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1 Introduction 1

The euro area today consists of a competitive, moderately leveraged North and an uncompetitive,over-
indebted South2 . Its main macroeconomic challenge is to carry out the adjustment required to
restore the competitiveness of its Southern part and eliminate the excessive public and private
debt burden it suffers from.

This is bound to be a very demanding process, not only because adjusting without the nominal
exchange rate is notoriously dif“cult, but also because there is an intrinsic contradiction between
the competitiveness and deleveraging aims. Simply put, real exchange rate adjustment within a
monetary union can only take place through relative de”ation, but de”ation increases the debt
burden and puts solvency at risk. It is a sort of •doomed if you do, doomed if you don•t• challenge:
without real exchange rate adjustment, Southern countries have no hope to return to sustainable
growth and generate the income they need to repay their debts; but the very process of eliminating
the real exchange-rate misalignment endangers public and private deleveraging.

In abstracto the problem does not seem to be without solution. What determines the evolution
of the real exchange rate between North and South is only relative in”ation, whereas it is absolute
in”ation that, alongside growth, affects debt sustainability. From a social planner•s perspective the
challenge is to choose both relative and absolute in”ation optimally. In this respect in”ation in the
North is a variable of paramount importance.



Against this background, this paper investigates the relationship between “scal and competi-
tiveness adjustment. We start from a stylised model with two countries in a monetary union, North
and South, and consider medium-term adjustments. The initial conditions are that North is un-
dervalued in real terms with respect to South. To correct this misalignment, South implements a
more restrictive “scal policy than North (“scal policy is restrictive in both countries, as both have
to restore the sustainability of public “nances, but South tightens more).

We consider two scenarios. In the “rst one monetary policy aims at keeping in”ation constant
in the North. The South therefore needs to de”ate to regain competitiveness. This worsens the
dynamics of its public debt, opening the question of whether “scal adjustment undertaken in this
context can ultimately be self-defeating. In the second scenario monetary policy aims at keeping
in”ation constant in the monetary union as a whole. This results therefore into more monetary
stimulus, in”ation in the North is higher, and this in turn helps the debt dynamics in the South.

To keep the model simple, we consider public debt only in the model, though the logic is the
same for private debt. This avoids representing explicitly the budget constraint of the private sec-
tor. Also, we assume that governments have only one instrument at their disposal, namely “scal
policy, and that South assigns it to competitiveness as it cannot act through other means such as
wage, tax or structural policies. The implication is that ŽausterityŽ is driven by real exchange-rate
objectives rather than by sustainability concerns only (or in other words that competitiveness is the
most binding constraint).

One may dispute whether this assignment is a realistic one. We posit it is to a large extent. First,



2 Set-up

The economy consists of two countries of unequal size, North (N) and South (S). Initially South is
uncompetitive with respect to North, so it needs to devalue in real terms over the medium term.
For countries that start from a severe misalignment position, the time horizon for the correction is
likely to be of the order of magnitude of 5 years. Here, however, we concentrate on the short-term
effect of the the adjustment, considering a period (T) of 2 years. This focus is admittedly partial,
but the short term effects of adjustment under different conditions is an interesting issue to look at
in the context of the euro area, where distressed countries are initiating this process.

Variables

B public debt (b, debt-to-GDP ratio)
D primary public de“cit ( d, de“cit-to-GDP ratio)
S primary structural de“cit ( s, de“cit-to-GDP ratio)
F net foreign assets (f, NFA-to-GDP ratio)



Reduced-form equations



The parameter � in equation (1) gives the response of output to “scal impulses (constant
interest-rat multiplier) and � is the semi-elasticity of output to real interest rate changes. For
simplicity we assume the same � and � for both North and South. For real exchange rate changes
within the area not to affect aggregate output, the following relation must hold:

[��



3.1 Monetary Policy

Assume that monetary policy aims at keeping in”ation constant in the North , meaning
·
pn,T = 0

and consequently
·
qs,T =

·
ps,T . Stable in”ation in the North implies:

·
pn,T qp





3.3 Debt Dynamics

We now turn to the analysis of debt dynamics in the South to understand the effects of “scal re-
trenchment and real exchange rate adjustment. The direct effect of adjustment is that it reduces
the budgetary de“cit and thereby public debt. However it also reduces domestic output and in”a-
tion, which exert a negative effect on the debt dynamics. The “nal result will depend on the relative
magnitude of the two effects.

We again make the distinction beetween the two scenarios presented in section 3. Even though
the budgetary retrenchment needed is the same under the two scenario, debt dynamics differ.

The debt dynamics in the South is described by:

bs,T Š bs,0 = ( j Š gs,T Š � s,T )bs,0 + ds,T

Taking differences from the baseline yields:
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Under the “rst scenario (
·

pn,T = 0 ), if we substitute the expression for
·
ss,T derived in (10) into

(12) and recall that
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now recalling that [�� s Š (1 Š � )� n ] = 0 and consequently (� s + � n ) = � s + �
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Expression (13) shows that the effect of real exchange rate depreciation on the debt dynamics
can be decomposed into a stock and a ”ow component. Assuming � s = � = 1 and � s = � � 0.5,
given that (1Š � ) < 1 the ”ow component will typically be positive, suggesting that in the absence of
debt stock “scal retrenchment geared to competitiveness adjustment improves the debt dynamics
(unless we assume a signi“cant expansion in the North, which is not in the cards).
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The stock component - that represents the negative effect of domestic disin”ation on the out-
standing stock of debt - is always worsening the debt dynamics. In a country that has independent





3.5 The effect of structural reforms

Structural reforms are often regarded as key to improving both competitiveness and growth thereby
impacting the budgetary equation also. Here we focus on the effect of increasing �, the coef“cient
of the Phillips curve. A change in � can be interpreted as the effect of structural labour and product
market reforms, aiming at improvements. It is therefore interesting to study the derivative of the
debt dynamics with respect to it.

Under the “rst scenario, the derivative of the debt dynamics with respect to � s yields:
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This debt level is apparently different from the one in (14). However, 	/	� s = 0 means that
the level of debt found here is the particular one at which � s is neutral to the debt dynamics.
Therefore substituting � s = 0 in equation (14) we obtain exactly the same expression. For any
debt level smaller than (17), the derivative is negative, meaning that structural reforms (increasing
� s) improve the debt dynamics.

The same exercise can be done assuming we are in the second scenario. In this case the
derivative of the debt dynamics with respect ot � s becomes:
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And the corresponding debt threshold (corresponding to the one found in (15) provided that � s

is set to zero):

bs,0 =
1 Š �� (1 Š � )

� (1 Š � )
(18)

Again, for all levels of debt below the threshold, structural reform improve the debt dynamics
whereas the opposite holds for initial debt levels larger than the threshold. The limit debt level
found in (18) is larger than the one found in the case of no in”ation in the North. This suggests that
in”ation in the North has a second positive effect, namely to render structural reform bene“cial for
the debt dynamics at higher level of debt.
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