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Interactions Between Fiscal Policy and Growth 
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Impact on the Deficit Ratio of a 1 percent of GDP Discretionary 

Fiscal Tightening in the First Year 
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Interactions Between Fiscal Policy and Growth 
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Impact on the Debt Ratio of a 1 Percent of GDP Discretionary 

Fiscal Tightening in the First Year 

(Relative to Baseline) 
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Sovereign Bond Yield Spreads and Projected Real GDP Growth 
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Sovereign Bond Yield Spreads and Real GDP Growth 
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Fiscal Adjustment and Bond Yields with  

Alternative Fiscal Multipliers 
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 Fiscal policy must be tightened but, if you do not 

have to, avoid tightening too much 

 

 Clearly defined medium term adjustment plans 

 

 Even for countries that are under pressure, 

tightening of fiscal policy cannot be the only 

adjustment tool 

 

Policy Implications in the Short Term 
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High Public Debt is Bad for Growth 

Rogoff and 

Reinhart:  

“This Time is 

Different: Eight 

Centuries of 

Financial Folly” 

(2009) 

Kumar and 

Woo: 

 “Public Debt 

and Growth” 

(2010) 

Steven 

Cecchetti: 

 “The Real 

Effects of Debt” 

(2011) 
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Effect on Growth of Higher Debt to GDP Ratio 
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Advanced Economies: Debt Above 80 percent of GDP 
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Advanced Economies: Debt Above 80 percent of GDP 
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 Overall tax pressure 

 Composition of revenues 

 Broadening the tax base by reducing tax 

expenditures 

 Externality correcting taxes 

 Property taxes 

 Fight in tax evasion 

Revenue Side  
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Less Distortionary Tax Measures 

Potential Revenue Increases  

in  Advanced G-7 Countries  
PPP weighted averages 

Total Increase in Revenue: 2.8 

percent of GDP 
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 Spending reviews 

 Subsidies 

 Military Spending 

 Spending for public sector wages 

 Non-means tested social welfare programs 

 Spending for pensions 

 

Spending Side 
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Military Expenditures in Advanced Economies,  

1990-2010 
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Public Sector Wages in Selected G-7 Countries 

 (As share of potential GDP) 
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Pension Spending Increase, 2010-30 
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Debt Dynamics Equation 
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Effect of a 1 % Drop in Growth on Debt Stabilizing Primary 

Surplus 

Direct effect 
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Interactions Between Fiscal Policy and Growth 
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Average Primary Balance and Real Growth during 10 years 
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Effect of a 1 % Drop in Growth on Debt Stabilizing Primary 

Surplus 
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 Initial debt ratio at 

100% 

 Increase the growth 

rate for 10 years by 1 

p.p. 

 Spending constant in 

per capita terms, 

assuming a 40% tax 

ratio 

 Would lower public 

debt by 29% of GDP 

The Role of Growth Lowering Debt Ratios 
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 Need to lower public debt over time 

 

 Medium term growth is critical for successful 
adjustment 

 

 Not all structural fiscal reforms are equally good 

 

 Link between potential growth and fiscal policy 
should initiate a „virtuous cycle‟, facilitating fiscal 
adjustment 

Policy Implications in the Long Term 
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