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Abstract 

This thesis is analyzing the development of debt and deficit situation in the Czech 

Republic and France. Our main research questions are: why the Czech Republic and France 

have different debt and deficit? What are the effects and causes of debt and deficit? How 

Czech Republic and France wants to reduce the level of debt and deficit? These are the central 

questions we try to answer in this thesis. To pursue a systematic analysis, we start with a 

theoretical section on we described different theories of debt/deficit and budgetary rules 

effects on the economy in order to understand characteristics of debt issues. From these 

findings, we have resulted causes and differences of debt situations in our countries, which is 

part of empirical analysis. This is done by evolution of debt/deficit and factors that affect 

level of debt/deficit. We analyzed three mains factors and due to this factors that influence 

debt/deficit we can clearly see why our countries have different levels in debt problem. 

Regarding this we can say our countries are different in many respects. The major difference 

is monetary policy due to French member of Eurozone. Also the way how to get from debt 

issue and find a compromise between government reforms and interests of citizens will vary 

in the future.   

 

  



iii 

 

Acknowledgments 

We hereby wish to express our gratitude and thanks to the examiner of our thesis, 

Dominique Anxo, as well as our advisor Lars Andersson, who were our guides throughout 

this thesis and helped us more than we expected. We would also like to thank our English 

friends for constant help and patience. 

 

 

Abbreviations 

INSEE = Institut national de la statistique et des études économiques 

ČSÚ = Český statistický úřad 

GDP = Gross domestic product 

ČNB = Czech national bank 

ECB = European central banck 

EMU = Eurpean monetary union 

Y = Incone 

 

Key-Words 

France, Czech Republic, Stabilization policies, Fiscal, Monetary, Debt, Deficit, Euro, 

Union, Currency, GDP, Gross rate, Inflation rate, Interest rate 

  



iv 

 

Summary 

Introduction ..................................................................................................................................................... 1 
I. Czech Republic and France: different currency and different debt and deficit levels ..................................... 2 

1.1. The Euro and the Czech Koruna ..................................................................................................... 2 

1.2. The different debt and deficit between the Czech Republic and France ........................................ 3 

II. The method used ......................................................................................................................................... 5 
III. Theories about debt and deficit .................................................................................................................. 5 

3.1. Current economic thought: Keynesian and Neo-classic................................................................. 6 

3.2. The causes of a significant deficit and debt ................................................................................... 7 

3.2.1. Effects of interest rates on debt and deficit .......................................................................... 8 

3.2.2. Effects of inflation rate on debt and deficit ........................................................................... 8 

3.2.3. Effects of growth rate on debt and deficit ............................................................................ 8 

3.3. The effects of a significant deficit and debt................................................................................... 9 

3.3.1. Short-term effects ................................................................................................................. 9 

3.3.2. Long-term effects .................................................................................................................. 9 

3.4. The effects of budgetary rules on economy ................................................................................ 10 

3.5. Ways of struggling debt and deficit ............................................................................................ 12 

3.5.1. Kind of stabilization policies ................................................................................................ 12 

3.5.2. Financing the deficit and solving the debt ........................................................................... 13 

IV. Why the Czech Republic and France get different debt and deficit ........................................................... 15 

4.1. The analysis of the inflation rate ................................................................................................. 15 

4.2. The analysis of the growth rate ................................................................................................... 16 

4.3. The analysis of the interest rate .................................................................................................. 17 

4.4. The analysis of debt and deficit evolutions in the Czech Republic and France ............................ 18 

4.4.1. The Czech Republic .............................................................................................................. 18 

4.4.2. France .................................................................................................................................. 21 

V. The principal reforms & policies of our countries ....................................................................................... 22 

5.1. France .......................................................................................................................................... 22 

5.2. Czech Republic ............................................................................................................................. 23 

Conclusion ...................................................................................................................................................... 25 
Tables of figures ............................................................................................................................................. 27 
References ..................................................................................................................................................... 28 

 



Petr Doktor & Mathieu Huneau  1 

Introduction 

Since almost 40 years for France and 20 years for the Czech Republic, public debt and 

deficit are continuous. Because of the sovereign debt crisis in Europe and especially in 

Greece, the debt topic and also the introduction of budgetary rules and reforms to cope with it 

have become current issues widely discussed. Indeed, if nothing is done today to solve the 

public debt and to reduce the deficit, they will become more and more important. 

Our thesis will answer to 4 mains questions. First of all, we will explain why debt and 

deficit emerge in countries and their effects on the economy. Then, we will analyze why the 

Czech Republic and France debt and deficit are different. In conclusion, we will describe 

Czech and French policies that have been introduced to balance their budget. 

