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Sseveral European countries have fallen victim 
to the global crisis of 2008. in terms of size 
and scope, this was the gravest crisis since 
1929 (since the great depression), one which 
shook the whole of the global financial system 
to its core. Following a brief theoretical 
overview, this study examines three cases from 
the European union in detail: latvia, sweden 
and France.

The internal and external balance positions 
of these countries were vastly different, and 
their reactions to the crisis varied accordingly. 
They, however, draw attention to a number of 
relevant correlations. They help us understand 
the underlying threat of external imbalances 
to fiscal developments, and underscore why 
the emergence of a crisis in a given region 
cannot be viewed as an isolated phenomenon. 
They provide answers to questions like why 
it is important to have a responsible govern-

ment approach to public finances, and how 
drastic changes in external environment im-
pact economic developments. all in all, these 
questions are all aimed at a topic that is highly 
important for this study; namely, whether it 
suffices for economic policymakers to solely 
focus on fiscal discipline or whether the ex-
act opposite is true, by focusing on this fac-
tor alone, are they playing a crucial role in the 
development of these crises?

TheoreTical overview

Before the global crisis, economic policy debates 
across the world focused on fiscal discipline. 
This was in part due to the fact that the ruling 
notion in academic circles was that the current 
account deficit only has significance if it can 
be traced back to a deficit of the government 
sector (Lámfalussy, 2008). as a result, attention 
was less focused on the ‘world’ beyond budget 
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policy, and was aimed at solely on enforcing 
fiscal discipline to the greatest possible extent.

Wyplosz (2002) and Debrun – Kumar 
(2007) argue that similarly to institutions 
of monetary policy, an independent institu-
tion must also stand guard over fiscal policy. 
Manasse (2006) and Kopits (2007) traced the 
fact that budget deficit always increases before 
elections back to the propensity of govern-
ment officials to spend funds. others (Milesi-
Feretti, 1997) saw the transparency of budget-
ary processes as a priority. at the same time, 
they emphasised that in the interest of ensur-
ing fiscal discipline, reliable and transparent 
budget figures are required.1

in examining deficit reduction, Alesina – 
Perotti (1996) arrived at the conclusion that 
off-balance-sheet lines are key potential sourc-
es of threat. The shifting of certain budget 
items from the traditional balance sheet line 
to the ‘gray area’ could accomplish a result 
that is contrary to the long-term interests of 
the community. Kopits – Craig (1998) and 
Daflon – Rossi (1999) emphasised that govern-
ment players are more prone to ‘paint a nicer 
picture’ of a country’s budget situation than 
it actually is. in the 1990s, the application 
of creative accounting techniques became so 
widespread in European countries, that by the 
end of the decade it became exceedingly diffi-
cult to provide a realistic economic situational 
assessment using statistical reports. in relation 
to this fact, certain authors (Koen – Noord, 
2005) pointed out that recourse to creative ac-
counting is more likely near the threshold of 
fiscal regulations. although in this particular 
field, the development and adoption of inter-
national accounting principles could bring a 
slight improvement (Allan – Parry, 2003), the 
underlying deficiencies of the accounting sys-
tem can never be fully eliminated.

Blanchard (1990) and Brunilla et al. (1999) 
identified the incorrect interpretation of fiscal 
balance indicators as another aspect of hazards. 

From the cyclically adjusted balance, they de-
rived that there are no precise and standard 
procedures for the structural assessment of the 
budget. no single method suitable to filter out 
the cyclical effect of the economy can generate 
a comprehensive, relevant figure. according 
to Brandner et al. (1998), the problem is that 
the perception of fiscal objectives varies across 
various time horizons. Moreover, demograph-
ic trends also exert multi-branch pressure on 
the budget. Firstly, ageing society, where the 
number of the population is dwindling, leads 
to a rise in pension expenditures: the number 
of pensioners per active age citizens is on the 
rise (Burniaux et al., 2004; Barabás, 2007). 
The effect is similar in the case of healthcare 
expenditures: as society shifts towards the old-
er generation, the strain on the healthcare pro-
vision system increases (Gokhale – Kotlikoff, 
1998), as do tensions about the financing of 
various institutions.

However, only a handful of experts drew at-
tention to the fact that tensions may still be 
generated between fiscal objectives and the 
continued pursuit of the ‘correct’ economic 
policy even if all these criticisms are taken into 
consideration.on this note, 2 Uctum – Wick-
ens (1999) said that the sustainability of fis-
cal policy may not necessarily be guaranteed 
even if budget criteria are adhered to. Balas-
sone – Franco – Zotteri (2004) added that if 
the authorities of the given country are overly 
focused on achieving a given macro-economic 
indicator, the optimal economic policy mix 
could become distorted: the excessive rigidity 
of economic policy could become a breeding 
ground for a subsequent crisis. lámfalussy 
(2008) pointed out that private sector play-
ers may also play key roles in shaping the eco-
nomic situation of a given country. attention 
to risks tends to dampen over time: on the one 
hand, borrowers may overestimate the limits 
of their load-bearing capacity, and on the 
other, creditors may also build their future on 
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overly favourable expectations. Meanwhile, 
the structural weaknesses of supervisory au-
thorities could also contribute to the mispric-
ing of the various financial assets.

The next section of the study presents the un-
folding of the global crisis and its impact on the 
economies of latvia, sweden and France, while 
taking the above observations into consid-
eration. as far as the crisis management of the 
countries in question is concerned, the process 
is still ongoing in France and as such its macro-
economic path is shrouded in greater uncertain-
ty than that of the other two countries.

laTvia

Within the European union, latvia was one 
of the economies most severely hit by the 2008 
global crisis. in 2009, the country’s growth 
stopped in its tracks, its public debt increased 
sharply and its seemingly well-functioning 
economic model became unviable in a matter 
of moments. looking back, it is clear that the 
debt of the private sectors of the three Baltic 
states increased at an unsustainable rate prior 
to the deepening of the crisis. While at the end 
of 2004 the average debt-to-GDP ratio was 
63.2 per cent, by the end of 2007 it jumped 
to 100.2 per cent, which is an increase of 
approximately 40 percentage points, and all 
the while these countries gave the impression 
to investors of being reliable debtors. inter-
national credit rating agencies also placed the 
countries in question into the priority category, 
unsuspectingly observing the dramatic changes 
in their financing positions. in order to begin to 
understand how this process led to the drastic 
deterioration of the macro-economic indicators 
of Baltic states, we should thoroughly analyse 
the chronology of events (iMF, 2006a; 2013a).

