boom, reaching and growing beyond full employment, which 
increases inflationary pressures (as can be seen in the United States as of the 
writing of this book)? Furthermore, MMT seems to have some credence in 
good times, but what happens when the next, inevitable economic downturn 
causes credit ratings to waiver, borrowing rates to go up, increases limita-
tions on spending programs dependent on more borrowing, or substantially 
increases the proportion of a government’s spending on interest relative to 
GDP or tax revenue? As many less successful countries can tell you (and 
many successful ones), a country’s fiscal status can get out of hand very 
quickly during an unpredictable economic wobble, leaving unprepared coun-
tries far behind in the aftermath.

Very few deny that we can just print money in perpetuity without conse-
quence (here’s looking at you Venezuela6), nor that there aren’t other prob-
lems with spending taxpayer money faster than the government can take it 
in (see upcoming interest expense discussion, for example). But having your 
own sovereign currency does provide for a set of tools that others aren’t 
afforded. Look at the relatively small, isolated country of Japan, which issues 
and prints its own currency, and borrows in the Yen. Its debt-to-GDP is the 
highest in the world, by a long shot, with a ratio of well over 250 percent. 
Why haven’t they imploded and sunken to the ocean floor? Not only have 
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they not submerged, remarkably, real interest rates on their long-term debt are 
negative, due to the existing state of deflation, or an overall falling level of 
market prices. This means that some banks are crazy and/or desperate enough 
to be willing to pay the Bank of Japan (the central bank of Japan, aka BoJ) a 
rate of interest to hold their money.

I will discuss the unusual case of Japan more in the case studies section, but 
the theory behind the seemingly odd choice of Japan’s central bank to impose 
negative rates is that it wants to reverse deflation, and even try to get some 
inflation and economic growth going. To do so, the BoJ has tried to reverse 
the dominating incentive to take money out of more productive resources 
and simply let it sit and earn interest in the central bank’s vaults. Having to 
pay another bank to hold your bank’s money is pretty strong motivation to 
seek other opportunities. If there are any viable investment alternatives in the 
private sector (hopefully more productive households and businesses), the 
theory is that private sector banks will start to seek those, and the economy 
may again have a chance at life. Despite such an unusual monetary and fis-
cal policy, Japan has been able to maintain high levels of debt and deficits 
without causing an uncontrollable acceleration to the rates of interest that 
may otherwise have been brought about by a lack of lender confidence. Are 
such monetary tools a benefit to the grandiose economies of the world, or a 
detrimental moral hazard that will lead to even greater debt that will deter 
economic growth and a well-oiled overall economy?

CONFIDENCE IS KING

Whether asking the one you admire out on a first date, giving a speech in front 
of a crowded auditorium, or taking the necessary steps to invest your life sav-
ings in a business concept that you just know is going to work, your success 
will likely depend on your level of confidence. Confidence can also be king 
when it comes to economic improvement. Related to the average citizen who 
consumes goods for his or her family, as well as businesses that need to feel 
good about their investments, it’s important for economic actors to feel as 
though the economy is on the right track before being comfortable enough to 
make the decision to consume and invest.

How does consumer and business confidence relate to fiscal policy? When 
country debt is high, investors may grow concerned that a central govern-
ment lacks the competency to improve or maintain economic prosperity, 
leading to a reduction in confidence in the economy and an accompanying 
reduction in investment. Without confidence in our policymakers’ ability 
to control the debt, we as a society cut back on our spending and investing 
concerned that either harsh austerity measures will have to be implemented 
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soon or an economic battle to the bottom may take place. Therefore, one of 
the arguments by some fiscal adjustment supporters is that policymakers need 
to do something now to restore confidence, which will then translate to an 
economic contribution by economic actors, which will propel an economy in 
the general direction toward Nirvana.

Referring to what he called the “confidence fairy,” Paul Krugman wasn’t a 
fan of this philosophy, especially in a tough economic climate. Being an anti-
austerity, spend -and- inves t-tax es-ba ck-in to-th e-pub lic kind of economist, 
Krugman frequently dismissed such ideas as “fantasy,” noting that few cases 
substantiated this idea, and more often than not other factors were the real cul-
prit behind economic restoration, not confidence.7 Yet many other researchers 
focused on FC policies have found the exact opposite results: consumer and 
investor confidence play a major role in our economic well-being.

Having worked with countless investors over the last couple of decades, 
from institutional sized hedge funds to college savings–funded start-ups, 
this idea strikes a practical chord with me. Though there are a lot of fac-
tors that eventually culminate in the decision to make an investment, every 
(good) investor takes a top-down analytical approach to the future direction 
of their efforts that begins with consideration of the current macroeconomic 
climate. Clearly if we’re entering or in the middle of a deep recession, it’s a 
more difficult decision to pull the trigger and release your funds and efforts 
into the wild (unless you have the marketing skills of Looney Larry and his 
mobile surgery truck). Within this macroeconomic analysis, investors have 
to consider how accurate their assessments of future revenues and costs are. 
Ascribing to the theory that a rising tide lifts all boats one will consider an 
economic expansion as a probable positive contributor to future revenues, 
and conversely, a recession will inhibit revenue growth (though you rarely 
hear someone say an ebbing tide leaves boats stranded).

Revenues aren’t the only factor in the business assessment mix. Costs, in 
this case costs controlled by policymakers, have to always be considered. If 
your investment is headed toward an industry that you know is about to be 
slapped with new red tape, you have to ponder whether these new costs of 
doing business will be a limitation on profitability (in general, they are). By 
the same token, if an investor foresees that an industry will incur higher tax 
rates, business confidence can wane, investments may be withheld, employ-
ment growth will fall or stall, and so on. So, what if an astute investment 
analyst in a country with a booming debt and deficit sees—what he or she 
considers to be—the writing on the wall, knowing that at some point in the 
future FC policies will need to be enacted? If this consolidation is expected to 
be composed of a large cut to government spending, aggregate spending may 
hit a business in the wallet (depending on where the spending is cut and how 
closely related that segment of government spending is to your business). If 
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the consolidation is expected to be driven by a set of significant tax increases, 
chances are high that the profit machine that you invested in will not be quite 
as profitable in the future. Add up all of the consumers and investors in the 
economy who think along these lines and confidence indicators will begin to 
shilly-shally. Dr. Krugman might think of “confidence” as a mythical variable 
with little influence, but in the practicing world of business and investment, 
that gut feeling about future costs has a real effect on investment.

If today’s FC, therefore, takes away this uncertainty (for the moment), then 
it can be assumed that confidence in the future will improve and consumption 
today will be stimulated. Alesina and Drazen discussed this possibility as it 
relates to fiscal policy back in the early 1990s, when they found that out-of-
control debt—debt that was universally thought to eventually require a fiscal 
adjustment—hampered confidence until an adjustment actually occurred.8 
While policymakers are motivated to avoid taxation for political reasons, 
delaying what is perceived as an inevitable FC can lead to waning confidence.

Investors aren’t thoughtless oafs in the art of economics. They tend to real-
ize that the longer policymakers wait, the more dramatic government spend-
ing will need to be cut or that taxes will need to be raised in order to return 
the nation’s finances back to the stable fiscal path that policymakers knew 
it needed to be on. The business owner and investor class seems to strongly 
prefer stabilization and certainty—even if it means the implementation of a 
policy that lowers profitability today—rewarding required austerity with their 
confidence, purchases, and investments.9

Within these confidence-infused models, it’s important to note that the 
distinction between the various compositions of FCs is especially important. 
If you run a business, or are an investor, would your outlook be more unen-
thusiastic toward a FC that was built on an adjustment to spending policies 
or tax policies? The answer is, of course and as always, that depends. Firms 
that are direct contractors to the defense sector, for example, might not be 
too happy if legislators come up with a plan to curtail the deficit with mas-
sive cuts to national defense. Northrop Grumman, one of the largest defense 
contractors in the world, develops “precision weapons, tactical rocket motors 
. . . ammunition and gun systems, advanced fuses and warheads, weapon-
ized special-mission aircraft, and propulsion control systems.”10 Needless to 
say, Northrop doesn’t take these types of policies kindly. A fiscal adjustment 
that includes a shock to government spending, especially focused on defense 
spending, would get you on their bad side (given Northrop’s line of work, 
there may be a reason why not many legislators advocate for spending cuts 
that will harm Northrop’s revenues).

However, more businesses (all of them, to be precise) are impacted by 
general increases in corporate taxes than they are by negative government 
spending shocks. While policymakers probably aren’t too keen on getting 
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into a fight with Northrop Grumman and its raucous band of defense sector 
buddies, they are also not fans of having long lines of business lobbyists 
knocking on their door to offer statements such as “If our business clients 
have less money, you will have less money—get our point?” Aside from my 
politically skeptical arguments for why policymakers may not always depend 
on tax adjustments as their preferred tool in the FC kit, researchers also pres-
ent loads of data concurring with the notion that government spending needs 
to be addressed in order to appease businesses and corporate investors; other-
wise these investors realize that there is nowhere to turn but to taxes in order 
to cover the endless increases in government spending.11 Since it is generally 
easier (and more appealing to lovers of instant gratification) to increase taxes 
today as a means to improve revenues and trim deficits, it is important for 
policymakers to have an understanding that investor confidence does impact 
investor action and tends to be more negatively correlated with tax-focused 
FC policies than with alternative versions that focus on spending. How much 
that real-world “confidence” translates to economic data variables that impact 
economic performance is a grander question that the Krugmans of the world 
are ready to fight (unless Northrop Grumman is involved, in which case they 
win).

KILL THE DEBT OR LET IT RIDE

Given what some see as more contemporary evidence dismissing the need 
to fear bondholders’ henchmen or mythical confidence genies, when our 
economic winds turn unfortunate, should central governments simply invest 
in our economy and help those in need, to heck with the debt and deficit? 
Plenty of developmental economists make the ardent point that investments 
in human capital that help provide jobs for citizens, healthcare for those 
without, pension security programs that offer basic incomes to the elderly, 
and enhanced educational opportunities for the next generation of economic 
contributors are well worth any potential curse placed upon society by high 
debt. But, maintaining existing public transfer and welfare programs in most 
countries demands consistent increases in spending. Add an allotment for 
new needs, plus the general trend toward aging societies across the developed 
and developing world, and it’s difficult to find the justification for what looks 
like a guaranteed deficit hole that can only get bigger.

Others wonder why central governments can’t just maintain a middle-of-
the-road philosophy that ensures that FCs are paid for by improved revenues. 
The idea of a balanced budget amendment added to the constitution of a 
government is nothing new: Germany, Hong Kong, Italy, Switzerland, and 
Spain have versions, while the United States has debated the idea for some 
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time (almost all of the states have their own separate balanced budget require-
ment). The effectiveness of such legal mandates is debatable, however. 
While Germany and Switzerland are known for their fiscal dominance and 
budget forethought (Germany had such a high, record surplus in 2018 that 
it had to call for immediate tax cuts to quit taking so much money from its 
citizens unnecessarily;12 Switzerland had its own surplus at the same time. 
which drew anger from citizens who called its budgeteers “tightfisted”13), 
it’s doubtful that anyone will say the same for Italy or Spain anytime soon. 
At the time of writing this book, Italy was strong-armed by the EU to keep 
their deficit from growing more than 2 percent of GDP in 2019.14 Spain, on 
the other hand, is just trying to keep it below 3 percent,15 a vast improvement 
from recent years.

Maybe reducing deficits shouldn’t be the prerogative of a prudent policy-
maker, but we should instead focus more on societal benefit spending that 
anticipates future returns, paid for by tax increases for the wealthy among us. 
Unless of course, we’re in an economic downturn, then it’s a debt free-for-
all. Most of these types of arguments, however, are generally made on behalf 
of countries that are perceived to have the financial ability to sustain such 
spending and investment levels, even in contractions, have the ability to print 
and spend with few repercussions (relative to the rest of the world), and have 
a class of wealthy individuals who may be willing to give up a bit more of 
what they own without packing up, firing up the GV, and moving to (add the 
name of your favorite tax haven here).

Even if big debts and deficits are sustainable for some, and those developed 
economies have the ability to spend more on supporting transfer, welfare, 
educational, or other investments in society, one can’t help but imagine if 
there were no debt payments at all. The United States, for example, currently 
has a monthly payment for interest on its existing debt of nearly 44 billion 
dollars16 (keep in mind that these are just expenses for the interest on total 
debt, not including principal). If the United States miraculously eliminated 
all of its debt and was able to spend 523,000,000,000 dollars a year on some-
thing else, it could provide every impoverished person in the country with a 
monthly income of $927. With an average household size of 2.56 people17 (I 
will round up to three so you don’t have to imagine what 0.56 of a person 
looks like), an impoverished family could gain 2,781 dollars per month, 
entirely eliminating poverty within the United States (the Federal Poverty 
Line for a family of four stands at an income of approximately 2,100 dol-
lars per month). If Germany were to do the same, it could give more than 
300 dollars (USD) to each of its impoverished citizens monthly. Add up the 
number of impoverished persons in a single family, and the amount of basic 
minimum income could easily reach into the thousands. Fan of a Universal 
Basic Income? Find a way to eliminate the debt, and you just might be able to 
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convince a few people to support you. Though, with freed up funds, comes a 
lot of new, outstretched hands looking for innovative ways to spend it.

Of course, the idea of total debt elimination is a mere fantasy; no serious 
person thinks we can ever eliminate any country’s public debt and interest 
payments. But the illustrations are demonstrative of the power of govern-
ment debt and the opportunity costs of its existence. Consideration of both 
extremes of the debt spectrum—spend like there’s no tomorrow versus elimi-
nating the debt—leads us to a debate common in political discussions around 
the world: Who is better suited to efficiently use and invest the public’s 
money, the government or individual, private citizens?

NEW DEBT DATA

If you haven’t asked already, you should be wondering: What policies have 
been enacted since the latest worldwide recession and how have they all 
panned out? If you are the type that likes to save time and just get to the heart 
of the matter, you might be disappointed to learn that no one really knows. 
At least, that’s my highly skeptical view of the existing academic, policy, and 
political debate. Though it has been a decade since the Great Recession ended 
in the United States, it is still relatively early to understand the data related 
to FCs. We’re also too fresh out of the recent global recession to know, with 
certainty, the full economic impact of policies enacted during the recession 
and how they will fare in the long run, especially for countries that experi-
enced recessions that ended far beyond 2009. The literature investigating the 
short-run macroeconomic impact of FCs is also still in its nascency, attempt-
ing to wrap its head around the distinct and separate effects of FCs, outside 
of the noise of accompanying policies and other macroeconomic variables. In 
the second half of this book, I’ll investigate a few cases that extend to times 
before the recent big recession to provide some context to periods studied 
since the Recession.

Perhaps the facts are more accurately captured by stating that no one really 
knows of a particular policy solution that has worked one way or another 
for more than a small homogenous group of countries. In other words, there 
is no austerity solution that can be generalized to any given country at any 
given moment in time. To that end, no one can be perfectly certain of how 
austerity has impacted the world, whether FC policies have been overwhelm-
ingly ineffectual (as related to their impact on economic output and overall 
performance), whether policies that have been incorporated tangential to 
FCs have had a greater impact on output than the fiscal adjustment policies 
themselves, or whether economies have improved or fallen to the wayside all 
on their own.
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Putting my bleak opinion of our mutual knowledge of the world aside, there 
have been some notable updates that have built upon our current understand-
ing that provide greater insight into how contemporary fiscal policies have 
been enacted and how (or if) they have benefited their respective countries.

Since the conclusion of the Great Recession, interest in the impact of FC 
plans on output has proliferated. Recent trends in the literature have a wide 
variety of extensions, having evolved econometrically and theoretically and 
are far from being concluded, however, are still often based on the same 
identification and theoretical findings advanced in Romer and Romer’s 2010 
paper and others throughout the academic world’s literary past.

Alberto Alesina and Sylvia Ardagna—both of Harvard University and 
the NBER at the time—helped kick off the latest collection of studies that 
empirically analyze the short-run macroeconomic effects of fiscal adjustment 
policies with one of the first such studies post-Great Recession (2010).18 Just 
a few steps outside of the latest global crisis, the researchers took a stab at 
analyzing fiscal policies presently enacted, knowing that policymakers were 
seeking solutions to return to normalcy in their budgeting decisions and stop 
(or at least slow) growing national debts before they become unsustainable. 
Given the fiscal jolt administered to national finances during economic con-
tractions (due to output slowing, as well as stimuli in the form of tax cuts and 
spending increases), deficits and debt grew enough to precipitate a discussion 
on how to create a long-run prudent fiscal path. As policymakers considered 
how to correct the imbalances, the debate about cutting debt-to-GDP growth 
wasn’t too different from the debate that incurred about which fiscal stimulus 
created the best economic by-product. Whereas those considering stimulative 
policies sought answers to whether tax cuts or spending increases were the 
most beneficial to an economy, when it came time to dispute debt and defi-
cit reductions, the flip side to these policies became the discussion du jour 
right after the crises. Though seemingly simplistic (we’ll discuss some of the 
nuances here as well), the question of tax vs. spend is forever at the heart 
of the debate: Will tax increases or spending cuts lead to the best economic 
results?

As I’ve noted in other parts of this book, debates that pit politically charged 
ideologies against one another are not for the thin-skinned. Nearly everyone 
has an opinion on where and how they think their government should levy 
taxes and divvy up dollars—right-of-center idealists try to persuade us that, 
of course, spending cuts are the only way to bring deficits to their knees, 
while more liberal-leaning policy analysts passionately defend the need for 
tax hikes. Surely economic policy experts from academia and beyond too 
have similar political biases, but they are more adept at supporting them with 
a bit of data, empirical support, historical examples, and established eco-
nomic theory. Since many of these “experts” reside as technocratic advisers 

 EBSCOhost - printed on 2/8/2023 3:04 PM via . All use subject to https://www.ebsco.com/terms-of-use



95How’d It All Work Out?

to the hands that mold future policies, we hope to control for biases with fair 
assessments based on transparent methodological approaches.

The next-gen Italian Duo of Alesina & Ardagna took it as their calling to 
investigate episodes of consolidation that include both tax adjustments and 
spending policy shifts, developing methods for distinguishing between the 
two types of policies, while also considering which led to the most favor-
able outcomes. Having a better understanding of how one’s beliefs about 
the difference between taxation and spending-focused fiscal adjustment poli-
cies align with the reality that real-world data presents should lead to better 
answers for the world’s authorities. Being well aware of the need for better 
information, they also understood that many stubborn ideologues merely 
look for support to help them sell their own unwavering policy prescriptions. 
Regardless, they tarried on, hoping for the best. Using OECD data from 1970 
to 2007 (up to the start of the 2008 global crisis), their 2010 paper studied 
twenty-one countries, including a number of strong economies in Europe 
(Austria, France, Germany, etc.) plus some not so well-known for being eco-
nomic powerhouses (Greece, Italy, Ireland, Portugal), Australia, Japan, and 
the United States, among others. Their intention was to figure out the exact 
point at which fiscal policies shifted, then look at how those policies were 
linked with other macroeconomic variables, specifically considering “the size 
of the fiscal packages” (i.e., the magnitude of the change of the government 
deficit) and their composition (such as the percentage change of the main 
government budget items relative to the total change),”19 while considering 
how closely those policies were correlated with changes in economic output. 
Figuring out when fiscal policies shifted, and whether they adjusted to a 
degree of magnitude that was worth studying, was, as always, a difficult task. 
The CAPB—that which smoothed the effects of the usual business cycle’s 
ups and downs—seemed to work well at the time and served the job of identi-
fying FCs, as well as fiscal stimuli. Theirs was a valiant effort to reduce some 
endogeneity issues in an attempt to find fiscal shifts that were implemented 
for the good of the long-term fiscal outlook and future economic well-being 
of a country, unrelated to the current state of the economy, to help end the 
debate between the warring ideologies and find which of these types of plans 
were really the best.

Applying the CAPB method to the dataset, they decided to select and study 
only those fiscal movements that were greater than 1.5 percent of GDP. Con-
sidering all of the available plans, they anticipated dissenting arguments by 
picking only the cream of the crop, that is, a 1.5 percent adjustment is pretty 
large. While this extra care may have overlooked smaller FCs that should 
have been included into their dataset, the authors wanted to be sure there 
was no disputing the fact that these shifts were intentionally administered by 
policymakers to cater to the long-term interests of a nation’s fiscal health. A 
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list of 107 FCs (most lasted just one year, but some were part of plans that 
were implemented over multiple years) and 91 stimulative fiscal policies 
(an even greater number of fiscal stimuli lasted for just a single year) were 
compiled. To be considered a “successful” consolidation or stimulus, it had 
to be correlated with an expansionary period (only around 3 percent of total 
observations achieved the author’s strict definition) as well as a reduction to 
the nation’s public debt (also around 3 percent of the observations of both 
stimulative fiscal adjustments and consolidations met this threshold).

Applying a simple regression to these most extreme cases with the avail-
able pre-recession data, results were interesting and a bit different than the 
policymakers who enacted the fiscal adjustments may have wanted. Stimu-
lus plans based on spending turned out to not be as effective as expected: 
stimuli associated with economic booms were correlated with relatively small 
spending increases (around 1 percent of GDP), while a shrinking economy 
was correlated with much larger spending increases (around 3 percent of 
GDP). Large tax cuts were also associated with economic growth (a bit of a 
surprise), and contractions were linked with slightly positive tax hikes (less 
surprising). Though not the final answer to the world’s fiscal policy problems, 
enthusiastic supporters of spending stimulus and tax increases as economic 
activity boosters weren’t too happy with these results.

The outcomes related to FC policies were also pretty interesting, run-
ning contrary to the common Keynesian beliefs more prominent before and 
during the global recession. When FCs are implemented, the implementers 
(policymakers) are trying to do two things. First, they want to, obviously, cut 
the deficit and debt. So, a successful fiscal crackdown should do just that. It 
would be fairly embarrassing if one was not able to create a policy to cut the 
deficit with an FC that explicitly calls for a decreased budget outlay. Second, 
the whole point of trying to crack down on debts and deficits is because you 
stand behind the theory that doing so will get the confidence fairy off the 
couch, stave off bond bandits calling on their loans, or ignite some other 
variable that leads us down the road to economic growth. Trim the debt and 
kindle growth and you have a successful consolidation. Surprisingly, success 
didn’t always align with the expected results of the day.

In the Alesina and Ardagna study, economic contractions followed spend-
ing cuts of about 0.7 percent of GDP and revenue increases of 1.2 percent. 
Small cuts and tax increases correlated with shrinking economies. On the 
other hand, if spending cuts were large enough, economies tended toward 
expansion. Spending cuts of more than 2 percent and slight revenue increases 
were strongly correlated with economic growth. Per the authors, there is 
a substantial and important difference between FCs that focus on cutting 
spending in order to reduce the deficit, versus policies that focus on rais-
ing taxes. While both spending-focused FCs and tax-focused consolidations 
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have a negative effect on the growth rate of GDP, results strongly favored 
spending cuts over tax increases as the least harmful to short-run economic 
performance.

The distinction between FC policies that are based on government spending 
and those that are tax-focused is important for several reasons. Neoclassical 
theorists traditionally offer up a tri-channel rationale for why one type of pol-
icy may be more beneficial than the other: substitution effects, wealth effects, 
and distortions, all act and react differently to tax and spending adjustments. 
For example, as noted before, a precipitous fall in government spending (as 
long as you aren’t a government employee getting fired, a contractor losing a 
new government gig, or have some other major benefit derived from the gov-
ernment’s spending) may increase an individual’s perception of wealth, since 
it can be assumed that taxes won’t have to go up (or can even be decreased) 
in the future to take care of rising deficits. When you feel like someone with 
new money, you spend like someone with new money. The same distinctions 
may apply when considering aggregate investment within the private sector 
as well. If the government spends less and the same expectation of future 
lower taxes prevails, investors may invest more heavily. If those investments 
pan out (though you may not feel like a lucky entrepreneur, for the most part, 
increases in total investment lead to positive returns), the economy tends to 
produce and consume more. With regard to FCs, increases in taxes have vir-
tually the opposite effect of a decrease in spending, per this line of thinking.

Reverting back to the Keynesian system of economic theory, multipliers 
within a consumption model view tax increases and spending cuts fairly 
similarly. Large spending cuts must necessarily beget a downward trending 
economy (reductions in spending will lead to a reduction in total aggregate 
output), while tax increases should result in the same effect. Yet, more 
recently, for both old-school Keynesians and models of new-Keynesianism 
that incorporate some neoclassical elements, the multiplier on spending is 
similar, but is generally expected to be grander than that for tax increases.

Irrespective of what effect you expect spending and tax policies to have on 
economic output, before and during the global recession most anticipated that 
there should be a distinct difference between the various types of policies. 
Yet, there continued to be a big debate about what that difference is expected 
to be (theoretically) and what it is (with empirical results and analysis).

A number of economists began separating and studying the policy distinc-
tions in the late 1990s and directly after the global recession in 2010, how-
ever, in subsequent and more recent attempts, Alesina and others more finely 
parse the types of policies to discover how an assortment of spending-based 
alternatives impact short-run economic output.

In 2017, a larger gang of Italian economists—which included the now 
famous Alesina and Giavazzi—started digging into the differences between 
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various policies by estimating multipliers for three components of govern-
mental budgets (government transfers, public spending, and taxation).20 In 
most prior studies, analysts combined the various components into one single 
government spending category. However, being distinct categories of spend-
ing that impact separate sectors of the economy, adjustments to transfer, 
investment, and other types of government spending should have different 
effects. At least, that’s how the theory goes.

We previously distinguished transfers from other forms of government 
spending in the discussion on how GDP is measured. Since transfers simply 
move money from the government to a private entity without an exchange of 
a good or service, they aren’t counted in measures of GDP. Along the same 
line of thinking, once transfers are consumed by the transferee, they have 
little impact on GDP, if any. On the other hand, because the government is 
providing funds that support welfare and other social goods and services, pri-
vate sector individuals that would otherwise have purchased those necessary 
goods and services on their own, no longer will. Adjustments to the amount 
of government spending on transfers, therefore, should have an impact on 
private consumption. While in the past, researchers have been criticized for 
not disentangling the spending categories, thereby leaving open the oppor-
tunity for disputes about the validity of results, an improved approach that 
better separated spending types has opened the doors to a more thorough and 
nuanced discussion. In recent years (see prior-noted 2017 paper, for exam-
ple), Alesina, Giavazzi, and crew developed new techniques that provide an 
opportunity for policymakers to better understand the effects that variously 
composed FCs will have on an economy. Again countering prior supposition 
and tradition, transfer-based spending-focused FCs have had a better return 
on policymaker efforts to improve a deficit than tax increases. Considering 
the long view of an economy, economic actors realizing that government 
transfers and entitlements have become a major component of government 
spending, see cuts to this category as advantageous to their future. Attempts 
to control a major, long-term consumption category today provides confi-
dence that the government won’t have to make up for it on the backend with 
major tax hikes.

