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Introduction

Theoretical analysis: I favored the “Keynesian cross” version of Keynesian economics. (as
opposed to say, IS-LM, or the Mundell-Fleming model)

This deck of slides will justify why I teach this particular version of the Keynesian model. I
believe that it’s what explains the data best.

It also corresponds much more to Keynes’ original ideas I believe.

Although some implications of this type of thinking are close to mercantilism (e.g. Hobson)
- which have been historically opposed to free trade.
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Exchange Rates

Location Year $1 = USD EUR

Argentina 2019 48.148 ARS $0.021 0.019€
Australia 2019 1.439 AUD $0.695 0.621€
Austria 2019 0.893 EUR $1.119 1€
Belgium 2019 0.893 EUR $1.119 1€
Bulgaria 2019 1.747 BGN $0.572 0.419€

Brazil 2019 3.927 BRL $0.255 0.227€
Canada 2019 1.327 CAD $0.754 0.673€

Switzerland 2019 0.994 CHF $1.006 0.899€
Chile 2019 702.897 CLP $0.001 0.001€
China 2019 6.908 CNY $0.145 0.129€

Colombia 2019 3280.832 COP $0 0€
Cabo Verde 2018 93.414 CVE $0.011 0.01€
Costa Rica 2019 587.295 CRC $0.002 0.002€

Cyprus 2019 0.893 EUR $1.119 1€
Czech Republic 2019 22.932 CZK $0.044 0.039€

Germany 2019 0.893 EUR $1.119 1€
Germany FFR 1995 0.733 EUR $1.365 1.219€

Denmark 2019 6.669 DKK $0.15 0.134€
Euro Area 2019 0.893 EUR $1.119 1€

Spain 2019 0.893 EUR $1.119 1€
Estonia 2019 0.893 EUR $1.119 1€
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Current Accounts
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Current Accounts

Current Account ($ Bn) 2007 2010 2013 2016 2019

Euro area $ 134 Bn $ 99 Bn $ 370 Bn $ 454 Bn $ 428 Bn
Germany $ 232 Bn $ 180 Bn $ 219 Bn $ 256 Bn $ 219 Bn

China $ 308 Bn $ 223 Bn $ 235 Bn $ 256 Bn $ 132 Bn
Russian Federation $ 107 Bn $ 121 Bn $ 122 Bn $ 66 Bn $ 129 Bn

Singapore $ 57 Bn $ 63 Bn $ 71 Bn $ 83 Bn $ 106 Bn
Netherlands $ 71 Bn $ 70 Bn $ 93 Bn $ 80 Bn $ 95 Bn
Switzerland $ 50 Bn $ 63 Bn $ 76 Bn $ 74 Bn $ 84 Bn

Saudi Arabia $ 104 Bn $ 88 Bn $ 158 Bn $ 3 Bn $ 67 Bn
Italy $ -8 Bn $ -39 Bn $ 52 Bn $ 61 Bn $ 66 Bn

Korea, Republic of $ 19 Bn $ 34 Bn $ 74 Bn $ 99 Bn $ 53 Bn
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Net International Investment Positions

Net International Investment Position ($ Bn) 2007 2010 2013 2016 2019

Japan $ 2195 Bn $ 3150 Bn $ 3093 Bn $ 2879 Bn $ 3270 Bn
Germany $ 693 Bn $ 884 Bn $ 1344 Bn $ 1697 Bn $ 2785 Bn

China $ 952 Bn $ 1478 Bn $ 1818 Bn $ 1985 Bn $ 2300 Bn
Hong Kong, China $ 492 Bn $ 665 Bn $ 758 Bn $ 1154 Bn $ 1579 Bn

Norway $ 226 Bn $ 385 Bn $ 641 Bn $ 736 Bn $ 996 Bn
Netherlands $ -138 Bn $ 89 Bn $ 279 Bn $ 457 Bn $ 819 Bn

Singapore $ 418 Bn $ 512 Bn $ 606 Bn $ 717 Bn $ 777 Bn
Canada $ -185 Bn $ -303 Bn $ -25 Bn $ 304 Bn $ 750 Bn

Saudi Arabia $ 380 Bn $ 479 Bn $ 763 Bn $ 597 Bn $ 671 Bn
Switzerland $ 657 Bn $ 744 Bn $ 627 Bn $ 609 Bn $ 625 Bn
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Section 3

Effets of Fiscal Policy on Current Accounts
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Idea

An Empirical method is used to isolate “fiscal shocks” using the narrative record.

