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General government spending and finances 

Eurozone USA Japan 

Total spending (% of GDP) 50.5 42.3 40.7 
Public consumption 

as % of GDP 21.6 17.0 20.1 
as % of private consumption 37.5 24.1 34.2 

Budget surplus (% of GDP) -6.0 -0.6 -8.1 
Gross debt (% of GDP) 92.4 93.6 199.7 

For 2010 

Introduction 



Outline 

1. Why do governments intervene in the economy? 
1. Provision of public goods 
2. Other market failures (externalities,  information 

asymmetries, imperfect competition) 

3. Redistribution 
4. Macroeconomic stabilization 

 

2. How to interpret budget figures 
 

3. Public debt and deficit financing 
 

4. How can the level of public debt be stabilized? 
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A taxonomy of goods 
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National defence, 

good weather, 
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1.1 Provision of public goods 

 What is a public goods? 



Public goods 
 Public goods: goods that are non-rival and non-excludable.  

 

 Examples: 
 Law and order, national defence, foreign affairs 

 Public gardens (to a certain degree rival) 

 

 Free-rider problem: I cannot be excluded from consuming the 
good even if I do not pay for it  nobody wants to pay 

 

 Market failure  For this type of goods, letting the market to work 
on its own would lead to underprovision, i.e. to a level of supply 
which is below the socially optimal level.  

 

Government intervenes and provides the public good. 

1.1 Provision of public goods 



Market failures (externalities) 

 Many (public) goods are characterised by positive externalities  

 their use by one person benefits others 

 

 Externalities: Activities whose benefits or costs are not 
reflected in the market price of goods and services.  

 Education (+) or industrial production creating pollution (-) 

 

 In the presence of externalities the market mechanism does not 
generally lead to an efficient allocation (could be either under or 
overprovision, depending on the nature of the externality) 

 

The government steps in to finance certain of these goods and 
reduce negative externalities by law 

1.2 Provision of goods due to other market failures 



Redistribution 

 Efficiency-equity trade-off 

 Efficiency requires that workers receive a wage equal to the 
value of their marginal productivity 

 This result might lead to an unequal income distribution 

 

Government can redistribute resources – Equity  
 

 But this creates negative incentives 

 People who have to pay taxes might work less 

 Transfer payments decrease incentive to work for low wage  

 

Overall less effort to work: Efficiency  

1.3 Redistribution 



Government transfers 

Table 17.2 Govt transfers 

1960 2007 1960 2007 

Austria 14.8 30.4 51.8 63.1 

Belgium 12.7 26.2 44.8 54.2 
Denmark 7.6 25.0 35.1 49.4 

Finland 9.0 26.5 41.6 55.2 
France 16.3 29.6 53.5 55.8 

Germany 14.1 26.3 50.2 59.4 
Greece 5.3 27.6 30.6 63.8 

Ireland 9.6 18.5 38.7 53.2 
Italy 11.2 28.4 45.4 58.6 

Japan 4.5 18.6 34.5 51.0 
Netherlands 8.6 20.5 n.a. 44.7 

Portugal 3.7 24.4 24.5 54.9 
Spain 2.9 20.4 23.1 52.6 

Sweden 8.6 27.3 32.2 50.7 
UK 9.0 22.9 30.7 51.4 

USA 6.0 21.4 24.4 57.1 

Government Transfers 
(% of GDP) 

Government Transfers 
(% of gov't outlays) 

1.3 Redistribution 



Macroeconomic stabilization 

 Governments try to stabilize the economy 

 Output and employment smoothing 

 Consumption and tax smoothing 

 

Higher government spending in times of recession 

 

 Individuals like to smooth consumption over time.  

 This applies also to the consumption of public goods, which 
are provided by the government. 

 Also in ‘bad times’ governments (try to) provide a steady 
flow of public goods and services (schools, hospitals….) 

 

 

1.4. Macroeconomic stabilization 



Consumption and Tax smoothing 
 

 Government income varies over time since tax revenues 
depend on how the economy performs. 

 to smooth out the provision of public goods the 
government needs to borrow in bad times, and save in good 
times. 

 

 This will lead to a budget which is not always balanced  
deficits increase public debt 

1.4. Macroeconomic stabilization 



 

Budget balances as % of GDP 

1.4. Macroeconomic stabilization 



 Germany: 

 

 

 

 

 

 US: 

The evolution of public debt (as % of GDP) 

1.4. Macroeconomic stabilization 



Automatic stabilizers 

 Public budgets tend to go into surplus during periods of 
economic expansion and in deficit during periods of recession. 
Even without any particular action of the government 

 Automatic stabilizers: Income tax, transfers 
 

Why? 

 Public consumption is not cyclical.  

 Some transfers are countercyclical: unemployment benefits 

 Taxes are typically set at fixed rates and when GDP 
contracts, so do fiscal revenues; of course when GDP 
expands, so do tax revenues 

 

The primary budget deficit/surplus (T-G) is thus pro-cyclical  
 

 

1.4. Macroeconomic stabilization 



Cyclical nature of primary budget, Netherlands 

Figure 17.3 Cyclical nature of primary budget, 
Netherlands 
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1.4. Macroeconomic stabilization 



How to interpret budget figures 

 Implication: 

 The budget balance of the government is influenced by the 
economic conditions 

 

 The budget consists of two components 

 Component depending on the business cycle (cyclical) 

 Component depending on the government’s policy 
(structural) 

 

 Governments decide in advance on their spending, without  
knowing yet the exact tax revenue. 

 Is a change in the budget the result of the economic situation or of 
the chosen policy?  

 

2. How to interpret budget figures 



How to interpret budget figures 

 The structural budget: 

 make abstraction from the behavior of the business cycle. 

What would be the budget balance if the economy were to 
be on its long term growth trend? 

 

 Cyclically adjusted budget:  

 the budget we would see if the output were equal to the 
trend output (ie. output gap = 0)  

 Is this generating a deficit or a surplus?  

 At which level of GDP the budget will switch from deficit to 
surplus? 

 

 

 

2. How to interpret budget figures 



0 

0 

Fiscal policy schedule 

 FP = given budget law 

 Slope of FP is positive 

 taxes increase with 
output and transfers fall 
with output 

 

 If economy is on trend this 
fiscal policy would 
generate an actual surplus 
(A).  

 

 In a heavy recession: even 
this fiscal policy would 
generate a deficit (A )́. 
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2. How to interpret budget figures 



Expansionary fiscal policy 

 Expansionary fiscal 
policy: 

  lowers budget surplus 
for any given level of 
output (shift down) 

 

 Note that the economic 
stimulus could increase 
output enough for the 
actual budget surplus to 
still remain positive 
(bring the economy to 
B )́. 
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2. How to interpret budget figures 



Changes in actual and cyclically adjusted 
budget balances (% of GDP), 2000 to 2003 
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2. How to interpret budget figures 


