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ABSTRACT. This commentary critically analyzes the debate between ‘deficit financing’
and ‘deficit-reduction financing’ in contemporary economics. Reading through the pa-
per by Ann Pettifor (2019), one gets the impression that deficits don’t matter and that
fiscal consolidation has not improved the public finances, at least for the advanced
economies. Although Pettifor manages to pinpoint some of the fundamental errors in
contemporary economic discussions on deficit financing, her paper puts undue empha-
sis on Keynes’s approach to public spending. Keynes’s argument was that increases in
government spending will improve growth by boosting purchasing power into the
economy. However, she fails to notice the basic problem with debt, that it keeps coun-
tries from investing in future growth. A more fundamental question to this debate
should be to address the issues surrounding the sustainability of debt and the most ef-
fective means to reduce debt to sustainable levels. Therefore, fiscal restraint should be
taken as an opportunity to make an economic virtue out of fiscal necessity, not to be
politicized by politicians and policymakers to increase unnecessary and wasteful gov-
ernment spending that would expose countries to a higher degree of economic vulnera-
bility.
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1. Introduction

Pettifor’s paper (2019) is a welcome initiative by the
learned author who sees a fundamental error in
contemporary economic discussions on deficit fi-
nancing. Her assessment of the recent situation has
led her to conclude: “Fiscal consolidations have not
improved the public finances” and that “attempts to
lower the debt ratio by cutting spending has always
been counterproductive” (Pettifor, 2019, p. 67).
Pettifor is critical of how the government handles
public finances in a simplistic way. She argued that
“[sJustained, fiscal consolidation increases rather than
reduces the public debt ratio and is, in general, asso-
ciated with adverse macroeconomic conditions”
(Pettifor, 2019, p. 67). In her view, the fundamental
flaws are: (i) “the microeconomic approach that
treats government budget deficits in much the same
way as a household deficit”, and (ii) the approach
ignores “evidence that government deficits, and a rise
in public debt, are most often the consequence of a
slump — a fall in economic activity (‘growth’) and,
therefore, of a fall in government revenues” (Pettifor,
2019, p. 67).

One of the fundamental questions in growth theo-
ry is whether increasing government spending pro-
motes economic growth. It has been an on-going
issue in debates among policymakers. Supporters of
government spending looked to the thinking of John
Maynard Keynes. They advocate that government
spending provides public goods that markets general-
ly do not, such as, education and infrastructure. They
also claim that increases in government spending by
putting money into people’s pockets can bolster
economic growth. On the other hand, advocates of
lower government spending have a differing view
that higher spending, by transferring additional
resources less efficiently from the productive sector
of the economy to the government, weakens econom-
ic growth. If the expansion of government spending
induces higher taxes and/or borrowing to finance the
expenditures, it may constraint overall economic
performance.

Since servicing debt will become a major burden,
economies can either raise taxes or lower spending to
reduce debt. The concern about debt is that it may
hinder countries from investing in future growth.
What are the most effective means to reduce debt to
sustainable levels? This question has taken on

renewed importance since the global financial crisis
of 2008, and when governments in many advanced
economies want to increase spending to stimulate
growth. Therefore, some economists argue that fiscal
austerity is essential to return to debt sustainability.
Large public debt fuels concerns on fiscal sustaina-
bility and makes the economy less resilient to shocks.
Hence, reducing public debt and correcting fiscal
imbalances have become high priorities. Others insist
that spending cuts are self-defeating, because they
hurt economic growth and point to the experience of
financial repression after World War II. They pro-
pose even more government spending to bolster an
abating economy.

