Must public debt be reduced?

Jérome Creel and Henri Sterdyniak 

Again, national debt has become a subject of concern for French politicians and citizens, notably after the publication of the Pebereau report on December 14th, 2005. According to a very popular view, debt interest (amounting to 2.5 % of the GDP in 2005 and the second post of public expenditures) would almost entirely absorb the revenue of income tax. Moreover, France would have been living on credit for 30 years. Every newborn French child would inherit from a debt of 17,500 euros. 
What inheritance? 

The French debt, in the Maastricht sense, has increased from 20 % of GDP in 1980 to 66 % at the end of 2005 (see graph). This level is below the level of the euro area (72 %), approximately at the level of the UE-15 (65 %) or the United States (65 %), sharply below Japan (169 %). In term of net debt, France is at 44 % of the GDP, sharply below the euro area (58 %), a little below the whole OECD (48 %) and the United States (47 %). There is no French peculiarity. The long term rise has occurred in almost all OECD countries, although a little more accentuated in the French case, which started from below. 
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Public administrations are indebted, but they also own financial and physical assets. All in all, the net wealth of the public administrations represented 20 % of the GDP in 2003. Certainly, the French newborn child inherits from a public debt, but he also inherits from public assets: roads, schools, maternities, sports equipments, etc. To evoke the first without evoking the others is biased.
National wealth consists of the stock of physical capital and of external net assets. The physical assets  represented 4 times the French GDP in 1993, 5.2 times in 2003; French external net assets are weakly positive, 9 % of the GDP in 2005 : the French newborn child is thus rich on average, at his birth, of 166,000 euros. Estimating the total amount of the inheritance which the French households will leave to their children by gross public debt only is not economically sensible. All national wealth must be taken into account. 
National saving in France was of about 20 % of GDP in 2004, a little less than the average of the euro area (21 %), but at the same level as UE-15 and clearly above the United Kingdom (15 %) or the United States (14 %). Net of capital depreciation, the savings rate is 7 % of GDP. France does not live on credit.
The inexorable debt accountancy 

Debt dynamics depends crucially on the difference between the interest rate and the GDP growth rate. In theory, if fiscal and monetary policies are used in the same direction, there is no problem of public finance sustainability: during recession, public deficits soar and the interest rate is low compared to the growth rate, which tends to dampen debt growth. This happened in France from 1974 to 1979.  The growth of the national debt from 1992 to 1997 is not explained by cyclically-adjusted deficits, but by a bad economic situation and by the level of interest rates (after the German reunification) when monetary and fiscal policies were not used in a coordinated way (table 1). Higher GDP growth allows a fall in the deficits which compensate for the impact of higher real interest rates, as shown during the period 1998-2002. 
 1.  Factors affecting the French public debt growth
	% of GDP
	1981/87
	1988/91
	1992/97
	98/02
	03/05

	Growth of the public debt
	12.8
	2.9
	22.4
	– 0.4
	7.7

	          Structural deficits
	0.1
	1.7
	5.1
	– 4.1
	0.6

	         Conjonctural deficits
	6.1
	– 2.1
	4.6
	0.4
	2.8

	        Financial operations
	9.7
	1.6
	1.1
	0.3
	2.5

	       Interest effect
	–3.1
	1.7
	11.6
	3.0
	1.8


Let us assume that the objective of fiscal policy is to maintain the debt/GDP ratio near 60 %, that the interest rate is at 4.5 %, the rate of inflation at 2 %, and the potential growth rate at 2.25 %, the medium term objective for the structural public balance must be a deficit of 2.55 % of the GDP. This means a surplus of the structural primary balance of 0.15 % of the GDP.  Although interest charges are 2.7 % of the GDP, the true debt cost is only 0.15 % of the GDP, i.e. the primary surplus necessary to stabilise debt. 
The adequate level of public deficit can also be chosen so as to maintain the equality between public debt and public capital. The structural deficit must then be equal to the net public investment, plus the depreciation of debt due to inflation, that is to say, in France in 2005, about 2 % of the GDP.  According to this two reasoning, it is useless to follow an objective of public deficit cancellation. In 2005, the French cyclically-adjusted public deficit would has been about 2.3 % of GDP, very close to the sustainable one.
A desired debt

