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Is "austerity" responsible
for the crisis in Europe?
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Most European economies have been in recession, or close to it, since the beginning of 2012. Unemployment rates
are reaching record highs.” Meanwhile, a debate has been raging about the deleterious effects of "austerity"
measures. In recent weeks, various heads of government, finance ministers, and European Union officials have
declared that austerity has gone too far and is preventing a recovery.” Even the International Monetary Fund, in a
reversal of its traditional position, is now asking countries to slow the pace of their austerity drives to keep a fragile

recovery on track.?

Keynesian economists like Nobel laureate Paul Krugman
are seeing this as unassailable proof that stimulus policies
adopted when the financial crisis started in 2008-09 should
never have been reversed and replaced by austerity meas-
ures, notwithstanding the explosion of public debt that
they entailed.”

In the Keynesian view, when
idle resources are left unused
by the private sector, govern-
ments should put them to
work. They should stop worry-
ing about budget deficits and
start spending again.

Whereas Keynesians and the
rest of the economics profes-
sion see downturns as unex-

resources will have to remain idle until entrepreneurs have

found the best way to use them. This means temporarily

higher unemployment, plants used at half capacity or

closed until they are retooled, and financial resources

parked in short-term assets instead of invested in long-
term projects.

Governments should not try to
prevent this reallocation proc-
ess. Keynesian-style stimulus
programs and bailouts simply
prolong the unsustainable eco-
nomic processes of the boom
and delay the recovery. They
also create a climate of uncer-
tainty regarding debt burdens
and taxes, deterring private
investment. In short, unlike

pected and disastrous events
to be prevented, Austrian
School economists such as Friedrich Hayek, another Nobel
laureate, explain them as the inevitable result of an earlier
unsustainable boom provoked by excessive credit expan-
sion and interventionist government policies.’

For Austrians, the recession is actually a cure to get rid of
distortions that have accumulated during the boom. Re-
sources being wasted in unproductive uses have to be
freed and moved to sectors where there is real and sustain-
able demand. Unfortunately, this takes time, and some

Keynesians, who believe gov-
ernment should intervene and
spend more in times of crisis, Austrians advocate a with-
drawal of government and a reduction in spending and
taxation.

Given this theoretical background, how should we view the
situation in Europe? Is austerity responsible for the crisis,
as Keynesians believe? Or is it part of a necessary cure, as
Austrians think? As we shall see, these alternatives do not
accurately capture what is happening in Europe because of
the ambiguous meaning of the word "austerity."

1. Claire Gatinois, "L'austérité a marche forcée en zone euro s'accompagne d'un chémage record," Le Monde, April 3, 2013.
2. Patrick Donahue, "European Leaders' Softening on Austerity May Accelerate," Bloomberg.com, April 29, 2013. Holly Ellyatt, "Europe's Austerity Era Could Be Coming to an End,"

CNBC.com April 15, 2013.

3. lan Talley, "IMF Urges Countries to Ease Austerity," The Wall Street Journal Europe, April 17, 2013.

4. Paul Krugman, "Keynes Was Right," The New York Times, December 29, 2011.

5. For a short summary, see Richard Ebeling, "The Current Economic Crisis and the Austrian Theory of the Business Cycle," The Freeman, June 1, 2008.
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THE MEANING OF AUSTERITY Figure 1

The debate on austerity in Europe has focused General government deficit as a percentage of GDP

exclusively on government budget deficits and
public debt as a percentage of GDP. The Maas-
tricht Treaty requires that countries joining the
European Union should have budget deficits no

higher than 3% of GDP and debt levels no 0 ——EU (27
higher than 60%. These are also goalposts for 2005 _._g::”mt;':;)
member countries. Most of them (with the ex- -2

ception of Germany, among the larger coun- A Greece
tries) fail to meet these criteria. One facet of -4 == Spain
the current debate is whether some countries e France
should obtain additional time to meet these N

goals, as France has just succeeded in doing.® =0 ttaly

«== Netherlands
In all these discussions, the only numbers pre-

. . === Poland

sented as evidence that austerity measures
have been implemented consist of statistics 12 Portugal
indicating that deficits have gone down. In- —4— United Kingdom
deed, they have, as the most recent Eurostat -14
numbers show (Figure 1).” The average level of
deficit as a percentage of GDP in EU countries -16
I(g 22)/1)2 is much lower (496) than it was in 2009 Source: Eurostat, Government deficit/surplus, debt and associated data.

.9%).

Figure 2
It should be obvious that there is no direct rela- ]
tionship between reducing the size of the defi- Total general government expenditure as a percentage of GDP

cit and reducing the size of government, the
latter being a key factor to consider if we want 60
to compare Keynesian and Austrian solutions
to the crisis. A budget deficit can be reduced

either by cutting spending or by increasing 55
. . . == EU (27 countries)
revenue. It can also be reduced if spending is
. == Germany
cut a lot but taxes are cut only a little. It can be .
. . . == Greece
reduced even as spending increases if revenues 50 Do—"
. st == Spain
increase even faster.
== France
. . . | =0= [taly
In practice, "austerity" can thus cover all kinds 5
. . . . . . «=+==Netherlands
of situations with differing economic impacts. o
. Polan
The term can apply just as well to growth as to ot
. . . ortuga
reduction in the size of government. It seems to 20 S kined
. . . === United Kingdom
be universally taken for granted in this debate

that austerity measures adopted in Europe
have meant drastic spending cuts, coupled with

i K 35
some tax Increases, the net effect belng a 2005 2006 2007 2008 2009 2010 2011 2012
downsizing of government. But is this really the
case?