From a general policy standpoint, existing evi-
dence points to the importance of reducing high
public debt to restore fiscal sustainability and support
stronger fundamentals. There has been a recent series
of research arguing for the growth benefits from
fiscal adjustments. Harvard University economist
Alberto Alesina, has written papers over the last two
decades professedly showing that fiscal adjustments
can be expansionary even in the short-run, the doc-
trine of ‘expansionary austerity’. The theory of
expansionary austerity takes part to a long-standing
debate in economic literature on the effectiveness of
fiscal policy (Alesina & Perotti, 1995; Alesina,
Ardagna, & Trebbi, 2006). In the words of Jonathan
Portes:

the UK Treasury [noted] in the 2010 Emergency
Budget that: “These [the wider effects of fiscal con-
solidation] will tend to boost demand growth, could
improve the underlying performance of the econo-
my and could even be sufficiently strong to out-
weigh the negative effects”. (Portes, 2012, para 7;
quotation marks in original)

In April (2010), in Madrid, Alesina told the European
Union’s economic and finance ministers that “large,
credible and decisive” spending cuts to rescue budget
deficits have frequently been followed by economic
growth (Coy, 2010, para 2). He claimed to find
evidence that spending cuts were often “associated
with economic expansions rather than recessions”,
i.e., Alesina’s golden rule (Alesina & Ardagna, 2010,
p. 37; Kunieda, 2015, p. 304, footnote). Moreover,
his work suggested that spending cuts create confi-
dence, and that the positive effects of an increase in
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confidence outpace the direct negative effects of
reduced spending (Alesina, Favero, & Giavazzi,
2012). However, his basic argument is not always
applicable to all economies.

Is there unambiguous evidence of expansionary
fiscal austerity? Some economists stated that, at least
under certain conditions, discretionary expansionary
fiscal policies are not normally suitable for demand
management and prove to be ineffective to stimulate
economic activity. At the same time, such policies
may put at risk the strength of public finances and of
the whole financial system of the economy (Alesina
& Ardagna, 2012; see also Sutherland, 1997, for the
case of possible non-Keynesian effects of expansion-
ary fiscal measures when undertaken in a context of
high public debt). In summary, Alesina merely
demonstrates that in some cases, it is difficult to
ascertain a contractionary impact of fiscal austerity.
As Alesina notes, “sometimes, not always, some
fiscal adjustments based upon spending cuts are not
associated with economic downturns” (Alesina,
2010, 2nd last para). It is very unfortunate that such a
modest assertion made by the author has been over-
looked by the supporters of fiscal consolidation and,
at times, even by the critics (Romer, 2011, pp. 17-
18). Hence, the findings of Alesina and his collabora-
tors echo so strongly with at least some policy mak-
ers because of an ideological repugnance to counter-
cyclical fiscal policy.

2. The Myths of Keynesian Stimulus
In Pettifor’s analysis, she argued that

if policy-makers pursued the policies advocated in
his General Theory by John Maynard Keynes, then
we could expect a revival of ‘the golden age’ of
economics inflation in the late 1910s and 1970s
which were not periods of rapid debt reduction.
(Pettifor, 2019, p. 67)

She also put forward the misunderstanding of
Keynes’s approach to public spending as ‘deficit
spending’ rather than ‘deficit-reduction spending’.
For her, this reflects a serious misunderstanding of
Keynes’s idea that the main purpose of increasing
loan-financed government spending at times of
economic weakness is to increase the nation’s in-
come (p. 67). In fact, the entire paper is based on
Keynes’s macroeconomics proposition that an expan-
sionary fiscal policy will lead to growth in activity

and employment, so that, with spare capacity, high
government spending reduces the deficit. In support-
ing, she assumes that “[i]ncreased production means
increased incomes, which, from the point of view of
government, means higher tax revenues and lower
welfare (and, later, debt interest) expenditures”
(Pettifor, 2019, p. 67).

Deficits and debt have always been prominent de-
bates around Keynesian economics. Keynes’s eco-
nomic policy thought on the role of public debt is
always a question of great interest. John Maynard
Keynes’s 1936 book, The General Theory of Em-
ployment, Interest, and Money, argued that increases
in government spending enhance growth by boosting
purchasing power into the economy. However, the
theory has since fallen out of favor, but it still influ-
ences policy discussions, particularly on whether or
not changes in government spending have transitory
economic effects. It is understandable that Keynesi-
anism receives many politicians’ applause because it
provides a rationale for spending more money or
more precisely, spending other people’s money.
Keynesian theory is an unintended gift from some
economists to politicians. Many inexperienced
politicians upon seeing businesses closing up and
workers being laid off, conclude that the problem is
inadequate spending. But they fail to acknowledge
the fact that government cannot inject money into the
economy without ‘crowding out’ the private sector
via taxes and borrowing.

