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 Lennart Erixon 
introduced the debate by 

suggesting an analysis of 

the economic 

developments in Sweden 

of the mid-90s, raising 

the question on whether 

Swedish fiscal austerity 

at that time had 

expansionary effects.  

 

Sweden’s fiscal policy between the years of 1994-

1998 was more restrictive than in any other OECD 

country from the early 70s until the financial 

crisis, according to OECD statistics measuring the 

cyclically-adjusted budget balance. However, 

Sweden also experienced a high GDP growth from 

1995-2007 when compared to the EU/OECD 

average. Is there, then, a connection between 

Sweden’s success story and the restrictive fiscal 

policy directly preceding it? 

 

The restrictive fiscal policy in the mid-90s was a 

direct result of the overheating of the Swedish 

economy in the 80s and the deep economic crisis 

that followed. The early 90s saw a collapse of the 

stock markets, commercial real-estate markets and 

of the fixed exchange-rate system, which became 

a flexible exchange rate system after November 

1992. Consequentially, there was also a bank 

crisis and an exceptional decline in private 

consumption and investments. The crisis was 

largely domestic seeing as Sweden felt a fall in 

domestic demand and no other OECD country, 

other than Finland, experienced a comparable 

crisis at that time. The depth of the crisis was 

severe and Sweden saw a larger fall in GDP 

growth between 1991-1993 than during the Great 

Depression or even the current financial crisis. 

The country of full employment, with 1.5% 

unemployment in 1990, shot up to above 9% 

unemployment in 1993-1994. Furthermore, the 

government had a huge budget deficit in 1993 of 

13%, a figure only comparable to Greece at that 

time.  

 

As a result of the crisis, a restrictive fiscal policy 

was put into place involving large tax increases 

and a large reduction in public expenditure. A 

restrictive fiscal policy in Sweden in the mid-90s 

was made possible for several reasons. Firstly, the 

trauma of the economic crisis  equally impacted 

people of all ages, genders and in all sectors. This 

allowed consensus to emerge and  the policy 

response was accepted even by trade unions. 

There was also an emergence of new economic 

thinking stating that an unemployment rate of 

1.5% is unsustainable and that reducing 

unemployment in the long run can only be done 

through measures promoting flexibility in the 

labour market and product market deregulation. 

EU integration also played a role in making fiscal 

austerity possible due to the Maastricht 

convergence rules prohibiting a large public 

deficit. Finally, economic experts began to have 

an increased role in Sweden and the trade union 

confederation, LO, a decreased influence on 

Swedish economic policy.  

 

Two main theories supported expansion through 

fiscal restraint. The first stated that the policy 

would restore confidence and reduce risk premia, 

creating positive effects on wealth and 

consequentially, increase private consumption and 

investments. Experts’ recommendation of fiscal 

austerity in Sweden was primarily based on the 

second theory that a restrictive policy would cause 

a reduction in (real) interest rates and therefore 

stimulate private consumption and investment. 

According to the theory, this would lead to 

positive effects on GDP and employment in the 

medium- and long-term. Furthermore, an 

emphasis was placed in the mid-90s on reducing 

the interest rate gap between Sweden in Germany.  

 

During the second half of the 90s, Sweden 

experienced a decline in expected inflation, 

interest rates for long-term bonds and real interest 

rates. However, this development began before 

fiscal austerity measures were put into place, 

during the deep economic crisis of the early 90s. 

The increasing long-term interest rate gap between 
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Sweden and Germany in 1994-5 was due to 

expectations of an increase in the Swedish central 

bank’s prime rate, and was not directly related to 

Sweden’s public deficit. In fact, those 

expectations were based on the weak currency and 

the depreciation of the Swedish crown (SEK) 

which led to instability on the labour market and 

to an overly high wage increase, which is to be 

expected after a strong depreciation. Similarly, the 

decreasing gap in long-term interest rates between 

Sweden and Germany in 1995-6 was not directly 

related to fiscal policy either, but to expectations 

of a decrease in the central bank’s prime rate. 