For quite some time, the growth of the lat-
vian economy seemed impressive, expanding by 
7–12 per cent between 2000 and 2007. While 

foreign direct investment at the start of the dec-
ade was below usD 0.5 billion, it accelerated 
by the middle of the decade, rising to usD 1 
billion and 1.4 billion by the end of 2006 and 
the end of 2007, respectively. This process was 
maintained by the simultaneous occurrence of 
a number of factors. The contribution of the 
financial sector to GDP rose above 4.5 per 
cent from 3 per cent, while the share of the 
real estate sector almost doubled, jumping to 
11 per cent from 6 per cent. This boom also 
pulled the labour market along, with the num-
ber of people in employment increasing by ap-
proximately 100,000 between 2002 and2007. 
in other words, to any outside onlookers the 
country seemed to have a stable and prosper-
ing economy. it is worth reading an excerpt on 
the matter from the october 2006 report of the 
international Monetary Fund (2006, p. 3):

“Financial deepening, EU-funded spending, 
and real wage growth caused a surge in domestic 
demand that pushed the economy above capac-
ity. GDP growth accelerated to 10¼ per cent in 
2005, and the current account deficit and infla-
tion remained elevated. … Recent drivers of de-
mand are expected to persist in the near term, and 
growth will remain very strong, while the current 
account deficit will widen further and inflation 
will remain in excess of the Maastricht limit. 
Thereafter, a gradual unwinding of imbalances 
through a moderation of growth is likely. …”

indeed, favourable growth figures were 
somewhat overshadowed by the fact that their 
achievement entailed an extremely high ex-
ternal financing requirement (net borrowing) 
(see Table 1). still, this had little significance 
in the eyes of many. not even the most ab-
sorbed analysts would have suspected that 
the financing of such a small country would 
pose any problems. international institution 
pointed out increasingly often in their recom-
mendations that the institutions supervising 
financial organisations required strengthening 
and that a sudden change in the international 



 Fiscal Policy in Focus 

Public Finance Quarterly  2015/4 465

environment could cause grave problems, but 
the warnings were unheeded, and external 
debt continued to grow at an alarming rate.

The accumulation of debt was linked al-
most entirely to the private sector, and the 
state’s financial management was prudent. 
Public debt moved within the range of 10–15 
per cent of GDP, and government sector defi-
cit remained below 3 per cent of GDP (i.e. 
stayed under the Maastricht deficit indicator) 
throughout the years under review. Moreover, 
the fiscal balance was achieved at low revenue 
and expenditure levels (in 2007, the govern-
ment sector’s expenditures amounted to 33.9 
per cent of GDP, while its revenues came to 
33.3 per cent of GDP), which supported the 
economy’s competitiveness through the state’s 
moderate crowding out effect.

For the most part, high-volume capital 
inflows affected the aforementioned real es-
tate sector: as a result of drastically increas-
ing credit demand, real estate prices between 
2004 and 2007 rose by almost 260 per cent 
(Vandenbussche et al., 2012). such a dizzying 
soaring of the construction industry should 
certainly be cause for alarm as a sudden and 
unregulated withdrawal of funds may launch 
a multitude of uncontrollable processes in the 
economy. after all this, it was clear that it was 
just a matter of time before confidence in the 
country ran out. it was only after the exter-
nal shock of 2008 that creditors and investors 
became aware of the true situation and the 

unsustainability of these processes. The sud-
den change in market mood instantly directed 
attention to the country’s weaknesses, primar-
ily its external financing difficulties. The grav-
ity of the situation was well illustrated by the 
country’s 5-year cDs value reflecting its risk 
perception. in just under two months, this 
value jumped from 300 basis points at the be-
ginning of september 2008 to nearly 900 ba-
sis points at the end of october (see Table 2).

at this point, the question was not how to 
prevent the crisis or minimise risks, but rather 
to draw up a scenario that would require the 
least amount of sacrifice possible. as a first 
step, the country turned to international insti-
tutions for assistance. in november 2008, the 
international Monetary Fund and the Euro-
pean union provided a credit facility of usD 
10.5 billion to the latvian economy in order 
to reduce the external financing pressure. as 
a second step, as a prerequisite of borrowing, 
the country was required to take measures – 
despite the global crisis – to keep the budget 
deficit at a moderate level. as part of these 
measures, among other things, government 
officials ordered a 20 per cent pay cut for pub-
lic servants; pension values were reduced by 
10 per cent and administrative expenditures 
by 30 per cent, minimum wage was slashed by 
25 per cent, while in addition to raising the 
value added tax rate, policymakers decided to 
introduce the real estate tax and property tax. 
Despite all deficit reduction measures, by the 

Table 1

ExtErnal financing rEquirEmEnt of Baltic statEs (as a pErcEntagE of gDp)

2000 2001 2002 2003 2004 2005 2006 2007

latvia –3.4 –5.6 –5.2 –6.5 –10.6 –10.5 –19.6 –18.9

lithuania –5.9 –4.7 –4.7 –6.4 –6.8 –6.1 –8.9 –12.8

estonia –5 –6.9 –10.6 –12.3 –11.3 –8.0 –12.8 –13.8

Source: eurostat
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end of 2009 – due to debts assumed from the 
banking sector – the budget deficit jumped to 
9 per cent of GDP, while the debt-to-GDP ra-
tio rose drastically from 18.6 to 36.4 per cent.