Keynes’s position on counter-cyclical fiscal poli-
cy was not, by way of recourse to deficit spending, to
prevent macroeconomic fluctuations, but rather by
supporting a full employment policy through a
permanent public expansionary expenditure, with an
emphasis on public investment. He argued that
government spending should be reduced once the
economy recovered to prevent inflation, which in
turn generates too much economic growth. Some
economists even suggested that there was a trade-off
between inflation and unemployment (the Phillips
Curve) and that government should navigate the
economy by increasing or decreasing public spend-
ing. By ‘deficit financing’ Keynes means an excess
of recurrent spending over recurrent revenues. He
also intended debt issued for public capital expendi-
ture to be partly serviced by user charges (Keynes,
1978, vol. 27, pp. 224-225, 319-320, 405-406).
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Moreover, Keynes argued that aggregate demand is
not stable, it can change unexpectedly. Keynes once
said that “the national debt can’t keep on growing”
(Colander & Landreth, 1996, p. 109). It is vividly
clear that Keynes’s policy deliberations endorse as a
general principle (but not completely inflexible), that
public debt should be used only to finance capital
expenditures (for factual-based interpretations of
Keynes’s general position on fiscal policy, in the
framework of current versus capital budgeting, see:
Kregel, 1985; Brown-Collier & Collier, 1995; and
Clarke, 1998). Nevertheless, the conventional charac-
terization of ‘Keynesian’ economic policy has broken
many of the links with Keynes’s work itself.

3. Deficits Don’t Matter

Pettifor argues that deficits don’t matter. It is based
on the approach adopted mostly by Modern Mone-
tary Theorists (MMT) that perpetual government
budget deficits are both necessary and unproblematic.
Government spending, it is argued, can be financed —
almost ad infinitum by a central bank that has the
exclusive power to ‘print’ or create fiat currency. It is
related to the accounting identity methodology:
Domestic Private Surplus = Government Budget
Deficit. Hence, we need to distinguish between
government (i.e. monetarily sovereign government)
and household finances (i.e. those that lack such
sovereign status). For every surplus, it is argued that
there has to be a deficit and vice-versa. Therefore, to
ensure the private sector remains in surplus, MMTs
conclude that the government must not reduce its
deficit. It is true that current government spending is
not limited by taxation or borrowing but by inflation
risk. The costs of excessive public expenditure are
felt instantaneously in the form of inflation and are
not borne by future generations.

On the other hand, we have been told that gov-
ernment debt is finite. In issuance of government
debt, there is an absolute limit to the amount of debt.
The government will default if it exceeds that abso-
lute limit. Persistently running deficits mean that at
some point, the worried about default trigger will be
reached and the government will default. Therefore,
governments must observe fiscal discipline and avoid
excessive deficits. Even if default is avoided, the cost
of servicing debt will be unaffordable for future
generations. Even at the expense of much needed

investment, the moral imperative is to close deficits
and cut debt. Because high public debt is perceived to
be so dangerous, politicians — especially in Europe —
have given a higher priority to closing public deficits.
In the words of Kajal Lahiri, an economics professor
at the University at Albany, “[deficits] certainly
matter, and they matter in a bad, undesirable way”
(Freedman, 2018, para 8).

The key to this debate is the sustainability of debt.
Sustainable debt models suggest that the government
will run a primary surplus sufficient to pay back all
the debt over a defined time horizon. But govern-
ments in a strong fiscal position generally don’t repay
debt, they refinance it. What really matters is the debt
service cost. Debt interest must be comfortably
payable from current income to be sustainable. If the
interest rate is equal to or less than the growth rate of
nominal gross domestic product, public debt is
sustainable indefinitely. However, some economists
argue that budget deficits are bad because they
purportedly lead to higher interest rates. Since higher
interest rates reduce investment, and because invest-
ment is necessary for long-term economic growth,
advocates of this view state that avoiding deficits
should be the primary goal of fiscal policy.