With new, seemingly contrary results, could poorly constructed identifica-
tion methods be to blame? If Alesina et al. reverted back to the cruder CAPB 
modeling techniques, wouldn’t it be easy to discount their results as inher-
ently flawed from the beginning? Building on Romer and Romer’s original 
narratively defined approach to identifying FCs, as well as on the IMF’s 
previously pugnacious and undeniably thorough dataset that scoured decades 
worth of paperwork from seventeen OECD countries to identify fiscal 
adjustments that happened up until 2009-ish, researchers created a new and 
heartier set of figures that extended beyond the peaks of the economic crises 
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of the 2008 global shock to and up through 2014. This newest iteration was 
especially thorough in breaking down the finite details of every policy plan, 
while also emphasizing the magnitude of fiscal policies. For example, if a tax 
increase was created, was it a sales tax, an income tax, or some other form? 
An unavoidable poll tax may have a different effect on private consumption 
than an increase in the EU’s VAT, just like different types of spending may 
have a different impact on macro behavior. Having access to data at its most 
disaggregated levels provides an opportunity for an assessment “with higher 
precision in the magnitude and the exogeneity of every prescription,” which 
should reduce measurement errors and more closely examine the true exoge-
neity of specific measures.21 Alesina’s new results seem to be supported by 
sophisticated models that have covered all of the bases, to date.

Perhaps even more impactful is the acknowledgment of how policies are 
directed and implemented in the real world. Since so many fiscal adjustments 
are created in a time vacuum, it’s helpful to see how or if the interactions 
between variables shift based on whether fiscal plans are designed to be 
installed and sunset all within a single year, of if they are enacted in such 
a way that they phase in over a period of years at increasing or decreasing 
levels of tax and spending changes. The latter case, defined by years-long 
comprehensive planning, is the more common and real-life scenario.

In the previously cited example of the UK, parliament proceeded with a 
plan to cut back on the doomsday scenario predicted by the growing deficit of 
the early 1990s with a multiyear plan that spanned from 1994 to 1997. In the 
first couple of years, the crux of the plan was based on tax increases, which 
flipped in the next two-year budget that emphasized government spending 
cuts. If the impact of one type of consolidation is distinct from the other, it 
doesn’t make total sense to merely define the entire episode as substantially 
spending-focused or tax-focused. Additionally, to those expectations advo-
cates who think that announced and anticipated future plans have some say 
in how consumers consume and investors invest, knowing what type of con-
solidation is going to be running wild on the economy and when may affect 
private consumption and investment today, or next year differently. The artful 
creation of a method for differentiating between these multiyear plans was 
an invaluable and generally underappreciated contribution to FC research. 
Whereas most previous studies ignored how “real-world” fiscal plans are 
stylized, such an omission led to results which were impractically applied 
to present-day solutions that couldn’t capture the variation of consumption 
responses that phased in (or out) over a period of years.

Additionally, the creation of the EU requires an analysis of how plans are 
derived and administered. To the annoyance of many in the EU since the 
global recession, the EU has imparted heavy demands on countries that need 
to comply with its debt/GDP standards, as well as insists on approving the 
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depth of an FC plan (as well as the time frame over which it will be rolled 
out) to correct deficit trends. While the body generally allows country-level 
administrators to decide on how they comply with a broader framework, the 
EU is seen as having the final say and can even “suggest” changes to such 
plans over time. Treating fiscal plans as if they don’t normally operate in this 
fashion has led to unfair assessments and incorrect assumptions about which 
variables are causing which effect. Modeling techniques that fail to account 
for mid-plan adjustments may incorrectly attribute a particular result with an 
original, yet contemporaneously obsolete, FC plan.

After including data on plans that are executed over time, the Alesina 
team’s decision to bring a unique model to the empirical mix was the most 
relevant to the policy world. By breaking down the largest and most robust 
narrative-based dataset of the day in such a way that distinguished between 
FCs based on public spending initiatives, governmental investments, taxa-
tion increases, and transfer cuts, allowing for the estimation of multipliers on 
these components, research has been able to study FCs in a detailed manner 
that no other study has allowed. If one is able to determine exactly how a 
decrease in a particular type of spending, or an increase in a particular type 
of taxation, can impact a nation’s aggregate demand, we may finally be on the 
road to discovering which policies are the most righteous ones. Per Alesina, 
letting the tax man clean up the fiscal house led to an average loss to GDP of 
at least 1 percent, even four years down the line,22 while private investment 
responded to tax increases by falling more than 3 percent. To put it into terms 
more relevant to the policymaker, according to this model, for every 1 percent 
increase in taxation, private investment is expected to fall by an average of 3 
percent immediately, while aggregate GDP will also take a significant hit in 
the medium term. Policies with a focus on higher taxes as a means to make 
up for increasing budget shortfalls cause “much larger output losses” than 
those reliant on cutting back on public expenditure-based FCs, leading to less 
effective FC plans.

Today’s battle ensues, as others have found the precise composition of 
an FC to be irrelevant and my own research has both supported and negated 
the findings of Alesina, the IMF, Ramey, Romer, and others. Being that 
the narrative approach (though increasing in popularity because, well, who 
doesn’t love a good story) isn’t used exclusively and still has to compete 
with more complex approaches such as specialized VAR techniques, DSGEs, 
and more as methods for identifying FCs, the various techniques often dif-
fer in their choices of which consolidations to study, with wide-ranging 
results. In one recent study, for example, a group from the Netherlands and 
Germany—known as two of the more fiscally disciplined countries of the 
developed world—proposed the elaborate-sounding “Bai-Perron structural 
break” approach, finding little evidence for a distinction between spending 
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and tax-focused consolidation policies as related to their impact on short-run 
economic performance.23

MONEY POLICY CAVEAT . . . AGAIN

I know, I keep promising that this book isn’t going to be about monetary 
policy. But, monetary policy, as it relates to exchange rate fluctuations and 
targeted interest rates, has been the bane of many researchers’ existence 
when it comes to the fiscal policy–dominated discussions of austerity and its 
wider implications. Both central banking policies and exchange rate policies 
have an underlying influence on macroeconomic performance under periods 
of FC. (Sometimes I consider exchange rate policy decisions to be separate 
from central bank policies, as they may be implemented at the bequest of a 
legislative body, although most decisions related to shifts in exchange rates 
are directed by the all-powerful hand of central bankers.)

As alluded to previously, most countries seem to experience a consistent 
rise in net exports during—or immediately after—FCs, while such rises in 
net exports are highly correlated with falling domestic currency values24 that 
can counter a decrease in domestic demand. In the IMF’s narrative-based 
investigation of 2014, they found that a rise in real exports combined with a 
decline in real imports to create a significant net contribution to GDP.25 They 
also concluded that the mechanism for shifts in exports could be attributed 
to the depreciation of domestic currency (given a 1 percent of GDP FC, cur-
rency devalued by 1.57 percent within one year), as opposed to a relative 
price-level shift. This means that something happened within the country 
to reduce currency value, not that all other countries somehow increased 
their relative exchange rates or currency values through their own internal 
monetary policy decisions. Even more specifically related to the distinction 
between FCs based on spending versus taxation, some studies have found a 
resulting appreciation of the home currency following an increase in gov-
ernment spending in the Euro area,26 but others have found opposite effects 
for the United States,27 as well as the UK, Australia, and Canada.28 In these 
studies, the real exchange rate depreciated in response to higher government 
spending, which led to an improvement in GDP growth given the offsetting 
power of increased exports.29

Does a country’s chosen exchange rate have an impact? Several additional 
case studies are regarded as classic examples of how various exchange rate 
regimes have influenced demand. For the most part, a country can choose to 
follow one of several categories of exchange rate regimes: a complete and 
total free float, a float managed by an all-knowing hand, and a fixed exchange 
rate. Within each category are a number of varieties, but theoretically, the 
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different policies should affect the value of a home currency (the whole point 
of having them), which can then influence how exports and imports flow, 
and can then affect the overall economy. Thinking back on Denmark and 
Ireland’s fiscal policy experiments of the 1980s, pegged exchange rates were 
implemented to force a rapid decline in inflation. Under their self-enacted 
periods of FC (as opposed to what some consider today the forced benevo-
lence of the EU), both relied upon exchange rate–based stabilization policies 
to improve short-run economic performance. On the other hand, Sweden 
and Finland—two countries known for their economic turnarounds in the 
1990s—abandoned their own pegs to follow a floating exchange rate policy.30 
Whether a float or an exchange, or everything in between, exchange rate 
variables are seemingly significant contributors to economic performance, 
but the magnitude and direction of their influence while combined with FCs 
have been debated.

Besides exchange rate policies, central banks seem to be pretty active in 
their attempts to stimulate economies, or slow them down, alongside the 
decision to fix a country’s finances. For example, a quick look at IMF data 
across various FC types shows that monetary policy is substantially different 
between spending-focused and tax-focused FCs—during spending-focused 
consolidations monetary policy appears to be more stimulative and central 
bank targeted interest rates are lower. One reason for this phenomenon may 
be that central banks are less concerned about the inflationary effects of 
taxes during spending-focused consolidations, thereby allowing for an easier 
monetary policy regime.31 Perotti (2013) noted how the Federal Funds rate in 
the United States is shifted per “countercyclical considerations,” which can 
impact GDP, but how and when exactly is something up for grabs.

The results seem to be mixed, so what do you do with this data? Well, if 
you include more robust info on the multiyear plans and consider the “persis-
tency” of the spending and tax shocks that policymakers have implemented 
to fiscally consolidate, as well as some tricky tricks to test the differences 
across the EU between pre- and post-EU data, Alesina’s Italian analysts 
propose that the influence of monetary policy never outweighs the impact 
of spending and taxation on an economy’s output.32 Taxation-focused poli-
cies are still significantly worse for an economy under a policy of austerity, 
even when countered by the positive influences of exchange rate and other 
monetary influences.

The debate today still mimics the ever-prevalent battle between more Keynes-
ian leaning economists, political leaders, and media personalities that might 
prefer the ease of implementing (and ease of understanding) tax-focused 
deficit cuts that garner immediate revenue generation and a more neoclassi-
cally styled belief system that submits to the concerns of a growing national 
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debt and begs to start cutting spending and cutting fast, while also tinkering 
with the idea that we may be able to just ignore the debt altogether, spend 
to our heart’s content, and worry about it all later. To date, the literature has 
shifted away from a debate about whether consolidations can be expansionary 
(per EFC theory)—as most now conclude that they rarely are—to the recent 
discussion that pits tax-cut favored consolidations against those that are more 
strongly dependent on spending reductions, and is slowly beginning to open 
the floor to the MMT crowd who doesn’t think we need to worry at all.

My research tends to diverge from the fanciful machinations of enhanced 
econometric modeling (though econometric analyses do provide important 
insight), instead having a deeper-dive focus on individual countries that 
allows for a comparison across regions and continents. The failings of virtu-
ally all other macro studies becomes evident when focusing on the individual 
level. Even in the EU, in regionally defined areas such as the countries of the 
Iberian Peninsula or the Nordic states, individual nations respond to policies 
in ways that other countries do not, or can’t. Sometimes the reason is espe-
cially due to the EU’s one-size-fits-all application of policies (for example, 
attempting to apply expansionary or contractionary fiscal policies) to coun-
tries that are in different stages of the business cycle, that have been impacted 
differently by economic downturns, or that are heterogeneous based on other 
factors. Argentina and the GIIPS are prime examples of countries that have 
economic systems, policies, and cultures that necessitate a different response 
to a particular set of FC policies than the fiscally tightfisted and well-devel-
oped economies of Germany and Holland. Sometimes spillovers from these 
less developed countries impact more successful neighbors, and sometimes 
culture just impedes all logic (the work ethic and expected response in some 
countries are different than in others, which may indicate that consumption 
and investment patterns will also react differently to various policies, for 
example).

While it is especially useful for policymakers to know the history of FCs, 
how they have been applied, and how economies have reacted, individual 
countries are often as exceptional in their responses to FC policies as they are 
in their culture and history, making each country a unique case that should 
be studied as such. Yes, choosing an FC plan that focuses on spending in 
general will lead to better economic output outcomes than those that follow a 
more tax-focused route, but there is no blanket policy answer that will apply 
equally to country X as it will to country Y when trying to answer the ques-
tion of how to recover from out-of-control deficits and ever-growing debts.

Further considering the diverging political philosophies of different coun-
tries, as well as the political (or potential political) influences on fiscal policy 
decisions (see next chapter) and one can see why it’s so hard for anyone to 
find solutions to the world’s toughest fiscal policy questions.
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Sir Ernest Benn, a writer and political publisher of early twentieth-century 
Britain (who can add fortune telling to his list of core competencies), knew 
exactly how politics would unfold in the late 1900s and early 2000s when 
he said “Politics is the art of looking for trouble, finding it whether it exists 
or not, diagnosing it incorrectly, and applying the wrong remedies.” Being a 
skeptic of all things political, I find it easy to agree with Sir Ernest. When our 
political leaders are elected, they are expected to work on national or local 
issues and are compelled to find the ones that might get them the most notori-
ety for doing so, whether the “problem” requires intervention or not. As they 
are also expected to have a general knowledge of wide-ranging issues, they 
are less frequently the technocratic specialist needed to tackle any particular 
issue, and too often apply the most politically expedient solution. The very 
same can be said regarding policies related to national public debts and bud-
get deficits: whether we have a problem or not, politicians know there is one, 
generally lack an economic or financial background to understand how the 
problem was created nor what the problem really is, and therefore inevitably 
make the mistake of applying solutions that put politics ahead of reality. But 
I suppose Sir Ernest was wise beyond his years, realizing that politics was 
and always will be politics, transcending time and unconstrained by location.

Attempting to be fair, I do believe most elected officials have the good of 
their nation at heart (though the correlation between taint and time in office 
may be high), and politics is a necessity that has a substantial influence over 
the implementation and eventual outcomes of FC policies. Sometimes, how-
ever, when current research points to a clear “best” path forward, the most 
advantageous political solution may not be the same. The necessity of relying 
on a populist agenda to achieve and maintain a publicly held office can even 
be the culprit behind a particular crisis at hand. For example, perhaps a set of 

Chapter 5

It’s All Political
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policy solutions has been presented to a legislator with the understanding that 
one is more likely to lead to economic growth than the other, but the latter is 
more heavily supported by “likely voters,” and election time is right around 
the corner. Perhaps it’s a complicated economic issue that few have studied 
and even fewer understand. Such is the case for legislators considering FC 
policies amid growing government debt in today’s world. The solutions to 
long-term debts and contemporary deficits may be policies that do not have 
a visually large impact today, which may lead to the public’s misperception 
of inaction. Doing nothing is a respectable and sometimes required policy 
prescription (and one that many of us would suggest more policymakers 
consider), but patience is not a strong characteristic of many legislators’ 
constituencies.

Sometimes the pressure to please is just too great. Enter the knee-jerk, 
must-do-something-now type of political leader, who proposes a series of 
fixes that best combines austerity with politics. While such a political cham-
pion will nevertheless defend and profess his or her proposal’s veracity to 
the death, the appropriateness of its application may be lacking. If we can 
just remove political constraints, it would be a lot easier for researchers to 
convince legislators of what they believe to be the best policy solutions given 
specific country circumstances. Since politics will never be removed from 
the real world of policy, the pressures elicited within, the impact of policies 
that are popular among successful politicos, and the interaction between the 
political will and the requirement for broad policy shifts have to be consid-
ered and scrutinized when studying fiscal adjustment policies.

There is a lot to be said about the influence of politics on the economy, and 
probably even more to learn.

WHEN POLITICS AND ECONOMICS MARRY

Looking back at the trajectory of deficits in the 1980s and 1990s, and again 
considering current trends toward unsustainable deficits after the 2008 global 
crisis, it’s easy to see why some see an explicit deficit bias. Figure 5.1 shows 
the apparent lean toward a deficit (represented by dots that are below zero) 
within the OECD since the 1980s. Even removing the prodigal Irish who 
spent themselves into a deficit hole of 32 percent of GDP in 2010 (yes, you 
read that correctly) while also keeping data from the natural resource lottery 
winners of Norway who averaged a 10 percent surplus straight through the 
recent global crisis, and the trend still remains definitely in the red.

The United States exemplifies these concerns, as deficits in this country 
have already creeped into the 1 trillion dollar range (see figure 5.2, U.S. Sur-
plus/Deficit), expected to double in the next ten years, while the national debt 

 EBSCOhost - printed on 2/8/2023 3:04 PM via . All use subject to https://www.ebsco.com/terms-of-use



109It’s All Political

Figure 5.1 OECD Deficits. Author Generated from “General Government Deficits,” 
OECD, Accessed July 22, 2019, https ://da ta.oe cd.or g/gga /gene ral-g overn ment- defic it.ht m.

Figure 5.2 US Surplus/Deficit. Author Generated from “Federal Surplus or Deficit,” U.S. 
Office of Management and Budget, Accessed July 22, 2019, https ://fr ed.st louis fed.o rg/se 
ries/ FYFSD .
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has more than double since 2008, from 10 trillion to the current 22.5 trillion 
dollars (by the time you read this you’ll be begging for the days of a mere 
22 trillion dollar debt). It’s pretty clear that we tend toward deficits, at least 
in recent times, and at least across the developed world of the OECD. What 
is not entirely clear is why we have such a bias. A ton of research by econo-
mists has attempted to combine the incentives of politicians with theories in 
economics to come up with explanations for our apparent tendencies toward 
piles of country debt.

In what has become known as the field’s seminal work, a political scientist 
consummated his relationship with an economist to create today’s political 
economy research. These new political economy discussions attempt to com-
bine economic theory with political science philosophy to develop a deeper 
understanding of the inefficient (economically speaking) decision-making of 
political actors in fiscal policy. Through a more neoclassical lens, analyzing 
the politics of distribution more often than not leads to a blurry understanding 
at best. The basic message of political economy thinkers is that there is hope 
for disillusioned economists—a rational explanation (politically speaking) 
exists for the “notorious inefficiency” that economists found in the decisions 
by policymakers.1

Per this original line of thinking, there are several basic sources of bias that 
causes governments to choose to avoid optimal fiscal policy solutions—that 
is to maintain a surplus in economic booms to counter deficits in recessions. 
First, political actors don’t abide by the economists’ definition of “benefits 
and costs.” What benefits the politico doesn’t always lead to the maximized 
benefit to the society or geography in which it serves. Given a politician’s pro-
pensity to serve his or her constituents, powerful leaders may divert resources 
to certain geographic locations, locations that may not use the resources to 
improve conditions in the same manner that others may, but nonetheless are 
the most beneficial to the elected official. Costs to the taxpayer are also not 
costs to the politician. While a business manager may attempt to hold or 
reduce spending on a particular project to the minimum level possible (in 
order to improve profitability), a politician can be rewarded by the amount of 
taxpayer funds provided, regardless of how they are used. Unused funds in 
the latter case (as in many functional bureaucratic departments across large 
governments) are actually seen as wasteful in the eyes of this governmental 
actor, therefore creating the incentive for projects financed by larger amounts 
of taxpayer dollars that maximize the usage of said funds, ensuring that “not 
a penny goes to waste” (economists will argue that, in fact, a lot of pennies 
will go to waste). Dividing an economy into disjointed political districts, local 
projects financed by general taxation, and the incentives provided by election 
and reelection processes in a democratic society tends to explain the “inef-
ficiency of political choice.”2
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Some describe political economy’s basic underlying theories as being 
comprised of two parts: common pool theory and the time inconsistency of 
preferences theory.3 Common pool problems arise, not due to the unsanitary 
nature of a public swimming hole, but when multiple policymakers come 
together to set a budget. Both tax revenues and spending deficits are con-
sidered shared resources, since taxes are raised through general and broad 
tax policies and deficits add to the debt that is also shared by all since they 
will be paid out of future taxes. A policymaker realizes that the burden of 
an increased deficit is not bore only by himself, but instead is shared among 
his peers. If all policymakers know that spending which benefits a targeted 
constituency (and particular voter base) does not translate into an equal cost 
to that constituency, then the incentive is to spend. In other words, the ben-
efit can more or less be seen as being obtained at a discount, given that the 
costs are actually subsidized by others outside of one’s own geographically 
restricted constituency base.

For example, say elected member of parliament Bob asks for and is appro-
priated 1 billion dollars to create a new highway system in his local district in 
Aldovia. His constituents are super happy and they place a huge value on the 
benefits associated with better transportation, decreased traffic on local roads, 
improvements in commerce, and so on. However, Bob’s district isn’t the only 
one footing the bill. Poor elected member of parliament James, from another 
Aldovian district, has to explain why his constituents are also helping to pay 
for the new highways in Bob’s district. “Because Bob promised to help me 
get reelected” only angers a growing mob. Now, James’ district has to cover 
Bob’s district’s spending fun, while recouping zero benefit (assuming there 
are no other spillover benefits associated with being in close proximity to 
Bob’s district). Bob’s district gets not only the added benefits of commerce 
and all that may surpass the total costs associated with the project, but they 
will receive more tax revenues (including local taxes) and have a burden of 
future taxes that is but a fraction of the benefit received. The next time, how-
ever, James realizes that it is in his best interest to ask his peers to support 
his plans for a similar project, or the grandest project he can think of. But this 
time, every member of parliament is now aware of how the game is played 
and all have the same incentives that Bob did, realizing that their spending 
pots and their eventual costs to the taxpayer are pooled. When the “benefits” 
to the politician outweigh the total taxpayer costs in this way, it’s easy to see 
how deficit spending makes sense to every individual voting member of par-
liament, while it might make a lot less sense to the overall future or current 
fiscal welfare of Aldovia.

The second underlying theory to political economy discussions relates 
to time inconsistency problems related to the work of today’s legislators.4 
This perhaps is of greatest concern, as sometimes incentives are such that a 
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policymaker has little motivation to be concerned about the fiscal dilemma 
facing a future policymaker. Since most policymaker power is allotted sub-
ject to electability, Bob was motivated to get his for his own, right now. By 
doing so, he can ensure that he is elected and can then do what he deems best 
for his constituents. Unfortunately, the cycle is vicious, and Bob still realizes 
that he needs to win subsequent elections, as do his peers now, and all are 
vying for opportunities to spend as much as they can (or to increase their own 
share of a limited pot) at the expense of the future fiscal situation.

In your typical economic environment (at least as economists understand 
it), when things aren’t operating at optimal efficiency standards, market 
incentives push to get rid of inefficiencies. When Company A produces 
widgets at a cost of 3 dollars a pop and sells them for 6 and Company B 
finds out that it can produce them far cheaper and still sell them around 6 
bucks or cheaper, Company B will force Company A to find a way to pro-
duce them cheaper. Otherwise, as prices fall in a competitive environment, 
Company A will eventually be undercut in price at the point where it can 
no longer produce at a profit. The same incentives usually aren’t there for 
the policymaker, leading to inefficient operations in a number of areas. The 
policymaker doesn’t care that price controls in a rental market leads to less 
housing for low-income individuals (because the incentive for developers 
to produce housing units falls) and often benefits upper income families as 
developers spend their time building higher end housing (because they can 
charge more and recoup higher profits), if his voting base thinks he is doing 
something good for the population. It would be more efficient in economic 
terms to impose a higher tax on high-end housing, or to subsidize lower 
end housing, but that doesn’t consider the political benefit and cost. With 
rent controls a policymaker often gains the perception that he is helping 
the poor while actually helping the wealthy, winning votes from everyone. 
With taxes or subsidies, higher income families may lose, leading to a loss 
in benefit at the polls.

Trade tariffs and subsidies are another example of economically ineffi-
cient, but politically prudent policies that many legislators vie for today. Most 
countries around the world have some sort of tariff and subsidy system in 
place that attempts to even out what they perceive as unfair trade advantages 
within other countries or are simply trying to gain an economic advantage 
for those within their borders. Economists, however, have long known that 
protectionist trade policies do little to benefit a country’s macroeconomy. In 
fact, the Theory of Comparative Advantage states that countries that choose 
to specialize in the skills in which they are “most good” can more efficiently 
trade the goods and services produced by these skills to obtain more of the 
other goods and services that a country needs or wants. The only limitation 
to the theory is when our policymakers mess it all up. By putting a tariff on 
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a car imported from Japan, for example, (a) causes the car to be more expen-
sive to the end consumer, (b) means that a consumer will purchase an inferior 
version of what he or she would have in a tariff free world, subsidizing a 
car manufacturer that produces worse stuff and eliminating its incentive to 
improve, or (c) means that a consumer will instead decide not to buy a car, 
leaving behind what may help to improve opportunities and economic advan-
tages for said consumer. On the other hand, politicians are pretty good at 
pitching a nice tariff as a benefit to the voting base. In the car example, if you 
want your country’s car manufacturers to continue producing inferior cars at 
uncompetitive prices so that it will continue to employ citizens, a tariff may 
help to do just that. Jobs retained (though they would have likely shifted to 
more productive employment otherwise, but that’s not how the politician sees 
it) and votes gained. More often than not, protectionism is simultaneously 
pitched as a national security issue (we shouldn’t outsource the production 
of military equipment to the Taliban, for example) or a human rights concern 
(why should we trade with a country that manufactures more cheaply if it 
allows companies to operate sweatshops full of pre-teen workers?).

Latin American countries applied the same principles in order to bolster 
economic development at home. If a certain industry was nascent and devel-
oping, such as a car manufacturer, one option is to make imports so expensive 
that domestic producers will proliferate to fill the gap. Eventually, the hope is 
that these domestic producers become good enough at their jobs that they can 
create an industry that is globally competitive, creating trade opportunities 
that improve the contribution to national GDP. A dictator can make himself 
sound like a pretty nice guy, who only has the good of his countrymen at heart 
with similar policies. In the long run, however, it never works out. Competi-
tive forces are what compels entrepreneurs to make better goods. When local 
manufacturers don’t have to compete with more successful companies, they 
just don’t have to improve. And now we have a bunch of junk car manufac-
turers in perpetuity. Initially such policies were politically beneficial; in the 
end they proved to be impressive economic failures.

The very same inefficiencies apply in the world of fiscal policy. A country 
that promised an oath to maintain optimal fiscal policy would never need to 
raise taxes. That sounds like a pretty attractive platform to me. Vote for me 
and I will never, ever, ever raise your taxes . . . ever! Besides the fact that 
this tactic has been tried before,5 it also assumes that inaction will be taken in 
two other areas. First, under an optimal fiscal policy path, it is difficult to cut 
taxes to the majority of the electorate. This is a popular campaign promise 
by fiscally conservative candidates across the globe. Elect me and I will cut 
your tax rate so hard that the government will never see another dime of your 
hard-earned money again! Some try to balance this fiscal policy promise with 
an equal and opposing hike in taxes to another constituency. These types of 
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pay-as-you-go strategies get the happy juices flowing for deficit hawks, but 
the politician that proposes it is going to face questions from the unhappy 
voter base that has to bear the burden of those tax cuts. Why should they pay 
more so that another class of voter gets to keep more? It’s a difficult argument 
to overcome.

