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Chapter 4 :Stimulus v. Austerity: suggested answers 

FIRST DEBATE:  is fiscal stimulus even necessary? 

Page 48 : Draw a production possibility frontier for a closed economy with consumption goods and 

capital goods on the axes. Use it to show that increasing saving (reducing consumption) is the only 

way of increasing investment (increasing capital goods)  

 

 

 

 

 

 

 

 

 

 

 

 

The PPF shows that for a closed economy at full capacity the only way that it can produce more 

capital goods in order for the PPF to shift outwards so that living standards can rise is for 

consumption today to be reduced to free up factors of production to create the capital goods. In 

other words, it is necessary to give up present utility to increase future utility, more savings today 

means more consuming in the future.  As explained in the article, an open economy could acquire 

capital goods from abroad but it is likely that that this will involve the sacrifice of consumption to 

pay for them either now or in the future.  So using a closed economy model for illustration is not too 

silly! 

Page 49 : Another way is to understand the following equations for a closed economy.  For each 

step write an explanation: 

a) C+I = Y.   

The only ways income can be earned is either through selling consumption goods (C = expenditure 

on consumption goods) or selling capital goods (I = investment which is spending on capital goods). 

An individual could acquire income in the form of a gift too but these "transfers" do not count as an 
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addition to national income because an individual's gain is another individual's loss, the nation has 

gained nothing. 

b) Y = C+S 

The only things that households can do with their income is either to spend it (C) or to not spend it 

(save it = S).  (Individual households could give it away as a gift but this is not included in National 

Income - see previous answer). 

c) Therefore I=S 

C+I=Y=C+S 

C+I=C+S 

minus C both sides: I=S. 

d) Therefore if S increases I increases 

If S is a higher number and S=I, I must have increased! 

Page 51 : Draw a flow chart starting with "People plan to save more" including as an intermediary 

step "investment increases" and ending with "real GDP increases".  Try and include two routes to 

"investment increases" 
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People plan to save more 

Banks find that they do not need to 

offer such high interest rates to attract 

funds 

Banks are able to charge lenders lower 

interest rates  

The price of factors of 

production fall (wages, 

rents, interest rates, 

normal profits) 

Some factors of production that were 

being used to create consumption goods 

become unemployed 

Firms selling those consumption goods 

suffer a fall in demand 

Real GDP increases 

(supply led growth) 

Some unemployed 

people decide to set up 

their own business and 

buy the necessary 

capital goods (they 

invest) 

People cut back on spending on certain 

consumption goods  

Firms not suffering the fall in demand 

are encouraged to invest  

Firms selling capital goods 

enjoy a reduction in the 

wages and rents they 

need to pay 

Firms selling capital 

goods enjoy an increase 

in demand 

Production of capital goods increase (at 

the expense of consumption goods - 

see PPF earlier - real GDP back to 

similar level as at the start) 

The creation of more capital goods 

mean the capacity of the economy 

increases (LRAS shift to the right, firms 

become more productive) 
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.Page 49 : Why would pain  be likely in an economy with one sector declining and another 

growing? 

In the above flow chart people were made unemployed in the consumption industries. Employment 

was created in industries making capital goods. This will have caused harm because those who lost a 

job and then got a new one would have suffered emotional distress and a loss of income in between 

jobs. They may have had to move to a different part of the country or retrained to get a new job - 

this might be both financially painful and also distressing or difficult for their families. Some of those 

who lost their job might not have regained work, the jobs may have gone to previously inactive 

people or those who were already unemployed. Those who did not lose their jobs may have suffered 

increased anxiety due to the increased unemployment. Certain regions will have declined  Whenever 

an economy goes through structural change it is likely harm will be done to many people (of course 

others gain). 

Page 49: For classical economists, what harm might be caused by the government spending the 

new saved wealth? 