To answer these questions, we will only use a theoretical approach. Indeed, due to a 

lack of time and data, we could not measure the real impact of debt and deficit especially on 

French and Czech economy and the consequences of their stabilization policies on their 

economy. That is precisely why there will not be any data analysis through this thesis, even if 

the global impact will be obviously treated. 

 

In our first part, we will explain what makes the difference between an union currency 

(Euro for France) and a single currency (Czech Koruna for the Czech Rebpulic). Both 

countries also have different public debt and deficit levels which have to be described 

beforehand. 

Our second part will deal with theories in relation with debt and deficit. Firstly, the 

different points of view about debt and deficit of Keynesian and Classical schools. Secondly, 

the causes of public debt and deficit coming from inflation, growth and interest rates. Thirdly, 

the effects of public debt and deficit on the economy. Fourthly, the effects of budgetary rules 

on the whole economy. Finally, different kinds of stabilization policies and the financing of 

the deficit regarding the economic situation. 

Our third part will explain the facts themselves: the evolutions of inflation, growth and 

interest rates in the Czech Republic and France. As we saw in the previous part, these three 

factors cause some variations on the public debt and deficit. We will examine Czech and 

French public debt and deficit evolutions regarding these factors and reforms introduced last 

years. Thus, we will be able to understand the different results obtained on financial situation 

that strike both countries. 
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Our fourth part will deal with the reforms chosen by the two selected countries to 

reduce their public debt and deficit. Thanks to the previous part, we will explain the probable 

consequences and effects of these reforms on their economy and their budget. 

I. Czech Republic and France: different currency and different 

debt and deficit levels 

Different characteristics between the Czech Republic and France lead to different 

choice of economic policies. Indeed, to reduce the debt and to reach a balanced budget, both 

countries adapt their laws and reforms regarding their own economic situation.  

The first and main difference is that, France has an union currency, the Euro, the 

Czech Republic has a single currency, the Czech Koruna. We will present the constraints and 

advantages of both situations. Finally, each country has different debt and deficit levels that 

we will describe. 

1.1. The Euro and the Czech Koruna 

Both countries are members of the European Union. But France is inside the Eurozone 

while the Czech Republic is not. So, France uses the Euro, the European Union currency, 

while the Czech Repulic has its own currency – the Czech Koruna. Euro is controlled by the 

European Central Bank (ECB) which manages monetary policy of the states of the Eurozone, 

while the Czech koruna is controlled by the Czech National Bank (ČNB). There are many 

advantages and disadvantages related to the introduction of a European Union currency. The 

main advantages include facilitating of commercial operations, reducing exchange rate risk 

and cost savings for the purchase and the sale of foreign currency. The disadvantages are 

mainly the impossibility to use monetary policies and interest rates set by the European 

Central Bank.  

The control of the currency is the main difference between France and the Czech 

Republic. In fact, to reduce the public debt and deficit, France can only use fiscal policies 

while the Czech Republic can also use monetary and currency policies thanks to its 

independent central bank. 

The members of the Eurozone have to respect rules to ensure the Euro stability and the 

efficiency of the European monetary policies. Among these rules, the Stability and Growth 

Pact is the main constraint. The stability pact has been introduced to respond to main 

problems. The first problem is the expansion effect. This effect is created by fiscal policies of 
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one member. These fiscal policies affect every economy of the Eurozone through the 

crowding out effect of interest rate and exchange rate. The second issue comes from non-

sustainable fiscal policies which could be harmful to the monetary policy of the central bank
1
. 

To counter these problems, each country of the Eurozone country has to respect the set 

of rules of budget discipline included in the Stability and Budgetary Pact. The two principal 

rules are, a deficit ceiling of 3% of GDP and a maximum public debt of 60% of GDP. In case 

the states of the Eurozone are over the 3% deficit level or 60% debt level, they have to inform 

the European Commission and present a Stability Program. In this Stability Program, they 

show their strategy policy and tools introduced to respect the rules of the Budgetary and 

Stability Pact. 

In 2005, the Stability and Growth Pact evolved to take into account the economic 

situation of the members of the Eurozone, and so to relax the rules of deficit during a low 

growth allowing the states to revive their economy. 

This pact prevents the members to use the deficit to finance the contra-cyclical 

policies and prefers the automatic stabilizers to regulate the economy. Indeed, inside a 

monetary union, a large debt influences efficiency of the unique monetary policy. 

On the other hand, the Czech Republic has not decided yet to replace the Czech 

Koruna by the Euro. The current government led by the president is rather for an “opt – out”, 

a permanent exemption from the obligation to adopt the Euro currency. The Czech deficit 

(3.7%) is above the pact level (3%) but the Czech debt (41%) is below the pact level (60%). 