Optimal fiscal policy solutions, or balanced budget proposals, also restrict 
spendthrift representatives’ abilities to support pet projects and major struc-
tural reforms, or to create massive social benefit programs that can often be 
pretty strong vote getters. An increasingly popular trend in the United States 
is pushing new legislators to propose economic policy reforms that look 
more like the democratic-socialist agendas of upper European areas, than 
anything previously advocated for in the United States. In a recent example, 
a new legislator (also a media darling) has helped to create an environmen-
tally friendly spending proposal that allows the country to reconstruct every 
building, builds out high-speed rail systems to eliminate air travel, and will 
provide a job to anyone willing to work. It’s one of the more radical propos-
als the country has ever seen, with an equally radical price tag that surpasses 
42 trillion dollars over a ten-year period. The U.S. deficit chart may look a 
lot more like figure 5.3 in the future. The popularity of this proposal (espe-
cially among younger voters) is surprising and is therefore being increasingly 
advocated by those elected officials that see the political advantage of sup-
porting it; whether or not they believe there is an economic advantage to its 
implementation.

Of all the political economy theories floating around, one of my favorites 
is the idea that inefficiencies exist because we all just lack the knowledge to 
know any better. If we don’t know what the best policies are for us, our peers, 
or our aggregate economies, someone has to tell us, right? We all basically 
rely upon the best available knowledge we have. In the case of protection-
ist policies, few understand the nuances of comparative advantage theory (I 
argue because economics isn’t taught well, or at all in some cases, in primary 
or secondary educational systems), and therefore lean upon an understanding 
they gain from others. If that “others” category is the media, it’s going to 
be difficult to gain a deep understanding of any policy that isn’t tainted by 
political beliefs. Therefore, many people just listen to who they trust, which 
is someone they will align with politically or ideologically on other issues. 
The politician may know this and take advantage of your lack of knowledge, 
but more likely he or she also lacks specialized training in economics in gen-
eral, or trade policy specifically. Since both voters and policymakers have 
incomplete knowledge, new, articulately relayed ideas have a “first mover” 
advantage that can win over supporters.6

Ignorance also pervades the world of fiscal policy, which adds to the 
proliferation of inefficient solutions. Does this surprise anyone? Yes, your 
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politicians and many who support them suffer from a problem of “incomplete 
knowledge.” While most of us attribute abject stupidity to the wayward poli-
tician that we can’t see ourselves ever agreeing with, as discussed previously, 
it’s impossible for a policymaker to have perfect information about any par-
ticular policy in a world where they are expected to have general knowledge 
about every policy. But, this lack of knowledge leads to an opportunity for 
deficit bias. Heterogeneous knowledge between the direct short-term and the 
indirect long-term effects of fiscal policies gives societal preference toward 
and satisfaction in the former. If a government spends like a lottery winner 
in Vegas, families might get more benefits, the educational system may help 
more children reach their potential, and infrastructure may improve intra- and 
inter-country trade. If taxes are also cut like the government has the ability 

Figure 5.3 US Surplus/Deficit High Spend. Author Generated from “Federal Surplus or 
Deficit,” U.S. Office of Management and Budget, Accessed July 22, 2019, https ://fr ed.st 
louis fed.o rg/se ries/ FYFSD .
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to operate pro bono, those same families and businesses have more money 
in their pockets, are also cognizant of this direct effect, and might use that 
money to provide their own social benefits. But the costs of a reduction in 
a government’s ability to spend in the future (because they’ve already spent 
everything) or the need to jack up taxes on everyone down the road (because 
they’ve got to raise enough fund to pay for services and general operations 
in the future) allude most of us.7 Since the indirect long-term costs aren’t so 
apparent in contemporary debates, or we are somehow convinced that addi-
tions to the debt will somehow take care of themselves, we ignore, forget 
about, or put off concerns about the future. When you got your first Capital 
One Visa card as a teenager, you probably experienced a feeling that leads 
to the same deficit bias problem in countries. Unaware of the consequences 
of the future, it’s easy to go out and have some fun spending to our heart’s 
content today.

Perhaps politicians aren’t the benevolent actors that we always assumed? 
Maybe they aren’t too different from anyone, and we should learn to assume 
that they are rational actors that work hard to get the most benefit for them-
selves (or even their particular segment of constituents) within the confines 
of normal economic limitations (resources, time, information, etc.). And 
maybe, just maybe, the voters that elect them do just the same, attempting to 
maximize their own personal benefits, to heck with the rest of the country, or 
to future generations when today’s voters are no longer around. This might 
be a cynically tinged explanation, but it does help to describe how political 
economy theory attempts to combine the political world with the economic 
one and explains the inefficiencies that come about when politics have a hand 
in fiscal policy.

A vastly different line of thinking has been advanced by a number of politi-
cal scientists, concluding that we have so misdiagnosed our fiscal problems 
that we are forever doomed to mismanage the solutions unless we change our 
political way of thinking. Mark Blyth’s famous work8 countered the common 
conclusion that governmental overspending has been the grand issue that 
has created all of our woes. Governments weren’t the problem that caused 
the financial and fiscal crises that led to recessions everywhere; the private 
sector markets were to blame, per Blyth.9 Therefore, the solution also rests, 
not in applying FCs to what we thought were the poorly managed finances 
of a particular country, but should instead face the banking sector or the 
private sector in general. Yet somehow, political motivations have veered 
away from placing blame where blame is due. The debate about which type 
of consolidation fares the best is irrelevant and misapplied; the real debate 
should be whether we need austerity at all. The argument is significant in that 
the presumption is that FCs usually result in costs being borne by those who 
need the most assistance (e.g., spending cuts will cut back on transfers, while 
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tax increases hit the middle class). Blyth, Summers, Krugman, and many 
more would rather that the private sector (not the government) pay to repair 
the mess it created. This divergent line of thinking has attracted a substantial 
following over time and is increasingly considered by policymakers around 
the world.

Economists may counter with an “incentives”-based argument, reminding 
Blyth and similar thinkers that increasing costs to producers of wealth will 
likely diminish a percentage of the tax base that society depends on or needs. 
Considering politics, still others place the blame firmly in the lap of the poli-
ticians and the regulations and taxation system that they created. Companies 
focused on profit, after all, can only operate within the boundaries laid out for 
them and the incentives they create.

While politics and economics often seem worlds apart, they do intersect in 
important ways that have an impact on which policies are championed and 
eventually enacted across governments. Whether the private sector or govern-
ments have been to blame for the global crisis may be less relevant, given 
that policy trends favor FCs. But how did FC theories become so popular 
and trendy after the crisis in the first place? The next section discusses how 
unknown theories found prominent places for themselves on the desks of 
policymakers around the world.

NOT SO EXPANSIONARY FISCAL CONTRACTIONS

Pagano and Giavazzi’s EFC theory had an amazing run for a couple of 
unknown academics (unknown outside of academia). What started as a theory 
based on a few European case studies ended up running wild throughout 
academia and perpetrated the world of policy like few other ideas have. EFC 
theory’s attraction was that it demonstrated how the implementation of fiscal 
austerity may actually lead to an unexpected and unheard-of result—that an 
economy can expand in the face of severe deficit cuts. If these anti-Keynesian 
heretics were telling the truth, policymakers could finally have their cake and 
eat it too: getting the fiscal house in order would also mean that you can add a 
positive shock to economic output, a win-win for all involved. Policymakers 
dead-set on austerity, finally, had the research to back up their claim that it’s 
all good, not just for the future, but for the right now too!

Unfortunately, their data didn’t entirely hold up to posterity’s (annoying) 
affliction with scrutinizing elder academic statesmen, nor did their own sub-
sequent findings. Later research validated some aspects of EFC theory,10 but 
also negated the crux of it. In fact, few studies today hold that cutting back on 
spending necessarily begets economic growth in the near term, though some 
do (while a number of others holds that it can be quite expansionary in the 
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long run). Even EFC theory’s creators have had some second thoughts about 
the original definition:

Governments should commit to future spending cuts large enough to stabilize 
debt levels over the medium term. But, once future sustainability is locked in, 
they could afford to take some risks with current deficits. They could delay 
removal of the fiscal stimulus, or even add some additional stimulus if private 
demand is slow to recover.11

But, EFC theory’s prominence in the policy world at the time, as well as the 
continued carryover of some of its basic concepts, provides an interesting 
example of how the ostentatious world of politics can combine with the tradi-
tionally clandestine back offices of academia to propel an idea into prosperity 
and accepted wisdom.

Whether EFC theory holds in reality was irrelevant, as the counterintuitive 
idea at the time began to transform the way academics, think tanks, policy 
experts, and then policymakers began to think about FC policies. When faced 
with a fiscal crisis, policymakers intent on doing something to instigate mac-
roeconomic stabilization were chomping at the bit for something that could 
curtail out-of-control deficits while also stabilizing and eventually improving 
economic growth opportunities in the future and economic performance in 
the short to medium term. EFC may not have been the precise answer, but 
its inventors shifted the dialogue to something uniquely attractive that took 
the rare leap that transcended academia to make a dent in real-world policy 
decisions.

While Giavazzi and Pagano may have kicked off the party, Alesina and 
others from the University of Bocconi (Italy) elevated the stature of EFC-
related ideas to notoriety. Being part of the NBER’s well-respected research 
team,12 the Italian Stallions of academia bolstered the credentials of their 
research methods and results, while simultaneously publishing in some of the 
world’s top academic journals and doubled as affiliates at world-renowned 
research universities like Harvard. While a Harvard University affiliation 
commands broad worldwide respect, getting published in the journals Eco-
nomic Policy and American Economic Review provides unprecedented vali-
dation (and guarantees that you’ll never have to buy your own drinks at the 
Harvard Club). With unparalleled credentials, the Bocconi team was able to 
disseminate the case for their ideas on expansionary austerity with ease, or at 
least the possibility of the phenomenon if not the guarantee of its existence in 
every case of FC policies. With a team of experts in tow, Italy’s finest ensured 
that the rest of academia paid attention. While they were on the offensive, 
winning the battle of ideas, others were left defending what became viewed 
as the antiquated policies of yore.
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After gaining some ground among academic peers, Sebastian Dellepiane-
Avellaneda described how a second stage developed, which allowed for the 
ideas emanating from Bocconi to be taken up, supported, and debated by a 
knowledgeable bunch with wide social influence. Having published papers 
on the differences between FCs based on government spending cuts instead 
of tax adjustments at the IMF (IMF Staff Papers are well read and known 
by high-level policy experts around the world), the IMF and the OECD both 
placed consideration of the ideas in a place of prominence, publishing the new 
proclamations of austerity policies within their most notable publications that 
are must-reads for anyone in policy, economics, or the world of finance: the 
World Economic Outlook (IMF) and the OECD Economic Outlook.13 Later 
publications of the two renowned institutions systematically considered the 
existing literature on fiscal policy and consistently addressed the ideas that 
were advanced by Bocconi’s progeny, some even conceding that fiscal multi-
pliers (that which indicates the effect of an increase in spending on economic 
output) can actually be negative, meaning that an increase in government 
spending can lead to a decrease in the average response in private consump-
tion, or aggregate demand—a phenomenon that can be due to simultaneous 
increases in interest rate risk premiums and/or high debt.14

Noting how “key institutions” couldn’t help but take up these newly 
embedded ideas on fiscal policies, Dellepiane-Avellaneda noted how widely 
accepted the Bocconi-led views had become.15 A 2000 EMU report even 
opened with confirmation of how important it was to ensure fiscal stability 
through the government spending channel: “Achieving and sustaining sound 
positions in public finances is essential to raise output and employment in 
Europe. . . . Expenditure-based budgetary adjustments send a strong signal of 
a government’s commitment to fiscal consolidation and are likely to generate 
positive expectations.”16

With articles, publications, and conferences having various titles such as 
Expansionary Fiscal Consolidations in Europe: New evidence,17 Lessons 
from Successful Fiscal Consolidations,18 and Received Wisdom and Beyond: 
Lessons from Fiscal Consolidations in the EU,19 the European Commission, 
World Bank, IMF, and the OECD had combined with prominent academic 
journals and think tanks to support the academics who began with a simple 
idea that austerity can, in some cases, be a very good thing. Doing so, they 
successfully assured the solidification of similar research, ideas, and philoso-
phies in their place of prominence across the world of policy.

Successfully framing the debate among policy discussions, assured that 
their preferred research questions enlightened future investigations, and 
solidified its place in politicians’ agendas, the policy prescription preference 
that leaned toward FCs became the accepted wisdom. But don’t take my word 
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for it. The European Commission itself claimed that a comprehensive exami-
nation of the empirical studies on FCs made this a known fact:

Alesina and Perotti (1995) find that successful adjustments are mainly expen-
diture based, with a focus on primary current expenditure. This result has been 
replicated and confirmed by a series of later studies (for instance Alesina and 
Perotti 1997; Alesina and Ardagna 1998, von Hagen et al. 2002, Briotti, 2005, 
Lambertini and Tavares 2005) and is by now accepted as received wisdom. 
(Emphasis added)20

When your life’s work is deemed the “received wisdom” of the day, you 
know you’ve won over a lot of hearts and minds, including those in the politi-
cal world.

Having won the championship for the wisest of wise policy solutions, 
it was hard to ignore the contribution that this field of research had on an 
increasingly obvious ideological shift. Anyone who had doubts about the 
fiscal policy mechanisms that flowed from Keynesian-dominated philosophy 
had an immense and growing swath of empirical studies and new data ready 
to support them, and the satisfaction of knowing that they may no longer be 
the heterodoxical pariahs at their annual policy wonk gatherings, but instead 
accepted, mainstream participants in what then became a heated dialogue.

How did these ideas filter down to the political powers of the world to be 
advanced in practical proposals around the globe?

Policy solutions that claim to reconcile conflicting goals, in this case “auster-
ity without pain,” are music to the ears of politicians, as brilliantly argued by 
Paul Krugman (1995) in Peddling Prosperity. Politicians, from both left and 
right of the political spectrum, are always eager to buy “magical” solutions 
to economic problems. The commitments of expansionary contractions have 
naturally served the interests of the conservative coalition. It also appealed to 
third-way social-democrats interested in signalling economic competence in the 
age of global markets, like central bank independence. Both conservative and 
progressive leaders could build on these increasingly “common sense” ideas to 
legitimise fiscal consolidation, not least in the run-up to EMU. More generally, 
the expansionary-austerity narrative has been a powerful discursive weapon for 
accommodating the electoral and coalitional imperatives of the neoliberal era.21

Politicians always want a solution to their constituents’ concerns, but they 
never want to pay for it at the polls. How do they reconcile this? They find 
policy ideas that target the problem (or attempt to), but cause little pain 
(or they hope it won’t). In this case, as it became obvious to political lead-
ers that something has to be done to correct a country’s or region’s fiscal 
path—especially in light of the growing debts and deficits post-2008 global 
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crisis—cutting back on spending or increasing taxes to improve fiscal condi-
tions under the normal Keynesian transmission of fiscal policy would only 
cause more harm to an economy. In fact, conventional fiscal policy demanded 
the opposite, supposing that only stimulus could bring back fiscal alignment, 
or that a fiscal correction wasn’t necessary at all. Given that the latter idea is 
hard to digest politically, the search for a solution that captured the best of 
both worlds had already taken place prior to the release of this new line of 
research. Once politically palatable fiscal solutions were found, the tempta-
tion to implement them was impossible to overcome. Likely unbeknownst 
to the political implementers at the time, historical hindsight may have vin-
dicated many of these decisions, as contemporary research has confirmed 
the necessity of FCs, though not always the precise chosen pathway for 
implementation.

Yet, without the benefit of hindsight and today’s research data, knowing 
and believing were one thing for a politician; applying said beliefs to pro-
mote the advancement of those policies in the face of election accountability 
is another. Political policymakers who have come to accept that an FC is a 
necessity, or furthermore realize that they will become a necessity whether 
they like it or not, have an even tougher decision to make. Should one still 
impose an FC knowing that there could be political consequences?

The next section discusses how some policymakers have feared that imple-
menting FC may lead to certain political death. If newly minted evidence on 
FCs holds up, implementing the counterintuitive policies should make poli-
cymakers heroes. But, will an electorate reward a brave public servant with 
early retirement regardless?

AUSTERE POLITICAL CAREERS

Imagine being a politician. You are one of the benevolent, well-intentioned, 
and honest kind, and you’ve come to the firm belief that FC is best for your 
homeland. Perhaps you are the democratically elected president of Aldovia 
and you’ve just come out of a frightening meeting with the appointed trea-
surer. Unfortunately, he hasn’t been so forthright with you and has hidden a 
bit of bad news over the years. Just after submitting his resignation, he drops 
a binder on your desk that serves as a truth bomb on the country’s finances. 
After analyzing the books you discover a dreadful trend: government rev-
enues have run inverse to spending for the last five years, digging the country 
into a deficit that would put The Emerald Isle22 to shame. Unfortunately, the 
previous chancellor was an incompetent, who misdirected the majority of the 
country’s finances to corrupt public works projects that benefited the coun-
try’s future little, but added to the national debt a lot. Now you see that, at the 
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current rate, Aldovia won’t be able to pay the interest on its debt within the 
next couple of years unless something dramatic is done. On top of everything, 
investors have grown concerned about the political stability of Aldovia, as 
well as the possibility of higher taxes that will be needed to cover the cost of 
the debt and are increasingly choosing to relocate to the greener pastures of 
neighboring countries.

After a previous bout of austerity in another administration, you believe 
that your countrymen are wary of another wave of FCs. However, your 
deputy treasurer, who just graduated from the University of Bocconi, has con-
vinced you that a particular type of austerity has been implemented success-
fully in a country with characteristics that match Aldovia’s nearly perfectly. 
An FC of a particular type will work, you are convinced. Nonetheless, you 
are up for reelection next year. Since you don’t think your political career can 
survive an onslaught of Aldovian consolidation policies, you withdraw your 
fiscal policy proposal to the legislature and concede that you are too chicken 
to do what you know is right.

Though part of this mythical scenario may seem absurd, it does mimic 
the real reactions present in the mind of many policymakers today. Political 
wisdom has long held that cutting a budget deficit by cutting spending and 
benefits, and/or raising taxes, can only lead to voters reciprocating with their 
own form of austerity, one that puts a harsh limit on one’s political career. 
Tighten the budget too much, and you can kiss reelection goodbye.

Since the increasing debts and deficits of the 1970s, 1980s, and now in 
the 2000s (especially after 2008-led recessions), politicians wondered if 
they could even implement an FC and survive. If they are trying to do what 
they perceive as the right thing by cutting the deficit and consolidating some 
finances, voters will reward them with a cozy retirement from politics. If they 
spend to appease every constituency until they have distracted the country 
enough to forget about growing deficits, it will all eventually catch up to 
them—maybe sooner than later.

This scenario is a real concern in an age where high deficits from years of 
care-free fiscal policy combined with the global recession of the 2008 era. 
Worse, global demographic shifts toward a more aged population make it 
more expensive for governments to support citizens (and more politically 
costly to take away those benefits). Higher social security, pensions, and 
healthcare costs plus fewer young people earning an income23 will equal 
some interesting fiscal obstacles in the near future. Figure 5.4 gives us a taste 
of the worldwide demographic direction. Figure 5.5 provides an overview of 
where healthcare expenditures are headed.

Despite the seeming improvements in recent years to some countries’ fiscal 
bottom lines, these trends will only increase the necessity of, or propensity 
toward, FCs of some degree.
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Buchanan and Wagner24 (1977) first supposed that voters are wary of any 
policies that promise a long-term benefit, for a number of reasons. Perhaps 
they don’t believe that the policy will provide the benefit in the future that is 
promised today or might even have scant understanding of how a policy may 
benefit them in the future. Maybe they think that someone else will come 
along and change the policy before a benefit is attained. Or maybe voters are 
just “money in the bank” kind of people, who just don’t believe they’re get-
ting anything until they see it hit the account. On the other hand, wary voters 
do tend to reward policies that offer something tangible today.

The “conventional wisdom” that was first articulated in Buchanan’s 
famous work has a similar implication for fiscal policy. Give me something 
today and I’ll reward you for it, regardless of the future cost (which I may 
not understand anyway), says the voter who may not care too much about the 
growing debt or deficit, but cares a whole lot about his or her benefits and tax 
rates from the government today. On the other hand, a voter that has to live 

Figure 5.4 Population Older than Sixty-five. Author Generated from “Population ages 
65 and above (% of total population),” World Bank, Accessed July 22, 2019, https ://da 
ta.wo rldba nk.or g/ind icato r/SP. POP.6 5UP.T O.ZS. 
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through a period of FC and undergoes a reduction in benefits or lower take-
home pay will make sure the policymaker knows it at the polls. Conventional 
thinking seems to line up with the common sense attained through life experi-
ence. We humans tend to be a bit impatient and are wary of future guarantees, 
especially those promised by politicians.

Policymakers have since begged for an out. In a world in which the unin-
formed voter gets to decide future fiscal policy, how can an elected leader do 
what he believes to be right, without suffering subsequent electoral losses? 
Recent research may have provided empirical evidence in contradiction to 
this traditional way of thinking. In fact, similar to the counterintuitive results 
advocated for by expansionary austerity believers, there have been instances 
when even the harshest of terrible FC policies have been implemented and a 

Figure 5.5 Healthcare Spending. Author Generated from “Health spending,” OECD, 
Accessed July 22, 2019, https ://da ta.oe cd.or g/hea lthre s/hea lth-s pendi ng.ht m.
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party, politician, or individual policy official known to be responsible for the 
policies have been able to convince voters that the policies were necessary 
and will be beneficial. Though not entirely one-sided, recent studies often 
demonstrate that electability prospects of politicians advocating for auster-
ity as a central part of their campaign, or reelectability prospects of those 
who have implemented them, are much higher than previously thought. Per 
the Bocconi-Italians, “there is no strong correlation between the tightness 
of fiscal policy and a government’s probability of being elected,”25 offering 
renewed hope to a number of developed world leaders who see the FC writing 
on their future walls.

Before getting too excited future or current leader of Aldovia, the research 
is far from reaching a consensus. Much like the world of macroeconomics 
in general, there are often too many factors at play that influence the politi-
cal environment, making it nearly impossible to create methodologies for 
testing the electoral repercussions to austere policy implementers. Perhaps a 
particular incumbent with a hardcore FC resume is so much more attractive 
than anyone running against him or her because of policies other than those 
related to fiscal policy. Maybe voters don’t put a lot of weight onto prefer-
ences related to country-level finances, but instead vote more heavily based 
on other factors. In the United States, for example, polling organizations tend 
to find that the national debt rarely breaks into the top five most important 
issues; Gallup polling recently found that only 2 percent directly cited fiscal 
policy as a concern that motivated an election decision.26 The United States, 
however, hasn’t had to undergo Greek-like measures of austerity (though it 
has had its share of FCs) and has yet to undergo the type of fiscal crisis pres-
ent in so many other countries, but the example should serve as an indicator 
of how public interest may not be sufficient enough to supplant an incumbent 
based on his or her fiscal policy decisions or proposals.

A number of other possibilities (related more to OECD countries, ignoring 
extreme outliers of the developing world) may have an influence over the 
electorate’s response to a legislator that is known to be favorable to austerity 
policies. Noting the impossibility of measuring the dominant party of a gov-
ernment based on the personalities of its leaders, style of the party leadership, 
or more, it can be hard to find a way to establish a relative ability to withstand 
political criticism. It is also tough to test the political strength of seemingly 
weak governments, as the coalitions predominantly found in European 
political systems can sometimes be stronger than a government dominated 
by a single, splintered party. Combining these intuitive speed bumps to usual 
empirical testing methodologies, Alesina pronounced that “austerity does not 
systematically lead to an electoral defeat.”27

Some of the techniques applied by Alesina and others to attempt to analyze 
the electoral consequences or benefits of supporting FCs are important to 
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study and understand, for the sake of knowing why it is so tough to understand 
the implications for elections. A classic 1998 example compiled data from 
nineteen OECD countries to consider whether FCs led to a penalty at elec-
tion time. To do so, the authors examined the ideological bent of the parties 
in power in government at a particular point in time through a new variable 
that accounted for the dominance of a particular party, as well as the change 
in the head of government. Theoretically, if there is a shift in either, then the 
incumbent party (also represented by their ideological beliefs) was voted out 
of office due to disagreements over the results of their proposed and imple-
mented policies (or lack thereof). If the ideology of the government is aligned 
with the ideology of the head of state, and there is a shift in government fol-
lowing a period of FC, then there is strong evidence that voters chose against 
reelection due to those policies. On the other hand, if reelection correlated 
with an FC or fiscal stimulus than perhaps voters rewarded incumbents for 
their efforts. In order to attempt to ensure that the FC was a dominant issue, 
the authors studied only consolidations that were of a significant magnitude 
(in this study they had to be at least 1.5 percent of GDP). The results seemed 
to align with those of more recent times: letting the fiscal policy reigns free 
doesn’t necessarily mean a bonus at the polls. Voters don’t always see fiscal 
extravagancy as a benefit and therefore don’t vote like they agree with those 
that impose such policies. In fact, the opposite may be true. A government 
that tightens the fiscal reigns may be rewarded with more time in office.28

Throughout history incumbents have used economic indicators (the ones 
that were favorable during their term) to convince the voter that the economy 
is on a swell ride to happy town, all due to the efforts of the public servant. 
Sometimes, though more rarely in increasingly transparent government sta-
tistical organizations (especially across the developing world), statistics have 
even been manipulated to present a rosier outlook than may be the case oth-
erwise29 to extend a perceived advantage based on the conventional knowl-
edge that voters pay attention to macroeconomic statistics and give credit to 
incumbents when they improve. Yet, across developed countries, economic 
growth has had little impact on the probability of reelection success.30 In fact, 
in some cases, unexpected economic growth in an election year can cause 
suspicion (see previous note on shifty, pre-election GDP indicators in the 
United States), thereby having a negative effect on the voting tendencies of 
at least a segment of the electorate. Those who trust the validity of govern-
ment statistics with newly updated methodologies precariously close to an 
election season are likely supporters of the incumbent in the first place, while 
those who are suspicious of the positive improvement in the macroeconomic 
environment were likely already suspicious of the candidate for reelection.