They believe it is better that the free market decides how that saved wealth should be invested. If 

the government spends the money it stops the above process from happening . Interest rates do not 

fall because the government borrowing increases the demand for loans (private borrowing is 

"crowded out" -"financial crowding out") and government employment prevents wages falling 

("resource crowding out"). Thus government borrowing and investment replaces private borrowing 

and spending guided by consumer sovereignty (via the price mechanism and profit motive) and this 

is inefficient. Classicals have more faith in the free market making the right spending decisions than 

the government. Malinvestment by government is a wasted opportunity to satisfy consumers 

desires and it can also lead to recessions if the government builds up debt by investing in 

unprofitable ventures that do not lead to increased tax revenue in the future. Some commentators 

are concerned the Chinese fiscal stimulus has led to over investment in unproductive projects that 

will produce services that too few people will want to use to increase GDP (see Robert Peston's 

report for example http://www.bbc.co.uk/news/business-26225205)  

 

Page 50: Draw a flow chart starting from "People plan to save more" and ending with "real GDP 

falls". 

  

http://www.bbc.co.uk/news/business-26225205
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People plan to save more 

Banks find that they do not 

need to offer such high 

interest rates to attract 

funds 

Banks are able to charge 

lenders lower interest 

rates  

The price of factors of 

production do not fall due 

to rigidities or "stickiness". 

Wages are particularly 

sticky  

Some factors of production that were being used to create 

consumption goods become unemployed 

Firms selling those consumption goods 

suffer a fall in demand 

Potentially the 

capacity of the 

economy could shrink 

due to workers 

becoming deskilled 

and demotivated and 

machinery not being 

maintained  

Unemployed people spend 

less and this leads to further 

reductions in demand for 

goods and further increases 

in unemployment "the 

multiplier". 

People cut back on spending on certain 

consumption goods  

Fear of unemployment reduce 

consumer confidence and leads to 

further saving 

Firms selling capital goods 

do not enjoy a reduction 

in the wages and rents 

they need to pay 

The opportunity offered from lower 

interest rates is outweighed by lower 

business confidence due to lower 

consumer confidence, therefore 

investment is not increased 

Production of consumer goods falls and 

there is no compensating increase in 

the consumption of capital goods. 

There may even be a fall in production 

of capital goods 

Real GDP falls due to the fall in 

Aggregate Demand 
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Page 50: Show what happens on a PPF to an economy that follows the Keynesian flow chart 

 

 

 

 

 

 

 

 

 

 

 

 

 

Page 50: Which step in the equations in exercise (b) is not necessarily true? Explain your answer. 

Keynesians still believe that S=I but this does not mean that an effort to increase savings will 

automatically lead to an increase in investment. This is because there is a distinction to be made 

between planned savings and actual savings. In the Keynesian flow chart, people planned to save 

more, this led to a fall in national income. When households earn less they are likely to save less. So 

as a result of households decisions to save more the end result was no increase in the total amount 

saved - the "paradox of thrift". So S ended up being no higher and I was therefore no higher.  For 

Keynesians the best way to increase investment is to plan to invest more and this will increase 

incomes (for those working in the capital producing industries and then many others via positive 

multipliers) enabling them to save more.  

So Keynesians argue that step iv) is not inevitable, in fact it is unlikely.  Y will change (via the 

multiplier - see your textbooks) to bring S and I equal to each other. Changes in I lead to changes in S 

rather than the other way around. 

Page 50:How responsive are firms to interest rate changes? 

The flow charts show that for Classical economists  firms are responsive to interest rate reductions 

due to savings increasing. For Keynesians, investment is determined more by confidence (the 

expected rate of return).  
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Page 50: How responsive are interest rates to changes in household saving plans? 

The classical flow chart does not work well if banks do not pass on to firms lower interest rates when 

households are more willing to save. Whether they do or not partly relies on the state of the banks' 

finances and the banks' confidence levels. This in part depends on the reasons why households 

might plan to save more. The 2008 recessions around the world were often described as "balance 

sheet recessions". This is because the increase in savings were largely as a result low confidence 

levels due to a chain of reactions beginning with banks realising that their balance sheets were not in 

a healthy state - they had lent out too much and they were at risk of going bust.  Therefore banks 

were not looking to increase their loans when households began to save more and therefore they 

did not reduce interest rates on loans. Instead they wanted to keep the money to reassure their 

savers that the bank was safe. 