I trace out the cumulative response to a 1% of GDP increase in taxes. (so a recessionary
shock)

According to the model we’ve seen, it should lead to: lower investment, lower consumption,
lower imports, and unchanged exports.

I will show you data coming from multiple different studies: Romer and Romer (2010) on
the United States, Cloyne (2013) on the United Kingdom, Guajardo et al. (2014) on a
sample of OECD Economies.
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Romer, Romer (2010) - PaperVOL. 100 NO. 3 797ROMER AND ROMER: THE MACROECONOMIC EFFECTS OF TAX CHANGES

The speci!cation we use mirrors the earlier ones. We estimate three-variable VARs with our 
measure of exogenous tax changes, log real GDP, and the log of a major component of real GDP. 
As before, we include 12 lags and focus on the full postwar sample (1950:I−2007:IV).

The results are presented in Figure 14. Panel A shows the estimated responses of consump-
tion and investment to an exogenous tax increase. For comparison, it also repeats the estimated 
response of GDP. The key results are that both components decline, and that the fall in invest-
ment is much larger than the fall in consumption. In response to a tax increase of one percent of 
GDP, the maximum fall in personal consumption expenditures is 2.55 percent (t = −3.06), just 
slightly less than the maximum fall in GDP. The maximum fall in gross private domestic invest-
ment is 11.19 percent (t = −3.35).30

Conventional models predict that a tax increase lowers interest rates. Thus, the fact that invest-
ment falls so strongly in response to a tax increase suggests that conventional interest rate effects 
are not key. The strong response of investment to tax changes is consistent with research show-
ing that investment depends strongly on cash "ow and overall economic conditions (for exam-
ple, Andrew B. Abel and Blanchard 1986; Steven M. Fazzari, R. Glenn Hubbard, and Bruce C. 
Petersen 1988; and Stephen Oliner, Glenn Rudebusch, and Daniel Sichel 1995).31

30 Blanchard and Perotti (2002) also !nd that investment falls in response to their measure of a positive tax shock, 
and that the percentage fall in investment is substantially larger than the percentage fall in consumption.

31 Our series on exogenous tax changes is not well suited to measuring the impact of tax changes on long-term 
interest rates. Long-term rates are likely to respond to news about future tax changes, and even the present-value mea-
sure from Part A of this section is a highly imperfect measure of news. Nonetheless, we !nd some evidence that tax 
increases reduce long-term rates. In a three-variable VAR with the present-value variant of our series of exogenous tax 
changes, log real GDP, and the ten-year government bond rate, the contemporaneous impact of legislation raising taxes 
by one percent of GDP on the ten-year bond rate is a fall of 0.20 percentage points (t = −2.44). (The data for the ten-year 
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Romer, Romer (2010) - Replication
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Cloyne (2013) - Paper
1519CLOYNE: DISCRETIONARY TAX CHANGES AND THE MACROECONOMYVOL. 103 NO. 4

investment. For consumption the impact effect is larger at 1.3 percent ( p ≈ 0) and 
has a maximum impact of 2.9 percent ( p = 0.004). This suggests that tax shocks 
have a slightly greater effect on household consumption than on GDP, although the 
shape and order of magnitude are very similar. It is also interesting to note that the 
consumption response is smoother. The investment response is large and positive, 
again remarkably similar to the results for the US. The impact effect is 1.2 percent 
( p = 0.07) and rises to 4.6 percent ( p = 0.02).

Figure 6 illustrates the effect of the tax cut on imports and exports. One might 
expect a more immediate effect on imports than exports: the tax cut directly raises 
the demand for imports by affecting domestic demand. The effect on exports may 
well be driven more—at least in the short run—by the state of foreign demand 
(although this obviously depends on what happens to the real exchange rate). 
Figure 6 re!ects this intuition. Imports increase signi"cantly following the tax cut 
while the export response is largely insigni"cant. That investment and imports share 
a similar response may suggest that the volatility of investment is driven by volatil-
ity of imported capital goods.

