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Abstract
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Ireland, Italy, Spain and Portugal recovered from the Eurozone fiscal crisis, but the ratios of public
debt to GDP in these four countries have not been reduced but rather increased. The primary
concern is how and why they escaped from the crisis. There is an augment that the Eurozone
crisis was a self-fulfilling crisis that has occurred although several of those countries did not face
the solvency constraint.

The aim of this research is to investigate the effects of a series of the fiscal stabilization programs
on the recovery by relying on the model of a self-fulfilling fiscal crisis a la Calvo (AER, 1988)
combined with Ghosh et al., (2013) that incorporates a sovereign borrower that follows a fiscal
reaction function in response to changes in debt. We find that Greece and Portugal have the least
fiscal space, while Ireland, Italy and Spain appear to have the fiscal space, suggesting that there
was a self-fulfilling crisis at least for the latter three countries. We investigate the effect of the fiscal
stabilization programs on the change in the confidence in the bond market by exploiting the nature
of the government reaction function. We incorporate the information on the temporary primary
balance responses led by the programs into the slopes of the reaction function and find that the
fiscal balance improves for Ireland, Italy, Spain and Portugal, but is worsened for Greece.
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Understanding the low bond yields and implications to fiscal sustainability
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Ireland, Italy, Spain and Portugal recovered from the Eurozone fiscal crisis, but the ratios of public debt to GDP in these four
countries have not been reduced but rather increased. The primary concern is how and why they escaped from the crisis. There is an
augment that the Eurozone crisis was a self—fulfilling crisis that has occurred although several of those countries did not face the
solvency constraint.

The aim of this research is to investigate the effects of a series of the fiscal stabilization programs on the recovery by relying on the
model of a self-fulfilling fiscal crisis a la Calvo (AER, 1988) combined with Ghosh et al., (2013) that incorporates a sovereign borrower
that follows a fiscal reaction function in response to changes in debt. We find that Greece and Portugal have the least fiscal space,
while Ireland, Italy and Spain appear to have the fiscal space, suggesting that there was a self—fulfilling crisis at least for the latter
three countries. We investigate the effect of the fiscal stabilization programs on the change in the confidence in the bond market by
exploiting the nature of the government reaction function. We incorporate the information on the temporary primary balance
responses led by the programs into the slopes of the reaction function and find that the fiscal balance improves for Ireland, Italy,
Spain and Portugal, but is worsened for Greece.
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