A country which would maintain a null deficit would see its debt tending slowly towards zero. This requires a protracted and painful effort whereas the objective of null deficit does not make sense economically. Private agents wish to hold public debt for liquidity and safety reasons.  
In April 2005, the French State issued a 50-year obligation. The annual interest rate was 4 %, that is to say a particularly low rate. The French State decided to issue 6 billion euro worth. The demand reached 19.5 billion euros. It means that the French Public debt is desired. The financial markets have confidence in the signature of the French State. For them, France is solvent and the interest rate on the debt will hardly increase, even in the very long term. 
The implicit debt 

Some propose to add the implicit debt to overall debt, i.e. all commitments of the State, even if they do not have a financial form, like commitments of retirement pensions or health expenditures. This practice consists in applying to the State what already applies to private companies, which have the obligation to account for the provisions of their contingent liabilities. However, the State is not a private company. Its commitments are difficult to assess: the amount of future retirement pensions can be decreased by reforms (lower pensions, retreat of the retirement age). Then, where to stop? Why not take into account all future public expenditures? But, it would be necessary also to take account of taxes and social security contributions that the State has the power to rise, contrary to companies. How much make 44 % of the French GDP, the present tax revenue, until the end of time?

The extravagant and demagogic skew of governments? 
There are two well-known opposite families of explanations on the increase of public debt in France, which are hard to weight. According to the first, supported by the Pebereau report, public debt growth would be the consequence of an extravagant and demagogic skew of governments. They increase public expenditures to satisfy certain fractions of their electorate, without increasing taxes. They use the budget policy ill-advisedly, with electoral objectives and not with an end towards regulation. They do not make the necessary efforts in periods of good economic situation. Administrations want to increase their employees and their inputs, without preoccupation of efficiency and productivity. So, the public deficit would be continuously too high, leading to an ever-accumulation of debt. 
Public deficit would thus be an autonomous cause of macroeconomic imbalance. According to the crowding-out theory, it would cause a rise in interest rates. The current public deficit would lead the financial markets to expect the maintenance of a significant deficit and thus the swelling of debt; long rates would increase and would harm capital accumulation, therefore future growth. But this mechanism was not observed: from 2002 to 2005, on the contrary, short and long term interest rates were low, in spite of increasing public deficits, in Europe like in the United States and Japan. 
The deficit as a remedy for the crisis 
The second explanation conceives public deficits and debts as consequences of the macroeconomic situation. In period of uncertainty or of pessimism of the firm managers, the private demand can be insufficient to maintain full employment. The optimal policy consists in dropping in the interest rate until the demand is sufficiently high again; this policy has the advantage of not increasing the public debt, of supporting capital accumulation and of reducing the rate of profit required by the companies to invest. However, it can involve an excessive accumulation of debts on behalf of the companies and households. In opposite direction, the fall of the rates can be ineffective, in period of strong depression, where private agents are reluctant to be indebted. It can be insufficient because there is a floor for nominal interest rates, therefore for real ones. It can be impracticable in the euro area where the common interest rate cannot adjust twelve different national economic situations. To obtain a satisfying level of demand, the government must then accept a certain budget deficit. Such a deficit necessary to support activity does not have any crowding-out effect. 
The growth in public debts is thus a macroeconomic phenomenon which has two causes: an insufficient private demand and too-high interest rates. The weakness of demand can be interpreted as a desire of households to hold more financial assets coupled with a refusal of firms to be indebted. In this situation, when the fall in the interest rates is impossible, the State stabilizes the economy by providing the desired public debt. Public deficits increase demand directly, but also indirectly while making public debt grow; this debt held by the households, tends to boost their consumption. Public debt is not a burden on future generations since it has a counterpart in terms of assets held by the households. It is thus a mechanism that makes the economy more liquid. The reduction in public debt passes by a rise in the debt of companies or households or by a fall in their savings. It supposes the maintenance of low interest rates. It would also be facilitated by a euro depreciation. 
Should public expenditures be reduced?  
The Pebereau report recommends a vigorous yearly reduction of the deficit of 0.6 point until budget balance has been reached. But, the fall in public expenditures would inescapably induce a depressive effect on growth, which would tend to increase the cyclical deficit. In 2005, France is already near the level of cyclically-adjusted public balance corresponding to the maintenance of a debt ratio of 60 % of GDP: any additional effort is unnecessary. 
According to the Pebereau report, the deficit does not come from the needs of macroeconomic regulation, but from a bad public management, and from political and collective practices which tend to make public expenditures increase without control. Nevertheless, this trend is not apparent in the data since 1984: public expenditures hardly increased more than GDP (table 2).