Both the effective real and nominal exchange rates appreciate in the short-
term by over 5 percent following the tax cut, an effect that is consistent with the 
 Mundell-Fleming model. I present these "gures in the online Appendix.

B. The Labor Market Response

I now consider the effect on labor market variables of a 1 percentage point cut in 
taxes. Unfortunately, data for hours worked and the real wage are not available for 
the UK over the whole period 1955–2009; I therefore use a restricted sample.

Hours worked are de"ned as average weekly hours worked per person and this 
series is only available from 1971:I. The real wage is de"ned as the (nominal) 
average earnings index divided by the GDP de!ator. This series is available from 
1963:I onwards. I "rst check (and con"rm) that the GDP response to the tax shock 
is similar when the sample is restricted to these time periods. I then add the labor 

Response of imports to a 
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Cloyne (2013) - Replication
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Guajardo et al. (2014)
Guajardo, Leigh, and Pescatori Expansionary Austerity? 963

Using narrative shocks
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FIGURE 3. Components of GDP: 1% of GDP CAPB shock (six-variable VAR). The figure reports
point estimates and 90% confidence bands. Solid lines indicate responses to CAPB shock identified
as innovation to the narrative fiscal shocks. Dashed lines indicate responses to CAPB shock identified
as innovation to CAPB. The shocks are normalized so that the CAPB rises by 1% of GDP in year
t D 1.

the ten euro area economies in our sample, which implies excluding a further three
economies: Denmark, Sweden, and the United Kingdom. As Table 3 indicates, the
results are similar to the baseline.

4. Extensions

4.1. Components of GDP

To shed light on how fiscal consolidation affects economic activity based on the two
identification strategies, we investigate the effects on the components of GDP. We add
two additional variables to our baseline VAR: private investment and the contribution
of net exports to GDP.11 Based on the augmented six-variable VAR, Figure 3 reports
the estimated effect of a 1% of GDP rise in the CAPB. For comparison, we also report
the estimated response of consumption and GDP.

11. The data on real private investment come from the OECD Economic Outlook Database No. 88, code
IPV. The contribution of net exports to GDP is defined as .X

t!1=Yt!1/gX;t ! .Mt!1=Yt!1/gm;t , where
X and M denote real exports and imports, respectively, Y denotes real GDP, and g

X
and g

M
denote the

growth rates of real exports and imports, respectively. Data for real exports and real imports come from
the OECD Economic Outlook Database No. 88, codes XGSV and MGSV, respectively.
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Section 4

Some U.S. Data
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Exports, Imports (% of GDP)
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Exports, Imports, Goods and Services (% of GDP)
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Net Exports (% of GDP)
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Exports in Goods and Services (Source: OECD)
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Section 5

Quotes from Keynes
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Open economy

Four main sources of information:

Chapter 10 in The General Theory.

Proposals for a Revenue Tariff - March 7, 1931.

On the Eve of Gold Suspension - Sept 10, 1931.

Chapter 23 in The General Theory. (Keyes (1936))
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Keyes (1936) - Chapter 10

 107

may have the e!ect of increasing the rate of interest and so retarding 
investment in other directions, unless the monetary authority takes steps 
to the contrary; whilst, at the same time, the increased cost of capital 
goods will reduce their marginal e"ciency to the private investor, and 
this will require an actual fall in the rate of interest to o!set it.

(ii) With the confused psychology which often prevails, the govern-
ment programme may, through its e!ect on ‘con#dence’, increase 
liquidity- preference or diminish the marginal e"ciency of capital, which, 
again, may retard other investment unless measures are taken to o!set it.

(iii) In an open system with foreign-trade relations, some part of the 
multiplier of the increased investment will accrue to the bene#t of 
employment in foreign countries, since a proportion of the increased 
consumption will diminish our own country’s favourable foreign bal-
ance; so that, if we consider only the e!ect on domestic employment as 
distinct from world employment, we must diminish the full #gure of the 
multiplier. On the other hand our own country may recover a portion of 
this leakage through favourable repercussions due to the action of the 
multiplier in the foreign country in increasing its economic activity.