as a third step, officials of the latvian gov-
ernment made a commitment to continue 
to uphold the fixed exchange rate regime. it 
was the commercial banks of scandinavian 
countries (which provided large volumes of 
loan) that primarily argued against changing 
the exchange rate regime – which facilitated 
the inflow of capital –, viewed by many as 
an original sin. They argued that the devalu-
ation of the exchange rate not only did not 
help the adjustment process, but it actually 
carried the risk of the emergence of a regional 
syndrome through the drastic rise in non-per-
forming loans. The fourth step comprised the 
reinforcement of banking supervision. Tak-
ing into account that regulatory deficiencies 
played a crucial part in the development of the 
crisis, eliminating the weaknesses of supervi-
sory bodies was an indispensable element of a 
successful relief effort.

if the indicator of successful crisis manage-
ment is whether a country is able to weather 
the storm of the crisis without sovereign de-
fault or announcing a unilateral repayment 
moratorium, then the latvian crisis manage-
ment effort can certainly be deemed success-
ful. such scenarios, however, are rather scarce 
– although not unprecedented – in the history 

of European economies. in order to draw ma-
terial conclusions, therefore, we should focus 
on the deeper characteristics of the processes.

as far as the state of the economy is con-
cerned, there has certainly been considerable 
improvement. as of 2009–2010, the structure 
of growth was made healthier, with processes 
pointing in the direction of sustainability (see 
Figure 1). Two years after the 14.2 per cent 
downturn in 2009, the growth rate of the 
economy reached 5 per cent. in part, this re-
flects the considerable easing of money market 
tensions starting from the autumn of 2009; 
not even the tumble of the global economy 
in the summer of 2011 was able to steer the 
country off the growth path. at this point, it 
should be pointed out that having a coordi-
nated international relief effort had special 
significance. in addition to providing substan-
tial amounts of credit to the country, interna-
tional institutions made certain that the most 
important commercial bank creditors of the 
country (nordea Bank, sEB Bank, swedbank) 
also made significant commitments: namely, 
they pledged that in the most severe phase of 
the crisis they would not withdraw funds from 
the country, or limit outflows to the minimum 
(De Haas et al., 2012).3 stipulating this con-
dition was in the vested interests of both the 
latvian economy and the international insti-
tutions providing the loans; indeed, without 
this condition, the assistance would not have 

Table 2

cDs Basis points of thE latvian Economy, 2008

august september october november December

1-year 114 146 307 916 899

3-year 195 242 511 873 862

5-year 265 330 708 860 833

10-year 295 358 730 791 804

Source: Bloomberg
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been able to make a substantial impact. as a 
result, the banking sector did not hamper the 
efforts to ensure that economic players have 
sufficient time available to consolidate their 
positions.

at the same time, it is difficult to decide 
with certainty whether the crisis could have 
been managed more efficiently. looking back, 
in october 2008 the latvian economy was 
forced to face problems of such gravity that, in 
essence, led directly to the utilisation of the re-
lief package. although the country undertook 
to act in accordance with the express specifica-
tions of the iMF, the situation caused a severe 
headache for the international community. as 
the financial crisis deepened in 2008, there 

was a possibility that it would impact mul-
tiple countries concurrently, bringing about 
a ‘domino-effect’ in the region which could 
shake the Western banking system to the core. 
at the same time, this strong co-dependence 
allowed the negotiating parties to come to a 
consensus relatively easily. (Given the global 
crisis, the iMF was much more lenient than 
usual). However, it is impossible to say wheth-
er or not this was the optimal solution.

From a third aspect, the success of crisis 
management is strongly contested. This is to 
do with the tightness of the adjustment path. 
as the devaluation of domestic currency was 
out of the question for the latvian economy 
due to its fixed exchange rate regime, the only 

Figure 1

latvia’s kEy macro-Economic inDicators, 2007–2014

Note: Public debt and net borrowing/net lending are expressed as a percentage of GDP; the unemployment rate indicates the percentage value of 

unemployed persons compared to the total number of the population between the ages of 15 and 74, while economic growth is also expressed 

as a percentage value. Net borrowing/net lending is the sum of the current account and the capital account.

Source: european commission, eurostat

Public debt Net borrowing

Economic growth Unemployment rate
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way to restore the imbalance of the budget 
was by reducing wages and social transfers 
substantially and by raising taxes. of course, 
it may be debated how radical the adjustment 
process actually was and whether this could 
have been stretched out more over time. in 
the light of subsequent events, however, it was 
most definitely required. The officials of the 
latvian government decided to take highly 
drastic measures, through which, in essence, 
they laid the groundwork for a grave prob-
lem. To escape unemployment and hardship, 
a significant portion of the population, about 
200–250 thousand people left the country to 
go abroad. There is no evidence to support the 
assumption that this sacrifice could have been 
avoided with a different type of crisis manage-
ment. no matter what kind of adjustment a 
given country opts for, international experi-
ence shows that in order to be successful, it 
should be ‘front-loaded’, i.e. able to restore 
the conditions for growth as soon as possible 
(cEMi, 2006; lámfalussy, 2008).

in order to facilitate a disciplined fiscal pol-
icy, the Baltic state had its own system of fiscal 
regulations in place even before the external 
shock of 2008 (1994): the government im-
posed strict regulations on local governments 
and the revenue side of the central budget 
(EB, 2012). it set strong limits to the borrow-
ing of local governments. The requirement 
concerning the central budget was meant to 
ensure the balance between the contributions 
paid and social expenditures. later on, it was 
these fiscal regulations that were supplement-
ed by less stringent Maastricht criteria.