Source: Eurostat, Government revenue, expenditure and main aggregates.

6. Philippe Ricard, "Bruxelles donne deux ans de plus a Paris pour réduire le déficit," Le Monde, May 4, 2013.
7. All numbers used in this paper are from the Eurostat Government Finance Statistics Database, available at
http://epp.eurostat.ec.europa.eu/portal/page/portal/government_finance_statistics/data/database. The most recent data for 2012 were made public on April 22, 2013.
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GOVERNMENTS KEEP GROWING

As Figure 2 shows, there has only been a slight
decrease of 1.7% percentage points in govern-
ment spending as a proportion of GDP in the
Union as a whole over the past three years.
Moreover, the proportion is still four percent-
age points higher in 2012 than before the crisis
started, 49.4% compared to 45.6 % in 2007.
Among the major countries included in this fig-
ure, only in Poland have expenditures gone
back to where they were in 2007.

6500
6300
6100
5900

5700
However, there is reason to wonder if these

numbers have been distorted by the periods of
negative economic growth that have hit the
continent. Expenditures may have come down
in absolute terms, but they would still be higher
as a proportion of GDP if the economy had con-
tracted even more. So, let's look at expendi-
tures in nominal terms.

5500

5300

5100

4900

4700

Figure 3

Total general government revenue and expenditure

in billions of euros — European Union (27 countries)

A

=== Expenditure
=== Revenue
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As we can see in Figure 3, government spending
has never stopped rising in the Union as a whole
since the beginning of the financial crisis, ex-
cept in 2011 when it remained constant. Spend-
ing grew by 6.3% in the last three years, in other words
during the period when "austerity" policies were supposed
to have been applied. Thus, whenever finance ministers
announced budget cuts, they were actually referring not to
absolute reductions in total spending but simply to spend-
ing increases that were lower than what was previously
planned or to cuts that were offset by more spending else-
where.

The only countries where nominal expenditures really fell
between 2009 and 2012 were Greece and Portugal
(Figure 4, next page)g. It should be noted, however, that
both in nominal terms and in proportion to GDP, the gov-
ernments of these two countries spent more in 2012 than
in 2007.

With no net decrease in spending, the deficit reductions
observed in most countries must have occurred because
tax revenues went up faster than spending. And that is pre-
cisely what the Eurostat data show, with revenues up
12.9% from 2009 to 2012, double the pace of increase in

Source: Eurostat, Government revenue, expenditure and main aggregates.

public spending (Figure 3).

Governments have not been borrowing as much—although
they still borrow heavily, and public debt keeps increasing.
Instead, they tax their citizens more to fund their growing
expenditures (Figures 5, next page). This is the case even in
countries such as France where "austerity" has been most
strongly criticized. France leads the pack both among
countries where spending has risen the most and among
those where taxes have climbed most sharply.

CONCLUSION

Governments in almost all European Union countries are
therefore as large as they were when the crisis started in
2007 or even larger today.

If we define austerity as the measures taken to reduce
budget deficits, then in that sense austerity is indeed re-
sponsible for the crisis. Citizens forced on the whole to pay
higher taxes are deeply aware of it. This is why they

8. This was also true of some other countries not in this figure: Ireland, Bulgaria, Romania, Lithuania and Slovenia.
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Figure 4

Total general government expenditure in billions of euros

Figure 5

Total general government revenue in billions of euros
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Source: Eurostat, Government revenue, expenditure and main aggregates.

overwhelmingly oppose new tax increases and believe that
governments are not sufficiently reducing their expendi-
tures.’

If, however, we define it more properly as policies bringing
about a reduction in the size of government, then these
policies cannot be held responsible for the crisis in Europe
because they were never applied.

Unfortunately, confusion over the meaning of austerity
impedes a better understanding of the situation and pre-

cludes a more relevant debate over the causes of the crisis.

Keynesians will, of course, regret that there haven't been
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Source: Eurostat, Government revenue, expenditure and main aggregates.

even larger spending increases, greater borrowing and
expanded deficits in the past few years to stimulate the
economy. But, from an Austrian perspective, bloated
governments and higher taxes certainly help explain why
European economies are still in the doldrums, several
years after the financial crisis.

What Europe needs is smaller governments, not just in
terms of public spending but also as regards deregulation
of the job market and other structural reforms to encour-
age entrepreneurship, private investment and job crea-
tion. There will be sustained growth in Europe only when
governments, and not citizens or businesses, finally bear
the brunt of austerity.

9. According to an Ipsos survey, 86% of the French, 85% of Spaniards and 89% of Italians are opposed to new tax increases. Moreover, 77% of the French and 81% of Italians believe that
governments have not cut their spending enough. Claire Gatinois, "Dans le Sud de I'Europe, la crise fragilise encore plus la confiance en I'Etat," Le Monde, May 7, 2013, p. 7.
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