Furthermore, if we are considering changes of a substantial amount, 
we have to allow for a progressive change in the marginal propensity to 
consume, as the position of the margin is gradually shifted; and hence in 
the multiplier. $e marginal propensity to consume is not constant for all 
levels of employment, and it is probable that there will be, as a rule, a 
tendency for it to diminish as employment increases; when real income 
increases, that is to say, the community will wish to consume a gradually 
diminishing proportion of it.

$ere are also other factors, over and above the operation of the gen-
eral rule just mentioned, which may operate to modify the marginal 
 propensity to consume, and hence the multiplier; and these other factors 
seem likely, as a rule, to accentuate the tendency of the general rule rather 
than to o!set it. For, in the #rst place, the increase of employment will 
tend, owing to the e!ect of diminishing returns in the short period, to 
increase the proportion of aggregate income which accrues to the entre-
preneurs, whose individual marginal propensity to consume is probably 
less than the average for the community as a whole. In the second place, 
unemployment is likely to be associated with negative saving in certain 

 The Marginal Propensity to Consume and the Multiplier 
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Keyes (1931) - Proposals for a Revenue Tariff

Ill THE RETURN TO GOLD 275 

Unemployment, I must repeat, exists because 
employers have been deprived of profit. The 
loss of profit may be due to all sorts of causes. 
But, short of going over to Communism, there 
is no possible means of curing unemployment 
except by restoring to employers a proper 
margin of profit. There are two ways of doing 
this-by increasing the demand for output, 
which is the expansionist cure, or by decreasing 
the cost of output, which is the contractionist 
cure. Both of these try to touch the spot. 
Which of them is to be preferred? 

To decrease the cost of output by reducing 
wages and curtailing Budget services may 
indeed increase foreign demand for our goods 
(unless, which is quite likely, it encourages a 
similar policy of contraction abroad), but it will 
probably diminish the domestic demand. The 
advantages to employers of a general reduction 
of wages are, therefore, not so great as they look. 
Each employer sees the advantage to himself of 
a reduction of the wages which he himself pays, 
and overlooks both the consequences of the 
reduction of the incomes of his customers and 
of the reduction of wages which his competitors 
will enjoy. Anyway, it would certainly lead to 
social injustice and violent resistance, since it 
would greatly benefit some classes of income 
at the expense of others. For these reasons a 
policy of contraction sufficiently drastic to do 
any real good may be quite impracticable. 

Yet the objections to the expansionist remedy 
-the instability of our international position, 
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III THE RETURN TO GOLD 277 

An advocate of expansion in the interests of 
domestic employment has cause, therefore, to 
think twice. I have thought twice, and the 
following are my conclusions. 

I am of the opinion that a policy of expansion, 
though desirable, is not safe or practicable to-
day, unless it is accompanied by other measures 
which would neutralise its dangers. Let me 
remind the reader what these dangers are. 
There is the burden on the trade balance, the 
burden on the Budget, and the effect on con-
fidence. If the policy of expansion were to 
justify itself eventually by increasing materially 
the level of profits and the volume of employ-
ment, the net effect on the Budget and on 
confidence would in the end be favourable and 
perhaps very favourable. But this might not 
be the initial effect. 

What measures are available to neutralise 
these dangers? A decision to reform the grave 
abuses of the dole, and a decision to postpone 
for the present all new charges on the Budget 
for social services in order to conserve its re-
sources to meet schemes for the expansion of 
employment, are advisable and should be taken. 
But the main decision which seems to me to-day 
to be absolutely forced on any wise Chancellor 
of the Exchequer, whatever his beliefs about 
Protection, is the introduction of a substantial 
revenue tariff. It is certain that there is no 
other measure all the immediate consequences 
of which will be favourable and appropriate. 
The tariff which I have in mind would include 
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Keyes (1931) - On the Eve of Gold Suspension

Ill THE RETURN TO GOLD 

regawtng last May. The results of unsound 
international banking by the City are also, for 
the time being, irreparable. The choice left to 
us was whether or not to adhere to the present 
gold parity of the exchanges. 