Page 50: How flexible are wages? 

From the flow charts you can see that wage stickiness is an important distinction between the 

Keynesian and Classical models. If wages do not fall when unemployment rises firms who are not 

suffering the fall in demand will have less reason to employ the surplus workers. The economy can 

get stuck with high unemployment, the additional saved wealth is less likely to be used to increase 

employment.  

Wage stickiness varies from country to country, from decade to decade. It depends on the strength 

of trade union power, size of employers, competitiveness of firms, and government legislation such 

as national minimum wages. One of the reasons why unemployment did not get as high as in 

previous recessions in the UK was in part due to real wage flexibility. Reductions in real wages 

caused hardship across the economy but it meant there was less unemployment - the pain was 

perhaps more evenly spread than if wages were more rigid. 

Page 53: How mobile is the labour force? 

In the classical flow chart workers moved from declining industries to expanding ones. This will not 

happen quickly if workers suffer from occupation or geographical immobility. This depends on the 

location and the workers' skill level in the industries that suffer the falls in demand. 

Page 53: How flexible are prices? 

The classical model will be a more accurate picture of reality the more flexible prices are. Falls in 

prices in the capital industries (due to lower wages, lower interest rates) are a contributing factor to 

the expansion in the demand for capital goods and the economy's recovery. On a classical AD/AS 

diagram in your textbooks you will see that a rightward shift of SRAS closes a negative output gap by 

reducing the price level and moving along the AD curve. The more price stickiness there is, the 

slower this process will take and the more surpluses and shortages that will be created. The recovery 

will be slower.  
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SECOND DEBATE : The role of the multiplier:   

Page 51: Explain how it is possible for the multiplier to be greater than one 

If the government borrowed £1 billion and used it to hire workers to build new schools over a year. 

Ceteris paribus, it is possible that households will earn a £1bilion more - therefore the multiplier 

would be 1.  (The increase in GDP equalled the injection). It is also possible that those households 

will increase their consumption and therefore the workers that produce the goods to satisfy this 

additional expenditure also receive a pay rise. GDP will rise by more than the initial billion injection. 

The multiplier would be more than 1. 

Page 51:  Imagine a government collects in tax 50% of any increase in GDP. Comment on the 

overall indebtedness of the government if it undertakes fiscal stimulus when the multiplier equals:  

For each answer the increase in GDP is "y", the increase in government spending is "g". The tax 

revenue increase is "t". 

Government collecting 50% of additional income means t = y/2 

 

   a) 1  

If multiplier is 1, y=g 

Therefore t=g/2, g= 2t.   In words, the increase in government spending is twice the increase in its 

earnings - it becomes more indebted. 

                b) 2 

If multiplier is 2, y=2g  

Therefore t = 2g/2 

So t = g. In words, the increase in government spending leads to an equivalent increase in tax 

revenue. The government does not become more or less indebted. 

 

   c) 2.5 

If multiplier is 2.5,  y=2.5g  

Therefore  

t=2.5g/2 

t=1.25g 

In words, the government collects 1.25 times the amount it spends - it becomes less indebted  
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   d) 0.5 

If multiplier is 0.5, y=0.5g 

Therefore, t=0.5g/2 

t=0.25g 

In words, the government receives a quarter of what it spends, it becomes significantly more 

indebted. A multiplier will be less than one if the crowding out effects are large. 

 

Relate theories to economic circumstances 

So the likely success of a fiscal stimulus and the likelihood of it necessitating future austerity depend 

in part on the size of the multiplier. 

The formula for the nominal GDP multiplier is: 

 1/mpw 

(mpw = marginal propensity to withdraw = what proportion of an additional $1 of gross income 

earned by households that will not be spent on domestic goods) 

Some questions to ask to decide this include: 

Page 51: What are tax rates? 