Due to the unfortunate lack of evidence supporting the influence of macro-
indicators on election outcomes, Brender and Drazen took a stab at trying to 
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find a causal effect in the midst of the 2008 global recession.31 By studying 
both developed and developing country political situations, “new and old 
democracies,” governments run by presidents and parliaments, “countries 
with proportional or majoritarian electoral systems,” and countries with “dif-
ferent levels of democracy” (350 election campaigns in 74 countries), the 
examination focused on the question of whether fiscal expansion policies (aka 
fiscal stimuli) raise the chances of an incumbent getting reelected. Conclu-
sion? There is zero evidence32 that increasing a deficit during an election year 
makes for a good campaign plan and an improvement in the probability of 
election success. In fact, voters were found to be a bit more sophisticated than 
politicians anticipated and voted less often for an incumbent in situations in 
which the deficit increased during an election year. It turns out that intention-
ally worsening a country’s fiscal position in an election year—ostensibly to 
offer your constituents some sort of perceived benefit—isn’t the strategy for 
success that some have previously thought.

In the wake of prominent and widespread FC plans in the last decade, 
others have taken a more direct look at how “politically destabilizing” aus-
terity plans are for those that choose to implement them.33 His examination 
concurred that FCs don’t necessarily beget political losses. While a negative 
political response is expected and can be prevalent following austerity, savvy 
political leaders often find a way to mitigate the potential losses that have 
been theorized in previous research, instead of guaranteeing reelection.

Given the real-world practice of implementing fiscal plans over multiple 
years, how have elected officials fared? Are these plans affected by the politi-
cal cycle? Policymakers may be more likely to pass and execute a plan when 
they don’t have the worry of a pending election hanging over their heads. In 
fact, the data seems to show that governments push for an FC as far away 
from the next election as possible (or as close to the previous one).34 This is 
either a smart, intentional strategy—politicians are cunning enough to know 
that even if all works very poorly for the policymaker, voters may forget 
about the tragedy by the time elections roll back around again—or a newly 
elected group of political leaders were elected to put into place a plan that 
they campaigned on and they realize that the momentum compels immedi-
ate action in order to guarantee policy success. Regardless, it does seem that 
politicians have a bit of a fear of reprisal, attempting to enact FCs early on so 
that the kinks can be worked out long before the next election day. A various 
array of compounding variables within an economy may work in favor of 
macroeconomic correction, no matter how bad the outcome may have been 
in the face of the austere policies alone. Even if the economy doesn’t improve 
as promised, early implementation may also allow a party or individual to 
diffuse blame for poor economic results across other policy choices, or other 
politicians (it was my predecessor’s fault is a lasting classic).
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While there is little evidence that FCs are harmful to elected officials that 
implement them, there is evidence of a trend in the types of plans advocated 
for. Despite the clear indication that there is a consistently more positive benefit 
with regard to economic performance from FCs based on government expendi-
ture cuts, governmental leaders still pick tax-focused policies as their favorite. 
Furthermore, historical data, especially since the most recent global recession, 
shows that taxation-focused FCs are strongly correlated with high turnover in 
governments. This is part of the original paradox stated in the beginning of this 
book: even knowing the benefit of a spending-focused FC, whether due to bet-
ter GDP performance or electoral outcomes, policymakers often favor raising 
taxes as their policy of choice for correcting fiscal imbalances.

Though seemingly paradoxical, there are rational reasons behind policy-
makers actions (though not always correct or justified). First, given poli-
cymakers’ and voters’ lack of patience, it’s easier to visualize and obtain a 
quick response from a tax hike. If a revenue boost is needed, a tax increase 
can have an immediate effect (regardless of the disproportionate magnitude 
in response anticipated, i.e., a tax increase of a certain percentage will not 
increase tax revenues by the same percentage). A broad-based standard 
increase in tax rates is easier to understand than cutting government spend-
ing, which inevitably leads to the fight over which cuts are laid on which 
government functions. Even if voters disagree with a tax increase, the direct 
nature of most tax adjustments is easy to understand and allows a voter to 
gauge the impact it will have. But the effects of government spending cuts 
are less apparent, leading to confusion and an opportunity for detractors and 
competing parties to develop effective counterpoints. A general statement 
that government spending will be cut by X percent is meaningless in the 
eyes of many, but when voters notice—or if opposing parties are convincing 
enough—that those cuts will be applied to medical benefits, there may be an 
adverse reaction at the polls. Oftentimes the fear of the unknown is worse 
than other policy solutions.

Second, the effects can be better targeted to specific groups through tax 
channels. Most call these distributional concerns, whereas a policymaker is 
worried about which segments of society (various socioeconomic groups, for 
example) may be affected by revenue adjustments. If government spending–
focused austerity measures lead to the least-bad effect on economic output, 
the spending cutbacks that will have the largest effect on total spending are 
often within programs that benefit lower income individuals. Considering the 
U.S. example, various social security and health entitlements are projected 
by the CBO to grab a much larger percentage of total budget over the next 
twenty years.35 A more effective plan to cut government expenditures would 
surely focus on the largest drivers of spending, such as these Social Security 
and Medicare programs. Yet, very few policymakers have the appetite to 
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face the angry granny lobby, or risk being featured in political attack ads that 
pit the elected official against a low-income family. It’s just terrible politics.

If you never thought that politicians and economists could get along, well, 
you were mostly right. But, quite often, they find an intersection in which 
their work collides. Even though few politicos have backgrounds in economic 
theory, with experience putting together empirical analyses with real-world 
data, they nevertheless are required to make decisions based on the best infor-
mation they can gather. Economists are tasked with making the most compel-
ling cases for their research in language that the average elected official can 
understand, which is generally outside of the natural range of the academic. 
Voters and privately acting advocates thereby serve an important and irre-
placeable function. Civil engagement in the face of fiscal crises may require 
more than picking the most well-liked candidate, but educating policymakers 
on the best policies and/or choosing the one that will most likely follow the 
path that you know to be most suitable. This can be a daunting task, but for 
democratic institutions to work most efficiently, politicians can’t be swayed 
by uninformed voters who misunderstand issues, but should be motivated 
and free to apply the policies that are best supported by the data. A well-oiled 
democracy doesn’t require just a congenial relationship between academia 
and politics, but a well-informed intermediary that can serve as the informa-
tion liaison between the two.
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Part Two

SOME INTERESTING CASES

WHAT HAPPENED WHEN, WHERE, AND WHY
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The Greeks are an exceptional people. Resting at the crossroads of three 
continents, some say they are also at the crossroads of human development. 
Having given birth to the first civilized societies in Europe, it also gifted 
democracy to the world and all of its abundantly amazing ramifications—with 
a few exceptions, of course. Its influence on Western civilization, and hence 
the entire world, in the culinary arts (who doesn’t like a good Gyro?), litera-
ture, political science (though we might regret this one), sports, and math-
ematical and scientific advances is indisputable, while one of the longest and 
most beautiful coastlines in the world exemplified by Santorini’s ever-present 
contribution to computer screensavers and home calendars has brought plea-
sure to millions through today. The field of economics today likely wouldn’t 
exist had the Greeks not first considered how mathematics, philosophy, and 
science interact in the real world (another advancement we might regret).

The Hellenic Republic, however, isn’t good at everything. In fact, in recent 
years, they have been flat terrible at managing their country’s finances.

Not long ago they proved to be a booming society of competent fiscal man-
agers, providing for a strong economy that wasn’t weighed down by struc-
tural limitations and monies owed to the rest of the world. Before its famous 
recent crises, the Greek economy became a well-developed, advanced, 
high-income country that ranked among the middle of the pack of European 
nations in terms of GDP. Per the Human Development Index—a UN com-
posite of life expectancy, per capita income, and education levels—Greece 
has improved substantially between the period 1990 and 2017, increasing its 
composite index score by more than 15 percent, putting it in the top 31 in the 
world. With a service sector–based economy, long, healthy life spans, and a 
knowledgeable citizenry that earns a comfortable living, Greece hasn’t done 
that terribly for itself.

Chapter 6

Hellenic Hellions or Heroes of Hellas?
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But something happened when Greece joined the Economic and Monetary 
Union (EMU) of the EU that seem to make its economic planners go a little 
crazy. Many will say that the subsequent financial, fiscal, and humanitarian 
crises were a result of the imposing requirements of the EMU, while others 
say incompetent leadership led to the major hiccups of the 2010s. In the fol-
lowing I will discuss some of the events that led up to the Greek crises and 
some of the causes for its inception, while also considering how Greece’s 
deficits and debt combined with a worldwide recession to put it out of its 
misery (temporarily). Did the required FC policies put into practice in Greece 
force it into an economic doomsday? Or, was it a result of its own “creative” 
accounting and profligate government spending?

THE GOOD TIMES

By most accounts, Greece’s economy was steamrolling ahead nicely prior 
to joining the EU and undergoing an onslaught of attacks by multiple crises 
from just about everywhere, as they might describe it. In 1980, Greece wasn’t 
significantly differentiated from the EU or advanced country averages in 
GDP per capita (see figure 6.1, Greece vs. World), coming in at around 68 
percent of the Euro average and around 60 percent of the advanced country 

Figure 6.1 Greece vs. World. Author Generated from “GDP per capita, current prices 
(U.S. dollars per capita),” International Monetary Fund, Accessed July 22, 2019, https 
://ww w.imf .org/ exter nal/d atama pper/ NGDPD PC@WE O/OEM DC/AD VEC/W EOWOR LD.
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average, respectable for a relatively small Mediterranean country.1 Its GDP 
per capita was also nearly seven times that of the developing world and 
more than twice the world’s average. Its public debt-to-GDP ratio was also a 
very impressive (compared to the world, as well as nearly any other country 
today) 21.4 percent in 1980, which was lower than almost every other Euro-
pean country at the time. Consider that today, Denmark, known as the stingy 
scrooge of the advanced world, has a 34 percent ratio, while the EU average 
is 79 percent. Though some will argue that the average Greek lives better 
today due to increased living standards, on the books they looked pretty good 
back in 1980.

In relation to its closest economic allies that help make up the GIIPS coun-
tries (see figure 6.2, Greece vs. P(P)IIGS), it was nearly on par with Spain 
and Ireland, trailing behind the economic powerhouse (believe it or not) of 
Italy (at least compared to other GIIPS) in 1980. As you’ll see in figure 6.2, 
I throw in an extra P for Puerto Rico, just for an interesting developmental 
comparative analysis between Greece and its Caribbean Compatriot that is 
often made today between the two countries due to their vast indebtedness, 
lack of full economic autonomy, and the timing of recent debt defaults not 
long after the 2008 global shock. We will discuss this more here as well as 
in the next chapter, but in 1980, Greece’s GDP per capita was more than 30 
percent higher than Puerto Rico’s.

But the EU economy took a shellacking in the early 1980s, bringing Greece 
down with it. Both the EU average GDP per capita and Greece’s GDP per 
capita fell almost 20 percent by 1985 after a worldwide recession(s) of the 
early 1980s that hit the EU especially hard. Interestingly enough, Ireland, 
noted for its harsh FCs of the 1980s, only took a GDP per capita dive of 
approximately 6 percent. Puerto Rico, on the other hand, underwent an eco-
nomic boom (while the United States also had a recession in the early 1980s), 
growing its GDP per capita by one-third over the same time period. As you’ll 
see in the next chapter on Puerto Rico, both have been plagued by recession-
ary periods imparted by the economies within which they are integrated or 
connected, but to a significantly greater magnitude (Puerto Rico experiences 
recessions at the same time as the United States, but always much worse, 
while Greece has experienced a similar phenomenon versus the EU). In the 
particular case of the early 1980s, Greece’s deep recession took a back seat 
to Puerto Rico’s growth.

But in the late 1980s, Greece’s economy experienced a revival. Again 
spurred by massive growth across the EU, Greece averaged 15 percent GDP 
per capita growth in the late 1980s, surpassing Portugal and Puerto Rico with 
ease by 1990. However, its growth still paled that of Spain, Italy, and Ireland, 
which all grew at a faster rate over the same time period. By 1990, Greece’s 
GDP per capita was only 70 percent of Spain’s, 47 percent of Italy’s, and 71 
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percent of Ireland’s. Notwithstanding a second half turnaround, debt-to-GDP 
went through the roof in the 1980s, going from 21 percent (lower than almost 
all the GIIPS) in 1980 to well over 90 percent by the early 1990s, the second 
highest rate among the GIIPS. This was the beginning of the unhappy ending 
that we know today.

From 1990 to 1995, Greece again turned a significant growth corner. 
Despite being undercut by a 7 percent GDP fall in 1993, it averaged GDP per 
capita growth of 9 percent over the period, a staggering pace that every grow-
ing country wishes to maintain over its lifespan (but that darn business cycle 
just won’t allow). Over this pre-European Zone entry time period, it managed 

Figure 6.2 Greece vs. P(P)IIGS. Author Generated from “GDP per capita, current prices 
(U.S. dollars per capita),” International Monetary Fund, Accessed July 22, 2019, https 
://ww w.imf .org/ exter nal/d atama pper/ NGDPD PC@WE O/OEM DC/AD VEC/W EOWOR LD.
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to improve from a paltry 70 percent of Spain’s GDP per capita to 84 percent 
in 1995, stayed well above Portugal and Puerto Rico, and grew from 47 to 
63 percent of Italy’s GDP per capita, but fell slightly behind Ireland’s growth 
(was 71 percent in 1990 and 68 percent of its GDP per capita in 1995). Over-
all, Greece’s performance was a good showing for the EU, putting in strong 
contention for the highly coveted award of being accepted as a full member 
into the monetary union that would become the Eurozone (EZ).

Between the early 1980s and the mid-1990s, Greece was merely part of 
a customs union in Europe, originally created by the Treaty of Rome. While 
the removal of borders for the purposes of trade and migration movements 
helped to economically integrate Greece into the rest of the European com-
munity—where smaller countries like Greece were able to benefit from larger 
markets, lower cross-continental costs, simpler taxation systems, and the 
overall opportunity to tap into the vast wealth across Europe—the tempta-
tion of being part of the oft-discussed monetary union that was to be the EU 
was too great to ignore. If Greece wanted to continue to dip its toes into the 
profitable waters that ran through Europe, it had to consider a full partnership 
with the newly formed EU.

As far as Greece was concerned, it was already dependent upon the econo-
mies of its neighbors and had nothing to lose, only to gain, by lobbying for 
and eventually joining the EU under the new Maastricht Treaty of the early 
1990s, which is generally considered the EU’s founding document. Greece’s 
decision to get a little bit more involved in the EU’s business was supported 
by failures in fiscal and monetary policy in the early 1990s. With an infla-
tion rate of 20 percent in 1991, the Greeks were way out of balance with the 
proposed cap of 3.9 percent of the Maastricht Treaty. Maybe the EU could 
teach it a thing or two about monetary policy? With a budget deficit of 11.4 
percent against the Maastricht’s target of 3, perhaps it realized that it also 
wasn’t a good fiscal policy manager and needed a good mentor. Whatever the 
reason, Greece and all its vast and impressive history was willing to give up 
a little of its autonomy and culture to take another step toward greater fiscal 
integration and full monetary policy integration with the rest of its friendly 
neighbors in the EU.

After 1995, Greece’s decision and public support for all things Euro had a 
substantial economic impact. Though it failed in an early attempt to go so far 
as to adopt a European Constitution (they really wanted to show their love), 
they did however further their economic and social integration by beginning a 
process to comply with the “convergence criteria” set forth by the Maastricht 
Treaty. If Greece wanted to be a full member of the Economic and Monetary 
Union of the EU, this was the ticket. Be like everyone else (or at least try 
really hard to and act like it in public). Given the vow of monogamy that the 
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Greeks took toward their beloved at the EU, they eventually were given the 
prize, allowing them to eliminate the Drachma and take on the Euro as its 
one true love.

During this period of enhanced integration and promises to be good little 
EU children, Greek’s economy began a sustained path of decent growth 
marked by increased investment. Its GDP per capita continued to improve, 
while investments into its economy were the real story of the late 1990s. The 
Greeks were fairly adept at wooing corporate dollars, bringing in corporate 
investment to the tune of 10 percent of its GDP in the late 1990s, an increase 
from its 1995 levels beat out only by Portugal.2 Overall investment broached 
23 percent, topping the pre-1996 level of 20 percent. Greece’s seemingly 
inevitable entry into the EU seemed to provide a bit of a confidence boost to 
investors.

Over the same window of years that comprised the late 1990s, Greece’s 
external indebtedness also increased. From the mid-1990s to the early 2000s, 
its net foreign assets (the total value of assets that Greece owned outside of 
Greece minus the total value of Greece’s domestic assets owned by foreign-
ers, including other EU members or wanna-be members) declined substan-
tially, indicative of equally substantial current account deficits (a measure 
of Greece’s foreign trade; a deficit indicates that it was importing more than 
exporting). Its net exports fell substantially, averaging −9.1 percent of GDP 
from 1996 to 2000, which led to a current account deficit that fell as a per-
centage of GDP by 5.7 percent over the same time period. As EU subsidies 
began to subside, so did Greece’s net current transfers and primary income. 
The driving force that seemed like a significant boom to Greece’s economy 
of the late 1990s (corporate investment) did lead to an increase in productive 
capacity3 as well, but may have begun setting the stage for the Greek govern-
ment to consume and invest its own resources, while the support it thought it 
had from the EU economy may not have been enough to curtail what became 
wildly out of sync spending.

When Greece was finally allowed to kick the Drachma to the curb in 2001, 
growth in GDP per capita peaked at 31 percent in 2003, then averaged 13 
percent between 2001 and 2008. Throughout the entire 1990s GDP per capita 
grew by 22 percent, but in the eight years since becoming a Euro slinger, the 
same indicator grew by 156 percent. Spain was the next closest GIIPS coun-
try at 140 percent over the same time, but even the next one down the list 
(Ireland) only got to 118 percent growth from 2001 to 2008.4 Greece’s trade 
balance also floundered, deteriorating at a rate of −10.6 percent (related to 
GDP), across these years, contributing to its quickly growing current account 
deficit and external indebtedness.

Prior to entering the Eurozone, its fiscal outlook was beginning to improve 
in accordance with the “convergence criteria” mandated to new entrants. 
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Greece had to fall within certain inflation, budget deficit, debt-to-GDP, 
exchange rate, and interest rate targets in order to pass the EU’s strict entrance 
exam. To do so, it tightened its fiscal belt a bit and, aided by falling interest 
rates, was able to stabilize the growing debt over the decade of the 1990s and 
land on a soft 88.5 percent debt-to-GDP ratio by the end of the decade.

Greek policymakers couldn’t wait until the EZ sent over its first load of 
Euros so it could reverse course and bulk up on spending plans, however. 
With such amazing growth in Greece, its economy could have floated back 
toward that optimal fiscal policy path that has eluded so many for so long. It 
was finally their chance to get its fiscal house in order and show the world 
what made it so amazing back when it was known as the center of the world. 
But policymakers just didn’t have it in them to wait it out. While they may 
very well have thought they were doing great things for the Greek future 
by borrowing to invest in its people (the debate about what was to show for 
that “investment” is still ongoing), from 1999 to 2009 Greece’s debt ratio 
increased by 43 percent (from 88.5 percent debt-to-GDP in 1999 to 126.8 
in 2009). The biggest jump happened between 2007 and 2009—right in the 
belly of the 2008 global crisis and beyond—when it increased its debt-to-
GDP ratio by 23 percent in a matter of just two years.

Greece’s aggregate output was booming in the years from 2000 to 2007, 
fueled by investment growth, consumption increases (savings fell by 6.7 
percent and corporate investment also dropped a bit), and extremely loose 
fiscal policies. What could go wrong? A better question may be, how was 
the government able to borrow so much and grow its debt so quickly without 
anyone noticing, caring, or doing anything about it?

BIG FAT GREEK CRISIS

Looking back on the historical record, it’s still difficult to know exactly how 
Greece got itself into the mess that quickly snowballed after the global reces-
sion. Many question whether its circumstances were entirely self-induced, 
one that was imposed upon them by a less friendly than expected Eurozone 
accomplice, or a combination of the two. Irrespective of who is to blame, 
there are some indicators that started to show how, when, and where Greece 
was able to borrow so much.

Since Greece was preparing to join one of the most powerful economic 
unions on the planet, while incorporating its required fiscal and monetary 
discipline, Greece’s fiscal credibility received an instant boost in the eyes of 
the rest of the world. As internal demand for goods and services increased 
throughout the 2000s, the world (mostly the rest of the EU) was happy to 
offer a helping hand in the form of an extension of credit, presuming that 
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Greece was a safe bet—or at least much safer bet backed by the grander EU. 
The subsequent blow to its current account over the decade amounts to more 
than 6 percent of GDP, a larger decrease than Italy, Ireland, Portugal, or 
Spain. Lender confidence was booming across the EU, and relative improve-
ment in the GIIPS was substantial enough to justify such lending, forcing 
banking sector loan rates to fall to all-time lows, keeping the spigot open for 
Greece’s spenders.

Pre-Euro/EMU, the GIIPS had to borrow at rates in excess of 20 percent, 
stifling the ability to spend and invest in their economies. Intending to justify 
the perception as an equitable partner in the Eurozone experiment and all its 
Maastricht Treaty glory, the GIIPS and its EU advisers wanted to make it 
easier for its new economic partners to borrow, invest, and grow. To do so, 
it simply offered itself as a guarantor to lenders that were willing to take a 
risk on Greece, offering terms acceptable enough to induce as much lend-
ing as Greece was willing to borrow. Since banks had nothing but upside, 
some say the moral hazard that was created wasn’t too different from that 
which developed during the U.S. financial crisis when policymakers tried 
to improve housing ownership with incentives that decreased lending stan-
dards. Countries with current account surpluses, such as Germany, were 
flush with cash but were conservative lenders. With the backing of the EU, 
the partnership between fiscally tight Germany, along with other core EU 
countries, and Greece seemed like a win-win. Not only could successful 
countries invest in Greece with little risk, the resulting benefits from the 
investment could lead to a Greek revival that would have the added bonus 
of Greece consumers purchasing and importing more and more from its 
benevolent EU partners.

Unfortunately for Greece, and all its lending partners, Greece’s “invest-
ments” didn’t pay off exactly as expected. As is the plight of many develop-
ing countries, aggregate economic growth led to wage growth that combined 
with tighter labor market reforms to make Greece far less competitive; 
productivity growth just couldn’t keep up. Internally, the Greeks were feel-
ing good as the government kept spending, borrowing, and offering greater 
benefits, a sign that inappropriately signaled to consumers that it was okay 
to keep borrowing as well. But, without a swift and immediate structural 
shift to the economy, the return on investments had little chance of turning 
positive.

Even before the crisis began, Greece was in an awkward and progressively 
perilous position. With a current account deficit of 16 percent, a government 
deficit of almost 7 percent, and total government debt over 103 percent, it was 
in a worse position than the other GIIPS; however, combined with sovereign 
debt exposure larger than in Italy, Spain, Portugal, and Ireland, Greece stood 
more vulnerable to a significant negative economic shift than the others.5
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To boot, it was beginning to miss the fiscal targets that the Stability and 
Growth Pact6 of the EU had laid out for its newest members. Trying and try-
ing as it might, Greece just couldn’t keep up with such strict demands as a 
3 percent of GDP deficit. After closer scrutiny of Greece’s finances in later 
years, it was noted that it was nowhere near the 3 percent standard. “When 
it was admitted into the Eurozone in 2002, Greece’s (later revised) budget 
numbers showed a budget deficit of 6% of GDP. Systematic waste in spend-
ing, tax evasion, and overly optimistic revenue projections were the main 
causes.”7 Greece was growing, but government debt was growing much, 
much faster, and Greece’s accountants became adept enablers that failed to 
alarm anyone who might have been able to help the fledgling country.

In the lead up to the crisis, the world’s giant investment banks (check out 
the European Court of Justice’s Goldman Sachs v. Greece, as an example) 
were on a tear, inventing new financial products to “help” its fine clients, 
while mostly helping themselves to nearly risk-free profits. While such 
devices as the derivative-inspired CDOs were especially rampant in the 
United States, the JPMorgans of the world thought it prudent to lend a hand 
to poor Greece by creating products that kept loans off the books and out 
of sight from the Stability and Growth Pact’s all-seeing eye. In essence, 
large lenders gave Greece a lump of cash (not a loan, just don’t call it a loan 
whatever you do) that had liens on future cash flows. It seems like a simple 
oversight that perhaps the EU intentionally turned a blind eye to, but for 
some reason the accounting standards of the Eurozone couldn’t quite keep up 
with the trickiness of investment banks, nor the malintent (or ineptness) of a 
country like Greece.

Since Greece promised to comply with certain fiscal standards as part of its 
new club of Euro friends, it couldn’t afford to be forced into fiscal discipline, 
so it also did what it could to “save” Greece from the Eurozone’s heavy hand 
as they might have put it during their defense trials. Fudging the books was 
a necessary means to a much better end to the Greek saga. After the crisis, 
Greek finance lords were finally forced (under the gunpoint of more, this 
time seriously necessary, loans from the IMF and others) to revise their fiscal 
records and get a tighter grip on the truth. Instead of that required 3 percent 
deficit that the Eurozone mandated to get Euro access in 2001, Greece’s defi-
cit surpassed 6 percent. The 2009 government debt was also revised to show 
that it owed far more than it previously certified, with a deficit of around 
12 percent of GDP. In 2010 its deficit was again revised to 13.6 percent of 
GDP—almost the highest in the world.

Greece’s calculated misrepresentation of the truth took some significant 
intestinal fortitude, which would have all worked out well had it not been 
for the ensuing economic crises. The Greek economy, however, began to 
take it on the nose during a simultaneous pounding from three different foes. 
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Described as “The Three Shocks,” the trifecta of pain began in 2007 with the 
global financial crisis.8 Given the first hints of worldwide headwinds, foreign 
investors began to realize that Greece may not be able to make good on its 
loans. Even the fudged accounting ledgers available for public consumption 
couldn’t hide the fatal flaws of Greece’s high public debts. Greece’s unwill-
ingness and inability to self-regulate spending forced investors to doubt that 
they would receive the promised return to their substantial investments, lead-
ing to a sovereign debt crisis. The subsequent banking crisis didn’t help as 
outsiders also became suspicious of the sector’s solvency. Predicting massive 
losses, banks doubted whether it was worth the risk to continue financing 
operations and lending to other businesses, or even to each other. With a 
stalling banking system, it became difficult for economic activity to continue. 
A similar crisis prevailed in the United States after the housing bubble burst, 
when banks (unaware of who had bad mortgage loans on their books) began 
to cease lending to ensure they wouldn’t lose too much to deadbeat borrowers.