This was decided in the affirmative for 
reasons which I understand but with which I do 
not agree. The decision was taken in a spirit 
of hysteria and without a calm consideration of 
the alternative us. Ministers have given 
forecasts of what might have been expected if 
we had taken a different course which could not 
survive ten minutes' rational discussion. 

I believe that we shall come to regret this 
decision, just as we already regret most of the 
critical decisions taken during the last ten years 
by the persons who form the present Cabinet. 

But that is not the point at this moment. 
The decision to maintain the gold standard at 
all costs has been taken. The point is that the 
Cabinet and the public seem to have no clear 
idea as to what has to be done to implement its 
own decision, apart from the obvious necessity 
of raising a foreign loan for immediate require-
ments; which simply has the effect of replacing 
money which we had previously borrowed in 
terms of sterling, by money borrowed in terms 
of francs and dollars. But they cannot suppose 
that we can depend permanently on foreign 
loans. The rest of the problem is primarily 
concerned with improving our current balance 
of trade on income account. This is what the 
Cabinet ought to be thinking about. 
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z84 ESSAYS IN PERSUASION PART 

There are only two possible lines of attack on 
this. The one (which is the milder measure 
open to us) consists in direct measures to restrict 
imports (and, if possible, subsidise exports); 
the other is a reduction of all money wages 
within the country. We may have to attempt 
both in the end, if we refuse to devaluate. 

But the immediate question is which to try 
first. Now the latter course, if it were to be 
adequate, would involve so drastic a reduction 
of wages and such appallingly difficult, prob-
ably insoluble, problems, both of social justice 
and practical method, that it would be crazy 
not to try first the effects of the alternative, 
and much milder, measure of restricting im-
ports. 

It happens that this course also has other 
important advantages. It will not only relieve 
the strain on the foreign exchanges. It would 
also do more than any other single measure to 
balance the Budget; and it is the only form of 
taxation open to us which will actually increase 
profits, improve employment, and raise the 
spirits and the confidence of the business com-
munity. 

Finally, it is the only measure for which there 
is (sensibly enough) an overwhelming support 
from public opinion. It is credibly reported 
that the late Cabinet were in favour of a tariff 
in the proportion of three to one. It looks as 
if the present Cabinet may favour it in the 
proportion of four to one. The only third 
alternative Cabinet is unanimously for it. But 
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III THE RETURN TO GOLD 

of foreign financiers) if we suppose that we can 
make the economies under discussion without 
any repercussions on the number of the un-
employed to be supported or on the yield of the 
existing taxes. 

Yet if we carry "Economy" of every kind 
to its logical conclusion, we shall find that we 
have balanced the Budget at nought on both 
sides, with ali of us fiat on our backs starving to 
death from a refusal, for reasons of economy, to 
buy one another's services. 

The Prime Minister has said that it is like 
the war over again, and many people believe 
him. But this is exactly the opposite of the 
truth. During the war it was useful to refrain 
from any avoidable expenditure because this 
would release resources for the insatiable de-
mands of military operations. What are we 
releasing resources for to-day? To stand at 
street corners and draw the dole. 

When we already have a great amount of 
unemployment and unused resources of every 
description, economy is only useful from the 
national point of view in so far as it diminishes 
our consumption of imported goods. For the rest, 
its fruits are entirely wasted in unemployment, 
business losses, and reduced savings. But it is 
an extraordinarily indirect and wasteful way of 
reducing imports. 

If we throw men out of work and reduce the 
incomes of Government employees so that those 
directly and indirectly affected cannot afford to 
buy so much imported food, to this extent the 
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III THE RETURN TO GOLD 
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Chapter 23 of the General Theory
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23
Notes on Mercantilism, The Usury Laws, 

Stamped Money and Theories 
Of Under-Consumption

 I

For some two hundred years both economic theorists and practical men 
did not doubt that there is a peculiar advantage to a country in a favour-
able balance of trade, and grave danger in an unfavourable balance, par-
ticularly if it results in an e!ux of the precious metals. But for the past 
one hundred years there has been a remarkable divergence of opinion. 
"e majority of statesmen and practical men in most countries, and 
nearly half of them even in Great Britain, the home of the opposite view, 
have remained faithful to the ancient doctrine; whereas almost all eco-
nomic theorists have held that anxiety concerning such matters is abso-
lutely groundless except on a very short view, since the mechanism of 
foreign trade is self-adjusting and attempts to interfere with it are not 
only futile, but greatly impoverish those who practise them because they 
forfeit the advantages of the international division of labour. It will be 
convenient, in accordance with tradition, to designate the older opinion 
as mercantilism and the newer as free trade, though these terms, since each 
of them has both a broader and a narrower signi#cation, must be inter-
preted with reference to the context.
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Keynes: Protectionist Policies?