The higher the tax rate the higher the % of additional income that households will not spend on 

other people's incomes. This means the multiplier will be smaller. This includes both direct taxes on 

income and indirect taxes on goods.  Higher wealth taxes might make the multiplier higher - there is 

less incentive to save and build up wealth if it is to be taxed. 

Page 51: How confident are people about their future incomes? 

If those who receive more income feel their higher income will only be temporary they are less likely 

to spend it and fund the incomes of other households. So low consumer confidence reduces the 

multiplier. This is one of the reasons why the multiplier in a given place at a given time is so 

unpredictable.  

 Page 52: To what extent is spending determined by current incomes or life time earnings? 

Economists differ over whether current annual income or (expected) lifetime earnings determine a 

household's annual expenditure. A rational person, according to the law of diminishing utility, should 

try and smooth their consumption over their lifetime. This will mean saving when their annual 

income is above their average annual lifetime income and spending saved wealth or borrowing when 

income is below their lifetime average. If households believe their income has been raised only due 

to a fiscal stimulus they should therefore save it in preparation for when the government has to 

raise tax to pay fiscal debts back making the multiplier very small. (Ricardian Equivalence)  
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For Keynesians, even though this approach would be sensible with perfect foresight, the fact that we 

live in a world of uncertainty means it is unlikely (even unwise) for a household to save a large 

proportion of any additional income. They will (should) enjoy the good times while they last. For all 

we know, they might be here to stay! 

Page 52 : How attractive are saving products offered by banks? 

People are more likely to save if banks offer both a good rate of return and send a strong message 

that saving with them is low risk. The higher interest rates are, the lower the multiplier ceteris 

paribus. 

Page 52: What is expected to happen to asset prices? 

Apart from saving in a bank account people save by buying shares or houses (even if they save in 

banks, the banks will lend out their money to buy assets on their behalf). If asset prices are expected 

to fall saving would be less attractive so the multiplier would be larger. Confusingly, if asset prices 

fall then householders might save more because their portfolio is worth less and they might save a 

high proportion of additional income to restore the value of their wealth portfolio (wealth effect). 

Therefore asset price changes and expected asset price changes can have conflicting impacts on the 

propensity to consume additional income. 

Page 52: How attractive are foreign goods compared to domestic goods? 

The more attractive imports are relative to domestic goods the higher the proportion of additional 

income that will go to fund foreign households rather than domestic households. The higher the 

"marginal propensity to import" the lower the multiplier  

Page 52: How much spare capacity is there? 

If there is low spare capacity, then increases in aggregate demand due to a fiscal stimulus and the 

following multiplier processes will lead to higher prices rather an increase in the quantity of goods 

and services. Or imports will be "sucked in" to satisfy the increase in spending. The real multiplier 

will be low if there is not much spare capacity.  

Page 52: To what extent is the fiscal stimulus expected the boost potential real GDP in addition to 

actual real GDP? 

A fiscal stimulus will likely lead to a higher real multiplier if the factors of production increase in 

quantity or quality as a result of the government injection so that the capacity of the economy 

increases. For example, if the government spent funds on improving the transport network, the 

capacity of firms to produce goods would increase because less time would be wasted. There would 

therefore more likely to be spare capacity. If on the other hand the government spent money on an 

increase in housing benefits this would less likely raise the capacity of the economy and increase the 

likelihood of aggregate supply failing to respond to aggregate demand in real terms. 
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DEBATE THREE: The role of debt: the danger of stimulus back firing 

Page 53: Draw flow charts starting with "The government does not have enough cash to pay public 

sector workers next month" and see what possible outcomes you can think of 
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Banks get into 

trouble 

The government does not have 

enough cash to pay public sector 

workers next month 

Expectations of inflation 

and currency 

depreciation  

The government prints money 

as an emergency measure 

The government 

continues to print 

money in the 

following months 

Higher inflation 

Government services close and 

public sector workers lose income 

It refuses to pay public sector 

workers 

People bring forward 

purchases before price 

increases 

Currency depreciation 

Major drop in living standards due to 

loss of income and wealth 

Capital Flight - People 

choose to save abroad 

Government makes 

major spending 

cuts and increases 

taxes in following 

months 

Very large recession, 

private and public 

sector workers lose 

jobs.  