We can see that the debt is below the maximum debt included in the pact and the deficit is not 

at a critical level. So, the Czech government has decided not to sign the pact. Despite this 

decision, it sets itself rules, as a low level below the constraints of the pact, to consolidate its 

economy and its growth.  

1.2. The different debt and deficit between the Czech Republic and 

France 

Between the Czech Republic and France, we can distinguish some deviations in public 

debt and deficit, which can lead to different economic situations. Firstly, we can observe an 

old continuous French deficit. Indeed, since 1978, France has not reached the budgetary 

equilibrium. This negative balance led to a nonstop increase of the public debt. In opposition, 

                                                 
1
 (MARTINAUD & BERTRAND, 2000) 
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the Czech deficit stayed close to zero until 2003
2
. This difference created a large French debt 

(85.8%) twice higher than the Czech one (41.2%). 

 

Figure 1: Czech Republic deficit and French deficit (% of GDP) (INSEE & Finance czech ministery) 

 

Figure 2: Debt in Czech Republic and France (OECD) 

Secondly, the economic crises in 2003 and 2008 had effects on both countries (Figure 

1). We can observe a sharp increase of deficit and public debt. These augmentations have 

                                                 
2
 Even if we didn’t get the information before 1993, the low level of the debt (15.5%) meant a low level 
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been caused by the high cost to support the bank system, then the activity by the diminishing 

of taxe revenues. 

After the 2008 crisis, France appeared weaker than the Czech Republic, due to a more 

important previous deficit and debt, even if the Czech deficit lost 5 points of percentage GDP, 

against 4.2 points for France between 2008 and 2009. Indeed, the French debt was already 

exceeding, before the crisis, the limit of the stability pact (60%), and reached 79% after the 

crisis, while the Czech debt was reaching 34.4% in 2009. Thus, we can observe that the 

French debt was twice larger than the Czech Republic’s. 

II. The method used 

We will use a method based on a theoretical approach.  

We first describe theories in relation with debt and deficit. Then, we use these theories 

to understand causes of Czech and French debt and deficit. After that, we highlight why 

Czech and French debt and deficit differ. To conclude, we describe the policies chosen by 

these two countries and the expected effects on the economy. 

 

Our method is divided in two parts: On one hand, the theoretical part, and on the other 

hand, the analytical part. 

 In the theoretical part, we describe theories about debt, deficit and budgetary rules 

effects on the economy. Then we will see the theories concerning their causes and the ways to 

financing them. Thanks to the two first theories, we can see the negative consequences of debt 

and deficit and we understand why countries want to reduce them.  

In our analytical part, we analyze and compare the causes, seen in the theoretical part 

in both countries which could have triggered debt and deficit. We use this analysis to study 

the evolution and the present level of Czech and French debt and deficit. Thus, we will be 

able to understand why the Czech Republic and France present debt and deficit and why those 

ones are different from one country to another. Then, regarding the theories about financing, 

we will analyze the Czech and French policies effects recently introduced on their economy. 

III. Theories about debt and deficit 

A deficit is created when public spending is higher than public incomes. There are two 

kinds of deficit: the structural deficit (active) and the cyclic deficit (passive). The 

structural deficit depends on the government fiscal policies and so varies in function of public 

spending and public incomes. It is influenced and supported by economic growth. The 
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cyclical deficit arises from economic cycles, where GDP is below the potential output. It does 

not depend on the government fiscal policies, but rather on the action of external factor.  

A long-term deficit will lead to a public debt. The public debt can be divided 

into internal debt, financed by domestic investors, and external debt, financed by foreign 

investors.  

First of all, we will describe the different points of view of Keynesian and Neo-classic 

schools in relation with deficit and public debt. The second part will deal with the causes of 

deficit and public debt. Then, we will explain their short-term and long-term effects. In the 

next part, we will present effects of budgetary rules. Finally, we will highlight stabilization 

policies and ways to finance deficit and public debt. 

3.1. Current economic thought: Keynesian and Neo-classic 

Different currents of thought debate on the different kinds of stabilization policies and 

the effects of an important debt and deficit. We will focus on two main currents: Keynesian 

and Neoclassical. 

On one hand, the neoclassical school thinks that public action is useless and inefficient 

and  prefers liberalism. This school  focuses on the auto-regulation of the market due to 

“Smith's invisible hand”. It also supports the idea of a balanced budget and therefore is 

opposed to state deficit, which is tolerated only in exceptional situations, such as during wars. 

They pointed up the “golden rule” which is the balanced budget in time.  

On the other hand, the Keynesians, with their leader J.M Keynes, disagree with the 

neoclassical thinking. They recommend public intervention, because they think the market 

cannot be self-regulated. Moreover, the Keynesians think that short-term deficit can be 

authorized in case of counter-cyclic policies. 