The last crisis, that economists call a sudden stop, took place when for-
eign investors decided to leave Greece altogether. No one wanted to lend 
to Greece’s government, banks, or private sector anymore, so all lending 
activity suddenly stopped. When lenders stopped lending to the government, 
banks stopped lending to banks or to borrowers within Greece, and everyone 
pulled out of Greece, things got really bad, real fast. Worse, Greece’s advanc-
ing stages of development meant that it would have a harder time recovering 
than an emerging economy, similar to how adults recover more slowly from 
an ailment in later stages of life. Kids (emerging market economies) bounce 
back much faster from an early childhood illness; adults, like Greece, often 
suffer advanced complications.9 With advanced development and outstanding 
debt held by businesses, consumers, and the government, the interconnected 
and interdependent nature of the Greek economy ensured that it would be 
impacted to a far greater extent and further into the future than some of its 
less developed neighbors.

WHAT NOW?

Just like any person who finds themselves in over their heads with debt, 
Greece had a few options. If an individual or company finds itself on the 
brink of insolvency, one can file for bankruptcy to simply wipe the slate 
clean (while giving a small return to borrowers from the proceeds of a few 
asset sales). The option is tedious, but highly useful for putting an income 
statement back in the black. But, the downside is a negative credit report that 
will likely stymie or slow any future lending, probably a good “punishment” 
for someone who hasn’t been so good with their finances. Or, if banks are 
willing and perhaps significantly indebted enough and believe in a proposed 
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turnaround plan, they can lend you more money to help get you through. For 
the case of a country, the same is virtually true. Scrapping the whole debt lot 
and defaulting on loans is sometimes the best option for a developing coun-
try with relatively small amounts of debt. Such a restructuring doesn’t make 
lenders very happy, but in the end, they tend to get some return on their initial 
investment through such an orderly restructuring.

Unfortunately for Greece, the idea of an orderly restructuring didn’t win 
the vote of the EU overseers who wanted what’s best for the Greek economy 
(most likely because members and their financial sector friends had so much 
to lose in Greece). The EU stoked public fear when it suggested that the 
Greek economic contagion would just be too powerful to overcome, infecting 
the rest of the continent like the Black Plague. If Greece defaulted, so would 
the other GIIPS who wanted to quickly dig themselves out of their own holes, 
leading to an economic tidal wave that would ruin the fiscal houses of every 
member of the EU. Saving Greece would prove that restructuring wasn’t 
necessary (though, repeating history, their actions would create another issue: 
the moral hazard).

Others, however, saw the rejection of the restructuring option for what it 
more likely was. Though multiple governments would suffer from an alter-
native bailout process, banks and the financial system were sure to benefit. 
Germans and French banks were especially exposed to Greek debt; in total, 
their loans to Greece were higher than those among any other set of countries. 
Under a new lending scheme, a significant loss to these loans and arguably 
to the economies and banking sectors of the two largest economies in Europe 
could be avoided.

J. Paul Getty, once the richest man in America, was known to have said 
this pertinent gem, “If you owe the bank $100 dollars, that’s your problem; 
if you owe the bank $100 million, that’s the bank’s problem.” Greece’s mas-
sive debt load seemed like more of a problem for other people than the Hel-
lenic Republic. Nearly ambivalent to its future fiscal path, political pressures 
skewed Greece’s preferences toward a bailout.

The bailout came with conditions, however, that Greek would have chosen 
against with the benefit of hindsight. Given the prevalence and popularity of 
severely austere fiscal policies at the time, the EU joined with the IMF and the 
ECB (referred to as the “Troika”) to offer a giant pile of money, in return for 
a bout of severe FCs that the Troika assumed would make everything better.

TROIKAN AUSTERITY

Critiques of the Troika reflect the severity of its disciplinarian hand. In 
Greece, it intended to implement some of the roughest FCs known to man, 
demonstrable of a willingness to do nearly anything to avoid restructuring, 
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banking system losses, and contagion. Unfortunately, this was their first foray 
into the fun of austerity, and signs were suggesting that they weren’t very 
good at it. Some have argued that communication and negotiations across the 
process were so poor that the fiscal adjustments plans forced upon Greece 
were set to fail from the beginning.10 Others say that they were so firmly 
rooted in politics, avoiding any application of sound economic advice, that 
decision-makers couldn’t possibility have had the best interest of Greece in 
mind.11 To put it bluntly, the planning was poorly done, overly optimistic, and 
entirely unrealistic (source: the IMF itself).

Without experience, but full of gumption with a mix of bankers and do-
gooders prodding from behind, the Troika chiefs laid their best “consolidate 
or else” plans at the feet of the Greeks. The first step in the financial aid 
process was the signing of a Memorandum of Understanding between the 
IMF, ECB, the European Commission (EC), and Greece. The 110 billion euro 
“loan” was supported by the Eurogroup and the IMF’s Stand-by Arrangement 
program for member countries in serious need. The Greeks, for their part, 
merely had to actually (no this time, seriously) bring down their deficit to 
3 percent of GDP. With a deficit topping out at about 13.6 percent of GDP 
in 2009, this wasn’t going to be easy. Even the IMF had some doubts about 
Greek support for the FC plan, citing, among other probable objections, the 
existing, entrenched, and culturally accepted practice of paying government 
employees two extra months-worth of salary at the end of every year.12 Cut-
ting back would likely end these sorts of popular practices, making for a 
grumpy set of voters at the next election.

The real question is how Greece aspired to undertake the demands of the 
Troika’s MOU. Many have attempted to analyze the precise composition of 
Greece’s fiscal plans that were implemented in 2010 and expected to cover 
the period from 2010 to 2014, but the “innumerable revisions, discussions, 
and data adjustments resulting from the exhausting confrontations between 
Greek authorities and the Troika” have made it a challenge, to say the 
least.13 In 2010, for example, Greece announced that it would be rolling out 
tax increases that were approximately 3.7 percent of GDP, with spending 
cuts totaling 5 percent over subsequent years of the plan. It was expected to 
impose zero FC in this first year, but actually pushed through tax increases 
of 0.5 percent and spending cuts of almost 2 percent of GDP. Surprise! The 
following year was more reliant upon tax increases to cut the deficit, but then 
surprised us all again by leaning more toward spending than expected, and 
so the process went on. All told, the plan was to cut the nasty 13.6 percent 
of GDP deficit to a fiscal surplus that actually surpassed 4.5 percent.14 Such 
a turnaround required an equal and opposite slicing and dicing of taxes and 
spending mechanisms. If all went as planned—which as noted, it did not—it 
would be the miracle turnaround of the century.
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With a firm dedication to overly optimistic planning, the Troika and Greek 
planners were faced with a problem when Greece’s true fiscal situation was 
finally outed and growth ensued more slowly than projected. If the economy 
didn’t grow as expected, they couldn’t raise the revenues it planned without 
further consolidation. If debts were higher than they thought, the entire initial 
set of assumptions would have to be adjusted in order to fulfill the terms of 
the MOU and make the Troika, the Germans, the French, and lenders and 
investors everywhere a bit less uneasy about the prospects of their invest-
ments in the Greek economy. While some suggested that the solution was 
to take it a bit easier on Greece, perhaps relaxing the expected outcomes so 
that Greece didn’t have to have such harsh austerity, the IMF concluded that 
“larger consolidation efforts” were needed.15

In the updated Troika agreement, Greek policymakers committed to con-
tinue with its initial plan to achieve a deficit of only 1 percent in 2012, but 
cut back on its plan for a 4.5 percent surplus in 2014. Its first plan consisted 
of government spending–focused FCs that made up more than half of the 
total plan. Those nice little thirteenth and fourteenth month bonuses were 
cut, as were some transfers and investments by the government. Taxes were 
increased with a higher VAT, as fees were increased on vice goods (alcohol 
and cigarettes, which Greeks probably needed the most at this very moment), 
along with a surprise assessment on the one group of productive members of 
society—firms that were still, somehow, able to make a profit.

Did it all work? Did the FCs turn out to be profitable for the Hellions of 
Hellas? Did the citizenry turn from its angry ways and eventually congratu-
late the IMF? Well, all of this is yet to be seen. But in the years after the FC 
plan’s initial implementation, Greek GDP per capita began to dive. In 2009, 
it lost 9.5 percent of its GDP per capita. In 2011, 4 percent, and in 2012 14 
percent. GDP fell and fell fast.

As the Troika’s agreement terms were based on Greece’s ability to achieve 
deficit levels as a percentage of GDP, the faster Greece’s GDP fell, the more 
difficult it was for a deficit to catch up. For example, what if Greece’s current 
deficit is 3 billion euros and its GDP is 100 billion euros (made up numbers 
to keep it simple), which equates to a 3 percent debt-to-GDP ratio. If the new 
austerity measures cut the GDP to 50 billion euros and the deficit remained 
at 3 billion euros, the debt-to-GDP ratio jumps to 6 percent! Greece would 
have to cut its deficit in half at the same time that its GDP fell, in order to 
maintain the desired ratio. As the GDP fell over the years after the plan’s 
implementation, the Troika failed to consider just how much of an effect the 
austerity would have on Greek economic growth. Given the politics involved 
and the lack of economic foresight, the plan never had a chance to succeed.

Greece’s subsequent defaults, plan shifts, and eventual economic turn-
around have been discussed more thoroughly in recent news than is worth 
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reiterating here. The real question as it relates to this book is whether earlier 
estimates based on past FCs were so incorrect as to improperly choose and 
apply the FC plans that the Troika and Greece chose. The Troika, with all its 
faults, seemingly attempted to impale Greece with only the harshest set of 
austerity measures that it could handle. Since it set out to save Greece, when 
earlier Greek defaults and restructuring might have helped it save itself, it can 
be implied that it never meant for the ruins of Athens to be a metaphor for 
its future economy.

For its part, the Troika also underestimated the dynamic macroeconomic 
effects caused by other variables which likely led to imperfect predictability. 
Olivier Blanchard, former chief economist at the IMF, conceded in 2014 
that the timing for and application of Greek FCs was just all off, for several 
reasons.16 The monetary policy applied to the suboptimal monetary union17 
that is the new Eurozone had already called for Zero Interest Rate Policy 
(ZIRP by its much more catchy acronym), leaving few tools to help the likes 
of Greece and its friends in the GIIPS. Blanchard furthered that FCs were 
so intense that the predictive power of prior modelling wouldn’t hold true 
under these unique conditions. Others suggest that one of the real reasons for 
the mistaken predictions was that falling output correlated with an increase 
in long-term interest rates, exacerbating the need for austerity as aggregate 
output would fall as a result.18

The threats by the Troika for harsher austerity and fewer loans were met 
with threats of Greek defaults and all out total Grexit. To date, it’s not easy 
to decide who was ever really right, if anyone at all was. Greece was able 
to eventually turn fiscal deficits into surpluses, improving from a 5 percent 
debt-to-GDP deficit in 2015, to a 0.5 percent surplus in 2016 and 1.10 percent 
in 2018, with a current account nearly balanced. While some point to this as 
success, the people of Greece have suffered tremendously as the country has 
lost growth opportunities, suffered under untenable debt loads and constant 
threats of another recession, maintained high unemployment (most notably 
reaching 28 percent, with youth unemployment approaching half of those 
aged under twenty-four, potentially losing a generation of worker experi-
ence), and untold additional social consequences.

The faults run deep and wide, while the resulting lessons and conclusions 
are vast and compelling. While Greece and its counterparts across the EU 
were all impacted, the lessons on FCs for economic researchers will continue 
to confound data and results, leading many to the conclusion that there is no 
single, righteous model of best practice when it comes to repairing a nation’s 
fiscal condition. Every country is different.
 
Though it may seem to some that Greece’s style of FC didn’t bode so well for 
the Hellenic Republic, others contend that it would have held under certain 
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conditions and point to examples of how that may have looked. In the next 
section, I delve into Puerto Rico’s finances, a unique case altogether for a 
number of reasons, but altogether more similar to Greece than many other 
countries. Does Puerto Rico support the Greek case, or demonstrate an alter-
native path the Greece could have taken?
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Think you had it rough during the recent housing, financial, or fiscal crises? 
Your afflictions likely don’t compare to the economic woes of Puerto Rico 
(unless you are Greece). Starting as a colony of Spain, then choosing to 
become a semiautonomous territory of the United States, Puerto Rico had a 
path of economic development that diverted from most successful countries, 
including those of the EU. Confined to the economic boundaries (its suc-
cesses and policy limitations) of the United States, one of Puerto Rico’s big-
gest hindrances has always been its inability to decide whether to get out of 
its parents’ basement, or shack up as a permanent and contributing member 
of the household.

After deciding that the agrarian life wasn’t the most profitable, Puerto Rico 
built a dependency upon the U.S. economy, which seemed like a good idea—
at first. When Congress repealed a set of tax incentives that helped make it a 
manufacturing center, a decade-long shrinking economy ensued that subse-
quently led to an unprecedented run-up in government debt. Still struggling to 
escape the shackles of a depression—an economic catastrophe amplified by 
recent natural disasters—Puerto Rico has made nearly every austerity choice 
available in a policymakers’ toolkit, only to fail to cover its debt obligations 
just a few years after the Global Crisis of 2008, eventually filing for a form of 
“bankruptcy.” Today, Puerto Rico has a new series of FCs being considered 
at the direction and discretion of a Congressionally mandated fiscal control 
board. Will new austerity help it to right its fiscal ship, or will Puerto Rico 
need other, more substantial reforms?

Some have long-questioned whether its status has served as an impedi-
ment to economic growth. Should the island continue to succumb to the 
monetary and fiscal policy (with some degree of leeway on the latter) that 
Uncle Sam bestows, in order to guarantee a basic level of guaranteed support 

Chapter 7

The Enchanted (and indebted) 
Island of Puerto Rico
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and benefits? Should it become an island-state (i.e., a separate country) that 
risks it all on the prospects of greener economic pastures, in the hopes that 
it becomes more like Singapore than Cuba? Or should it leverage an already 
integrated society to further establish itself as one that is fully American by 
becoming state number 51, with all the benefits and pleasures (and costs) that 
come with statehood? It’s an important decision that will have vast economic 
implications for Puerto Rico for the foreseeable future, while also affecting 
revenues to the U.S. treasury and other Americans in a number of other ways.

Questioning how they have fared to date, as well as speculating on how 
things will turn out for the little Caribbean island, makes for quite the inter-
esting case study. Considering simultaneously the differences between Puerto 
Rico and other nations with similar debt concerns (PIIGS/GIIPS of the EU 
come to mind) also calls for some entertaining analyses related to FC policies.

HOW IT ALL GOT STARTED

Puerto Rico was founded by Spanish expeditions in 1493 when Spanish 
ships were cruising for a cool spot to hang out. Realizing that the island 
had lovely, untouched beaches, Spain decided it was theirs, and made it a 
colony of the Spanish crown for more than 400 years (they really liked the 
beaches).1 When the United States romped Spain in the Spanish-American 
War of 1898, it acquired a number of territories, including Puerto Rico. The 
United States introduced a government that was subject to its federal laws, 
but provided a range of latitude and autonomy in setting local policies. After 
a series of Supreme Court cases, known as the Insular Cases, it was held that 
because Puerto Rico is an unincorporated territory, it would not be subject 
to the revenue clauses of the Constitution, yet would still maintain a number 
of fundamental rights. Interpretation: Puerto Rico doesn’t have to pay U.S. 
federal taxes, but still gets to act like someone that does. Puerto Ricans were 
granted U.S. citizenship in 1917 and the territory officially became a “Com-
monwealth” under its constitution in 1952, a status that it maintains today.

Although afforded some autonomy, Puerto Rico has never had full author-
ity over its own economy and government. A 1917 law gave Puerto Rico 
the right to levy its own local tax policy, yet, in 1920 they were seemingly 
stripped of the privilege of having any direct trading routes when a law 
was passed that forced ships to first go through mainland U.S. ports before 
heading to Puerto Rico, inflating the costs of all goods brought to the island. 
Some have put the cost for this process in today’s dollars at somewhere in 
the billions of dollars to the local economy, or approximately 1–2 percent 
of GDP.2 Puerto Rico is also required to maintain the U.S. federal minimum 
wage—which some have estimated to be nearly twice what the prevailing 
equilibrium wage rate actually is, limiting the total number of employed 
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individuals on the island—and has to apply the same labor and environmental 
standards as the rest of the United States.

Given the prominent place in fiscal policy literature related to the simul-
taneous influence of trade and monetary policy, it is useful to also note that 
Puerto Rico does not have the ability to adjust either according to its local 
needs. It must fully comply with the trade policies of the United States and 
is under the monetary umbrella of the U.S. Federal Reserve. With a dispa-
rate and unique history and economy, the monetary union that captured both 
Puerto Rico and the rest of the United States is similar to the asymmetric and 
inefficient union that covers both the core countries of the EU and Greece.3 
The correlation between the business cycles of Puerto Rico and the rest of 
the United States are sometimes negative; applying the same monetary policy 
that the United States applies to the rest of the country often does more harm 
than good in Puerto Rico. For instance, as the U.S. economic growth rate 
turned positive in the third quarter of 2009, Puerto Rico was just hitting the 
bottom of its recession. When U.S. monetary policy began to tighten, the 
island’s economy was pushed further into a recession. If Puerto Rico had its 
own sovereign monetary policy and central bank, it would likely have main-
tained expansionary policies for a longer period of time.

Despite these impairments, the United States did attempt to leverage 
Puerto Rico’s tax autonomy to the advantage of both Puerto Rico and the rest 
of the United States. In 1921, the United States sought to boost economic 
growth by providing corporate tax exemptions for all U.S. corporations with 
income derived in Puerto Rico, while Puerto Rico doubled down with its own 
local income and other tax incentives. For corporations, the benefit was a new 
“U.S.-based” location that provided for a lower tax bill. Along with a source 
of cheaper labor and the advantages of being a U.S. territory, labor-intensive 
manufacturing boomed in Puerto Rico. Between 1950 and the mid-1970s, 
output per employee grew by nearly 5 percent per year, similar to the rapid 
growth seen in East Asia over the same time period.

In 1950, GDP per worker broached 30 percent of the U.S. average, while in 
1980 it peaked near 74 percent, making Puerto Rico one of Latin America’s 
most developed societies and one of the fastest economic turnarounds the 
region has ever seen. Today, GDP per capita in Puerto Rico is about half 
(approximately 30,000 dollars per year) of that of its U.S. benefactors (about 
60,000 dollars), but is still higher than any other Latin American country 
(Panama is broaching 29,000 dollars per capita, while the next contender, 
Chile, is butting up against 27,0004).5 Despite its historic developmental con-
cerns, it seems that the U.S. affiliation was still an unprecedented advantage.

Even in the face of strong macroeconomic growth—at least as measured 
by sheer GDP power—labor force participation has remained far below 50 
percent since 1960, compared to the U.S. rate, which has climbed to above 
60 percent.6 Gross National Income (GNI) has also declined as a fraction of 
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GDP during this time period (see figure 7.1, Puerto Rico GNI), demonstrating 
a propensity for foreign corporations and individuals to transfer the economic 
benefit of their output to areas outside of Puerto Rico. No, this wasn’t what 
Congressional tax experts anticipated.

As of 1976, U.S. government tax incentives were found to contribute to 
lower federal tax revenues and sparse employment growth in Puerto Rico. 
What did legislators do? Some suggested they just remove any tax advan-
tages and let the Caribbean colony fend for itself. Puerto Rico had the same 
opportunity to let the private sector work its magic as any other country in the 
world (or U.S. state for that matter), according to this line of thinking. The 
government will likely do more harm than good by implementing policies 
that are certain to have even more unintended consequences.

Others objected, suggesting that it was the obligation of the most developed 
country on the planet to take care of its dependents. Not ready to kick Puerto 
Rico out of the house, many argued that Puerto Rico’s condition was the 
result of U.S. hegemony in the first place (though the comparison to the rest 
of Spain’s former colonies suggests that it is still better off than it might have 
been had the United States not taken it as a spoil of the Spanish-American 

Figure 7.1 Puerto Rico GNI. Author Generated from “Puerto Rico,” World Bank, 
Accessed July 22, 2019, https ://da ta.wo rldba nk.or g/cou ntry/ puert o-ric o.

 EBSCOhost - printed on 2/8/2023 3:04 PM via . All use subject to https://www.ebsco.com/terms-of-use

http://https://data.worldbank.org/country/puerto-rico


155The Enchanted (and indebted) Island of Puerto Rico

war). Plus, Puerto Ricans were—and still are—American citizens. Popular 
opinion in the United States has always leaned strongly in favor of offering 
a helping hand to fellow Americans, regardless of their location or whether 
any perceived wounds are self-inflicted. U.S. legislators decided, therefore, 
to replace the tax exemption policy in favor of one that allowed Puerto Rico 
to create domestic tax credit incentives for U.S. corporations already paying 
“foreign” taxes to Puerto Rico. For the purposes of taxation, Puerto Rico is 
now considered a foreign entity to the United States.

The new tax scheme seemed successful at first, contributed to the vast 
growth of wholly owned subsidiaries in Puerto Rico. However, the modifi-
cation of incentives led to a shift from economic development in industries 
that required local labor, to those capital-intensive industries that moved high 
volumes of dollars, but made substantially smaller contributions to the local 
economy. Laxed employment growth led to decades of Congressional scru-
tiny over the real benefits of federal tax laws related to Puerto Rico. Were 
the tax laws benefitting Puerto Rico’s long-term economic development or 
American corporate bottom lines at the expense of the American taxpayer? 
Uncle Sam wanted his money, or at least wanted to see some return on his 
investment. With neither in hand, something else had to be done.

Over the six decades since becoming a “commonwealth” of the United 
States, Puerto Rico has effectively transformed from an agriculturally based 
economy to one based on industrial manufacturing to the knowledge-based 
economy of today, yet it is still directly reliant on the U.S. Federal Gov-
ernment. Given the economic ties, but historically weaker and mercurial 
economy, Puerto Rico has been more greatly impacted by the contractionary 
episodes of the U.S. business cycle than the rest of the country, making for a 
not-so-fun economic rollercoaster ride since the 1970s. During oil crisis–led 
shocks that led to U.S. recessions in the 1970s and interest rate–based shocks 
of the early 1980s, Puerto Rico’s economy was crippled by longer and vastly 
deeper contractionary periods, aggravated by the ever-changing minds of 
U.S. policymakers who, quite frankly, just didn’t know what to do with the 
tenuous economy that is now home to millions of American citizens. Without 
a clear plan, poor growth continuously demanded haphazard spending and 
investment, which more often resulted in high debt than a sustainable path to 
economic success.

RISING DEBTS OF THE 1980s

Prior to the 1980s, the focus was on incentives that attracted large, export-
oriented, U.S. multinationals that operated manufacturing facilities in phar-
maceuticals, electronics, chemicals, and more, all of which flourished on the 
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island. After Congress replaced Puerto Rico’s corporate tax incentive scheme 
with a new one in 1976,7 along with a local corporate tax adjustment in 1978 
that further reduced the percentage of revenues that corporations had to send 
to the tax man, Puerto Rico’s development began to focus on the high-tech 
and finance sectors. Puerto Rico’s GNP8 doubled between 1980 and 1990, 
from 11 billion dollars to nearly 22 billion, though its real GDP growth rate 
had fallen to a paltry 2.3 percent.9

Despite what seemed like an economic revival, something was askew on 
the Enchanted Island (a nickname given to the island, because its natural 
beauty will enchant even the most angry of debtors). After Congress closed 
several previously advantageous loopholes, corporations began a notable shift 
in manufacturing that took advantage of the new laws as written. Whereas 
previously it was more beneficial to bring labor-intensive manufacturing to 
the island, the new law incentivized corporations to bring only intangible 
property, leaving large re-investments (such as research and development or 
capital improvements and expansions) behind in their mainland U.S. opera-
tions. Instead, products were only “finished” in Puerto Rico so as to apply 
tax breaks that were applicable only to goods ready to be sold, significantly 
reducing the number of employees required in the manufacturing process. 
Pharmaceutical companies were among the most adept at implementing these 
tax policies, as more than 80 percent of the most prescribed drugs in the 
United States were manufactured in Puerto Rico by 1990.10 While industry 
boomed, employment and domestic entrepreneurship, small business devel-
opment, innovation, and overall industry diversification did not.

Being American citizens, with the ability to travel to any part of the United 
States and find alternative work opportunities and conditions in the most 
prosperous of areas, fewer and fewer Puerto Ricans chose to remain. During 
the 1980s, an average of 13,000 citizens left Puerto Rico for the U.S. main-
land every year (a population decrease of 0.3 percent per year). Though not a 
dramatic shift, the continuous emigration of middle- to upper-income families 
and individuals (those that left tended to be the ones that could afford to leave 
and had the training, education, and skills that employers seek within the rest 
of the United States) to greener pastures brought with them a disproportionate 
amount of income-producing skills and consumption-inducing income.

The Federal Government also greatly improved the amount and efficiency 
of transfer payments and other public assistance to Puerto Rico during the 
late 1970s and 1980s. For the first time, Puerto Ricans became eligible for the 
U.S. Food Stamp program in the 1970s, while other public assistance doubled 
during the 1980s. However, with high poverty rates (per the U.S. Census 
Bureau, nearly 60 percent of the population of Puerto Rico was under the 
federal poverty line in 1980), a disproportionate number of Puerto Ricans (as 
compared to other U.S. locations) were allotted some level of social/transfer 
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benefits based on means-testing standards. With so many citizens eligible for 
federal and local benefits, combined with a lower cost-of-living, the incentive 
to join the labor force fell precipitously. By 1980, unemployment rested at 17 
percent (down from a high of 20 percent in the mid-1970s) and labor force 
participation fell below 45 percent.11

High unemployment,12 combined with low labor force participation, sup-
ported by little employment growth and opportunities and buttressed by 
social programs that incentivized leisure over work made for a terrible recipe 
for increased productivity, and one that didn’t bode well for its economic 
development future.

Given the continued disadvantages, Puerto Rican legislators began to shift 
their own resources to support the population. “By throwing enough money at 
the problem it might go away” was the philosophy of the day (both in Puerto 
Rico and across Latin America, it turns out). Through a number of significant 
reforms, the local government increased investment in programs that were 
intended to promote economic development. It leveraged its Banco Guber-
namental de Fomento para Puerto Rico13 (Government Development Bank) 
to help promote infrastructure improvement and expanded investments in 
programs that facilitated regional exports produced by local businesses—all 
via the sale of general obligation bonds, guaranteed by the full faith and credit 
of the Government of Puerto Rico (whose “faith and credit” later became 
meaningless).

Even in a place as enchanting as Puerto Rico, government investment still 
costs money. Because of the substantial investments, deficit spending and 
debt made a strong showing during the 1980s, doubling the public debt from 
approximately $6 billion to more than $12 billion by 1990.14 But, given the 
increased GNP, the debt-to-GNP ratio for Puerto Rico was kept at a reason-
able 54 and 56 percent, respectively. The island managed to keep growth 
ahead of debt, so far.