Taking the highly prudent financial man-
agement of the latvian budget into account, 
we can state that the problem did not arise 
from the operation of fiscal regulations. only 
in a handful of cases can the point of origin of 
a crisis be traced back to the irresponsible fi-
nancial management of the budget; more fre-
quently, troubles stem from the dysfunctional 

operation of areas distant from the budget, 
although ultimately, this upsets the fiscal bal-
ance all the same. in this respect, the role of 
the state supervisory authority responsible for 
financial institutions should be noted as it is 
the task of this institution to assist the process 
of sober risk assessment through useful guid-
ance and to prevent the emergence of various 
asset price bubbles. Getting back to the situa-
tion of the Baltic state: the domestic supervi-
sory authority failed to draw the attention of 
economic players to the dangers of excessive 
risk taking and as such was unable to mini-
mise the danger of a crisis forming. This defi-
ciency was only corrected after the eruption of 
the crisis and it was only then that the powers 
of supervisory bodies were reinforced.

SweDeN

in contrast with latvian events, the swedish 
economy weathered 2008–2009 with relative 
stability. The reason for this striking difference 
is that the external financing situation of the 
northern country was wholly different prior 
to the crisis: By the end of 2007, it showed a 
9.3 per cent surplus compared to GDP, while 
at this point the latvian economy had already 
been operating with a permanently high 
financing requirement for some years. For the 
most part, the difference in financing positions 
is due to the net savings of the private sector: 
between 2004 and 2007, the net lending of 
the population and businesses ranged between 
6and 9 per cent of GDP. another prominent 
difference is that in the years in question, 
sweden was characterised by capital export, 
while latvia saw high-volume capital inflows.

By the middle of the decade, the country’s 
competitive advantage increased mainly due 
to successful structural reforms (iMF, 2008a; 
2013b). The labour market measures taken, 
the improvement of the fiscal balance and 
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the general European economic boom cre-
ated a favourable economic climate. Between 
2001 and 2006, the swedish krona appreci-
ated against the euro by 14 per cent. From the 
summer of 2004, this allowed the two-week 
base rate of the swedish central bank to sink 
below that of the European central Bank and 
the Fed. There was one alarming development: 
the exposure of swedish commercial banks to 
Baltic states was too high. in september 2007, 
31 per cent of the external liabilities of debtor 
states was towards swedish credit institutions. 
of the largest commercial banks, 20 per cent 
and 5.2 per cent of the total asset value of 
svedbank and sEB Bank was affected, respec-
tively.4 other risks impacting the economy re-
mained moderate: this was in part because of 
money market supervision, and in part due to 
the cautious policy of the government, some-
thing that can be explained by events that had 
happened 15 years earlier.

in 1992–1993, scandinavian countries 
experienced the gravest financial crisis in the 
post-WWii period (Blanchard et al., 2008). 
The crisis broke out in norway, with the ef-
fects rippling on to all other northern coun-
tries. The large-scale liberalisation of financial 
markets, inappropriately functioning money 
market supervision and the fixed exchange 
rate regime led to the overheating of the econ-
omy through excessive borrowing. The busi-
ness environment was the first to deteriorate 
drastically, followed by a rise in the state’s out-
standing debt. at the end of 1990, the total 
public debt of norway, Finland and sweden 
amounted to usD 224.6 billion. By the end 
of 1993, this figure nearly tripled, rocketing 
to usD 676.6 billion. Behind the accumulat-
ed debt was state assistance provided to com-
mercial banks: by way of an asset management 
company, the budget assumed a significant 
volume of the debt of defaulting debtors.

The financial crisis also had a significant 
impact on the real economy. The unemploy-

ment rate rose in all three countries. Finland 
saw the sharpest increase from 3.2 to 16.4 per 
cent, but unemployment also rose consider-
ably in sweden from 1.7 to above 9 per cent. 
During this same period, as a result of forced 
adjustment, the deficit of the current account 
dropped from usD 9.3 billion to usD 1.8 
billion. The excessive risk-taking of the bank-
ing sector, therefore, led to prolonged grave 
consequences, and at the same time forced the 
countries in question to review and rethink 
their supervisory and economic policy. as a 
result, northern countries shifted towards a 
smaller state size, the expenditure side of the 
budget dropped by some 9 per cent on aver-
age, and they also managed to permanently 
reduce the budget deficit. The situation of the 
swedish economy was unique in the respect 
that compared to the other two northern 
countries, as of 1993 it was forced to reduce 
its redistribution rate from a very high level 
(see Table 3). Moreover, it was forced to do 
so amid a series of fiscal adjustment measures 
taken in response to the deteriorating posi-
tions of the budget and the real economy, 
with the austerity measures primarily affect-
ing general community services and social 
expenditures (see Table 4). By the end of the 
decade, pursuing a disciplined budget policy, 
the swedish government was able to reduce 
the redistribution rate – which was in excess 
of 70 per cent of GDP – to 57.3 per cent. This 
meant that in 1998, budget revenues exceeded 
expenditures.

although there are a number of similarities 
between the scandinavian crisis of the early 
1990s and the global crisis of 2008, the differ-
ence in respect of the situation of the econo-
my was still striking. The 3–4 per cent growth 
preceding the 2008 external shock was accom-
panied by relatively low inflation: a budget 
surplus of 2–3 per cent of GDP and net lend-
ing in excess of 6 per cent of GDP. as a result, 
the global crisis materialised in the economy 
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in a much more indirect form: through the 
foreign trade channel, the financial channel 
and through the country’s financing.

sweden was deeply integrated into the Eu-
ropean economic environment. compared to 
total exports, the share of the European un-
ion was at around 65 per cent, while in the 
case of import products this ratio was 55 per 
cent. approximately 60 per cent of export rev-
enues was from the export of industries espe-
cially sensitive to the economic environment 
such as machinery and transport equipment 
as well as processed products, and as a result, 
the country was unable to remain unscathed 

in the 2008–2009 period. The destructive im-
pact of the crisis, however, was not perceived 
exclusively in the most severe phase, the early 
spring of 2009, but actually had long-lasting 
consequences. For instance, between 2008 
and 2013, the decline of export performance 
came close to 9 per cent, while the drop in 
imports was above 4.5 per cent. in addition, 
this drop in foreign trade turnover occurred 
parallel to large-scale fluctuation, rendering 
the adjustment very difficult for economic 
participants.

