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Providing the solution to the debt and deficit problems of devel-
oped econores istoo big a task. ladibt it is possible tofter general
recipesthat can apply to all industrial countries, despite the surpris-
ingly common origins of the diefit problems de@aumented by the
Mussa and Massomaper in this conference. For example, while in
most caintries accurnlated social security liabtles represent per-
haps the biggest source of concern on ¢kelution of public
finances, social security systems differ significantly srtibesthat
are both efficient and politically viable in one country are unlikely
to be applicable in other couigs. In sum, bdget retrenchment is
a job of micromanagement: econisiis are at a loss wherying to
come up with sweeping formulas that politicians cauwdd well in
the public debate.

Thus, rather than looking for the solution thah be adopted by
allindustrial cauntries, | want to discuss the role afifincial markets
in the adjustment of public financelbalances. Serious coudsira-
tion of the role of financial magks isin order for two very imptant
reasons. First, the past decade has witnessed a tremendotis gr
of financial markets, prompted by the progressive elimination of
capital controls and the agtion of pro-maket pdicies by the
majority of counties. This hasudndamentally altered the relation
between markets and authorities, aiad made garnment policies
more vulnerable to international capital markets. Second, the
success of a financial stabilizatigmolicy for a country that has
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accumulated a large stock of debt depends crucially on the ability
of that country to minimize the cost of government debt.

The main conclusion of this paper is that in a situation of free
financial markets like theurrentone, the alteratives available to
governments in their adjustment effoatereduced; theonly orderly
adjustment path is along and slow oneder tis scenariogensuring
the stability andefficiency of financial markets will represent a
major priority for all industrial counies.

This paper is manized as follows. The first section reviews the
role of financial markets in the development of the industrial coun-
tries’ debt problemsThe second section discusses the options for
adjustment that governments currenthcd, and how gdstment
options are affected under free capital mobility. The third section
addresses some problems okirgiovernment relations which have
been raised by recent events in international financial markets.

The buildup of government debt in industrial countries

As the paper of Micha@llussa andPaulMasson in this cdéction
illustrates, the pattern of deit buildup is surprisingly uniform
among industrial countries: government spending started to accelerate
in the early 1970s, while thdebt-to-GDP ratio increased signifi-
cantly in the 1980s.

One well-known relation inthe arithmetic of pblic finances
shows that the rate of growth of the ratigovernment debt to GDP
is determined by the difference teten the cost of ge@rnment debt
and the nominal rate of growth of GDP (real growth plus inflation)
and by net-of-intexstgovernment deéits as a fraction of GDP. The
1970s witnessed a fast increasgavernmenspending wihout a
correspondingly fast increase in debt. The reason is that, during that
decade, the cost of government debt in many countries fell short of
the rate of inflation augmented by the rate of growth of the economy.

In the 1980s this ®iation changed dramatically, in response to a
turnaround in monetary policies. Most industrial countries embarked
on inflation stabilization through different means. In Europe,
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inflation stabilization was driven by the re-establishment of fixed
exchange rates. klddition, restrictive monetary polieyasaccom-
panied, at least in the first half of the 1980s, by expaasyofiscal
policy. The stabilization of inflation caused high real interagts
which accunulated on the effects of primary deficite debt-to-
GDP ratio of industrial countries accelerated.

In most irdustrial counties, fiscal retenchment got undevay in
the mid-1980s. The contrast here is between the smatltries like
Denmark, Belgim, and Ireland and the largeuntries.Smaller
countries pursued much more aggressive adjustmentgmsgnan
large counties. Thiscontrast raises the questionwhether smaller
countries have atictural incentives or adntages in pursuing fiscal
adjustment. On the incengs side, it is arguablthat a smaller
economy is by definitiorless diwersified and more vulnerable to
external circumstanceBecause of this, a sfler country might
find it difficult to maintain an unbalanced fiscal position for a long
time. On the advantages side, the ticdi process of fiscal gdst-
ment might be simpler ismaller counies. Large countries ight
be populated by a larger number of orgawiconstituencies and
pressure groups, which make the process of consensus bthding
underlies democratic budget formation a much mosgvdrout one.

The experience of the 1970s and 1980s, whidinesed the
buildup and gowth of thedeficitsand debt psblems of industrial
countries, leads to two main observations.