Afterwards, the long-term interest rates of both 

countries were nearly the same; all of this points 

towards the difficulty in linking the changes in 

real interest rate to the restrictive fiscal policy.  

 

There was indeed a recovery of investment and 

consumption in the mid-90s. Nevertheless, 

Sweden’s recovery was not investment- or 

consumption-led (in comparison with other 

OECD countries, Sweden’s consumption and 

investment was modest), and the recovery in 

investment did not primarily reflect the reductions 

in real interest rates. Instead, the recovery was due 

to ICT-induced investments and export-induced 

investment which increased because of high 

external demand and profits as well as the 

depreciation of the SEK.  

 

Erixon explained that there were several short-run 

effects of Sweden’s tight fiscal measures in the 

mid-90s. On the one hand, the restrictive fiscal 

policy caused the disappearance of the public 

budget deficit by 1998, within four years. On the 

other hand, the restrictive fiscal and monetary 

policy did have contractionary effects and 

caused a delay in recovery. Sweden experienced 

lower GDP growth on average than other OECD 

countries in 1996-7 and unemployment continued 

to increase until late 1997, reaching 10% – despite 

favourable circumstances such as the depreciation 

of the SEK, a large increase in productivity, an 

international recovery and a high Solowian growth 

after the crisis.   

 

However, the determinants of long-term GDP 

growth between the years of 1994 and 2007 were 

not a result of the fiscal restraint in the mid-90s. 

Sweden’s recovery and growth was export-led and 

aided by the depreciations of the SEK in 1993 and 

again in 1996-2001. The aforementioned 

technology-led ICT boom was the reason for high 

Swedish GDP growth from 1995-2000 and 

contributed to the “productivity miracle” 

experienced between 1995-2007, during which 

period Sweden placed third among OECD 

countries in terms of productivity growth. China’s 

increased share in Swedish exports led to an 

increase in the prices of Swedish products and 

contributed to the recovery of traditional Swedish 

industries, such as raw materials and investment 

goods, particularly in the 2000s. 

 

Erixon concluded that the real effects of restrictive 

fiscal policy were contractionary in the short run 

(1994-1998) and that fiscal austerity was not a 

major factor behind high Swedish GDP growth in 

the long run (1994-2007) but instead that export-

led growth played a key role. 

 

*** 

 

Achim Truger made 

three opening 

statements, starting 

with his opinion that 

it is impossible for 

austerity to be 

expansionary in 

present-day Europe. 

Secondly, that the size 

of the fiscal multiplier 

has been severely 

underestimated and 

that it is still positive, 

meaning there are no non-Keynesian effects. And 

finally, that the current EU fiscal policy strategy is 

a recipe for deflationary stagnation in the Euro 

area and that policy will have to change.  
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Non-Keynesian effects have been widely 

discussed and involve various concepts that 

constitute the foundation on which expansionary 

austerity is based. One states that if non-

Keynesian effects dominate, then the fiscal 

multiplier may even be negative. Also, if 

economic agents fully anticipate the effects of 

present fiscal policy on the future, it results in 

Ricardian equivalence. On top of that, consumers’ 

expected future disposable income may increase, 

increasing the present consumption; and if 

investors’ confidence increases, it will yield 

higher investment. There are, however, doubts 

about these effects despite them being a 

theoretical possibility. The assumptions 

concerning rational forward-looking consumers 

had been challenged even before the crisis with 

arguments for the existence of non-Ricardian 

consumers. There is considerable scope for 

traditional fiscal policy effects even in the 

dominating New Consensus Models resulting in 

positive, not negative, multipliers. In addition, the 

crisis has substantially damaged the dominating 

type of models as they were unable to explain or 

predict the crisis.  

 

There is some evidence for non-Keynesian effects, 

but these explanations most often compete with 

standard Keynesian explanations that involve 

other macroeconomic factors which can explain 

the success (such as in the case of Sweden). Those 

factors could involve expansionary monetary 

policy, a depreciation of the nominal or real 

exchange rate, especially in small open 

economies, and a strong expansion in the 

economies of the most important trading partners. 