In terms of the model we wrote: the idea is to influence m1: the propensity to import.
Why? Because when you do a stimulus, you stimulate other countries too. By introducing
a tariff, you may make other countries’ traded goods more expensive, and favor your own
ones.

Of course, the problem is that it distorts trade, and can lead to crony capitalism (as some
specific firms ask to be exempted from tariffs).

An alternative way to influence m1 is to do a devaluation: if prices do not move
immediately in response, then you also make your own products more competitive by doing
so. (as I said we’ve abstracted from exchange rate considerations)
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Hobson - Imperialism
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Section 6

Surplus or Debtor Countries ?
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A question of balance

62 Finance and economics The Economist August 25th 2018

GREECE’S third bail-out programme came to an end on August
20th. A lookat the causes of the country’s near-decade ofcri-

sis illustrates how external imbalances can reflect underlying
troubles. Gaps in public finances, as well as investments in prop-
erty, were financed by borrowing from Germany and other
northern European countries. Wages and costs were pushed up,
making exports less competitive—within the euro zone, there can
be no currency devaluation—and further widening Greece’s cur-
rent-account deficit. When foreign lending seized up, the govern-
mentneeded bailingoutand the bankscrumbled. Portugal (chief-
ly because of its public finances), Spain and Ireland (blame
private-sector housing bubbles) have similar tales to tell. 

As those four countries have stabilised or recovered, they
have wholly or partly reversed their current-account deficits (see
chart). But if the periphery has adjusted, the same is not true of
the euro area’s creditor countries. Surpluses in Germany and the
Netherlands have grown. As a consequence, the euro zone in to-
tal has a substantial current-account surplus. In the year to June it
was 3.6% ofGDP (the same as the record for a calendar year, set in
2016). Growth is likely to have been hurt.

In 2017, according to the IMF’s External Sector Report, pub-
lished last month, the euro area had the world’s biggest absolute
current-account surplus, $442bn. Germany has the largest of any
single country. China’s once-vast surplus has narrowed: in the
first half of this year, indeed, China reported a deficit. America’s
deficit remains the world’s biggest, $466bn last year. Corporate-
tax cuts, interest-rate rises and the associated dollar appreciation
could widen it further. 

Current-account imbalances are not always a cause for con-
cern. Asa matterofarithmetic, theymeasure the gap between do-
mestic savings and investment. The euro area is an economy
with an ageing population: it should save more than it invests. As
a result, it should have a current-account surplus. America’s def-
icit partly reflects the more attractive investment opportunities
available there than elsewhere in the world. Imbalances become
more worrying, however, if they are larger than economic funda-
mentals might suggest or financed by short-term inflows.

The crises in the periphery of the euro zone were reflected in
deficits caused by a surfeit of unproductive spending. But excess
surpluses, too, can have drawbacks. The IMF reckons that the
euro area’s aggregate current-account surplus is now stronger
than would be justified by structural factors and the business cy-

cle alone. Growth in the zone relies too much on that of its largest
trading partners, including America; worthy investment projects
at home—in German infrastructure, say—go unfulfilled.

Surpluses also have political consequences outside the bloc.
President Donald Trump sees Europe as a “foe” because of its bi-
lateral trade surplus with America. He has slapped tariffs on
European steel and aluminium, and threatened them on cars; the
European Union has retaliated. The two sides are negotiating, but
trade tensions are likely to keep simmering.

Internal strife
The current-account deficits in the euro zone’s crisis countries
were of the worrying kind. That they have shrunk or reversed is
comforting. This has happened largely through increases in ex-
ports, suggesting that competitiveness has improved. (Much of
Ireland’s huge surplus reflects multinationals domiciling their in-
tellectual property in the country to take advantage of its low cor-
porate taxes, boosting its exports.) In Greece, where eight years of
crisis and austerity have squeezed consumption and investment,
imports have borne a greater part of the adjustment. They are
more than 25% lower than in 2007.