Observation one

The monetary stabilizations of the early8D8 exacerbated the
fiscal problems’ implications for monetary policy, especially in the
fixed exchange rateountries. In Eupe, French ahorities were
the first to experience—in a rather harsh way—the costs of an incon-
sistent fiscal-monetary policy mix witthe 1983 foreign exchange
crisis. In response tthat, hey put in place the weknown fiscal
retrenchment package, whialas publicly justified as required by
the franc’'sparticipation in the Exchange-Rate Maclism (ERM)
of the European Monetary Sgsh.
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Italy fits this pattern too. In thatountry governmenspending,
largely in the form of entitlements (health, pension reform, schools)
increased dramatically ib972-73. However, during thehole dec-
ade of the 1970s, the debt-to-GDP ratio increas#yg marginally
because the jump inipmary deficits was accompanied by negative
real interest rates, which offset the impact omeynment debt.

In Italy, entry into the ERM was debated at length: thérakébank
allegedly opposed it, most likely in the awaesghat Italian fiscal
dynamics were unsustainable in a disinflation and that successful
exchange-ratdased sibilizations have to be spprted by shble
public finances. After the entry into the ERM, expansionary fiscal
policies continued untithe mid-1980s, when the jmary deficit
started to shrink gradually. However, the rate of improvement in
public accounts as well as the rate ohweergence of inflation
became too slow for the exchange-rate parity to be sustajrzain
the lira was forced out of the ERM in September 1992.

Observation two

Financial markets played a key role in the depalent’s budget-
ary problems. In the 1970s the phenomenon that prevented a boom
in debt-to-GDP ratiovas the noadjustment of nomial interest
rates to infation. That phenomenon had twauses. On one hand,
inflation caught mdtets by surprise: mainal interestates reflected
expectatbns oflower rates of inflation. On the othleand, in several
countries nominal interest rates did not sufficientiysito expected
inflation because they werprevented fromit. The incomplete
adjustment of nominal intest rates to expected iaflonwas due
to capital contols and fhancial repression, a phenomenon well-
studied among developing countrigdien reglations prevent the
adjustment of nominal interesates, an acceleration of fafion
induces artificially low or negative real intereates.

As inflation rates came dm, thequestionwas raisedvhether
capital controlstill maintaned low real interesttes domeatally.
In Italy, authorites believedthat freeand comgtitive financial
markets could have helped lower the cost of government debt. The
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theorywas that fhancial repression helps wittigh inflation but
becomes aihdrance at low inflationates.

Thus capital controls were removed, in Italy and in muodstrial
countries which had them inlgze in the 1970s, mainly for the
purpose of achieving more efficient domestic financial markets.
Some countries sathat objective as one that would maintain and
foster the competiieness of financial centers locatedheir terri-
tory; others saw it as a necessamneént of the mcess of libeali-
zation that was being achieved through the creation of the single
market.

Liberalization, however, made debt financing a much nubffe
cult affair. Before the liberalizatiothe financing of budget deficits
was essentially a credit allocation decision: governments could
simply decide who would hold debt and at wiedérof nterest. After
theliberalization, financial m&ets became an even more impoit
constraint in the financial activits of governments. Ingeneal, but
especially in thease of hi@ply indebted countes, the narginal cost
of government liabilities becameghly sensitive to economic and
political conditions in the issuing courds.

Adjustment options

The discussion in the preais section on the role of financial
markets in the deaslopment of the deficits and debt problems of
industrial counties helps to discuss thgailableways outThe ratio
of government debtto GDP currentBached by indstrial countries
has no pecedent in the second postw@mly in the immediate
aftermath of World War Il were industrial gotries indebted to an
extent that is comparable to ndwhat was theolution to the debt
problem afterthe war? It was a cobination of inflation and high
growth.

Would inflation be an efficient way out of the debt pehs of
industrial countries now? The firstrgunent against theise of
inflation to solve debfproblems is the observation dh in the
absence of financial repression |atfon is unlikely to écrease the
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cost of government debt by large amounts. Inflation will not work
as well because, since efficient financial markets will adapt fast in
order to minimize inflation surses, a change ikrgime—from low
inflation to high inflation—will likely cause very large swings in
real interest rates andajor disruption in long-term bond niaats.

The risk of these swings should be enough of a deterrent for
countries withvery high stocks of debt. Increaseadstability not
only wouldcause the transmission of high interest rates into the cost
of governnent debt, but also @uld make itvery difficult to roll over
debt in the marketplace. In the presence of high uncertaivgrg-
ment debt auctions can go unsold, causing piatgnselious cash
shortages in governmerihfinces.

These dservationsdad me to put forward thelfowing proposi-
tion: With free financial markets, high geknment debt is a deter-
rent to irflation. In other wordshighly indebted governments are
strongly averse to inflation because they know that the potential of
inflationary surpises induces excessiveudtuations in financial
markets, with extremely adverse effects on the aadtfinancing
patterns of governmendebt. In other wats, free irternational
capitalmarkets hinder infationary fnance, thus reversing the stand-
ard prescription on fiscal stabilizatisinspired by the experience
of many countries after the accumulation of war debts.