Recently the results of many past studies have 

been brought into question because the fiscal 

stance has been misspecified, leading to the 

conclusion that non-Keynesian effects do not 

seem robust and need to be adjusted. 

 

With regard to the potential application of non-

Keynesian effects in present day Europe and 

particularly in the periphery, it is obvious that 

there can be no additional conventional monetary 

stimulus. In terms of interest rates as there is no 

national monetary policy left and the ECB is at the 

lower bound, and nominal depreciation is 

impossible. Real depreciation has side effects on 

domestic demand, which is important due to a low 

degree of openness in all the periphery countries 

except Ireland (90% of GDP in Ireland, around 

30% of GDP in the others), and external demand 

cannot compensate for the fall in domestic 

demand. And finally, no expansionary stimulus 

from trading partners can be expected since the 

EU is engaged in simultaneous austerity. Truger 

suggested that all of these aspects make it difficult 

to believe in non-Keynesian effects.  

 

On the subject of the size of the multiplier, Truger 

believes that most forecasts and policy 

recommendations from official institutions such as 

the IMF and the EU Commission have been based 

on too small multipliers. This is especially true 

taking into consideration the simultaneous 

austerity taking place in many countries around 

the world and that economies are experiencing a 

downswing, recession or even a depression. 

Monetary policy is at the lower bound, and the 

multiplier tends to be biased towards the 

expenditure side and is often much larger than the 

revenue side. Therefore in a situation such as the 

one we are currently in, the multiplier is sure to be 

large and damage resulting from the 

contractionary fiscal policy is to be expected.  

 

Truger shared statistics on the impact of austerity 

in Europe and especially on the peripheral 

countries, demonstrating the degree of 

consolidation of the Greek economy and the 

Commission’s consecutive downward revisions in 

the GDP forecast of peripheral economies, which 

for Greece has taken place every six months. He 

went on to prove the Keynesian effects of 

Europe’s fiscal austerity through the decrease in 

the growth contribution of private consumption, 

with Greece now approaching -6%. Unfortunately 

there is still much more damage to expect in the 

future when looking at EU countries’ 

consolidation plans for 2012-2015. Moreover, 

   

4  
 



 

| Madariaga Report – Can Austerity Be Expansionary in Present-Day Europe? (23 Nov 2012) 

 

 

 

some countries such as France, who have not yet 

implemented large-scale fiscal consolidation, have 

a number of restrictive measures in the pipeline 

the effects of which will harm the euro area. Also, 

the OECD has calculated there is still remaining 

consolidation needed in the majority of EU 

countries of 1.5-2.5% of GDP for 2012-2015, on 

top of current plans for that period, in order to 

meet the criteria established by the reformed 

excessive debt procedure.  

 

If the EU continues down the road of fiscal 

consolidation, there will be brutal austerity in the 

years ahead causing terrible effects on the 

economy and employment. Fiscal strangulation in 

the eurozone economies is currently underway, 

and this is a recipe for deflationary stagnation in 

the EMU and a depression in the periphery, as is 

currently happening in Greece. In Truger’s 

opinion, there is no excuse for the economic, 

social and political consequences of fiscal 

austerity and this policy must be stopped 

immediately.  
 

*** 

 

DISCUSSION 

 

 

 

 

 

 

 

 

 

 

 

Lennart Erixon followed up on the statement 

adding that a policy of austerity can be 

recommended over the long run, but it can result 

in catastrophe if implemented in the short-term. 

Looking at the Swedish economic model, it 

focuses on a long-term restrictive fiscal policy to 

hold down inflation and suggests more limitations 

on economic policy, especially for countries that 

do not have the flexible exchange rate that 

Sweden has. However, exchange rate fluctuation 

is not a solution for eurozone countries. In a 

globalised world and in a time of such acute 

economic problems, countries must have a 

coordinated expansionary economic policy – 

which would have to be led by countries with 

current account surpluses, such as Germany, 

acting as Europe’s growth engine.  

 

Achim Truger stated that if an economy is strong 

enough, it can withstand fiscal restriction or 

running a budget surplus without suffering losses. 