 2.  Public expenditures growth
	Average annual growth rate
	1974-1984
	1984-94
	1994-2004

	GDP
	2.2
	2.2
	2.3

	Primary public expenditures (PPE)
          Wages
         Social transfers
	5.1

4.7

5.6
	2.5

2.1

2.8
	2.3

2.3

2.4

	
	1974
	1984
	1994
	2004

	PPE/GDP and PPE/potential GDP
	37.7/38.9
	50.0/49.0
	51.6/50.6
	51.2/50.4


Certainly, a rigorous public management and certain redeployments are necessary. But, here again, expenditures are often required by French people, who want public and good quality schools, public infrastructures, health expenditures, retirement pensions, expenditures for justice and police, etc. Public funds have to help the unemployed, the poor, the districts in difficulties, the young suburban people, the innovative companies and those in difficulties. Who will control in parallel the utility of private expenditures: do the French people want more cribs or more banking agencies? If making the religion of public expenditures is not an option, their phobia should not be either. 
The Pebereau report neglects the macroeconomic consequences of its diagnosis and its recommendations. It estimates that it would be necessary to decrease public expenditures to reduce the deficits and debt while recognizing that that would harm growth. Is the period favourable for weakening further the hopes of recovery? The report recommends following a stabilisation policy after budget balance has been reached. If an active fiscal policy is necessary, why would it be necessary to have budget balance first whereas it is a costly and non-economically sensible objective?
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				DATE		FRANLGQ		EURONLGQ		0		USANLGQ