The 

government 

defaults on its 

loans to save 

money to keep 

public services 

going 

IMF 

bailout 

People fearful of default or inflation 

makes them less likely to lend to the 

government in the future so 

government interest payments 

increase to compensate potential 

lenders 
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Before getting to crisis levels a high debt/GDP ratio can have an impact on the growth rate. 

Page 53:  Draw the following flow charts each starting "The government debt to GDP ratio grows" 

and ending with "Real GDP growth is reduced or becomes negative" and includes as an 

intermediary step: 

 a) "the government finds it more difficult to find new lenders" (NB - this flow chart 

 describes "financial crowding out") 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Government debt to GDP ratio grows 

Real GDP growth is reduced or 

becomes negative 

Government finds it more difficult to find new lenders 

because those most willing to lend to the government 

have done so already  

Government increased demand for loans causes demand 

for loans to outstrip supply  

Price of loans (interest rates) rise across the economy.  

Private sector firms decide not to 

borrow and some firms reliant on 

short term loans go bust 

Homeowners cut back on 

consumption to pay higher 

interest payments 

Higher G leads to lower C and I, AD 

is no higher 

I is better for long term growth than 

G 
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 b) "existing bondholders get concerned" (include details about what they are concerned 

 about) 

 

 

 

 

 

 

 

 

 

 

 

 

  

 

 

 

 

 

 

 

 

 

 

 

.  

Risk of fiscal crisis - see earlier! 

Real GDP growth is reduced or 

becomes negative 

Existing bondholders get concerned about the government 

defaulting or creating inflation  

More bonds are sold on the second -

hand bond markets 

Bond prices fall so the yield (interest rate) rises 

Government forced to pay higher 

interest rates on any new borrowing 

it needs to undertake  

Higher % of tax revenue needed to 

pay interest, forcing the government 

to raise taxes or make cuts or both 

Private sector cuts back on 

investment in preparation for tax 

rises/spending cuts 

Tax revenue falls 

Government debt to GDP ratio grows 
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Page 53:  "Fiscal stimulus increases public sector debt. Monetary stimulus increases private sector 

debt. Therefore they are equally undesirable" Discuss the truth of this statement 

There is some logic to this statement. Over use of expansionary fiscal and monetary policy lead to 

unsustainable debt. Unsustainable debt results in those who lent the money not getting it back and 

those who fail to pay their debts having their ability to borrow in the future curtailed.   

If the government cannot pay its debt it will either default or create inflation so the creditors do not 

get back the real value of their loans.  Loose monetary policy will encourage people to borrow more 

than they can pay back leading to defaults. Also loose monetary policy will lead to inflation so 

creditors do not get paid back the real value of their loans. In both circumstances the increase in 

investor and consumer caution and the collapse of asset prices will likely lead to bad recessions. 

Yet, monetary policy and fiscal policy differ in important respects, for examples: 

 Will government spending or private sector spending be more efficient? If a debtor spends 

the loaned funds in a manner which increases their own income then the debt will more 

likely be sustainable.  If the private sector use the funds to train workers and build 

machinery it will increase its output and will be able to pay back its debts. If the government 

trains workers and builds infrastructure the capacity of the economy will grow, GDP will rise 

and tax revenue will increase.  It depends on many factors whether the private sector or 

whether the government is most likely to spend loaned funds in the best manner. For 

examples: what is the current state of infrastructure - adequate or in need of expansion?, 

are there market failures that need correcting with government spending or are they already 

dealt with?, is the government benevolent? how knowledgeable are the civil servants? are 

firms competitive enough to invest in a manner which benefits consumers? 