Prior to the outbreak of the crisis, scandi-
navian commercial banks provided a high vol-

Table 3

BuDgEt inDicators of swEDEn (as a pErcEntagE of gDp)

1990 1991 1992 1993 1994 1995 1996 1997 1998

expenditure 61.0 64.5 70.3 71.0 68.1 63.5 61.4 59.2 57.3

revenue 64.9 64.8 61.3 59.6 59.0 56.5 58.3 57.7 58.1

Balance 3.9 0.3 –9.0 –11.4 –9.1 –7.0 –3.1 –1.5 0.8

Source: eurostat. international Monetary Fund

 Table 4

swEDish BuDgEt ExpEnDiturEs BrokEn Down By main ExpEnDiturE typEs 
(as a pErcEntagE of gDp)

1995 2000 2005 2010 2013

General community services 11.0 9.7 7.8 7.4 7.8

Defence 2.4 2.2 1.7 1.5 1.5

Public order and public safety 1.4 1.2 1.3 1.4 1.4

economic expenditures 5.6 3.6 4.2 4.4 4.3

environmental protection 0.2 0.2 0.4 0.3 0.3

housing subsidies 2.7 0.9 0.8 0.7 0.7

healthcare 6.1 5.9 6.5 6.8 7.0

entertainment. culture. religion 1.8 1.0 1.0 1.1 1.1

education 7.0 6.5 6.7 6.5 6.6

Social expenditures 25.6 22.3 22.5 21.9 22.6

Note: official data on the functional distribution of budget expenditures have been available since 1995.

Source: eurostat
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ume of loans to the Baltic states which, howev-
er, slipped into a deep crisis immediately after 
the emergence of the global crisis (De Haas et 
al., 2012). (of the usD 106.3 billion exter-
nal liability of latvia, lithuania and Estonia 
at the end of 2009, usD 78.2 billion was to 
sweden). as a condition of providing bridg-
ing finance to the countries affected, creditors 
stipulated that the fixed exchange rate regime 
had to be maintained. This allowed them to 
prevent distressed countries from carrying out 
the necessary adjustment by way of devaluing 
their own currency, but at the same time, they 
took on the risk of destabilising their country.

The third channel through which the swed-
ish economy was affected by the global crisis 
was the modification of financing oppor-
tunities. it is a general view that during ex-
ternal shocks, the risk perception of various 
countries branches out. While countries with 
sound economic foundations experience in-
creased capital inflows (so-called safe haven), 
economies with grave structural problems 
have hardly any or no access to external funds. 
The swedish economy belonged to the group 
of moderate risk countries. as a result, be-
tween 2007 and 2010, the swedish krona ap-
preciated against the euro by 2.5 per cent. The 
fact that government borrowing was carried 
out with lower yields had to do with this pro-
cess, and as a result, the interest expenditures 
of the budget went into a nosedive dropping 
from 1.7 per cent at the end of 2008 to 1 per 
cent by the end of 2010. such positive effects, 
however, were still a long way from offsetting 
the negative waves generated by the crisis.

in spite of all this, the swedish economy 
managed to retain its stability during the cri-
sis. Even in 2009, the most critical of the crisis 
years, the debt-to-GDP ratio did not increase 
substantially, rising from 36.8 to 43.9 per cent 
between 2008 and 2014, i.e. up 7.1 percent-
age points only (see Figure 2). The primary 
reason for this is that even though economic 

growth sank into negative territory, the accu-
mulation of debt was dampened by the low 
budget deficit. The fiscal system of rules intro-
duced at the beginning of the 1990s played a 
significant positive role in this process: it was 
in part this which contributed to establishing 
budgetary discipline and for keeping public 
debt at a moderate level (the rate of the latter 
was still above 70 per cent of GDP in 1996, 
but only 38 per cent of GDP at the end of 
2007).

The Parliament passed the expenditure 
ceiling rule (State Budget Act) in question in 
1996 – at this point, certain elements of fiscal 
regulations had already been in force for years; 
therefore, decision-makers already had rele-
vant experience (Ec, 2012). compared to the 
Maastricht criteria, the criteria set out for the 
budget deficit and redistribution by the state 
were considerably stricter: tight limitations 
were set both for central budget expenditures 
and local government financial management. 
For instance, a surplus of 2 per cent of GDP 
was targeted for the budget as a whole.

The fiscal rule entered into full force in 
2000. in spite of the above, there was a justi-
fied fear that budgetary discipline – as it usu-
ally does – would grow more lax over time; 
therefore, the setting up of a new institution 
also became part of the fiscal framework in 
2007. The fiscal council assessed whether 
central government expenditures and balance 
goals were in harmony with the criterion of 
balanced growth, and also provided opinion 
on whether the level of employment was in 
line with the cyclical movement of the econo-
my. in the years preceding the crisis, the swed-
ish authorities increasingly moved towards a 
rule-based fiscal policy which, as a result of 
high government commitment, allowed for 
the gradual reduction of external debts.

Besides the public sector, the private sec-
tor also became more cautious. as the irre-
sponsible lending practices of the financial 
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sector prior to the scandinavian crisis of 
1991–1992 played a major role in the escala-
tion of the situation, commercial banks, once 
again, played a key role during the time of the 
2008 external shock. Events, however, took 
a very different turn. in the years before the 
crisis, credit institutions were not faced with 
domestic credit demand of such magnitude 
that would have threatened the healthy func-
tioning of the economy. Domestic lending 
was characterised by only moderate debt ac-
cumulation: thanks to their well-functioning 
risk alert mechanism, players of the financial 
intermediary system were capable of adjust-
ing to the macro-economic conditions that 
had changed radically in the autumn of 2008. 

in addition, in 2010 the money market su-
pervisory authority imposed further limits on 
mortgage lending, and by raising bank equity 
requirements, it reduced the risks threatening 
the financial system.