		70		197001		1.1939515						-2.0				-3		0		-1.0

		71		197101		1.0737085						-2.7				-3		0		-0.3

		72		197201		1.3773246						-1.3				-3		0		-1.7

		73		197301		1.4488947						-0.2				-3		0		-2.8

		74		197401		0.9198381						-1.0				-3		0		-2.0

		75		197501		-1.612208						-5.2				-3		0		2.2

		76		197601		-0.080727						-3.3				-3		0		0.3

		77		197701		-0.0450281		-2.5		-2.295074		-2.1				-3		0		-0.9

		78		197801		-1.30539		-3.5		-3.235361		-1.3				-3		0		-1.7

		79		197901		-0.1326096		-3.3		-3.037303		-0.9				-3		0		-2.1

		80		198001		-0.0460142		-3.1		-3.133772		-2.6				-3		0		-0.4

		81		198101		-2.24106		-5.2		-5.21281		-2.2				-3		0		-0.8

		82		198201		-2.931939		-5.2		-5.241349		-4.8				-3		0		1.8

		83		198301		-2.761669		-5.1		-5.095979		-5.6				-3		0		2.6

		84		198401		-2.84914		-4.9		-4.957797		-4.7				-3		0		1.7

		85		198501		-2.988581		-5.0		-5.032723		-5.0				-3		0		2.0

		86		198601		-3.158534		-4.9		-4.943151		-5.2				-3		0		2.2

		87		198701		-1.964643		-4.6		-4.55864		-4.3				-3		0		1.3

		88		198801		-2.48397		-4.4		-4.4223		-3.6				-3		0		0.6

		89		198901		-1.800944		-3.8		-3.743681		-3.2				-3		0		0.2

		90		199001		-2.090183		-4.6		-4.620214		-4.2				-3		0		1.2

		91		199101		-2.446253		-5.0		-5.0		-4.9				-3		0		1.9

		92		199201		-4.169456		-5.1		-5.1		-5.8				-3		0		2.8

		93		199301		-5.983772		-5.8		-5.8		-4.9				-3		0		1.9

		94		199401		-5.53183		-5.1		-5.1		-3.6				-3		0		0.6

		95		199501		-5.500849		-5.0		-5.1		-3.1				-3		0		0.1

		96		199601		-4.07814		-4.3		-4.3		-2.2				-3		0		-0.8

		97		199701		-3.038149		-2.6		-2.6		-0.8				-3		0		-2.2

		98		199801		-2.670795		-2.3		-2.3		0.4				-3		0		-3.4

		99		199901		-1.766277		-1.3		-1.3		0.9				-3		0		-3.9

		00		200001		-1.403716		-1.0		0.1		1.6				-3		0		-4.6

		01		200101		-1.526978		-1.7		-1.8		-0.4				-3		0		-2.6

		02		200201		-3.257166		-2.3		-2.5		-3.8				-3		0		0.8

		03		200301		-4.140095		-2.7		-2.8		-4.6				-3		0		1.6

		04		200401		-3.725279		-2.8		-2.7		-4.3				-3		0

		05		200501		-3.032571		-2.7		-2.8		-4.1				-3		0

						FRA.NLGQ:Government net lending, as a percentage of GDP - Power 0

										DATE

						FRANLGQ		IRENLGQ		EURONLGQ		USANLGQ		DATE

		1960								NA		-0.17794		196001

		1961								NA		-1.46056		196101

		1962								NA		-1.40136		196201

		1963				-0.57513				NA		-0.63773		196301

		1964				0.49423				NA		-1.17845		196401

		1965				0.63551				NA		-0.69482		196501

		1966				0.44072				NA		-0.99538		196601

		1967				0.15396				NA		-2.47999		196701

		1968				-0.89849				NA		-1.2687		196801

		1969				1.34815				NA		0.18353		196901

		1970				1.19388				NA		-2.01741		197001

		1971				1.07364				NA		-2.72714		197101

		1972				1.37724				NA		-1.29805		197201

		1973				1.4488				NA		-0.23827		197301

		1974				0.91978				NA		-0.94981		197401

		1975				-1.61211				NA		-5.19225		197501

		1976				-0.08072				NA		-3.29128		197601

						-0.04503		-6.97958		-2.46591		-2.13477		197701

						-1.30531		-8.92833		-3.4415		-1.24369		197801

						-0.13263		-10.54383		-3.2614		-0.90297		197901

						-0.04602		-11.7026		-3.11092		-2.58457		198001

						-2.24103		-12.34072		-5.1939		-2.22715		198101

						-2.93156		-12.71875		-5.21483		-4.8107		198201

						-2.76165		-10.84668		-5.06954		-5.59491		198301

						-2.84878		-9.03874		-4.93011		-4.70712		198401