DOUBLING DOWN IN THE 1990s

The 1990s was a wonderful time for Americans in general. Winning Miss 
Universe and a bunch of boxing crowns might have been enough for the 
beauty pageant and lightweight fighting aficionados of the Puerto Rico, but 
a growing economy that benefited from a U.S. economic boom was a nice 
cherry on top. Real GDP growth doubled from the average 2.3 percent of 
the previous decade, to 4.6 percent throughout the 1990s (or approximately 
5.8 percent GNP growth, year over year, which turned out to be a 37 percent 
from 1970, a hint of things to come). The level of educational attainment rose 
(approaching average OECD levels), as did labor force participation, while 
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poverty rates continued the slow decline from the previous two decades, and 
the official unemployment rate fell by more than 20 percent. By a lot of mea-
sures, it seemed as though Puerto Rico was improving, possibly even headed 
toward a long-term trend of growth.

Puerto Rico’s economy also became increasingly dependent on the 
tax incentives afforded by special exceptions in the tax code for compa-
nies investing in the territory. Since 1970, the percent of GDP which was 
attributed directly to manufacturing jobs (those that were supported by the 
favorable U.S. tax laws) grew from 30 percent to 40 percent in the 1990s, 
supporting more than 172,000 jobs in 1995. Though the manufacturing sec-
tor greatly improved overall growth, it didn’t support the island’s domestic 
output, nor did it serve as an investment in future growth. 

This is where the difference between the macroeconomic indicators that 
represent GDP and GNP (see previous note for more on this) can help shed 
light in Puerto Rico. Since so many of the corporations in Puerto Rico were 
continental U.S.-based corporations that invested in the island in order to get 
a tax break, the revenue from those operations were sent back to corporations 
outside of Puerto Rico (i.e., the earnings were those of non-residents), GDP 
as an aggregate indicator just didn’t capture the real output as it pertained to 
the benefit it afforded to the citizens of the island. If looking only at GDP, it 
seemed as if Puerto Rico was still growing at a respectable rate throughout 
much of the last few decades. But, if you consider that roughly one-third of 
Puerto Rico’s GDP was returned to the bank accounts of the major manufac-
turers on the U.S. mainland in 1997,15 it is easy to see how little of it went to 
benefit the average Puerto Rican or Puerto Rico’s future economic prospects. 
The divergence in GNP and GDP is oft-cited by economists as a reason why 
the tax breaks were ineffective as an economic stimulant, while also failing to 
dramatically improve employment in Puerto Rico and costing taxpayers more 
in benefits per worker than employees were compensated.

Given the low ratio of benefits to expenditures to the U.S. Treasury, 
Congress—which was in the midst of a cost-cutting FC of its own in the 
mid-1990s—decided it was time to phase out the Section 936 tax incentives 
over the next ten years, beginning in 1996. Combined with a cut to transfer 
benefits led by an extensive welfare reform plan, the government-dependent 
island of Puerto Rico received a significant shock to its economy.

Several additional factors exacerbated Puerto Rico’s problems. First, it 
has spent little time, money, and effort diversifying its own economy. As an 
example, nearly every other Caribbean nation receives more than a third of its 
annual income through tourism, while tourism contributes less than 10 per-
cent to Puerto Rico’s economy. Policymakers often refused to focus on those 
sectors in which it had a comparative advantage, and instead relied upon and 
emphasized promotional efforts to develop sectors that were built upon the 
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tax incentives from the federal government. The largest sector by far was 
manufacturing, representing nearly half of the economy’s output, but it was 
almost entirely built upon the financial advantages Puerto Rico had to offer. 
Taking away the drivers that incentivized its largest sector was not going to 
go well for the island.

Second, Puerto Rico’s federal and municipal governments accounted for 
an increasing percentage of the economy, reaching more than 60 percent by 
the 1990s (more than twice the U.S. average at the time).16 With such a large 
percentage of the GDP being consumed by government, the private sector 
incentive (and ability) to reinvest and grow the economy was restricted. 
During a brief period in the 1990s, policymakers did attempt to privatize 
some of these assets, including selling a government-owned shipping line, its 
state-owned telephone company, and attempted to privatize a large portion of 
its prison systems, but privatization of inefficient and expensive government-
owned entities halted in the early part of the following decade, allowing many 
to remain even today.

Lastly, despite seeing the writing on the wall and already beginning to feel 
the effects of the proposed phase out of the tax incentives, Puerto Rico kept 
spending, maintaining a fiscal policy trajectory that did nothing but add fuel 
to the pending fire. With various public works initiatives and other invest-
ments, administrators funded an urban train system, a new “superaqueduct” 
water system, a new coliseum, and a new convention center, to name a few. 
Well-intentioned legislators proposed that the public spending would stimu-
late the economy and improve economic returns (unfortunately, these types 
of projects have yet to produce the expected ROI). Combined with reduced 
tax revenues from a slowing economy, Puerto Rico’s deficit began to rise, 
doubling outstanding public debt from 12 billion to 24 billion (nearly 60 
percent of GNP), an increase that accelerated in the latter part of the decade.

PUERTO RICO’S LOST DECADE

The 2000s didn’t treat Puerto Rico so well. The capital flight subsequent to 
the tax credit wind down was joined by two recessions to ensure that Puerto 
Rico got kicked while it was down.

By the year 2000, more than 60 percent of the working age population 
was either unemployed or not actively pursuing a job (not in the labor force). 
Federal transfers accounted for nearly 31 percent of the island’s total GDP, 
and most of the rest could be attributed to manufacturing that was headed for 
a slow demise. Its underdeveloped private sector left little room for growth 
opportunities, had few industries that employed lower educated, lower income 
individuals, and had no growth in domestic businesses of virtually any size 
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that could counter falling employment from foreign corporations leaving the 
island behind. Bureaucratic impediments of “red tape” made it difficult for 
entrepreneurs to build a business and crippled an otherwise competitive econ-
omy. The government accounted for 30 percent of non-farm employment and 
its expenditures accounted for more than 48 percent of GNP.17

Without dramatic and immediate structural economic development shifts, 
any exogenous disturbances to its economy would likely begin a death 
spiral for Puerto Rico and its nearly 4 million American inhabitants. Unfor-
tunately for the island, just such an incentive to spiral out of control began 
with the first U.S. recession of 2001, brought about by the dot-com bust of 
the late 1990s.

In the early 2000s, the local economy (as measured by real GNP) averaged 
close to 1.7 percent growth, with unemployment shrinking from 17 percent 
to 10 percent. Yet, Puerto Rico’s economy was disproportionately impacted 
by U.S.-wide recessions, causing GDP to turn solidly negative after the first 
recession of the early 2000s, remaining in the red the entire decade.

But policymakers didn’t have time to pout and wonder what could’ve 
been; instead, they got busy trying to spend their way to prosperity. Austerity 
researchers around the world began salivating at the opportunity to study the 
fiscal fiasco that was Puerto Rico. From 1990 to 2005 or so, revenues to the 
tax man rose at a compounded rate that was 30 percent lower than the growth 
rate of its borrowing. Deficits were winning the fiscal battle, and Puerto 
Rico’s debt was beginning to pay the price.

In a single fiscal year (2003–2004), outstanding government debt increased 
by 24 percent. Between 2000 and 2006, debt rose by more than 75 percent, a 
pace of growth that was among the fastest in its history. The government did 
everything in its power to put off economic catastrophe. It invested more than 
1 billion dollars (more than 10 percent of the yearly budget) in self-managed 
community projects to decrease poverty, in massive infrastructure projects, 
and in the creation of new programs to reduce poverty and government 
dependence, all of which drove the growth of public employment by nearly 
12 percent in just the first half of the decade.18 The Puerto Rican govern-
ment’s spending spree had no end in sight.

Then came the global recession that pummeled the Earth in 2008, whose 
contagion spread to Puerto Rico before the recession was officially underway 
in the United States in 2007. Puerto Rico wasn’t ready, was entirely depen-
dent on others, and thought it had no choice but to keep its current fiscal 
discipline out of order, for the good of its people. Would we have another 
case study that proved high debt to be untenable, titillating the sense of the 
Bocconi researchers of the world? Or would Krugman finally prove, once and 
for all, that the bond boogeyman doesn’t exist?
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IN THE MIDDLE OF A CRISIS

Despite all of its efforts, the government just couldn’t fight the economic 
battle. The phase out of tax incentives—which officially ended in 2006, just 
in time for a massive recession in the United States that pushed Puerto Rico 
into a depression—coupled with a large and growing deficit and public debt 
to prompt even more drastic policy changes. It’s never fun when your hand 
is forced.

Public employees’ salaries were frozen and twenty-eight public agencies 
were consolidated (which resulted in a two-month government shutdown 
with an estimated economic impact of more than 2 billion dollars, or a couple 
of GDP percentage points), major utility subsidies were eliminated, taxes 
were increased on the banking sector, and an island-wide sales and use tax 
was created.19

In 2009, a new administration took the wheel in Puerto Rico, promising 
to right the fiscal track. With a 3.3 billion-dollar deficit, nearly one-third of 
total yearly revenues to the government,20 liquidity problems were so rampant 
that one of the new governor’s first acts was to take out an immediate loan to 
cover the first public employee payroll under his administration. You know 
you’re on the brink of disaster when you have to take out a loan just to pay 
the bills. The following several years heralded a drastic structural adjustment 
period. More than 20,000 public employees were laid off (more than 10 per-
cent of the workforce), government spending was cut by 10 percent, taxes 
were raised in some sectors and on high-end real estate and earners, contract 
negotiations and pay raises were frozen, corporate tax rates were flattened and 
reduced, toll roads and the island’s biggest international airport were priva-
tized, and more than 4 billion dollars was borrowed through the sales of now 
famous Puerto Rican bonds to cover the government’s liquidity needs. The 
government also enacted two major laws intended to boost foreign invest-
ment and re-invigorate some of that enchanted feeling that foreign investors 
once had for Puerto Rico: income taxes on certain types of income, as well as 
capital gains from real estate were dropped to zero. As Puerto Rican residents 
were already exempt from U.S. federal income taxes, there was a real oppor-
tunity for new residents to pay nothing in income tax in perpetuity. Bring on 
the billionaires.

What kind of effect did all of these austerity measures, structural shift-
ing, and re-investment have on the fiscals of the island? Giavazzi, Pagano, 
Alesina, and the rest of the Bocconi boys would be proud to hear that their 
contention that the possibility of expanding austerity still lived. In 2012, 
Puerto Rico saw its first return to positive economic activity (as measured by 
real GNP) since 2006.
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Had a spending-focused FC, combined with certain structural reforms, 
proved the contention that it could lead to growth, or at least, better economic 
outcomes than those led by tax-based policies? Perhaps, but voters were so 
skittish that they didn’t give policymakers a chance to find out. The governor 
that implemented all of the consolidation policies was voted out at the end of 
his first term, just before the positive effects of his administration’s policies 
had taken effect. Citizens didn’t like the cuts and didn’t see the positive ben-
efit they would receive (at least in terms of a growing economy, not including 
other distributional concerns, etc.) and couldn’t wait to try someone else.

THE GOOD OL’ DAYS

Starting in 2013, a new administration brought about a major shift in eco-
nomic policy. Deficits and employment remained major issues, while a mass 
exodus of professionals to the mainland U.S. reduced the number of eco-
nomic contributors, and the new group of policy minds had to do what they 
promised the voters they would do, even if it was clear that the past leader-
ship’s policies had a positive effect on aggregate demand.

In order to counter the deficit, the new governor let his Keynesian-
aligned policy advisers dominate his policy agenda. While austerity was still 
required, it was decided that cutting government spending didn’t do for the 
population what they might have liked, and instead chose the opposite path: 
tax the heck out of anyone who could afford to do so. Major tax cuts from 
the previous administration were overturned, effectively increasing taxes by 
as much as 60 percent on high-income, domestic earners, while some spend-
ing reforms continued, including funding cuts for schools and other social 
investments, public employee salary reductions (and sometimes downright 
freezes were enacted), public employee pension reform was passed to priva-
tize pensions, and major reorganizing initiatives were enacted on some of 
the more inefficient utilities, with an increase in incentives to attract foreign 
direct investment.21

In 2014, many considered Puerto Rico to be on the brink of absolute col-
lapse and ruin. With a deep budget deficit that compiled aggregate debt for 
more than a decade, few places have experienced debt growth in the way 
Puerto Rico did. Total public debt quickly surpassed 100 percent of its GNP 
(more than 150 percent outstanding debt to the public including liabilities 
of its wholly owned public corporations).22 Unemployment ran wild, butting 
back up against 15 percent (not including the large informal sector, which is 
estimated to comprise nearly 40 percent of the economy), while labor force 
participation remained low at nearly 40 percent. Puerto Rico’s economy had 
been contracting for nearly a decade.
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Credit analysts Moody’s, Standard & Poor’s, and Fitch saw the writing on 
the wall. It was time to downgrade the Puerto Rican government bonds to 
“junk” status, while also reducing its credit rating substantially. Yet, many 
continued to buy Puerto Rico’s bonds because they were the only triple-tax-
exempt bonds that could be bought from anywhere, by anyone in the country. 
High rates of return should have been a disincentive to investment, but merely 
increased the intrigue for investors as most believed that Puerto Rico would 
either continue complying with its obligations or the U.S. government would 
back them up.

When it became clear that the debt load was too high for the government to 
sustain itself, another territory-linked legal quirk compounded Puerto Rico’s 
problems as it discovered, unlike every other debt-dealing municipality in the 
United States, that it wasn’t allowed to file for bankruptcy. High returns, tax 
exemption, U.S.-backing, and no recourse for a government who didn’t want 
to pay was the too-good-to-be-true scenario that the world was waiting for. 
Everybody wanted in.

But, with steep credit rating drops and little opportunity for growth, there 
would be no more borrowing to finance government operations. Discovered 
through judicially sanctioned investigations, we now know that much of the 
borrowing (through bond market sales) in later years was used to pay exist-
ing debt, a move that courts have held to be an illegal use of revenues from 
the sale of government-issued bonds.23 The debt spiral had begun, and this 
Ponzi scheme of borrowing to cover borrowing had nowhere to go but a quick 
demise.

In August 2015, the Puerto Rican government officially called it quits and 
defaulted on its debt. Bondholders, who weren’t just zillion-dollar hedge 
funds, but millions of Americans across the country—including owners of 
teacher’s pensions, 401k-backed mutual funds, and individuals alike—were 
finally starting to see that perhaps they should have paid a little more cre-
dence to the fiscal and economic track of Puerto Rico. It wouldn’t be making 
good on its promises anymore.

Legislators in Puerto Rico had proven their fiscal ineptitude, compelling 
Congress to listen intently as their constituents begged for someone to help. 
PROMESA24 was passed in 2016, which created a Fiscal Oversight and Man-
agement Board (FOMB) to oversee Puerto Rico’s fiscal policies and attempt 
to get it back on track. Legislators in Puerto Rico benefited from being able to 
malign necessary FC policies and accredit them to their American overseers, 
while bond owners would (hopefully) get a return on what may otherwise 
have been a lost bond battle.

Right after the creation of the FOMB created a bit of positivity and a sigh 
of relief that something may finally be changing the fiscal crisis on the island, 
Hurricane Maria gave the economy the biggest single day economic setback 
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it had ever seen, causing billions in lost output over the next year alone. In 
recent years, the combination of significant economic losses, the dependency 
on U.S. taxpayer funds and assistance, the lack of economic growth and 
potential investment, continued emigration to better opportunities in other 
parts of the United States to the tune of 48,000 citizens per year since 2010 
(peaking at an estimated more than 100,000 in the year following the hur-
ricane), endless lawsuits between Puerto Rico’s bondholders and the govern-
ment, and what seems to be an ineffectual fiscal oversight board25 have made 
for a difficult combination of economic obstacles that will be hard to over-
come. So far, forced change has brought about some glimmers of economic 
revival and diversification in entrepreneurship, energy, telecommunications, 
and real estate, while the continuance of attractive personal and business tax 
incentives have combined with cheap assets to offer what many see as an 
opportunity to get in before Puerto Rico turns its tide. Others, however, think 
that Puerto Rico is merely doomed to repeating the trials and tribulations of 
its hard lessons, if it doesn’t make a change to its status.

RESISTANT TO NECESSARY CHANGE

With its fiscal status in limbo (once again) and slow economic growth (yes, 
it’s still slow), most Puerto Ricans, and now the rest of the United States, have 
come to realize that its existing status as a semiautonomous territory of the 
United States is no longer best for its long-run economic well-being. In recent 
plebiscites, Puerto Rican voters overwhelmingly voted to change its status in 
2012,26 then again in 2017 in a hotly contested vote.27 Though the outcomes 
of these contests will forever be debated, polling has consistently found that 
voters in Puerto Rico now favor becoming the fifty-first state of the United 
States over its existing status, or even a Brexit-style referendum (Prexit).

Going independent would be a seriously risky venture. The intention 
would be for the new island-state to become more like the powerhouse move 
of a Singapore, but, unfortunately the leaders of Puerto Rico’s independence 
movement have different ideas. First, they suggest invalidating all of Puerto 
Rico’s debt, which couldn’t make Moody’s, Fitch, and S&P dislike them 
anymore. It would be quite difficult to fund this new venture, with no way 
to borrow. Second, they seem to have their sights set more on a decidedly 
socialistic path than the capitalistic one that has brought prosperity to its 
neighbors in Latin America and the Caribbean. Given the combination, an 
independent Puerto Rico would likely be more like a Cuba (whose GDP per 
capita is 7,600 dollars USD, one third of the world’s average), than a Singa-
pore (with its amazing turnaround success story and impressive near 60,000 
dollars GDP per capita, more than three times that of the world’s average). 
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Yet, a clean-slate and fresh ideas have been known to turn around a country 
or two throughout history, but it remains that independence is the riskiest 
economic route.

The status quo hasn’t worked out at all for Puerto Rico. No one serious 
seriously considers this as an option, though it is the most likely outcome for 
the foreseeable future. Investors tend to see “political risk” in perpetuity as a 
con to potential projects, which is part of the reason for the limited amounts 
of foreign direct investment Puerto Rico receives, even with amazing tax 
incentives. Its economy will likely never get out of its slump without a dra-
matic shift.

Finalizing its long-storied American status with a star on Old Glory is 
likely the best option for the island, and for the country as a whole. If Puerto 
Rico is allowed to become a state, political certainty will lead to an invest-
ment boom with implications for the entire U.S. economy. Not only will the 
substantial reduction in political risk incent greater foreign investment from 
around the world, but there is a lot of data to submit that Puerto Rico would 
likely follow in the footsteps of Hawaii, benefiting from its new status and 
quickly developing a substantial service and tourism sector due to its new 
connection to the United States and all of the wonderful free press and mar-
keting resulting from the statehood process (years of positive headlines in the 
media would do well to change its image, much like headlines since hurricane 
devastation in 2017 in Puerto Rico has helped propel a tourism boom).28 With 
a growing economy, fewer transfer payments will flow from the U.S. Federal 
Government to Puerto Rico, while individual and corporate contributors will 
be less likely to leave the island for greener pastures on the mainland.

As investors gain new confidence in Puerto Rico’s future, the stifled 
economy will be able to remove a burden that has been building for decades, 
allowing the island to reach its full economic potential. Even under the recent 
conditions of high debt combined with a shrinking economy, estimates sug-
gest that corporate and individual taxpayers in the new state will contribute 
6–10 billion dollars more to the U.S. Treasury’s bottom line.29

Further considering the market dynamism of an improved economic 
climate, and it is easy to see how many more billions of dollars of profits, 
individual income, and taxpayer revenue can be produced. Combine increases 
in corporate and individual entrepreneur investment with Puerto Rico’s posi-
tive trade balance, the expectation of rapid growth in an already productive 
tourism sector (imagine a state as beautiful as Hawaii, but takes only one-
fifth the time to get there from the highly populated East Coast of the United 
States), and an opportunity for improved intrastate commerce (sorry Miami, 
Puerto Rico is poised to take over as the gateway to the Americas), and the 
new state’s economic productivity will be a welcomed addition to the U.S. 
economy.
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Fiscally, economic growth can but add to the stability of incoming tax 
dollars. It is impossible to predict how political forces will handle those new 
funds, and whether they will implement prudent fiscal policies that keep 
Puerto Rico from becoming the “Greece of the Caribbean,” “the Debt Spiral 
of the Deep South,” “the Burgeoning Borrower of the Barrel’s Bottom,” or 
whatever unpleasant moniker one may want to allot a frivolous governmental 
spender.
 
Puerto Rico does present an interesting case study of exciting ups and downs 
for a population of millions of Americans. Its fiscal policy path hasn’t always 
been the optimal one—many will argue that it never has—but its choices 
provide an opportunity for a close analysis of the effectiveness of the policies 
suggested throughout this book, within the context of an understanding of 
Puerto Rico’s current association with the United States and all of the impedi-
ments therein. Given its integrated philosophy of spending-focused FCs of 
the early 2010s that begat a very short stint of growth, it may have proven a 
point for those who propose that an FC with government spending reductions 
is best—especially in light of a subsequent policy shift to taxation consolida-
tion and the resulting economic downturn. However, the confounding effects 
of many variables throughout the micro and macro environment make for an 
intricate and complicated analysis, that policymakers the world over need to 
better understand.
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whence its corporation came, it doesn’t make sense to count it in an indicator which 
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to be higher than official statistics.
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22. Government Development Bank for Puerto Rico, “Monthly Indicators.”
23. Mortgage lenders don’t allow individuals to pay their housing payments with 

a credit card, so how did Puerto Rico get away with paying debt with debt over any 
given period of time? Desperate times call for desperate measures.

24. The Puerto Rico Oversight Management and Stability Act just happens to have 
the acronym that means “promise” in English. Do all political offices have at least one 
staffer dedicated to finding clever and memorable acronyms for their bosses’ bills?

25. In 2019, a U.S. court found the appointment of the FOMB’s members to be 
“unconstitutional,” rendering them invalid and the status of the one entity that can 
oversee the island’s fiscal status in limbo. Well, this can’t be good.

26. In 2012, the majority of voters in Puerto Rico answered “no” to the first of a 
two-part question of whether it should remain a territory of the United States, then 
“statehood” in answer to the question “No? Then, what do you suggest we do?”

27. In 2017, a follow-up plebiscite was conducted because the United States 
deemed the first extralegal. In this version, more than 97 percent of those who voted 
chose the “statehood” option. However, those who were against statehood decided 
that abstention was better than actually voting against it. This interesting tactic may 
have paid off as many see the second vote as also invalid.

28. Andrew E. Gerow, “Shooting for the Stars (and Stripes): How Decades of 
Failed Corporate Tax Policy Contributed to Puerto Rico’s Historic Vote in Favor of 
Statehood,” Tulane Law Review 88, no. 3 (2014): 627–650.

29. Government Accountability Office (U.S. GAO), “PUERTO RICO: Informa-
tion on How Statehood Would Potentially Affect Selected Federal Programs and 
Revenue Sources,” U.S. GAO (March 31, 2014).
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Being a nation of stalwart survivors post-World War II, the Japanese must 
have thought life was getting too easy in the decades prior to the 1990s. With 
multiple periods of hyper-growth under its belt, the island nation decided to 
change directions when it celebrated World War II’s platinum anniversary 
with a spending spree that made sure it would become the world’s most 
indebted. Now having lost two decades to a flat economy, Japan has suc-
ceeded in giving the rest of the world a fighting chance to catch up. Catch up 
they have, but the country has recently decided enough is enough, now trying 
every trick in the book to dig itself out of its new, downgraded position to the 
lower tier of the world’s elite economies, which has it placed firmly among 
the world’s slowest growing. With an array of potential fiscal and other policy 
solutions, distinct cultural considerations, and unique outcomes to study, 
Japan makes for another interesting case on the effectiveness of FC policies 
in the face of an inimitable economic dilemma.

BRIEF ECONOMIC HISTORY

The Japanese economic story would put the recent Greek tragedy to shame. 
Prior to World War II, most of us think of Japan as being an isolated archi-
pelago that few Westerners had the opportunity to visit or influence. At least, 
that is what Hollywood has taught us. The reality, however, has been a bit 
different.

While Japan has always been a nationalistic society—partly, if not mostly 
due to its geographic isolation—it began opening itself to the influence of the 
West even before World War II. Realizing that the best way to catch up with 
the booming economic growth of the Western World was to be more like 
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them, Japan adopted a national motto of fukoku kyōhei, or “Rich State, Strong 
Army,” during the Meiji period of the late nineteenth century up to World 
War I. The policy shift placed a strong focus on nationalism, but opened its 
economic doors in order to support its long-term vision. Deviating from its 
feudalistic past, Japan sent thousands of students to Western universities, 
created its own Western-based education system at home, and set up vast 
infrastructure revitalization initiatives to lay the foundation for modern devel-
opment. While it allowed for a private sector to develop during this period, 
the government maintained tight controls over which industries developed 
and how, and insisted on a certain degree of economic isolation. Economic 
seclusion paid off in the 1930s as the Great Depression had a much weaker 
impact on Japan than most nations around the world. In fact, it was one of 
the few future behemoths that continued to grow throughout the decade. Eco-
nomic liberalization policies propelled Japan to broad-based success by the 
end of the 1930s,1 but its leadership wasn’t ready to let go of the reigns yet, 
nor its beef with Western society.

The Empire of Japan picked a fight that would have repercussions for the 
rest of its economic history. Though it didn’t seem like a good idea after 
Hiroshima and Nagasaki, joining forces with Nazi Germany and the fascists 
of Italy in the 1940s said a lot about where Japan stood in its beliefs about 
Western philosophies of democracy and economic freedom. Bolstered by 
booming jingoism and supported by the military powers of Germany and 
more, their egos got the best of them when they decided to take on America. 
Attacking Pearl Harbor in 1941 was the single worst decision Japan could 
have made at the time, but also the single best thing that could have ever hap-
pened to its future economy. Before its surrender, the war had a significant 
toll on Japan: inflation was out of control, domestic production couldn’t meet 
demand, trade was impossible due to maritime restraints, the currency deval-
ued dramatically, and some estimates suggest that 40 percent of infrastructure 
and economic capital were completely wiped out (not to mention entire cities 
and losses of millions of contributors to the labor force).

When the United States began its occupation in 1945, Japan immediately 
democratized and put to good use the billions that America offered to help it 
rebuild. GDP growth topped 9 percent in the 1950s and 1960s as its economy 
shifted from agrarian to one focused on manufacturing and eventually the 
service sector. Japan was on the way to becoming the booming industrialized 
nation the Meiji had always dreamed, but it took its demise to finally make 
it happen.