 Monetary stimulus encourages the private sector to borrow but the private sector might be 

reluctant. Fiscal policy via government spending will be more direct and possibly more 

effective if confidence is low.  

 The two differ in terms of who suffers in the event of tightening due to over stimulus. There 

will be few winners in either case but in a fiscal crisis arguably more people will suffer but 

the pain could be made more evenly spread - for example a VAT rise harms all people (but 

admittedly as a % of income in harms low income groups more).  Whereas a monetary 

tightening to prevent a private sector debt problem harms the debtors and benefits the 

savers. It is debatable which approach is best. 

 

Page 54: "Debt gets paid back only if the debtor is willing to accept a drop in consumption or 

spends the proceeds wisely. This is true of governments and individuals".  To what extent do you 

agree? 

For an individual in debt  two ways to pay back debt certainly include reducing the amount they 

consume or using the funds from the debt to pay for things that will make them have a higher 

income. For example paying for a training course or buying a house where they can earn more 

income. There is a third way: they might get an increase in income  as part of a natural career 
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progression or through sheer luck. Of course this third way is unlikely if they are older and their 

career is coming to its natural conclusion. 

Similarly a government can reduce its spending as recommended by the proponents of austerity or it 

can spend it in a way which increases its tax income by increasing the capacity of the economy so 

that GDP is permanently increased meaning tax revenue is permanently increased. For example 

education or transport infrastructure. As with an individual, national income (and therefore tax 

revenue) might just rise automatically or by chance. But unlike an individual a government has more 

chance of this happening as it is far less likely to retire or die! The government has a number of 

advantages over individuals: 

 in most countries "the government" lives on and on, it does not retire and die, so it 

has more scope to  rollover debt by borrowing from new lenders to pay back 

existing creditors. There is more chance of its income rising automatically. Of course 

there is a limit to how much it can do this. It can only do this if it maintains its 

credibility - if the debt became "too high" it would not be able to. 

 It can also print money to pay back debt, this is not automatically inflationary - if 

there is spare capacity high inflation is not very likely, quantitative easing in the UK 

and USA did not lead to hyperinflation and it did successfully keep the interest rates 

on government debt low. Of course too much money printing would create 

hyperinflation 

 The third advantage that a government has over an individual is that it has more 

scope to increase its income - it can increase the tax rate. This power is limited by 

politics and also Laffer  Curve analysis shows that if tax rates are too high tax 

revenue could fall. 

 Governments are generally not net debtors. It is true that the governments all over 

the world are "in debt" in that they owe money but they are also own extremely 

wealthy in that they own valuable assets (land, buildings, industries).Governments 

could easily pay back their debt in a way most private individuals could not by 

selling assets.  However politics limits the power of governments to sell of these 

assets to pay back debts  (e.g. - some commentators suggested the Greek 

government sell some islands in the debt crisis, this was considered politically 

infeasible.) The Economist article "The $9 trillion sale" (Jan 2014) investigated this 

issue and pointed amount that the USA federal government owned a fifth of the 

land area of the USA so it has lots of potential to raise dollars to pay off its debt. 

Therefore there are similarities between an individual's and a government's debt but when pro-

austerity politicians say that government borrowing is equivalent to a nation's credit card this is an 

over simplification.  

Page 54: "If a country's government defaults or inflates away its debt then its reputation is ruined 

in the credit markets" To what extent do you agree? 

Certainly this can be the case. Argentina's government struggled to borrow on international credit 

markets for years after its debt crisis. However unlike an individual who is declared bankrupt and 

ends up with a terrible credit score it seems governments are better able to clear their name. This is 



 17 

perhaps because governments, their policies and their economies operate in public and are 

scrutinised by thousands of analysts. If a government makes genuine political or economic reforms 

and these are widely publicised and lenders believe that they will not be reversed then countries can 

restore their reputations.  For example, Germany 's government is seen as a safe government to lend 

to despite huge post war defaults and hyperinflation in the last century. More recently and 

significant to the recent crisis, on April 10th 2014 the Irish government bonds had a yield of only 

2.91% and Greece less than 5%. The Irish and Greek people have had to suffer severe austerity and 

uncomfortable structural reform to reform their government's reputation but it is doable. 