						-2.98852		-10.33722		-5.00466		-5.04978		198501

						-3.15883		-10.21684		-4.93003		-5.26581		198601

						-1.96476		-8.15244		-4.55095		-4.33053		198701

						-2.48334		-4.24363		-4.41722		-3.63978		198801

						-1.80079		-1.69852		-3.73614		-3.22392		198901

						-2.09036		-2.80404		-4.60833		-4.32245		199001

						-2.44627		-2.8532		-5.01255		-5.00037		199101

						-4.16971		-2.95616		-5.06032		-5.86577		199201

						-5.98489		-2.73113		-5.76467		-4.96879		199301

						-5.53163		-1.97634		-5.06717		-3.63606		199401

						-5.50054		-2.07643		-5.03257		-3.06223		199501

						-4.07784		-0.13538		-4.31491		-2.1967		199601

						-3.0386		1.43081		-2.63808		-0.94587		199701

						-2.67074		2.26328		-2.29873		0.27911		199801

						-1.76634		2.2529		-1.33523		0.7246		199901

						-1.40376		4.41901		0.12063		1.44855		200001

						-1.52718		0.92982		-1.65893		-0.46483		200101

						-3.1237		-0.18703		-2.27153		-3.3933		200201

						-3.96533		-0.98315		-2.74669		-4.90154		200301

						-3.74082		-1.26622		-2.64835		-5.14269		200401

						-3.45026		-1.33799		-2.66922		-4.91908		200501

						FRA.NLGQ:Government net lending, as a percentage of GDP - Power 0		IRE.NLGQ:Government net lending, as a percentage of GDP - Power 0

		70				1.1939515						-2.031728

		71				1.0737085						-2.730459

		72				1.3773246						-1.31834

		73				1.4488947						-0.229619

		74				0.9198381						-1.006683

		75				-1.612208						-5.19433

		76				-0.080727						-3.321417

		77				-0.0450281						-2.149267

		78				-1.30539						-1.276855

		79				-0.1326096						-0.9294659

		80				-0.0460142						-2.59632

		81				-2.24106						-2.230356

		82				-2.931939						-4.847121

		83				-2.761669						-5.604134

		84				-2.84914						-4.747437

		85				-2.988581						-5.013329

		86				-3.158534						-5.248917

		87				-1.964643						-4.293197

		88				-2.48397						-3.559638

		89				-1.800944						-3.221439

		90				-2.090183						-4.240424

		91				-2.446253				-5.019977		-4.915005

		92				-4.169456				-5.066168		-5.769398

		93				-5.983772				-5.773036		-4.944873

		94				-5.53183				-5.062139		-3.561114

		95				-5.500849				-5.052101		-3.140186

		96				-4.07814				-4.316233		-2.182152

		97				-3.038149				-2.63642		-0.7947666

		98				-2.670795				-2.296125		0.4341501

		99				-1.766277				-1.330268		0.8515471

		00				-1.403716				0.071668		1.6214262

		01				-1.526978				-1.762141		-0.3877882

		02				-3.257166				-2.478871		-3.785172

		03				-4.140095				-2.841711		-4.599897

		04				-3.725279				-2.745313		-4.308284

		05				-3.032571				-2.774481		-4.082886

						-2.97754				-2.729678		-3.940593

						-5,53163:-4,07784 - -2,67074 - Power -3,0386





Feuil2

				myser2685,		myser2641,				myser6741,		myser6698,		myser2045,				myser2001,

		Series code		FRA.NLGXQA		FRA.GGFLMQ				USA.NLGXQA		USA.GGFLQ		EURO.NLGXQA				EURO.GGFLMQ

		Country		France		France				United States		United States		Euro area				Euro area

		Series title		Cyclically adjusted governm.primary balance, % of pot. GDP		Gross public debt, Maastricht criterion, as a % of GDP				Cyclically adjusted governm.primary balance, % of pot. GDP		General government gross financial liabilities, % of GDP		Cyclically adjusted governm.primary balance, % of pot. GDP				Gross public debt, Maastricht criterion, as a % of GDP