4. Deficit Financing

Academic interest in deficit financing is not new.
One of the most debatable, and repeatedly cited by
policy makers, was the paper published by Reinhart
and Rogoff in 2010. They claimed that there was a
red line for debt at 90% of GDP and when external
debt reaches 60% of GDP, annual growth declines by
about two percent (Reinhart & Rogoft, 2010, p. 573).
This finding was used repeatedly by policy makers.
Unfortunately, Pettifor discredited Reinhart and
Rogoff when the paper was later cited by both Re-
publicans, British Conservatives, and European
officials to argue for cuts in government spending by
quoting the words of John Cassidy that “how serious-
ly should we take any economist’s policy prescrip-
tions, especially ones that are seized upon by
politicians with agendas of their own” (Pettifor, 2019,
p- 67). She seems to condemn the advocates of
austerity policy as if all of the economic researches
aligned with austerity push have been discredited in
the history of economic debates.
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5. Fiscal Consolidation

Fiscal consolidation is a policy aimed at reducing
government budget deficits and debt accumulation,
and its objective can be achieved through either
reducing government spending or increasing gov-
ernment receipts, such as through tax increases,
higher user fees and/or asset sales. The theory of
‘Ricardian equivalence’ asserts that funding govern-
ment spending through means of a deficit (or in-
creased debt) is not likely to stimulate the economy
as households recognize that they are only going to
be required to pay this additional spending back at a
time in the future. This results in those non-credit
constrained households increasing their savings by an
amount equivalent to the additional government
spending, resulting in no net increase in demand in
the economy (and vice versa). That is, under normal
conditions, the management of a country’s budget
into a deficit will not stimulate economic growth, and
conversely, the implementation of a policy of fiscal
consolidation will not trigger an economic slow-
down. However, Keynes suggested that ‘Ricardian
equivalence’ does not hold universally, especially in
those periods where households are concerned about
their future prosperity and when credit is limited.

Another exception to ‘Ricardian equivalence’ oc-
curs where public debt is so high that it attracts a
significant premium for default risk or inflation. A
credible government policy of fiscal consolidation
targeting a country’s debt and deficit position could
be viewed positively by capital markets, resulting in a
reduction in the interest rate premium and a conse-
quent stimulation of business investment. That is,
when a country accumulates too much debt, or is
operating with an unsustainably high budget deficit,
then economic growth is retarded. By implementing
fiscal consolidation programs, a country’s debt and
deficit position becomes more controllable, interest
costs become lower, and growth accelerates. A fiscal
consolidation strategy would be welcomed by debt
markets, thus increasing agents’ confidence in the
government’s capacity to solve the crisis. Jean-
Claude Trichet, the former European Central Bank
President once said: “I firmly believe that in the
current circumstances, confidence-inspiring policies

will foster and not hamper economic recovery,
because confidence is the key factor today” (Hughes,
2010, para 4).

For households, fiscal consolidation programs that
cut government spending, reduce consumer uncer-
tainty about taxes, both in the short- and longer-term.
This creates expectations for higher disposable
income, generating a positive wealth effect, resulting
in increased demand for durable and non-durable
goods. For fiscal consolidation programs that result in
increased taxes, households not only spend less on
consumption goods and services (as the post-tax
wage has fallen), but they also spend less on durable
goods as their future income expectations are scaled
back. However, one should not attribute such results
(growth and employment creation) of fiscal consoli-
dation programs to fiscal austerity alone. There are
often complementary factors at work that might be
more important than fiscal actions. They include: (i)
the influence of the global and regional business
cycle, (ii) monetary policy, (iii) exchange rate policy
and (iv) structural reforms. The best time to imple-
ment a fiscal austerity program is during a boom
rather than a slump.

6. Conclusion

In my view, we are in danger of making a false
economic policy because our judgment is clouded by
common misconceptions about the government’s
stimulus programs. Fiscal restraint should be viewed
as an opportunity to make an economic virtue out of
fiscal necessity. This debate is sometimes vitiated by
ideological elements that make a rational economic
discussion difficult. Although the deficit is not the
critical variable, the need to reduce spending would
still exist. Since there are many wasteful spending
programs, it is essential to set priorities of public
spending by cutting existing wasteful spending and
prevent new unnecessary spending policies. No
analysis, whether pure research or policy related, can
include everything that might possibly be relevant.
The economy will only benefit if government spends
money in a productive way that generates an ade-
quately high rate of return.
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