Due to a robust investment in education, its growing labor force was able 
to contribute to the diversification of its economy, especially within the ser-
vice sector and other knowledge-based industries (they were early investors 
in consumer electronics and computers, as we are all aware today), as well 
as booms in productivity growth. After adjusting to overcome the oil crises 
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of the 1970s, Japan leveraged its investments in economic infrastructure to 
propel growth in the 1970s and 1980s to average 5 percent, solidifying it as 
one of the world’s strongest economic superstars.

Japan’s rapid growth has been one of the few great success stories the 
world has ever seen, yet there have been some bumps along the way (oil 
crises of the 1970s and a large housing and asset bursting bubble of the late 
1980s and early 1990s, for instance). Yet, since the 1990s, the Land of the 
Rising Sun has been plagued by setting price levels. Noting immense and 
perhaps overblown fears of inflation, the economy instead instigated a period 
of deflation that has now run rampant in Japan for nearly three decades today.

Chapter 2 briefly introduced the concept of deflation and how it can be 
a worse hazard than inflation. Inflation may spiral out of control, but mon-
etary authorities generally have the ability and tools to reign it in, though 
not always the will to do so. On the other hand, deflation cannot always be 
contained or overcome. As I previously noted, the problem with deflation, or 
even the possibility of deflation, is that consumers realize that the goods they 
want to buy are going to be cheaper tomorrow, so why buy today? While you 
may think you need a new car today, have a pile of Yen stacked up on your 
kitchen table, and have the tacit approval of your significant other to buy 
the car you want, it makes little sense to walk down to the car lot today if 
rapid deflation is going to give you a discount tomorrow. In fact, unless you 
are certain that deflation has stalled, you really don’t know when your daily 
discounts will stop rolling in making it very difficult to pull the trigger on a 
major purchase. The same can be applied to the consumption decisions of 
millions of Japanese every day, who have a disincentive to make a purchase 
under the same circumstances.

For the policymaker, fighting deflation can be nearly impossible. During 
inflationary periods, a central bank can jack up interest rates and yank money 
out of the banking system overnight, effectively killing inflation, but with 
deflation, policymakers have to find ways to prod the consumption choice. 
It’s much easier to take away an option to purchase than it is to compel indi-
viduals to consume. Just ask any economic development economist.

Since deflation has been synonymous with Japanese economics since the 
1990s, every head of state’s objective has been to reverse course and get 
Japan’s economy roaring again. Currency devaluations, central bank QE, 
low (and now negative) interest rates, and vast governmental spending pro-
grams have been packaged as new policy tools to overcome the problems 
of falling asset prices, insolvent private sector corporations, banking default 
risk, the fear of continued deflation, and even now a crisis of demography 
with little to show for it. Now famous papers by noted economists from 
around the world have criticized the Japanese for their ineptitude and inabil-
ity to prompt the inflationary pressures necessary to reverse Japan’s stagnat-
ing economy.2
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Japan is still the third largest economy in the world today, but its bumpy 
economic road has obliged policymakers to throw FCs, fiscal stimuli, expan-
sionary monetary policy, and the kitchen sink at the problem. The following 
will discuss some of those attempts, the results, and what may lie ahead for 
Japan in the near future.

FISCAL CONSOLIDATOR-IN-CHIEF

If there were ever an award given for the top fiscal consolidator in the world, 
Japan would certainly be a frontrunner. The tightfisted Japanese have been 
passing and implementing austerity measures since we were all still learning 
where the country of Japan is on the globe. The results of Japanese economic 
policies haven’t always lined up with other FC episodes however, often 
diverging from expected outcomes that would have been expected in other 
OECD countries. After all these centuries, the Japanese are still trying to do 
everything as only Japan can.

Inflationary 1970s

Despite what the last thirty years of history may tell us, Japan is quite capable 
of experiencing inflation. In fact, there was a time when Japan faced severe 
inflation to the point where it had to do something dramatic to change its 
trajectory. In 1973, an oil crisis beset the world, brought on by an OPEC 
embargo—OPEC’s Middle Eastern–based members didn’t like the rest of 
the world being friendly with Israel during the Yom Kippur War, so they 
created an embargo to “punish” the West. While this particular oil-embargo 
had an intentional, direct, and deep impact on the United States, where infla-
tion rose to 11 percent in 1974, the effects were negligible compared to the 
levels of inflation bestowed upon Japan. Having become strongly reliant upon 
the importation of petroleum for its manufacturing sector, combined with its 
failure to diversify the regions that it imported from, Japan’s economy was 
rocked by inflation. In 1974, inflation peaked at 23 percent (see figure 8.1, 
Japanese Price Boom). Increasing costs didn’t only put fear in the minds of 
consumers, but without a cheap source of petroleum industrial production 
declined for the first time since World War II.

Since Japan had invested earlier in one of the best educational systems in 
the world, its current leaders were pretty smart and learned lessons quickly. 
The powers in charge weren’t too keen on promoting dependence on any 
industry that relied on resources from other countries, so it began to diversify. 
Industry diversification required massive investment ensuring that govern-
ment spending went up substantially; however, even in 1980, debt had yet 
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to cross the 50 percent debt-to-GDP threshold (at the time, 50 percent was 
considered the point at which fiscal regulators needed to start worrying).3 But 
the Japanese had become a fiscally prudent bunch and were deeply concerned 
that the new historic levels of budget deficits and debt payments were going 
to be detrimental to economic growth. Officials were so concerned that both 
were growing at alarming rates that they initiated a plan for “the restoration 
of fiscal discipline” in 1979.4 Given the original causes of this particular 
debt “crisis,” their first go at FC was composed of some interesting tax hike 
choices—most of the proposed fiscal austerity over the following three years 
was based on gasoline and aviation fuel tax increases.

Austerity and Growth in the 1980s

But as inflation grew and the economic outlook continued to have a cloudy 
forecast, preserved by another oil and inflation crisis of 1979–1980, Japan 

Figure 8.1 Japanese Price Boom. Author Generated from “Consumer prices for Japan,” 
World Bank, Accessed July 22, 2019, https://fred.stlouisfed.org/series/FPCPITOTLZGJPN.
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took a page from an old-Keynesian textbook and decided to continue cut-
ting the deficit via the taxation channel. Prior to this, Japan’s investment in 
diversification was beginning to pay off, and its monetary policy regimes 
combined to control for the pending doom of petroleum cuts. OPEC wasn’t 
going to win this round. Peak inflation for Japan topped out at around 8 per-
cent, while soaring to 14 percent in the United States.

At this point, Japan had learned how to grow and was growing well. With 
economic tailwinds, some surmised that it could afford the one option rarely 
offered to countries to control for high debt: let growth do all the work of 
digging out of the debt hole. But, Japanese officials are a worrying bunch 
and have always been adamant about staying ahead of the business cycle and 
other foreseeable hurdles. In 1980, they sought to cut the deficit with another 
round of tax increases twice the size of the 1979 version, doubling again in 
the 1981 fiscal year.5 Despite a period of higher than normal inflation, Japan 
demonstrated its ferocious adhesion to fiscal discipline by increasing taxes 
that would only add to inflationary pressures. Reminiscent of the long-term 
planning schemes of periods gone by in Japan as well as in other Asian 
countries, policymakers clearly preferred a correction and a bit of discomfort 
today over future fiscal imbalance.

Unfortunately, the tax-focused austerity measures didn’t pan out the 
way Japanese officials expected as economic growth slowed and the deficit 
began to increase at a faster pace than they wanted. Tax hikes put downward 
pressure on economic expansion, negating any expected benefit to the debt-
to-GDP ratio from increased tax revenues. Sluggishness on top of growing 
deficits was enough justification for a change in course. So, in 1982 it decided 
that perhaps spending cuts would work a bit better than the previous tax hikes 
had, at least in terms of cutting the deficit. While dominant economic theory 
of the time might have dictated that both actions would be recessionary, new 
contrarian evidence that there may be benefits to cutting back on spending 
over relying on tax hikes was enough to convince Japan to give the policy 
shift a try. Regulators weren’t ready to let go of tax increases altogether, how-
ever, as they did push through their biggest FC yet, but with a combination of 
both types of fiscal adjustments.

After some success, it doubled down and implemented another FC in 1983, 
86 percent of which was based on proposed spending cuts. Gross debt sub-
sequently grew by 10 percent from 1982 to 1983, but it leveled in 1983 as 
a palpable 3 percent growth rate also set in. Policymakers were excited that 
growth was again on a rapid upswing, and even more excited that they may 
have found the fiscal policy solution to their debt problems. Over the late 
1980s, Japan’s success continued as it grew by more than 5 percent per year 
and its debt-to-GDP ratio also fell from 77.3 percent in 1987 to 63.5 in 1991. 
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Budding EFC/expansionary austerity advocates had another point of support 
for their newest research angle.

Have You Seen My Decade(s)?

Japanese policymakers were clearly still experimenting with their optimal 
economic path when the 1990s rolled around. Unfortunately for the Japa-
nese, prior policies didn’t translate to continued success, as Japan somehow 
misplaced the entire decade. If that weren’t enough, even after a decade of 
stagnation, they couldn’t figure out which policy mix would reverse course, 
doing it all over again in the 2000s. The Lost Decade is not a term bestowed 
upon 1990s Japan because they were partying so hard they don’t remember 
where it all went; the decade was one that many a Japanese wish they could 
return to and call “mulligan.” Unfortunately, they don’t have a redo option, 
but can merely look back at the couple of fateful errors of the late 1980s and 
hope to not repeat the same mistakes that shocked the economy into submis-
sion and led to an eventual Lost Score.

The opposite economic pattern developed in the U.S. economy, which 
may have helped to assure Japan’s downfall at the end of the 1980s. After 
a severe recession pinned the U.S. economy in the early part of the decade, 
stagflation prompted the U.S. Federal Reserve to hike interest rates to 
unprecedented levels, and the dollar appreciated considerably against for-
eign currencies (the dollar’s value improved by about 50 percent against 
the yen, for instance6). U.S. exporters weren’t happy about the impact on 
sales from an appreciated dollar. As political pressure mounted, the United 
States began lobbying for a plan that would help its exporters, reduce its 
burgeoning current account deficit, make its products more competitive on 
the world’s stage, and hopefully (fingers crossed) improve the overall U.S. 
economy. The Plaza Accord of 1985 did just that, depreciating the yen over 
the next two years by more than 50 percent, returning the United States to 
its state of prominence.

While all was swell on U.S. soil, the rapid appreciation of the yen meant 
that its own products were now more expensive. Heavily reliant upon exports, 
the BoJ had to put in extra work to expand monetary policy to counter the 
effects and heat up the economy. The economy did heat up, but so quickly 
that asset price increases rapidly turned into a massive bubble. Much like 
what happened in the United States before its recent housing crisis, the BoJ 
encouraged banks to lend to less qualified buyers, prompting demand to 
outpace housing stock leading to intense overvaluations. Krugman famously 
critiqued the Japanese for this failure,7 but seemed to have less to say when 
the United States did the same in the 2000s (in fact, in a 2002 article he 
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suggested the United States needed a housing bubble, going so far as to ask 
Federal Reserve Chairman Greenspan to create one8).

To counter what was becoming an increasingly clear and obvious asset 
bubble based on speculative practices, along with the fear of another spike in 
inflation, the BoJ let interest rates fly. The knee-jerk reaction was practical in 
its attack on asset prices, and partly justified given Japan’s experience with 
inflation in the 1970s, but most macroeconomists and central bankers today 
argue that Japan was overly hawkish. Consider figure 8.2, which illustrates 
Japan’s inflation “problem” building in the late 1980s. Yes, there was a clear 
upslope in the inflation curve prior to 1989, but the rate of inflation had barely 
hit 2 percent when the BoJ pulled the rate trigger.9 The decision to push inter-
est rates as high as 6 percent over a short period of time was sure to have 
some negative ramifications.

Figure 8.2 Japan Late 1980s Inflation. Author Generated from “Consumer Price Index,” 
Bank of Japan, Accessed July 22, 2019, http://www.stat-search.boj.or.jp/.
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The consequences quickly became concern for the long-term future eco-
nomic wherewithal of one of the Earth’s most successful economies. As the 
asset bubble burst and prices came tumbling down, the Nikkei 225 followed. 
More importantly, however, was the way in which banks, insurance compa-
nies, and individual and other institutional asset owners and investors were 
left hanging. With a significant dip to the price of assets, banks and insurance 
companies were especially overleveraged in the same manner in which U.S. 
banks were after the housing crash in 2006. With a ton of bad debt on their 
books, the banking system in Japan threatened to spread its debt disease to the 
rest of the economy, likely resulting in a sudden stop similar to Greece and 
Puerto Rico in the 2010s. With far greater resources than Greece or Puerto 
Rico, Japan chose to bail out banks by pumping yen.

The girth of the asset bubble had eluded policymakers, however, as debts 
were so massive the government couldn’t print enough yen to circumvent the 
inevitable zombie banking apocalypse. Massively indebted, worthless banks 
were turned into zombies by government lending, which turned around and 
created their own zombie companies (zombie banks and zombie companies 
are called such because they have a negative net worth and are supported by 
some external lender of good faith who feels that it is necessary to keep them 
open, i.e., the government), none of which could operate efficiently or create 
the economic growth that Japan needed. When policymakers finally saw the 
folly of their ways, they pulled the plug to allow the embedded problems to 
work themselves out through banking sector bankruptcies and consolidation. 
Credit retreated and eventually halted, giving pause to economic growth. The 
government’s policymaking professionals were unable to reverse the trend 
before an entire decade slipped away.

The next decade of economic malaise did have one positive outcome for 
economics professional everywhere. Without a decade of stagnation in one of 
the world’s strongest economies, it wouldn’t have created one of economics’ 
most interesting indicators today: Japan’s government indebtedness (figure 
8.3, Japan’s Debt).

After dipping to a 63 percent debt-to-GDP ratio in 1991, the lowest level 
since 1982, Japan’s debt ratio—encouraged by government spending and 
slow growth—skyrocketed and approached 100 percent of its GDP in just 
four years. Of course, policymakers were well aware of what was happening 
and slowly began making plans to help alleviate some of the debt concerns 
with some down-home fiscal austerity.

When debts were on the rise in the early 1980s, inflation was booming and 
things weren’t looking rosy on the growth side of the economy, but Japa-
nese policymakers rarely proposed deficit reduction measures greater than 
0.5 percent of GDP. But in 1997, the future of its indebtedness was getting 
so out of sorts that policymakers knew something far more drastic has to be 
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considered. With “widespread public and political support for consolidation” 
in hand, authorities pushed forward an “essential first step in the process of 
restoring fiscal health” with an FC that equaled almost 2 percent of GDP.10 
While still not over-the-top dramatic in the scheme of the world’s deepest 
deficit cutting plans (remember the Greeks), given that this was considered 
part of a medium-term plan to cut into the foreseeable future, it has to be 
considered in full context. Policymakers were fully aware of the fact that it 
was in worse fiscal condition than any developed country in the world, with 
a demographic trend toward an aging population that wasn’t helping. The 
multiyear plan was composed of a first-year FC plan that totaled 1 percent of 

Figure 8.3 Japan Debt. Author Generated from “Central Government Debt,” International 
Monetary Fund, Accessed July 22, 2019, https ://ww w.imf .org/ exter nal/d atama pper/ 
CG_DE BT_GD P@GDD /.
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GDP via tax increases and another 0.5 percent in government spending cuts 
(attempting to protect the social security safety net as much as possible), but 
followed that up in 1998 with another round of tax increases to the effect of 
0.5 percent of GDP.

Japanese debt, however, didn’t seem to slow much from the opening bout 
of austerity. After peaking at nearly 15 percent growth in 1994, debt slowed 
to 5 percent growth in 1996 and 1997, but then increased to 11 percent Y-O-Y 
growth in both 1998 and 1999. The year 2000, however, saw a return to a 
mere 5 percent debt-to-GDP growth, finally reacting to austerity. Following 
the successful turnaround of the 1980s and flirting with a respectable increase 
to its GDP in 1990, Japan’s economy instead took a turn for the worse, aver-
aging less than 1 percent of real GDP growth over the decade of the 1990s. 
Japan should have learned the lessons of the late 1980s and instead focused 
more on governments spending reductions as the primary driver of austerity 
(figure 8.4).

The preferred end to this story would have been the fairy tale “happily ever 
after” sort that turned economic malaise of the 1990s into a giant boom of the 
2000s. At this point in history, the rest of the world was beginning to route for 
the Japanese underdog, hoping that such a turnaround would be true for Land 
of the Rising (but economically discouraged) Sun. Regrettably, the 2000s 
weren’t just a repeat of the 1990s; things actually managed to get worse. With 
real GDP struggling to grow past a single percent (real GDP per capita fell to 
an average of 0.8 percent in the 2000s) and debt continued its epic rise to the 
point of crossing the unheard of 200 percent debt-to-GDP threshold (number 
one in the world; see figure 8.5, World’s Best Debt). Policymakers decided it 
was finally time to start chopping again. For more than half the decade, Japan 
operated under a policy of FC.

In 2002, Japan made the announcement that it had come up with a multi-
year FC that would eventually lead to a “primary budget surplus by the early 
2010s,” quite the ambitious objective for a government with the world’s 
highest debt.11 In an attempt to do so, it implemented a 0.48 percent spending-
focused FC in 2003, another 0.6 percent based mostly on spending in 2004, 
more government spending cuts of 0.22 percent in 2005, then reverted to the 
taxation stream to cut the deficit by 0.72 percent of GDP in 2006 (two-thirds 
of which was tax-focused) and another small round of tax hikes in 2007, 
extending the expected term of a primary surplus to the middle of the 2010s.12

Plans are, of course, all well and good, but the unexpected is inevitable. In 
spite of a respectable glimmer of growth hope in the early 2000s (Japan aver-
aged 1.4 percent real GDP per capita growth through 2007, see figure 8.4), 
the Global Crisis of 2008 rippled throughout the world. Japan wasn’t immune 
or insulated this time. After nearly two decades of stagnation, deflation, 
huge debts resulting from ineffective stimuli, and a whole host of struggling 
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macroeconomic indicators, Japan entered its own recession, losing 1 percent 
of GDP per capita in 2008 and another 5.4 percent in 2009.

WAS AUSTERITY THE CURE?

Japan’s debt has since leveled off at a mere 250+ percent of GDP, but the 
economy is on the long road to recovery. Abenomics has been the leading phi-
losophy for Japan’s future economy since Shinzo Abe took over in 2012 as 
prime minister, which was composed of easy money policies to leave behind 
deflation, more fiscal stimulus to give a shot of adrenaline to Japan’s growth 
rate, and structural reforms that it hoped would help boost private investment.

Figure 8.4 Real GDP Growth. Author Generated from “Real gross domestic product for 
Japan,” The Cabinet Office of Japan, Accessed July 22, 2019, https ://fr ed.st louis fed.o rg/
se ries/ JPNRG DPEXP .
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Falling from its graceful place as the second grandest economy to fifth—
behind the United States, China, the EU, and India—the Japanese economy 
was nearly dead-flat in 2018. Still strongly dependent on manufacturing 
(especially automobiles) the economy will likely continue to suffer as 
demand shifts toward electric vehicles, unless Abenomics diversification 
strategies start to work. Japan is also heavily reliant upon government invest-
ment, led by the BoJ. Unfortunately, fiscal austerity (via tax hikes) has taken 
too much money out of the economy for too long and will only hurt economic 
growth prospects, so Japan instead relies upon the BoJ to implement QE 
through a flood of yen in return for a massive amount of government bonds 

Figure 8.5 World best Debt. Author generated from “Central Government Debt,” 
International Monetary Fund, accessed July 22, 2019, https ://ww w.imf .org/ exter nal/d 
atama pper/ CG_DE BT_GD P@GDD /.
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on its books, to the tune of 60–70 trillion yen per year (approximately 650 
billion dollars). The BoJ has also maintained interest rates at record lows, 
entering into the negative in 2016 hoping that charging commercial banks to 
make deposits will incentivize them to instead seek alternative investments 
in the market.

The nation of islands, nevertheless, is still staunchly dependent upon 
expansionary monetary and fiscal policy, both of which may have inef-
fectively combined to create a classic liquidity trap.13 Its current economic 
development has become so addicted to new money, with few prospects for 
investment, that it requires a growing debt; austerity has no place in Japan’s 
economy. Thankfully for Japan, and Modern Monetary Theorists (previously 
referred to as MMTers) everywhere, inflation also has no place in Japan, so 
the flooding of yen has yet to have an obvious negative effect on its economy. 
MMTers will, say, spend away as long as inflation doesn’t take over and hope 
that the economy recovers (and no other bubbles or other economic calami-
ties disturb the process). Since Japan is also its own biggest debtor, perhaps 
policymakers will just decide that Japan will never pay itself back, or maybe 
even write off what they owe. For now, Japan appears to have no choice but 
to agree to take the bait of MMT.
 
While there are a number of core and splinter issues that have led to Japan’s 
economic condition, demographics and growing debt will continue to be 
long-term impediments. As the Japanese age, there are fewer and fewer pro-
ductive members of the labor force who have to somehow pay for the old-age 
benefits to take care of the growing class of elderly. Older citizens, by the 
way, also don’t consume as much, further damaging growth potential. With 
an isolated society that shuns immigrants like the plague, the expectation that 
it will have 30 percent fewer people in 2065 than today means it will have to 
undergo impressive structural reforms and fiscal and monetary policy adjust-
ments in the future that will make the Troika blush.14

It’s yet to be seen whether FCs will continue to be necessary as MMT 
advocates continue to advocate the idea that being indebted to oneself in the 
face of low inflation is essentially harmless. In the academic world, some 
have proclaimed Japanese austerity to be ineffective anyway, but others 
argue that it has been absolutely necessary in not advancing complete and 
total ruin for Japan. Perhaps Abe and his successors will eventually agree 
with MMTers and turn off the fiscal austerity spigot altogether? Or will Japan 
continue with planned austerity in order to keep the debt’s growth to a trickle, 
knowing that the super debt it has incurred is already set to eventually come 
back to haunt them?

Given the contemporary nature of its debt growth and polices intended to 
counter, Japan will be an interesting case to study for many years to come.
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NOTES

1. Though with price levels nearly half of those in the United States and nominal 
wage rates that were one-tenth of the average U.S. wage rate, the newly minted yen 
didn’t go as far as they might have liked. For a good summary on PPP between the 
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Japan’s attempt to blow away its competition in the decade-losing competi-
tion was impressive. By upping the ante and losing growth for, not one, but 
two entire decades, it has truly become its own unique story. So how do you 
beat that without extending the pain over an additional decade? Well, some 
might say that Japan was simply attempting to take attention away from Latin 
America, which, just before Japan began doing so in the 1990s, threw away 
its own entire decade of growth in the 1980s. Yes, not just one country, but 
an entire region of lost economic potential befuddled researchers as Latin 
America’s economy just sat there, doing nothing . . . for a decade.

You can’t help but be impressed by a region’s ability to lose an entire 
decade. From Brazil to Uruguay to Mexico and beyond, there are simply a 
basket full of fun examples of what to do—and not to do—when facing fis-
cal crisis (emphasis on the not to do). Notwithstanding all of the potential 
economic follies (and, let’s be fair, the amazing turnarounds and triumphs as 
well), this chapter will more closely consider the amazing ups and downs that 
have led to innumerable Argentinian anxieties. Historical factors that charac-
terize the region, and the economic history that led to Latin America’s debt 
crisis of the 1980s, as well as Argentina’s own debt crisis (then another, and 
one or two more for good measure) will be considered and scrutinized, along 
with the Argentine Republic’s eventual outcomes and issues today (there are 
many). Not to be too much of a depressant, it is important to acknowledge 
some of the country’s success stories, despite the fatal mistakes and contrar-
ian responses to its economic conditions that notable economists have chided 
Argentina for, apologized for, then scolded again. Unsurprisingly, many of 
the same economic errors made in Argentina have a strange similarity to the 
Greece, Puerto Rico, and Japans of the world, and are the same mistakes that 
will likely continue to be made for all eternity.

Chapter 9

The Paradox of Argentine Austerity
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LATIN AMERICAN ECONOMICS

If you live within the borders of the largest economy on Earth, there is good 
reason why you should understand Latin American history, especially as it 
relates to its economic development (and if you live anywhere else, there is 
good reason why you should understand what impacts the U.S. economy, 
because it impacts you). The United States imported roughly 406 billion 
dollars from Latin America in 2017, which is roughly one-fifth of total U.S. 
imports.1 Since U.S. exports total around 12 percent of the economy, it’s 
also noteworthy that an even larger percentage of exports go to the region, 
while Mexico continues to be one of our top two trading partners in the 
world (right alongside Canada). Since most U.S. immigrants are from Latin 
America (more than one-third come from the region), what impacts migra-
tion in the region also impacts the U.S. economy. Latin America’s economy 
is intricately tied to the world’s largest economy, which is intricately tied into 
the world’s aggregate economy (just ask anyone who lived through the U.S. 
financial crisis of the late 2000s).

Politically the region has historically favored more control by the state, 
which has impacted its development potential and economic activity today. 
Throughout its history it developed a semi-honorable tradition of black-
market activity, as its citizens attempted to circumvent the control of their 
unfriendly colonial overseers sent by the Spanish and Portuguese crowns, 
while those in power today have solidified off-the-books activity by continu-
ing it through politics own accepted system of patronage. Whereas other 
regions have delved into fascism (Europe), Latin America’s top-down style 
of control has been marked by the influence of interest groups and their influ-
ence on particular political parties, giving more power to those on the bottom. 
Today, most of the countries of LA have become liberalized democracies, 
but the tendencies toward government providing for the welfare of the public 
remains.2

Economically, the region’s richest are the relatively well-to-do countries of 
Uruguay (GDP per capita of 18,000 dollars), Chile (16,000 dollars), Mexico 
(10,000 dollars), and Argentina (9,000), with poor Nicaragua and Honduras 
earning an income that no American or European would even get off of the 
couch for. Compared to the rest of the world, Latin Americans live in the 
middle of the income pack, with a quality of life in a similar range resulting 
from a broader economic development bent that has leaned on the produc-
tion of primary products and the use of policies such as import substitution 
industrialization—a protectionist trade policy that gives a hand to domestic 
imports, in order to build out a country’s home-grown industries. The region 
generally hasn’t grown that quickly in terms of GDP per capita, averaging 2.5 
percent in the 1960s, 3.2 percent in the 1970s, a big goose egg (−0.3 percent) 
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in the 1980s (teaching Japan how to lose a decade before Japan knew it was 
possible), then turning the corner in the 1990s with 1.1 percent growth and a 
2.4 percent economic “boom” in the 2000s.