Relate theories to economic circumstances 

When a government's debt gets "too high" it clearly necessitates austerity.  What counts as "too 

high" depends on the answers to the following questions: 

Page 54:  * What is the existing debt/GDP ratio? 

This figure matters because a government's tax revenue (and therefore its ability to pay) is a 

function of the GDP level. 

* What is expected to happen to GDP? 

An expected fall in GDP would lead bondholders to feel concerned that tax revenues in the future 

would decline.  

* What is happening to variables that influence the strength of the currency? 

Bondholders and potential bondholders would lose in real terms if the currency that the bond is 

denominated in lost value. Therefore if a country has a current account deficit or inflation there 

would be more reason to not want to hold the government bonds. One reason why Japanese 

government debt has been able to rise above 200% of GDP without a debt crisis (yet!) may be 

because of Japan's persistent current account surpluses and low inflation. 

* How indebted is the private sector (banks, firms and households)? 

If a government does not have a large debt/GDP ratio it can still get into difficulty. This is what 

happened to the Spanish and Irish governments. A private sector debt crisis following housing 

bubbles bursting and bank failures forced those governments to bail out their banking sectors just at 

the moment their economies shrank causing a decline in their tax revenues. A private sector debt 

crisis turned into a public sector one. This is something bondholders should look out for.   

* What proportion of the debt is held by domestic residents? 

Another reason Japan has managed to have such a high debt to GDP ratio without a crisis is that a 

high proportion of its debts is owned by many Japanese residents. This matters because the 

Japanese government is less likely to default (via an outright default or inflation) if many of the 

voters have their life savings tied up in government bonds.  There are concerns for Japanese 

bondholders however: the Japanese government recently has shown a willingness to try and create 

inflation ("Abenomics") and as the Japanese age they will want to spend their saved wealth so might 
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be less willing to buy government debt in the future making it harder for the government to rollover 

debt.  

* What proportion of the electorate are savers and what proportion debtors? 

See answer to previous question! The more the electorate is willing to save the less likely it is to vote 

for pro inflation policies that would scare bondholders.  

* Does the government have a reputation for controlling inflation and repaying debt? 

As discussed earlier, there is some evidence from Greece and Ireland that governments can regain 

confidence following a fiscal crisis or inflation. But it has to prove itself. Governments from countries 

that have a history of fulfilling debt obligations and low inflation find it much easier to raise finance. 

This is particularly apparent during an international debt crisis  s in recent years: Swiss, German, 

American, Japanese and British bonds were seen as safe assets relative to  private sector assets and 

bonds from other countries.  It was easier for these governments to fund a fiscal stimulus. 

* Does the country have its own currency? 

Countries using the euro suffered more severe fiscal crises than countries with their own currency. 

This is because they were unable to use monetary policy as a stimulus to boost GDP in order to 

stabilise tax revenues and they could not print money to buy government bonds in order to stabilise 

their bond prices and reassure bondholders. As explained earlier, a government can only do so much 

money printing before it creates inflation which would actually scare bondholders. 

*  Are alternatives to lending to the government becoming more or less attractive? 

Governments bonds are usually considered a safer option to shares and private sector bonds but 

lower yielding. Therefore government bonds often increase in price when investors are gloomy 

about the private sector. Keynesians argue this is a reason why financial crowding out is less of a 

concern in a recession - as the demand from government for loans increases to pay for a fiscal 

stimulus it coincides with an increase in the willingness by investors to lend so interest rates are not 

forced up.   

DEBATE FOUR: Types of austerity: cut spending or raise taxes? 

Consider  the conflicting theories  

Page 55: In what ways a tax rise could harm potential GDP growth? 