		Power of ten		0		0				0		0		0				0

		Units								U,S, Dollar		U,S, Dollar

		1960										61.7620518

		1961										62.6480632

		1962										60.8896478

		1963										59.9554836

		1964										58.2113392

		1965										55.5358248

		1966								-0.6674168		52.6958619

		1967								-1.777054		52.7883974

		1968								-0.6737645		51.039178

		1969								1.0570431		48.6484867

		1970								-0.2018579		49.2339616

		1971								-0.9160777		49.9023157

		1972		1.3371421						-0.0966625		48.3078414								Comm; Spring 2005

		1973		0.7867282						0.4660892		45.4852556

		1974		0.5300181						0.6381136		44.5431424

		1975		-0.4804116						-2.629559		47.8978225

		1976		0.5672717		CE spring 2005				-1.257179		48.0214762

		1977		0.4190277		20.1				-0.5807255		46.8769649						31.6		30.5

		1978		-1.081956		21.2				-0.306358		45.8458186						33.9		32.8

		1979		-0.0048933		21.2				0.120565		44.5918543						34.7		33.6

		1980		0.5520236		19.8				-0.5868559		45.3023723		-1.4580385		-1.900581		35.1		34

		1981		-0.6205951		21.9				0.3094473		44.3995301		-2.1469145		-2.589457		39.0		37.9

		1982		-1.214654		25.5				-0.6979192		49.4113563		-0.8800415		-1.322584		43.2		42.1

		1983		-0.0300861		26.9				-1.71643		52.4152771		0.2316024		-0.2109401		46.5		45.4

		1984		0.2834684		29.1				-1.576016		54.0352768		0.5416914		0.0991489		50.5		49.4

		1985		0.4582612		30.8				-1.950766		58.9367691		0.5211382		0.0785957		52.8		51.7

		1986		0.1651013		31.3				-2.338488		62.4157344		0.4392149		-0.0033276		55.1		54

		1987		1.1499701		33.4				-1.203214		64.114422		0.4549297		0.0123872		56.7		55.6

		1988		-0.1350761		33.4				-0.7048701		64.8053098		-0.1421056		-0.5846481		57.5		56.4

		1989		-0.1321674		34.1				-0.3233759		65.0876768		0.0887827		-0.3537598		58.2		57.1

		1990		-0.4706555		35.1179914				-1.028948		66.6358439		-0.8529685		-1.295511		58.8		57.7

		1991		-0.3146373		35.7439781				-0.7790536		71.2905015		-0.8168665		-1.259409		60.9412415		59.8

		1992		-1.691451		39.5907595				-1.786931		73.7379354		-0.1002214				62.7379648

		1993		-2.255573		45.298401				-0.9950084		75.3854658		0.687877				67.7396929

		1994		-1.83437		48.4093097				0.0714798		74.5681875		0.8499839				69.9848121

		1995		-1.683433		54.5501468				0.8573694		74.1861537		0.6618175				74.3637202

		1996		0.2095724		57.0687166				1.5878731		73.4257707		1.7460009				76.5222027

		1997		1.1779759		59.2924333				2.5992852		70.9010546		2.6510308				74.8940845

		1998		0.9417442		59.5023495				3.5599938		67.7458207		2.3553123				73.8136337

		1999		1.31835		58.4894621				3.3798455		64.0761942		2.4724898				72.8712041

		2000		0.9784415		56.7437193				3.8857899		58.2501636		1.8604066				70.3777517

		2001		0.8621845		56.9719757				2.1995751		57.9425649		1.106068				69.5685356

		2002		-0.4111148		58.981419				-1.194155		60.2206642		0.7436281				69.4769733

		2003		-0.7683865		63.8283767				-2.286008		62.6363475		0.8287062				70.7500767

		2004		-0.5671821		65.6144599				-2.412548		63.4433892		0.829075				71.3426653

		2005		0.347129		66.6303413				-2.284824		66.3910277		1.0604158				72.1796152

		2006		0.4052075		66.3912847				-1.962608		69.132295		1.0347109				72.1390647

				FRA.NLGXQA:Cyclically adjusted governm.primary balance, % of pot. GDP - Power 0		FRA.GGFLMQ:Gross public debt, Maastricht criterion, as a % of GDP - Power 0				USA.NLGXQA:Cyclically adjusted governm.primary balance, % of pot. GDP - U,S, Dollar - Power 0		USA.GGFLQ:General government gross financial liabilities, % of GDP - U,S, Dollar - Power 0		EURO.NLGXQA:Cyclically adjusted governm.primary balance, % of pot. GDP - Power 0				EURO.GGFLMQ:Gross public debt, Maastricht criterion, as a % of GDP - Power 0