Avery good illustration of the proposition above is the experience
of Belgium. That cantryhasbeen successful in minimizing the cost
of its debt by being adamant on its policy of pegging its currency to
the deutsche mark. Such a polégems to be driven by the view that
any wavering on monetary poy canonly causecostly increases of
interest ates, but is uiitely to prodice discounts on the cost of
government debt. Thus, inflation is not a solution to the deficit
problems ofindustrial countries or, better stak, inflation is cer-
tainly not a good solution.

The second solution that has beendd in the past to absorb
large government debts is default or, as the paper of Ball and
Mankiw in this confeence label it, hard landing. The argument in
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favor of default on government ddbt primafacie, very appealing:
immediately after default a country with amary surplus is a very
good credit. In addition, demagags might ask whgountries with
high primary surpluses shtal pay high market rates of ing=t on
government debt givehat, if the markets madbempay lessthey
would instantly become greatefits.

The arguments against hard landing, however, appear to be over-
whelming. The full range of eficts of dehult by industrial coun-
tries’ governnents ardlifficult to asess, but it is ligly to include
widespeadreorganizabns in the financial intermeation industry.
The experience of the debt crisis in Latin Ainarhas shown that
the collpse of mternational financial iermediaiton alonecan have
major negative irpacts on investment and emmic activity. Since
a debt crsis of industrial counties has tanvolve domestic markets
by necessity, the impatiere would beeven more desictive. In
addition, the experience of the interwar petias shown that debt
repudiations or capital leviesauselong-lasting distortions in the
financial systm, oiginating from the fear of expropriation by
savers. Sodefault is not a solution to the deficit prebts of
industrial countries or, ciinly, not a good solutin.

If inflation and default are not to be pursuadhat is left is fiscal
retrenchment. Given the high initial stocks of debt, fiscal retrench-
ment will necessarily be producing its effects over a long period of
time, during which governments will have to ensure sizable net-of-
interest surpluses.

In this conference, a number of areas have been discussed where
governments should consider saving resources. Theas aclude
social security and other etidiments, and the financial relations
between localities and the centgalvernment, as well as the admini-
stration of taxes. In the introduction,dveargued that solutins are
likely to be different from country to countryhlis, wihout attempt-
ing to come up with generalizatis, | want to offer some lessons
drawn from laly’s efforts to impove public finances through social
security reform and reform of local public finance.
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In Italy the reform pursued by the Dimgjovernmentaims at
reaching a steady state where pensiorefienare lirked to contri-
butions. In the debate that led to the current reformait often
suggested to introduce a capitalization systemrogbt by imple-
menting a reform similar to Chile’s. This sweepaignge, however,
is hard to implemenbecause it requés goernments to come up
with the capital needed to service future pension liadljtessen-
tially uncovering all of the pension debt.

Inaddition, pension reform is filmer complcated by the existence
of the so-called “acquired rights.” An effective reform would have
to changefeduce benefits accumulated by those whocareently
receiving trem, or areurrently in the labor forcand are conibut-
ing to the social security system in the expectation of receiving them
when they etire. Insome countes modifying theseentitlements
amounts to a form of default by the government, and cashalke
lenged by bodies like the constitutional court.

Finally, reform thatdoes not affect the benefits of tharrently
retired as well as theufure benefits of the currently enogked
becomes fully e#ctive only far in the future. While this type of
reform may make a pags-you-go system viable in the steathte,
it can weaken public fimnces very signifiantly in the transition.

Another area where, in many countrig®reare ideas for reform
regards the financial relaths betweendcalities and the state. In
Italy, the main problem that reformers are trying to tackle is one of
soft budget constraints in the jrery. In many cass, bcal authori-
ties are required to manag&penditure programs for the central
government without having toome up with the resoces. Two
classic examples in Italy are thenfication of the requises to
obtain disability pensions and to obtain special discounts on health
services. Murtgipalities perform his service, and often they have
been found to do so with little regard for theadbw value of
governmentfunds. The main priority of attepts to reform the
financial relations between the central governnaamt localities in
Italy is the hardening of the localities’ budget constraints.
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These few observations on the problems that are being tackled in
Italy illustrate the tremendous need to manageguvent activities
more efficiently, because an efficient publicwdistration would
bring about very large sawys. It is, however, also apparent that a
reorganization of the public expenditure function—as well as a
reorganization of the taxation fuman—is likely to be very different
from country to country and have veryfdrent impacts on diéfrent
countries’ public accounts.