WHERE THE SILVER COUNTRY FITS IN

From the late 1800s until the early 1900s Argentina looked like it was going 
to become the economic superpower on par with the United States. Argentina 
took advantage of fairly open trade policies across the world to combine with 
its high levels of agricultural production to become one of the world’s great 
exporters. Macroeconomic growth led to personal wage growth as Argentin-
ian wages rose from 76 percent of UK wages in the 1870s to 96 percent in the 
early 1900s—or 80 percent of U.S. wages—on par with some of the largest 
economies in the world.3 All told, Argentina was looking marvelous.

But World War I and the ceasing of foreign investment, as well as the 
economic catastrophe that the Great Depression bestowed upon the world, 
led to significant economic malaise that Argentina never recovered from. 
The Peron coup d’état of 1943 ushered in Argentina’s own lengthy period of 
corporatism that ensured import substitution industrialization would be the 
focused economic policy over the coming decades. It didn’t work out as well 
as Peron might have anticipated—despite a worldwide economic golden era 
of booming greatness, Argentina experienced pretty slow growth. By 1970 
import substitution was a known failure and a price/wage spiral combined 
with expansionary monetary policies to beget, you guessed it, uncontrollable 
inflation.

Before and partly through the 1980s, Latin American countries tried 
to borrow and spend their way through its development concerns. Excess 
liquidity in global markets prior to the 1980s helped to feed the region’s insa-
tiable appetite for borrowing. However, in 1982, Paul Volcker (U.S. Federal 
Reserve Chairman) created a policy of giant interest rate hikes that led to a 
region-wide debt crisis in Latin America. Immediate bankruptcy might have 
been better than kicking the inevitable can down the road, but Latin America 
accepted difficult restructuring plans instead, perpetuating the debt burden 
on its countries, adding to the economic concerns that held back growth that 
eventually ended up being entirely lost during the 1980s. While they tried to 
hyperinflate their way out of the debt (more on this in a minute), the combina-
tion merely turned into a suicide mission.

Being so incredibly lost, yet so intricately tied to the U.S. economy (and 
inevitably the rest of the world’s), America had to take action. The Brady 
Plan that began in 1989 with Mexico and started what is now known as the 
Washington Consensus exchanged the old ubiquitous bad bank debt for new 
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bonds with extended maturities (at the price of a “haircut”4), while also offer-
ing new loans to Latin American countries, with conditions. Greece learned 
what these “conditions” were and eventually didn’t like them—neither would 
Latin America.

Argentina eventually signed on to the deal in 1992, getting a haircut that 
has been estimated to be between 20 and 35 percent. This wasn’t the only 
consequence. After the deal, sovereign bonds ownership (as a percentage of 
total Argentinian debt) increased from 27 percent to 70 percent within a year. 
This meant that Argentinians no longer had control of or ownership over 
their own debt problems, but instead handed it over to a group of outside 
investors—including hedge funds and anonymous bondholders from around 
the world—that had their own sets of goals and distinct incentives to achieve 
those goals.5 On top of this, Argentina was being molded to regain access to 
the credit markets, something a number of analysts today say only set up a 
moral hazard for a country that had nothing to lose and everything to gain by 
borrowing a lot more. In other words, by eliminating the concerns that coun-
tries had about the old debt and guaranteeing Latin America and Argentina 
again, the Brady Plan essentially gave birth to and permission for an entirely 
new round of borrowing. Rehashing a question that seems to precede many 
of the debt crises of the world, what could go wrong?

So, debt grew, and it grew immediately. Between December 1992 and 
December 1993, Argentina’s outstanding debt grew by 13 percent. Yet, the 
GDP growth simultaneously improved as well (in fact, GDP grew at a rate of 
over 10 percent in 1991 and 1992 and over 6 percent in 1993; see figure 9.1) 
meaning that debt-to-GDP only grew by a couple of percentage points over 
the same time period (from a respectable 26 percent to 28 percent; see figure 
9.2). Debt-to-GDP was a misleading indicator in the early years of Argen-
tina’s re-debting regime, although its pace would accelerate in the very near 
future. Looking more closely at figure 9.1, you’ll notice just how volatile 
Argentina’s GDP growth was between 1980 and 2016. Any given snapshot 
in time is just as likely to capture what may look like a booming economy as 
it would show economic growth being overtaken by even developing world 
economies.

To control for hyperinflation that reached over 3000 percent and 2300 per-
cent per annum in 1990 (you read that correctly), Argentina’s Central Banker-
in-Chief was one of the few public servants in the world willing to give up 
his job and resign (really, he just did something different within government, 
like any good public servant would). The Argentinians had no choice. While 
their hyperinflation was becoming the example du jour for every new text-
book, providing a lot of free marketing and press, it wasn’t so practical for 
the average Argentinian. So, Argentina pegged the peso to the U.S. dollar 
and Argentina gave up its monetary policy autonomy and authority and ceded 
another part of its economic tools to the Americans (figure 9.3).
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A quick glance at some select macroeconomic indicators throughout the 
1990s would make even an amateur economist wince. The magnitude of 
some of the fluctuations in GDP growth (6 percent growth in 1994, 3 percent 
decline in 1995, 8 percent growth in 1997, 3 percent decline in 1999, etc.), the 
high levels or growing unemployment problem (Argentina averaged over 15 
percent unemployment, not including underground economic activity or vari-
ous broader measures of unemployment), fluctuations in the capital account 
that went from 14 billion dollars (1999) to −5 billion (two years later), and fis-
cal deficits combined with interest rate payments that increasingly remained 
in the negative, all combined to make for an ugly picture that was sure to end 
in painful FCs.

Figure 9.1 Argentine vs. World. Author Generated from “Real GDP growth,” International 
Monetary Fund, Accessed July 22, 2019, https ://ww w.imf .org/ exter nal/d atama pper/ 
NGDP_ RPCH@ WEO/O EMDC/ ADVEC /WEOW ORLD. 
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Set off initially by the overvalued Mexican peso and capital flight from 
Mexico in 1994 (now called the Mexican peso or Tequila Crisis), Argen-
tina was also maligned with concerns about its currency valuations and the 
convertibility regime that it previously set up, which greatly impacted pro-
duction, employment, and aggregate output. The episode was merely demon-
strable of the underlying fragility of Argentina’s economy and prompted the 
high unemployment and deficit concerns previously noted. Without improv-
ing revenues, interest payments on all of the new loans that the Argentine 
government had acquired were becoming more and more expensive. An 
overvalued peso combined with FC to worsen the current account and its 
substantial deficit throughout the entire decade.6

Figure 9.2 Argentine Indebtedness. Author Generated from “Central Government Debt,” 
International Monetary Fund, Accessed July 22, 2019, https ://ww w.imf .org/ exter nal/d 
atama pper/ CG_DE BT_GD P@GDD /.
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After the Tequila Crisis, foreign direct investment began to wear thin. 
Without these expected flows of capital, the currency board was going to 
have a very hard time keeping up with the Argentine peso’s peg to the dollar, 
making it increasingly dependent upon borrowing to do so. Whether an indi-
vidual, company, island territory (Puerto Rico), or country, borrowing just to 
cover your obligations is not just contemporaneously dangerous, but is a clear 
sign to external observers that something is awry. Not only did outstanding 
public debt have to increase to cover its peg as shown in figure 9.2, but private 
sector debt increased sevenfold over the decade.7

Emerging market contagion was just plain bad luck for Argentina.8 The 
combined effects of the 1997 Asian financial crisis that started all the way 
over in Thailand, Brazil’s self-imposed financial crisis after a significant 

Figure 9.3 Argentine Hyperinflation. Author Generated from “Inflation, consumer prices 
for Argentina,” World Bank, Accessed July 22, 2019, https ://fr ed.st louis fed.o rg/se ries/ 
FPCPI TOTLZ GARG. 
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currency devaluation in 1999, and the Russian Flu financial crisis of 1998 that 
led to devaluation and default on debt all made countries like Argentina look 
really bad. Because they were all in the same class of emerging economies, 
investors saw them for the similarities they had. Capital flew off the shelves 
of developing countries back home to the safety and security of its advanced 
country places of birth. Since debts in emerging markets now leaned toward 
pending default, investors demanded higher risk premiums on public and 
private debt, which increased interest debt payments and made it much more 
difficult to find (or at least to afford) new lenders as old bonds matured. With 
the addition of a recession that began in 1999 (the economy shrunk by 3.4 
percent that year and continued shrinking through a peak of 11 percent in 
2002), it was impossible for the country to fulfill its debt obligations. It had 
no choice but to reconvene the big guns in Washington and beg for mercy.

With the help of the IMF and World Bank, the tricky threesome put 
together some patchwork to keep the economy turning, fueled by even more 
lending via much more expensive channels. Consider the new loans akin to 
what a loan shark might offer to a desperate gambler who just knew he was 
going to hit it big on the next spin of the roulette wheel; Argentina was certain 
its economy would turn with enough time and band-aids. All that policymak-
ers had to do was implement a few fiscal cuts here and there, including major 
cuts to salaries and pensions (which never works out well for the politicians 
involved).

Despite the patchwork, Argentina was en route to a major default for a 
major country. With a last second Hail Mary, the IMF offered another debt 
swap in 2001. Of course, the long-term costs of the newly held bonds were 
gigantic, so the plan was either going to work, or make Argentina’s default, 
restructure, and next step toward economic Hades that much more difficult 
for everyone involved.

Despite all the swaps, restructures, currency pegging, and secondary 
market begging, nothing could stop the doom that would become the largest 
default in human history. One hundred billion dollars-worth of loans would 
be declared worthless in 2001 when Argentina formally stopped making pay-
ments on its debt. The next years would be marked by some of the toughest 
courtroom fights that debtors ever had to undergo to attempt to force Argen-
tina to pay something . . . anything. The price eventually paid wouldn’t just be 
the time and resources of lenders and the Argentine government—the average 
citizen in Argentina was likely to bear the biggest burden of all.

WHY DIDN’T WE DO THIS THE FIRST TIME?

After the default and immediate peso devaluation, debt as a percentage 
of GDP jumped to Japan levels, far surpassing 150 percent. Interestingly 
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enough, both Japan and Argentina had almost the exact same debt ratios in 
2002. Japan, however, saw their debt fiasco through and kept on riding the 
debt train. Argentina, given its much smaller size and inability to access 
credit markets, even in its own country, decided that (i.e., was forced to) it 
would take another path. After all, Argentinians were suffering immensely 
under levels of poverty that surpassed half the population, unemployment 
beyond a quarter of the population, and few prospects for economic opportu-
nity that wasn’t off the books.

Simultaneously, Argentina began to realize that the IMF and World 
Bank, though they may have wanted to help save and revive Argentina, may 
not have had the best interest of the country in mind as much as the best 
interests of global bondholders. Or perhaps their restrictions for Argentina 
or understanding of the needs of the South American country were just out-
side of the expertise of the IMF, World Bank, or the United States. Since 
typical forms of fiscal austerity were no longer a possibility without growth 
and unnecessary since it wasn’t going to pay its debts anyway, policymak-
ers skipped the formalities and took a big chance by offering its debtors 
whatever Argentina felt like it wanted to pay. This doesn’t mean that they 
completely ignored the calls of all of its creditors and just went in another 
direction. Argentina knew that it eventually (and very soon) would need 
their capital once again. But this time, it was going to restructure on its 
own terms.

Through a voluntary exchange, Argentina offered its old, not-worth-the-
paper-its-printed-on bonds in exchange for new ones with new terms that 
were much more amenable to future economic growth in Argentina. By 
telling the IMF and World Bank to “go jump in a lake” while Argentine poli-
cymakers figured it all out, they thereby avoided any conditions that the insti-
tutions would force upon them, such as the harsh FCs placed upon Greece 
before and after its own defaults in 2014. Argentina had learned its lessons of 
the past and now, under the nothing to lose scenario that it was in, decided to 
make a series of low ball offers to creditors that would cut between 65 and 75 
percent of the face values of loans, and elongate maturity dates.

With the ball in its court, Argentina had to make the tough choice between 
choosing to succumb to the pressures of the global investment community 
and offering terms that were much more to their liking. It hoped a quick, 
direct process of the latter would be favorable to debtors who would respond 
with faster future access to the markets and not punish them further with high 
debt premiums; but if not, a big cut in its payment terms would at least make 
it easier for Argentina to pay its debts and grow its economy. The Argentine 
government made the argument that if it did not invest more heavily in its 
own people and economy there would be no point in having access to new 
loans that it couldn’t afford, so it decided to risk it all, and slap the financial 
market with a final “take it or leave it.”
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When growth-indexed payments were offered to sweeten the pot, more 
than 75 percent of bondholders accepted. Subsequent swaps helped to push 
down the debt-to-GDP ratio from 106 percent in 2004 to 52 percent in 2006, 
further reduced by a 2010 swap that dropped the ratio to 36 percent debt-to-
GDP. Growth, which some argue was prompted by investments in domestic 
markets and programs for “social inclusion,” averaged 8 percent from 2003 
to 2008, had a relatively minor hiccup after the Global Crisis of 2008, then 
resumed its torrid pace, pushing to 10 percent in 2010.

Fiscal austerity be damned. The Argentinians had seemingly found a 
glitch in the matrix and took advantage of it by cutting debt-to-GDP in half, 
without being forced by anyone to stall government spending or raise taxes 
through the roof. Income distribution was also improving, unemployment fell 
from 15 percent in 2003 to 6 percent in 2015, and wage growth continued to 
outpace inflation. Argentina had beaten the beast that is the global lending 
community and lived to tell about it.

THEY’RE BAAAAAACK

Did you think that billion-dollar investment funds from around the globe 
would simply give up that easily and let Argentina walk all over them? After 
the country’s initial default decision, groups of bondholders began suing 
Argentina and kept suing them for a decade. A small group of bondhold-
ing “holdouts”—not necessarily those that refused to accept the exchanged, 
value-reduced bonds that Argentina offered in 2002, but were more likely 
vulture funds that bought out debt that no one wanted anymore for huge dis-
counts—kept suing and suing until they finally won a victory in 2014.

After a couple of years of negotiations and proceedings, and a change in 
the presidential administration in Argentina, the legislature decided that it 
was more worthwhile to issue a load of debt to pay off these vulture victors 
than it was to continue fighting them. New lenders have noted how Argentina 
initially refused to pay in the first default, but eventually gave in. If Argentina 
tries to default again, bondholders will stage a much more aggressive battle.

THE NEW, OLD ECONOMICS OF ARGENTINA

With Mauricio Macri’s inauguration in 2015 came a shift in economic policy 
that left the heterodoxy of the Kirchner’s in the dust. This new model rejected 
the idea that it could simply tell creditors to “hit the road” and make up its 
own terms, and instead offered a neoliberal worldview that complies with 
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original agreements, implements FCs when necessary, and combines those 
with certain structural reforms to improve the growth outlook.

After an immediate currency devaluation, interest rates were also hiked 
by more than a third, and speculators began building up practices that accu-
mulated returns as high as 38 percent betting on the fluctuations in the peso. 
Domestic and foreign investment taxes were reduced, while domestic prices 
were allowed to increase, putting inflationary pressures on the economy. 
Domestic production also took a hit, reversing the growth of 2015 to put 
2016 in the red.

After borrowing to pay off old debt loose ends, the country commenced 
borrowing to cover the budget. To boot, the economy began contracting at a 
rate of 3 percent in 2018. Between 2012 and 2017, Argentina’s debt-to-GDP 
ratio increased by nearly 20 percentage points,9 a fate that it would not likely 
outgrow. Traditional FC was right around the corner.

BACK TO THE AUSTERITY DRAWING BOARD

Facing a 2018 peso crisis (what’s new?), Argentina went back to its old 
nemesis in the IMF to ask for a loan. Knowing the IMF would put austerity 
conditions on Argentina, the Macri Administration still decided to pursue 
international help. Regardless of the economic implications anticipated by 
some (and despite, or in light of, failures in Greece), the IMF still insists on 
lending to countries that are willing to accept the type of fiscal reform that 
IMF researchers prefer.

In order to accelerate deficit reductions, the government swiftly pushed 
forward with cuts in spending and an increase in taxes, hitting the deficit from 
both sides. With a 2018 deficit of 1.3 percent, cuts to government employ-
ment were expected to combine with export taxes to balance the budget by 
2019.10 At the time of writing this book, inflation is holding at 30 percent, 
while central bank rates were jacked up to 60 percent to contain or drive it 
down. Strong FCs have been combined with hawkish monetary policy in the 
hopes that Argentina’s new form of austerity will only beget short-term pain 
and will eventually put Argentina on the righteous long-term path toward 
economic growth, but this time with eyes set strongly on fiscal prudence. As 
of mid-2019, the IMF seems to be pleased with the outcome, noting that fis-
cal and current account deficits have fallen or turned positive. Most now see 
recovery on the horizon.
 
It has been a long, winding road to fiscal and economic recovery for Argen-
tina, but it does seem that, while the prior shunning of FCs had little long-term 
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benefit, those implemented today have combined with structural adjustment 
reforms in recent times to finally bear economic fruit.
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The next economic crisis is right around the corner. This isn’t doomsday 
speak; it’s just as much of a fact of life as saying, “you will get hungry later 
today.” Economic crises happen from time to time, and, while sometimes they 
are caused by factors outside of our control (e.g., natural disaster, attacked by 
a crazy group of terrorists, recession within borders of major trade partners, 
etc.) they are often self-prescribed. After all, what is economics in the first 
place, but the study of how we as mere human beings interact to allocate 
limited resources among us. If the “economy” by its nature is something that 
happens because we have created it, surely our imperfect abilities and lack 
of infinite wisdom will cause us to make mistakes in its development. Once 
the economy has been developed and things seem to be humming along as 
they should, we often wonder how we can make it better and attempt to do 
so, which doesn’t always turn out so good. On the other hand, external shocks 
outside of our control impact our local economies, more so in an increasingly 
integrated global economy. Our solutions don’t always beget the perfect 
outcome. Just as there is no perfect economy, there is no perfect economic 
policy solution.

Knowing our imperfections will inevitably lead to crisis, we can only look 
out for the next one and be as prepared as we can be. Where might the next 
economic quake come from? Of course, that is also impossible to know, but 
we can reexamine some of the discussion brought up in the Introduction to 
have a better understanding of what might be on the horizon. Across the 
globe savings are down (especially in the United States, the world’s largest 
and most influential economy), but debt (private and corporate, as well as at 
the country level) is on the rise. Could this be the trend that kicks off a debt-
induced crisis? Or will the crisis more likely stem from an asset bubble burst 
like in the United States in 2007, or in Japan in 1989? Or perhaps a currency 

Conclusion

Is There Really a Paradox?
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crisis like that which has been incessantly nipping at the heels of Argentina? 
Or will World War III break out, stalling worldwide economic growth, push-
ing countries with precarious budgets battles over the edge? Regardless of 
the ignition source for the next crisis, every examination of economic crises 
intersects in some manner with a nation’s fiscal status, and oftentimes propels 
it into a fiscal crisis.

Being that debt is so intricately connected with the future, we should 
understand the global trends in public debt. The IMF’s new Global Debt 
Database1 provides some new insight into just how much debt is building and 
where. As of 2017, total global debt has reached more than 225 percent debt-
to-GDP. Before you get too excited wondering how we are all surviving at 
levels consistent with the Japanese government’s total debt burden, the IMF 
database’s figures also include private debt. Combining public and private 
debt, every person on earth now owes more than double the average income 
per capita of the world.

Considering only the public side of the debt, it’s also interesting to note 
that the economic powerhouses of the world are also the most indebted . . . 
by far. The United States (the largest economy with approximately 21 trillion 
dollars of government-owned debt), China (second largest economy with 
around 10 trillion dollars of debt), and Japan (the third largest economy with 
debt equal to the Chinese) combine to own more than half of the total global 
liabilities (including privately held). If any of these countries’ fiscal situations 
become untenable, the economic ramifications will reverberate throughout 
the entire world.

Private debt by itself has tripled since 1950, again led by the rich coun-
tries such as China and the United States. Since the financial crisis led to 
the Great Recession in the United States, U.S. consumer credit has risen by 
more than 60 percent. That’s a 1.5 trillion dollar increase from 2011 to 2018! 
Some have predicted that certain sectors are already bubbling. For example, 
automobile loans were on a tear since 2008, but defaults and repossessions 
have increased substantially in the last few years in the United States. Could 
this mean that the next recession will be powered by a financial crisis based 
on bad auto debt?

There are a number of hotspots around the world that give rise to concern 
and may continue to do so today. Argentina, since the end of the Kirchner 
reign and the beginning of the administration of Mauricio Macri, has had a 
debt boom, combined with high inflation, and is now putting harsh austerity 
measures in place. Will Macri be able to continue to control for the debt prob-
lem? Will he let the peso enter into overvaluation territory again, leading to 
another currency speculation and another peso crisis that shocks the country 
into a sudden stop? Or, maybe Japan will finally hit the end of its debt road 
and decide to take up MMT on its offer to throw away prudent fiscal policies 
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of the past in light of the opportunity to print the yen and borrow from itself 
in perpetuity (is it already doing so?). If inflation turns ugly or a global eco-
nomic crisis hits it hard, Japan’s economic collapse will have a big influence 
on the rest of the developed world that it is intricately connected to.

Yes, new theories suggest that deficits can be sustained into eternity, under 
certain conditions, but should we let that happen? If your country’s growth 
rate can be maintained above the interest rate you pay on your debts, then 
yes, you can keep borrowing money that you can afford to repay, in theory. 
But, that magic word is if. How many countries around the globe are trying 
to improve their growth rates as we speak? The answer is all of them. We are 
all trying to adjust economic growth rates to what we perceive as the opti-
mum level under our country’s given circumstances, but rarely are we able to 
maintain the growth path we desire. So, why should we believe that we can 
target a growth rate that will forever sit above a country’s average interest 
rate on its debt outstanding? Even if a country is able to precisely control its 
own national economic output and growth, the problem is not that nation’s 
skills, but the skills and interests of economically connected neighbors. If 
war breaks out because XYZ regime suddenly wants to become the dictator 
of East Asia, our economy will be affected. If mismanagement of Aldovia’s 
finances leads to a contagion across Europe, we will all be impacted. Some 
say the lack of control over these external factors must lead to more prudent 
fiscal policy management within one’s own borders, not because of a lack of 
faith in your own policymakers’ abilities (though you should be wary) but, at 
a minimum, because you know for a fact that someone else is going to mess 
it up for the lot of us.

In this book I’ve presented the idea of a fiscal paradox. The paradox of 
austere fiscal policies, that is when faced with the choice to implement a fiscal 
consolidation that we think we know will hurt us economically (but we also 
realize is for our own, long-term good), it is possible to be surprised and coun-
terintuitively receive an economic benefit from the fiscal consolidation. FCs 
are important and necessary in many cases, even in a recession, and in lots of 
those cases actually help an economy. This is especially true if the composi-
tion of the fiscal adjustment policy is such that it focuses more on controlling 
for government spending, than relying upon an increase in taxes. There is no 
one-size-fits-all FC; countries must select the most optimal policy mix given 
a country’s economic, social, and debt characteristics. Whether Argentina, 
Germany, Greece, Ireland, or Puerto Rico,—FC policy success has relied less 
upon preceding economic conditions than it has that the particular form of 
austerity is based on what investors and consumers see as the best long-term 
fix. In general, private consumers—and especially private investors—seem to 
have a lot more faith in the long-term economy when policy shifts veer from a 
reliance upon higher tax hauls, but instead refrain from spending (which also 
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ensures fewer future outlays via the tax channel), especially if those policies 
are also accompanied by certain structural reforms.

But, that’s not the only paradox of the world’s story. The perhaps more 
important paradox is that despite the insistence of technocrats, academ-
ics, and other experts that there is an optimal set of fiscal policies that we 
should all adhere to, we refuse to make those policy choices until we’re in an 
economic crisis; when we are in the midst of a crisis and need to make the 
toughest decisions regarding a country’s finances, we are inclined to imple-
ment those fiscal consolidation measures the least that we know will benefit 
us the most (e.g., spending cuts may be the most conducive to future growth, 
but have very real consequences, including the political kind, today). If our 
nation’s policymakers were truly interested in making the best fiscal choices, 
they will do so now and not wait until we are in the face of national or inter-
national crisis. So that we don’t face harsh fiscal crises and become forced 
to undergo reforms by the likes of the IMF or World Bank, policymakers 
in both the developed and developing worlds should prepare the country’s 
finances today.

This is why government debts and deficits really matter. The choices a 
country makes within its border, how to spend its dollars, which social pro-
grams to finance, which taxes to implement, and so on are value-laden discus-
sions that matter little outside of the broader discussion of how to maintain 
enough fiscal discipline—given your country’s principals for prosperity that 
lead to a certain level of growth—in order to avoid fiscal crises. However, 
in the face of fiscal catastrophe it behooves us to understand the best prac-
tices and policies that will most align with our country’s goals as well as its 
present conditions. Gaining an understanding of the entire economic policy 
toolbox takes a monumental effort that has been tried since long before 
Keynes walked the Earth, but is a debate that has continued through today. 
In the broader scope, it’s good to have insight into the models that have been 
developed by Italian economists and IMF researchers alike, while the debate 
should include the Paul Krugman’s and Art Laffer’s of the world as well.

In the face of out-of-control deficits, our search for the ideal policy to rec-
tify our problems can’t stop with a look at researchers’ results, but should also 
encompass an understanding that the debate concerns the process for finding 
those results. For example, whether our relied-upon model implements a 
CAPB approach or a narrative-based one can have a tremendous impact on 
whether a specific type of policy has a negative or positive return to GDP, 
in both the short and the long run. Knowing the slew of other variables that 
may also impact the resulting output—such as monetary policy, the types of 
fiscal plans, precise composition, initial fiscal position of the country, accom-
panying structural reforms, and so on—can help authorities to construct their 
own models with more precision and accuracy based not only on the current 
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conditions within their own country, but on the tools available to them and 
how they will compose a final fiscal consolidation or fiscal stimuli package.

As much as it all matters, it matters more that we continue to think about 
what we don’t know. Learning the research pillars that have been laid before 
us is important, but pushing ourselves to think outside of the boxes that 
this research has developed is probably equally important, as no one knows 
from where the next crisis will come, nor how and if existing models can be 
applied to any particular country at a given moment in time to obtain an out-
come with a known precision. Pushing ourselves, or at least our policymakers 
and the experts they lean on, to learn how policies have interacted to create 
various economic outcomes is important, as the impact isn’t just a boon or 
detriment to today’s generation, but can drive economic development across 
the globe for generations.

NOTE

1. “Global Debt Database,” International Monetary Fund (IMF), accessed July 22, 
2019, from https ://ww w.imf .org/ exter nal/d atama pper/ datas ets/G DD.
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