The outstanding liabilities of Baltic states 
towards swedish commercial banks, however, 
pointed to a grave situation down the line. 
in the early stages of the crisis, the maturing 
high-volume debts of the affected commercial 
banks threatened that the swedish state may 
have to intervene in the interest of the unin-
terrupted operation of the domestic banking 
system, which in turn would have depleted 
the accumulated reserves. in addition, the 
economies of the debtor countries went into 

Figure 2

swEDEn’s kEy macro-Economic inDicators, 2007–2014

Note: Public debt and net borrowing/net lending are expressed as a percentage of GDP; the unemployment rate indicates the percentage value of 

unemployed persons compared to the total number of the population between the ages of 15 and 74, while economic growth is also expressed 

as a percentage value. Net borrowing/net lending is the sum of the current balance of payments and the capital balance. 

Source: european commission, eurostat

Public debt Net lending

Economic growth Unemployment rate
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freefall at the end of 2008 which, through 
bank interlinkages, carried the risk of regional 
contagion. The first favourable signs surfaced 
at the beginning of 2010: the economies of 
affected countries appeared to be stabilising, 
Estonia’s downturn dropped to 2.7 per cent; 
while that of latvia and lithuania fell by 5.3 
and 1.9 per cent, respectively. By this time, 
the rising of the yield curve has also reached 
its peak, and in July 2010 long-term interest 
rates (the 10-year yield level) dropped below 
10 per cent in all three Baltic states.

although the aggregate impact of this pro-
cess was positive overall, the tensions caused 
by the global crisis were eased only in part. 
as the May 2013 report of the internation-
al Monetary Fund reveals, fears concerning 
growth grew stronger as the European debt 
crisis stretched on: the economy decelerates in 
line with the key trading partners, and the gov-
ernment can only partly offset the difficulties 
arising from the deterioration of the external 
environment (2013b, p. 1). The same fear can 
be perceived in relation to the over-heating 
of the economy. Housing loans are increas-
ing in number in spite of the tightening of 
lending conditions; meanwhile, starting from 
2008–2009, the unemployment rate rose to 
8–9 per cent (a relatively high level compared 
to previous years), with an undoubtedly nega-
tive impact on loan repayments.

Finally, seemingly unrelated to the econo-
my, there are two things that give cause for 
concern regarding crisis management. Firstly, 
the street demonstrations that began in May 
2013. These demonstrations scare away capi-
tal investments or at the very least, confound 
foreign investors. secondly, the fact that in 
september 2014, the country’s political sta-
bility came under considerable pressure. The 
far-right formation sverigedemokraterna 
(swedish Democrats) grew stronger at the par-
liamentary elections at the expense of moder-
ate parties, which instilled considerable doubt 

in outside observers. Both series of events car-
ry grave political-economic policy dangers as 
far as the future is concerned.

FraNce

The crisis that deepened in the Eastern part of 
Europe in october 2008 inexorably pointed 
out that liquidity difficulties and structural 
weaknesses do not go unpunished. over time, 
however, the question that moved increasingly 
to the forefront was which region would fall 
victim to the crisis next. Following central 
and Eastern European economies, the crisis 
spread to the southern countries before 
reaching Western European states. By that 
time, the progress of the crisis was relatively 
well known, but its consequences varied from 
country to country. looking back, in the 
case of the French economy only small signs 
pointed to the possible emergence of future 
troubles (iMF, 2008b; 2013c). although 
before the crisis the country maintained 
an extensive welfare state with a high 
redistribution and centralisation rate, at the 
end of the 1990s and in the 2000s, the French 
economy was characterised by low inflation, 
external balance, relatively low budget defi-
cit and moderate growth. as a result, public 
debt did not increase drastically either, rising 
only 10 percentage points between 2001 and 
2008, edging close to 68 per cent of GDP. The 
question is how the crisis unfolded in the face 
of the apparent stability of the country.

as the July 2010 report of the iMF clearly 
pointed out, one of the primary reasons of 
the crisis was the emergence of unfavourable 
labour market developments: the 35-hour 
work-week introduced at the beginning of 
2000, the high level of minimum wages, the 
high rate of public dues on wages and the ear-
ly retirement scheme. The relaxed labour regu-
lation improved employee sentiment only in 
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the short run, while over the long term, it had 
grave consequences in respect of the country’s 
competitiveness. The aforementioned report 
also showed that total labour cost (wages 
and public dues) increased considerably in 
the business sector from the beginning of the 
decade. While the value of this indicator in-
creased by 30.3 per cent in France between 
2000 and 2008, it only rose by 5.6 per cent in 
Germany in the same period.

These processes also affected capital move-
ments. on the one hand, the rise in the price 
of labour shifted the attention of investors 
to capital-intensive industries, and on the 
other hand, the economic rationality of cer-
tain investments was called into question. in 
the context of an uncertain investment envi-
ronment, investors tend to have higher yield 
expectations than they would under normal 
circumstances, for fears for profitability. De-
spite this factor, the investment rate rose to 
24.1 per cent compared to 21.8 per cent in 
pre-crisis years.

The most striking phenomenon observed 
in connection with the financial intermedi-
ary system was the marked increase in the do-
mestic and international exposure of French 

commercial banks. in a liberalised world, this 
would not have been perceived as a dangerous 
process, but at the time of the 2008 external 
shock it raised a few serious questions. ac-
cording to the June 2008 Bis report, the three 
countries with the largest shares in loans out-
standing in the European union were Great 
Britain with 24 per cent, Germany with 13 
per cent and France with 9 per cent. Between 
2003 and 2007, the annual credit expansion 
rate of French commercial banks exceeded 24 
per cent in Portugal and spain, 34 per cent in 
italy and 38 per cent in Greece. The situation 
was exacerbated by the fact that nearly three 
quarters of bank loans were short-term (with 
maturities of less than a year) at the end of 
2007 (see Table 5). as a result, the events of 
the crisis that occurred in the southern part 
of Europe at the end of 2008 and in the early 
spring of 2009 had an extremely harsh effect 
on the French economy. in other words, the 
oversized financial sector raised the country’s 
vulnerability to external shocks significantly.