Efficient international financial regimes

The previous section’s pretinary conclusion is tt, with free
financial markets, the only available option of fiscal adjustment for
heavily indebted industrial countries’ goverants is cuing spend-
ing and, if possible, increasing tax revenue. Inflatiod more diect
debt default are either impractical or too costlyési veryhigh
ratios of debt to income, fiscal retrenchment implies that industrial
countrieswill have to live for many years with very higlrgrnment
debts. As a resultheir financial condition will remain quite vulner-
able to fluctuabns in interest rates.

It is thus mperative that, if indus@l countries are willing to
maintain well-working and integted financial markets, structl
conditions be put in plce to minimize the risk of financial crises.
One key area is the relations amguoyernmentsvhen crises occur.

In this area, it is possible to identify dramatically different
approaches. Considdrdt article 104b of the Maastricht Treaty:

“...A Member State shall not be liable for @ssume the
commitments of central govermnts, regional, bcal or
other public authorities, otherdies governed bpublic
law or public undertakings of another Member State, with-
out prejudce to nmutual financial guaantees for the joint
execution of specific projects.”

Contrast this with the U.Sed program to support financial sta-
bilization in Mexico. The streture ofthat program as described in
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the release from the U.S. Treasudgpartment re¢es that the
resources marshaled from the Exchange Stabilization Fund and the
FederalReserveSystem will take the form dswap facilities and
securities guantees,” which will be used “to help stabilize the
exchange market and tacilitate the restrcturing of Mexico’s
short-term debt into longer mattiés to help resolvdiquidity
problems.”

Without attempting a detailed agals of the Mexican package
from the viewpoint of the Maastricht Treaty, | believe it is quite
obvious thathe Mexican “pogram” appears to be illegal under the
Maastricht Treaty.

What does this mean? That if agpvernment of a country
member of the European Unibiad set up hailout program similar
to the onecoordimated by the goernment of the United tes for
Mexico—even if such a program were set up for the purpose of
avoiding systemic spillovers iimternational finanial markets—it
could have beerhallenged by the constitutional court of that
country, which could have rendered that gowernt’sact ireffective.

The fact that the Mexican programas ilegal under thevlaas-
tricht Treaty highlichts, on one side, thenportance of théJ.S.
initiative in thecase of Mexico and, on thehatr side, the importance
of the issues related to ergovernmental relains in open interna-
tional financial markets and the concerns of some governments on
the pressures that financial markets can imposeogargments.

The MaastrichTreatyand the Mexican package laft two mod-
els of government interaction with international financial markets.
One model says that irraer toavoid financial cises gwernments
have to make itostly to renege otteir commitments. For example,
a governnent that wants to make its commitment to a certain
exchange-atetarget more credible may consider making it costly to
renege on it, for instance, by denioating its own liabilites in
foreign currency. This model is predicated on the key assumption
that the public actually perceives that tbests of eneging on
commitments are indeed toaghi.
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The article from the Maastricht Treaty cited above istlagro
example obuchcommitment technologies: in thedise theommit-
ment could bene of fiscal responsibility which is enforceddhgh
a sort of international hardening of budget constraints.

A second model of interaction lveg¢en markets angbvernments
is the model of systemic risk. The basic idezhind it is that
international financial m&ets cansuffer from illiquidity crises
which could give rise to massivetiwdrawals of funds from céain
investments. The risk of such crises requires that the private sector
be aware that g@rnments can act in a scretionary fashion were
such crises to occur.

Awell-known criticism to nternational bailout s@mes, insped
by the credibility mael, is that awamess of informal bhiut
schemes makesde-ridertype behavior more likely and old, as a
consequencencrease financial figility rather han decrease it. A
lesscommon, but equally intriguing argument against the credibility
model, chims thatgovernments that relinquishamy of heir pre-
rogatives in order to make their comménts more adible may
actually bse cedibility by losingaccess to escapdauses and
therefore becoming too vulnerable: toamy poison pills can be bad
for a government’s strength.

These few observatns lead me to conclude that, once aghgere
is no general formula to safeguard internationalkeer from the
potential of government-inducedises. New institutions will have
to provide a balanced set of incentives to decisionmakers and, at the
same time, enough transparencgmsure smooth working of finan-
cial markets.

Concluding remarks

The main point of this is #t,despite the dire predicths ofmany,
inflation and debt default are no more asble as a soludn to the
very large stocks of garnment debt accumulated by industrial
countries. This leaves only one avenue for adjustment: fiscal
retrenchment, which will bring down gexnment debts only over
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a prolonged period of time. During thige, if industrial caintries
want to preserve integrated amell-working financial markets,
they will have to work to improve their functioning, and to
strengthen their safeguards in the event of crises.