In the case of Europe, setting the same arbitrary 

percentage for every country to meet is not the 

solution. Germany is recommending austerity 

because the bitter irony is that the policy was 

successful thanks to a modest fiscal stance 

combined with an unexpected upswing that 

increased revenues. This made it easy to stick to 

the debt break and even enjoy a safety margin. In 

reality, the German government manipulated the 

federal budget and the use of the debt break.  

 

As for advice concerning a way out of austerity, 

Truger offered two suggestions. Although it 

should have been done two or three years ago, 

there needs to be unconditional backing by the 

ECB to prevent interest rate spreads from 

exploding and even ECB-backed Eurobonds. 

Secondly, there needs to be increased policy 

coordination with regards to restrictive fiscal 

policy. Expansion in richer countries, like 

Germany, the Netherlands and Austria, can help to 

boost EU domestic demand. There should also be 

less restriction in peripheral countries so as to 

establish a growth perspective, avoiding a possible 

vicious circle. Overall economic policy 

coordination should deal with other 

macroeconomic imbalances, which could be a part 

of the excessive deficit procedure. A system of 

fiscal transfers would not necessarily be required 

as policy coordination could act as a substitute. 
 

*** 

 
The second round centred on politics, with the 

suggestion that it was this rather than 

economists themselves that had been driving 

the restrictive fiscal policy recommendations. 

Truger was questioned on whether his 

suggestions fully took into account the political 

aspects, as the German public opinion would 

not back the euro without the assurance that 

austerity measures would be put into place. The 

During the first round of questions, the speakers 

were asked what they would advise for the 

future of the eurozone. One participant 

highlighted that Germany seems to be making 

the case for austerity based on the policy’s 

success in the country, without taking into 

consideration that the timing and sequencing of 

introducing a restrictive fiscal policy might be 

wrong for other European countries.  
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With regard to where the money would come from 

to finance expansion and what the limits to public 

debts are, Achim Truger reminded the audience 

that in the US the FED backs the currency and 

keeps the interest rates low in order to finance 

debts. Furthermore, Japan has an enormous debt 

but also the lowest interest rates in the OECD, so 

there are alternatives. Nevertheless, setting an 

arbitrary percentage limiting debt is absurd. 

Concerning the political limits, Truger is of the 

opinion that there are no political restrictions to 

European recovery if, as a European strategy, 

governments decide to back all of the other 

countries, making a convincing case for the EMU. 

Eurobonds and a common interest rate would 

indeed have helped as when gross debt needs to be 

refinanced then interest rates go up, increasing 

also the debt level. In addition, it is not necessarily 

true that Germany would suffer a loss under 

greater unity, because if it constitutes a credible 

project then the interest rates could be just as low 

across the eurozone.  

Truger acknowledged that students are interested 

in and concerned about the situation in Greece and 

that many are studying degrees pertaining to the 

subject. 

 

Lennart Erixon agreed that students are certainly 

interested in carrying out research on the issue of 

EU and public debt.  

 

In reference to the origins of the restrictive policy 

recommendations, he explained that the increase 

of economic experts and the emergence of new 

economic ideas played a major role in the 

prescription of austerity measures.  

 

Finally, Erixon described the similar economic 

development of Finland and Sweden, as both have 

had success stories. However, Finland is a 

member of the EMU and Sweden is not, a fact 

which saved Sweden from a number of economic 

woes in recent years. Sweden was on the brink of 

a bank crisis but avoided it not because, as is often 

believed, that the country learned from the past 

experience in the 90s, but because of luck: 

Sweden was very involved in banking in the 

Baltic countries and had it not been for their swift 

and strong recovery, Sweden would have suffered 

high capital losses. Sweden was also saved 

because it could depreciate the currency as it was 

not in the EMU. Furthermore, Sweden introduced 

a restrictive fiscal policy in 2008-9 then saw a 

strong recovery in the economy thanks to the 

industrial structure and the importance of the raw 

material industries. Given the difficulties in the 

Swedish economy, Erixon concluded that it was 

favourable to be outside of the EMU. 

 

***
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