The unparalleled growth of international 
lending also led to distorted capital allocation: 
financing low-yield investments turned into a 
practice. Besides protracted and pronounced 

Table 5

thE consoliDatED intErnational loans of frEnch commErcial Banks BrokEn Down 
By maturity anD sEctor (pErcEntagE DistriBution)

2003 2005 2007

By maturity

loans maturing within one year 59 65 74

loans maturing within 1–2 years 10 6 5

loans maturing over 2 years 31 29 21

By sector

Banks 61 70

State 17 11

Private sector 29 22 19

Source: BiS
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credit growth, this phenomenon carried the 
added risk of economic players becoming 
overly complacent and that the expectations 
would deviate significantly from the funda-
mentals of the real economy, which would 
lead to the build-up of excessive capacities. 
increased rates of leverage contributed signifi-
cantly to the over-heating of the economies of 
southern European countries.

Therefore, the weaknesses of the French 
economy and the unrelated global events both 
played a role in the unfolding of the crisis. al-
though the relative importance of these two 
factors changed from time to time, the op-
tions at the disposal of domestic policy-makers 
were most importantly limited by the fact that 
French government officials preferred a pro-
tracted approach to crisis management instead 
of quick adjustment. The decision-makers of 
the country failed to perceive the full depth 
of the external shock in 2008; within the gov-
ernment and even the economic community, 
the debate over dwindling funds versus exces-
sive government reaction took precedence at 
the time. The latter position was reinforced by 
the fact that carrying out structural reforms 
within the French economy has been tradi-
tionally difficult due to trade union resistance, 
which meant that the risk of social instability 
was rather high. Moreover, the room for ma-
noeuvre for French President Nicolas Sarkozy 
(union for a Popular Movement, uMP) was 
further reduced by the campaign promises 
made to certain groups during the 2006–2007 
electoral campaign.

From February 2009, risk premiums went 
up drastically in the money markets of devel-
oping countries, exerting mounting pressure 
on French government officials. Finally, by 
the summer of 2010 it became clear that the 
countercyclical budgetary policy launched to 
counteract the crisis could not be continued 
further: public debt rose at a rate that made 
the adjustment unavoidable (up 16 per cent 

in the span of a year between 2008 and 2009). 
The expenditures of the budget rose to 56.8 
per cent of GDP by the end of 2009 com-
pared to 53 per cent in 2008. While revenues 
of the budget did not change at such an exor-
bitant rate during the same period, with rev-
enues dropping from 49.8 per cent of GDP to 
49.6 per cent, central budget deficit increased 
significantly (by 7.2 per cent).

Even the iMF voiced some concern that 
the processes could become unmanageable if 
the French authorities were unable to turn 
the direction of the country’s economic policy 
around. The July 2010 report of the iMF (pp. 
3–6, 2010) points out that even though the re-
cession affecting the country might have been 
less severe than elsewhere in Western Europe, 
it was mainly related to the country’s relative-
ly low exposure to international trade and its 
generous social safety net. at the same time, 
they expressed deep concern over the alarm-
ing increase in public debt during the period 
of financial turbulence and the continuously 
deteriorating quality of the assets held by the 
financial sector.

Two external circumstances also played a 
role in the commencement of the consolida-
tion process. southern European countries 
faced mounting pressures; the Portuguese 
state had to come up with usD 45 billion to 
ensure financeability, while spain and italy 
needed to raise usD 340 and 525 billion to 
do the same. This explicitly had a negative im-
pact on the French economy. secondly, from 
the autumn of 2009, global money markets 
were characterised by relatively high liquidity. 
as a result, countries suffering from imbalanc-
es and high external debt had sufficient time 
to start the structural change.

However, the adjustment efforts of coun-
tries affected by the structural change were 
only partly successful, and the French econ-
omy was no exception. The primary reason 
for this is that they were too late in facing up 
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to the true risk of procrastinating policy. in 
this respect, it may be considered a mitigat-
ing factor that there was excessive optimism 
in professional circles at the time. The launch 
of the Fed’s (Federal Reserve Board) quantita-
tive easing in December 2008, the continu-
ous cuts of European and us base rates and 
the robust 4 per cent growth of the German 
economy (2010) were signs that led the coun-
tries concerned to believe that the growth 
trends of past times would return once again. 
another contributing factor was the change in 
the domestic economy. in the spring of 2011, 
the growth of the French economy faltered, 
and in 2012 Q2 it actually decelerated in real 
terms. Key sectors, such as tourism, real estate 
investments and bank lending – which, un-
der normal circumstances, are drivers of the 
economy – deteriorated.

The consolidation process, however, was 
not interrupted even in the face of these omi-
nous circumstances. although stabilisation 
efforts proved to be insufficient compared to 
the previously outlined scenarios (see Table 
6 and Figure 3), this reflected, besides weak-
ening commitment, a number of successive 
crisis periods. The capacity of the French 
economy for debt service largely depends on 

how consistently it is able to implement the 
structural reforms underlying budgetary disci-
pline. These measures were aimed primarily at 
reducing the state’s redistributive role. under 
such circumstances, the deficit reduction was 
accompanied by a very lax monetary policy: 
first the us monetary authority, then central 
banks across the world lowered base rates and 
provided an abundant supply of money.

in addition, the external financing position 
also made the economy vulnerable to external 
shocks, mainly because of the over-spending 
of the public sector. Despite all this, the of-
ficials of the French government did not strive 
to create a comprehensive fiscal rule (EB, 
2012). The main budgetary requirements – 
i.e. the deficit-free financial management of 
local governments (1983; 1987), the expendi-
ture ceiling imposed in healthcare (1997) 
and the limiting of state expenditures (2004; 
2011) – implied more lenient expectations 
than the Maastricht deficit criterion.

as was the case during past crises, at the 
turn of 2012–2013 the most important ques-
tion of French crisis management was how to 
put the country on a sustainable, high growth 
path. The concurrence of a number of factors 
plays a role in recovery. The first factor is the 

Table 6

thE rEvEnuE anD ExpEnDiturE siDE of francE’s BuDgEt BalancE: actual figurEs 
vs. hypothEtical scEnarios. 2010–2014 (as a pErcEntagE of gDp)

revenues Expenditures

2010 2011 2012 2013 2014 2010 2011 2012 2013 2014

actual 49.5 50.7 51.8 52.8 53.2 56.6 55.9 56.7 57.1 57.2

First scenario* 50.8 51.5 52.1 52.2 55.9 55.8 55.1 54.2

Second scenario** 47.6 48.6 49.1 49.8 55.8 54.6 53.7 52.8

* assumption: based on the Stability Programme submitted in 2012.