The adjustment was particularly painful because, as mem-
bers of a single-currency bloc with low inflation, crisis-hit coun-
tries had to devalue their real exchange rates by cutting wages
and domesticdemand and employment. And the zone’sgrowing
aggregate surplus points to another exacerbating factor: Ger-
many’s excess of saving over investment kept rising, as it in-
creased lending and exports to countries outside the zone. 

If instead Germany had expanded domestic demand, others’
relative price adjustments could have been less painful. A paper
by Olivier Blanchard, Christopher Erceg and Jesper Linde, pub-
lished in 2015, finds that higherGerman inflation could make oth-
er countries’ goods and services relatively cheap, making it easier
forcrisis countries to adjust. The effect isparticularly strongwhen
interest rates have to remain low to stimulate the economy. Some
German economists, notably at the Bundesbank, have long ar-
gued that this is irrelevant: it is up to profligate southerners, not
prudent Germans, to adjust; and fiscal expansion will not boost
demand for euro-area imports directly. 

Still, this uneven adjustment in the euro area could explain
why both demand and inflation, once energy and food prices are
excluded, have been stubbornly low. Since crisis countries still
need to reduce their stocks of external liabilities (ie, the accumu-
lation of past current-account deficits) and public-sector debt,
that looks set to continue. 

John Maynard Keynes recognised the risk of such asymmetry
in the 1940s: “The process of adjustment is compulsory for the
debtor and voluntary for the creditor. If the creditor does not
choose to make, or allow, his share of the adjustment, he suffers
no inconvenience.” Keynes wanted to tax countries that hoarded
trade surpluses. In 2011 the European Commission set up a
“macroeconomic-imbalance procedure” to tackle the problem.
But the process appears to place less weight on surpluses than on
deficits and lacks the means to enforce its recommendations. 

Another way ofdealing with imbalances would be to encour-
age greater risk-sharing through fiscal and (deeper) banking un-
ion. The euro zone would become more like America, where in-
ter-state imbalances are not even recorded. But that too seems
politically infeasible. The euro area’s long slog will carry on, and
debtor countries will bear the burden. 7
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Compulsory for the debtor, voluntary for the creditor

It is characteristic of a freely convertible international standard that it
throws the main burden of adjustment on the country which is in the debtor
position on the international balance of payments, – that is on the country
which is (in this context) by hypothesis the weaker and above all the smaller
in comparison with the other side of the scales which (for this purpose) is the
rest of the world.

Take the classical theory that the unlimited free flow of gold automatically
brings about adjustments of price-levels and [27] activity between the debtor
country and the recipient creditor, which will eventually reverse the pressure.
It is usual to-day to object to this theory that it is too dependent on a crude
and now abandoned quantity theory of money and that it ignores the lack of
elasticity in the social structure of wages and prices. But even to the extent
that it holds good in spite of these grave objections, if a country is in
economic importance even a fifth of the world as a whole, a given loss of
gold will presumably exercise four times as much pressure at home as
abroad, with a still greater disparity if it is only a tenth or a twentieth of the
world, so that the contribution in terms of the resulting social strains which
the debtor country has to make to the restoration of equilibrium by changing
its prices and wages is altogether out of proportion to the contribution asked
of its creditors. Nor is this all. To begin with, the social strain of an
adjustment downwards is much greater than that of an adjustment upwards.
And besides this, the process of adjustment is compulsory for the debtor and
voluntary for the creditor. If the creditor does not choose to make, or allow,
his share of the adjustment, he suffers no inconvenience. For whilst a
country’s reserve cannot fall below zero, there is no ceiling which sets an
upper limit. The same is true if international loans are to be the means of
adjustment. The debtor must borrow; the creditor is under no such
compulsion.

There is a further consequence, having very great importance, of the main
burden of adjustment being on the debtor country which is small compared
with the world at large; namely, that most of the means of adjustment open to
the debtor country are liable to have an adverse effect on its terms of trade.
(The best argument in favour of the expedient of tariffs is that it is free from
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