Potential GDP is determined by the quality and quantity of the factors of production. The private 

sector in most countries is the primary driver of boosts to the quality and quantity of capital. Tax 

rises could reduce the incentive of firms to invest in new machinery or new premises. It could mean 

less profit is left over for research and development.   

Private sector firms, by training and employing workers, improves and maintains the skill level of the 

workforce. Tax rises could cause reductions in revenue and increases in costs that could cause job 

losses leaving workers less skilled when demand picks up again (hysteresis) 

* In what ways a spending cut could harm potential GDP growth? 
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When there is market failure, countries often rely on the public sector to maintain or improve the 

quality and quantity of factors of production. Goods suffering free rider problems, information 

asymmetries and have positive externalities such as transport, healthcare and schooling have a 

direct influence on the capacity of the economy but rely on government spending. Spending cuts in 

these areas will directly harm potential GDP. 

The government's provision of fair and transparent regulation, policing and the judiciary are 

essential to the private sector being willing to invest, cuts in these areas could harm potential 

improvements to the capital stock.  

As with the private sector, the public sector as a major employer is responsible for maintaining and 

improving the skill set of a large number of workers directly.  

A public spending cut, via multipliers, could cause the private sector to lack the confidence to invest  

and train workers. 

Governments spending is often divided between capital spending (government spending on capital 

goods) and current spending (wages of public sector workers, purchases of consumption goods).  

Cuts to capital spending is likely to be more harmful to potential GDP than current spending cuts.   

* Is there any risk that a tax rate rise would not result in a tax revenue rise? (Look up the Laffer 

Curve in your textbook) 

If tax rates are raised too high the resultant disincentives to invest and to work could reduce GDP 

meaning there is less expenditure and income available to be taxed. A higher % of a smaller national 

income could result in lower tax revenue. Also, those able to avoid taxes might be more willing to 

invest the time, financial costs and energy to do so.  Therefore a tax rate rise might not reduce a 

fiscal deficit. 

* During a period of austerity a lower multiplier is more helpful than a large one. Is there any 

reason why a tax rise or spending cut would result in a different sized multiplier effect? 

There are reasons to expect different fiscal policies to impact the size of the multiplier differently. 

Lower income groups would be expected to have a higher marginal propensity to consume. 

Austerity that hits lower income groups hardest will likely result in a larger multiplier than austerity 

measures that target high income households. 

As taxes are a withdrawal from the circular flow of income, increasing tax rates on income or 

expenditure will reduce the multiplier.  

* What are the likely impacts on income distribution of a tax rate rise and a spending cut? 

Some tax rises would make income more unevenly distributed (VAT rises) others make it more even 

(income tax rises). Most government spending cuts will disproportionately harm lower income 

groups. 
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Relate theories to economic circumstances 

These are questions that you could ask when assessing whether tax rises or spending cuts would be 

most appropriate: 

Page 55: To what extent are taxes avoidable? 

The less avoidable they are the higher the government can put tax rates without mass avoidance. 

* How high are tax rates already? 

If they are already high then there may be less room to move them higher before the rate reaches 

the top of the Laffer curve - the point at which tax rate reductions would be more beneficial to the 

government finances. 

* Is the current income distribution already too uneven? (normative) 

The ideal distribution of income is normative. However this will be an important factor in a 

government's decision whether it decides to rely mainly on tax rises or spending cuts. 

* What are the marginal propensities to consume of the losers of tax rises and losers of spending 

cuts? 

If a person has a high marginal propensity consume, reducing their income will result in a larger 

reduction in their expenditure compared to somebody with a low marginal propensity to consume. 

To minimise reductions in GDP due to austerity via multipliers a government should target those 

with low marginal propensities to consume. 

Page 56 * To what extent is there potential for productivity improvements in the public sector? 

As explained above, a danger of cutting government spending is the harm it could do to the supply 

side of the economy, for example, NHS cuts might harm the health of workers and reduce potential 

GDP.  However if the government could cut spending without harming the provision of its services 

via productivity improvements then cuts would be less concerning.  