** assumption: based on the Stability Programme submitted in 2010.

Methodology note: budget figures in 2010–2013 based on eSa 95. and in 2014 based on eSa 2010.

Source: european commission
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extent to which the demand generated by the 
asian region is able to boost European – in 
particular, French – exports. The relatively 
low growth rate in the region exacerbates the 
situation of the countries that have close eco-
nomic and trade relationships with it. The 
second factor is the magnitude of the write-
offs to which French commercial banks will be 
forced owing to their various toxic assets. The 
actual value of the risks in their domestic and 
international portfolio can only be guessed. 
The final question concerns the competitive-
ness-improving measures the French authori-
ties can make while maintaining the existing 
strict fiscal policy.

although the structure of the budget ad-

justment is highly objectionable, the inter-
vention by the state undoubtedly reduced the 
deficit of the government sector. in interna-
tional comparison, the state’s role in redistri-
bution remains excessively high (see Figure 4). 
it is striking that the state size of northern 
countries (Denmark, Finland) is only margin-
ally larger, and that central-Eastern European 
countries with relatively high growth rates 
have substantially lower redistribution rates. 
if the reduction of the budget deficit is not 
combined with a persistent curtailment of the 
state’s redistributive role, the risks threaten-
ing the French economy cannot be priced in, 
which could lead to grave consequences.

The process in question was accompanied 

Figure 3

francE’s kEy macro-Economic inDicators, 2007–2014

Note: Public debt and net borrowing/net lending are expressed as a percentage of GDP; the unemployment rate indicates the percentage value of 

unemployed persons compared to the total number of the population between the ages of 15 and 74, while economic growth is also expressed 

as a percentage value. Net borrowing/net lending is the sum of the current account and the capital account.

Source: european commission, eurostat
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by a favourable phenomenon: compared to 
the first phase of the crisis, the unemployment 
rate did not change drastically, increasing 
from 8–9 per cent to only 10–11 per cent. in 
other words, social cohesion was not beyond 
repair.

at the same time, the Greek events that 
started at the beginning of 2015 may shake 
capital markets, and the exit of Greece from 
the euro area appears to be a realistic threat. 
Even if the disaster scenario does not mate-
rialise, the uncertainty of investors could still 
hinder the budding European growth trend, 
which in turn would greatly impact the French 
economy and most importantly, the domestic 
fiscal adjustment path may not progress ac-
cording to the best scenario.

nevertheless, the majority of economists 
feel that French economic governance is re-
paying a decades-old debt. serous measures 
have been taken regarding the reform of the 

economy’s structural foundations, with such 
topics placed repeatedly on the agenda as the 
abolishing of the 35-hour work-week. This in-
creased confidence is supported by favourable 
capital movements, the yield levels in the gov-
ernment securities market and real economy 
processes. However, for the outside observer 
the country’s performance falls short of expec-
tations without a doubt, which only partly re-
flects the prolonged crisis management meth-
od favoured by the French authorities.

SuMMary

This study examined crisis management in the 
light of fiscal policy. Before the global crisis, 
economic policy debates across the world 
focused on fiscal discipline. it appeared that 
‘large’ crises could have been avoided with 
a conservative budget policy, and the ruling 

Figure 4

BuDgEt DEficit anD ExpEnDiturEs, 2014

Source: european commission, eurostat
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notion was that the current account deficit 
only had significance if it could be traced 
back to the deficit of the government sector 
(lámfalussy, 2008). The examples of the three 
affected countries clearly show the intensity 
with which previously underestimated risks 
can bubble to the surface. of the narrowly 
or broadly interpreted lessons, the following 
merit repeated mention:
uonly in a handful of cases can the point 

of origin of a crisis be traced back to irrespon-
sible fiscal management. More frequently, 
troubles stem from the dysfunctional opera-
tion of areas distant from the budget; how-
ever, ultimately this upsets the fiscal balance 
in any case. it is the role of financial supervi-
sory authorities to assist the process of sober 
risk assessment through useful guidance and 
to prevent the creation of various asset price 
bubbles.
vThe drastic deterioration of the external 

financing position is not necessarily accom-
panied by the instability of the budget, and 
the over-heating of the economy could in fact 
facilitate a high volume of tax revenues. The 

causal chain, however, also works the other 
way around. in case of an external shock, the 
state may find itself in a very difficult posi-
tion not only because of the unsecured debts 
of economic players, but also due to the real 
economy effects, and this plays an important 
role in losing fiscal discipline.
wsimilarly, the sharp rise in the financial 

sector’s exposure to other countries may lead to 
grave problems and could increase the vulner-
ability of the domestic economy. in order to 
avoid this, the harmonisation of the activities 
of national financial authorities is required. 
if more than one country is in trouble, the 
options of the economic policy also become 
highly limited due to the more severe impact 
of the crisis (Blanchard – leigh, 2013).
xExcessive fear of crises may force deci-

sion-makers to overreact. The economy does 
not need to be protected from smaller reces-
sions as intervention into market processes 
could lead to a loss of ‘realistic pricing’ among 
market players. The over-treatment of small 
crises may lead to a global crisis (Rostowski, 
2010).
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