The government can influence the market through monetary and fiscal policies. These 

policies have different results regarding the Keynesian and neoclassical schools.  

The Keynesians believe that fiscal policies are the most effective. The spending or tax 

changes affect directly the income by the marginal propensity to consume or to invest. 

Moreover, to finance these policies the Keynesians recommend a short-term deficit. The 

deficit will smooth the tax between present and future generations
3
. In opposition to fiscal 

policies, monetary policies are judged less effective because they influence the income 

                                                 
3
 (HOLMAN, History of Economic thinking, 2005) 
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through money market and interest rates. Therefore, monetary policies influence indirectly 

income.  

According to the Neoclassical school, fiscal policies have almost no impact on 

income, whether they are introduced by a public spending or tax revenues variation. They 

explain this uselessness through two points. The first one is the “crowding out” effect. This 

effect is the investment drop caused by a higher interest rate due to the public spending 

increase. The second one comes from the financing of the new spending. If the fiscal policy is 

financed by tax increase, the public spending increase is offset by a lower private 

consumption. The other financing, which is a budgetary deficit, is anticipated by consumer, as 

supports the Lucas critic. They show that the consumers predict a future higher tax to finance 

the present deficit. Thus, the private consumption is decreasing. About the monetary policies, 

the Neoclassical think they have a too strong effect, whether they are used by money supply 

or interest rate changes. Due to this strong effect, Milton Friedman, leader of the classical 

current, states that money supply should grow at a constant rate. 

3.2. The causes of a significant deficit and debt 

The government has to establish the state budget each year. The state budget may be 

situated in surplus or in deficit. Unfortunately, most Eurozone countries are facing a deficit 

financing their state budget. Different authors argue that the budget deficit is the cause of 

public debt and public debt is the result of budget deficits. The modern view on fiscal 

imbalance shows that these arguments are incorrect in several aspects. There are various 

alternatives to cover the budget deficit, i.e. that the budget deficit does not lead to debt. These 

include long-term debt monetization or the debt may be covered by the sale of state assets.  

It is important to realize that it is necessary to focus on the coherence of the 

budgetary deficit and public debt, where public debt may cause a serious budget deficit. The 

reason is that interest from public debt enters the expenditure side, and thus there is 

a reverse link between budget and debt problems. 

The total amount of the debt is influenced by several factors. Among the main factors, 

the interest rates, which vary the interest of the debt. Another factor is the growth of GDP, 

which represents the condition of the economy. The last factor is inflation, which favors 

debtors rather than creditors. There is, in our opinion, three main factors influencing the debt 

and deficit forms. We can imagine a circle in which they are mutually interconnected and 

influence each other as well as debt or deficit. Now we will focus on these factors specifically 

and in details. 
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3.2.1. Effects of interest rates on debt and deficit 

The influence of interest rates on debt service is often associated with snowball effect. 

This is the effect of interest rates and economic growth rates on debt service. If the 

ratio between the interest rate and GDP growth is bigger than one, then the interest rate 

paid from public debt is higher than GDP growth. This implies to us that the public finances 

were in balance, even though the debt increased. If the ratio is less than 1, then the amount 

of debt should fall if the state has balanced public finances. 

3.2.2. Effects of inflation rate on debt and deficit 

Nominal interest rate depends on real interest rate and inflation. Assume an increasing 

inflation and nominal interest rate that remains constant. As a result, the real interest rate 

decreases. Inversely, if inflation is decreasing and nominal interest rate remains constant, the 

real interest rate increases. 

States have to pay principle debt and also its interest. We can conclude that a high 

inflation reduces the real value of public debt. In fact, most of the government bonds are non-

indexed on inflation, i.e. the debt interest rate is real and it does not vary regarding inflation. 

Therefore, in case of an increasing inflation and a constant nominal interest rate, “nominal” 

GDP increases and real interest rate decreases. Thus, the debt to GDP ratio will decrease 

because of a rise in the GDP. Moreover, the debt service charges decrease due to a decrease in 

real interest rate. For that reason, inflation favors debtors and conversely 

disadvantages creditors. 

3.2.3. Effects of growth rate on debt and deficit 

Changes in interest rates may directly or indirectly affect the growth rate of GDP. This 

is reflected mainly by changes in purchasing of private sector, formation of capital, tax 

revenues, government transfer payments and also state budget deficit may be affected. 

High real interest rates are not positive seen in terms of indebtedness and interest 

rates increase the cost of state debt service.  

The second question is if it would work conversely? May the deficit (also can be 

applied to public debt) affect the level of real interest rates? The answer to this is not clear 

and among economists, the issue is seen differently. What we can find in books and 

literature is that if the government decides to finance deficit, it is seen as an impulse for 

increased investment activity, thus growth in demand for investment, which causes a rise in 

interest rates. In 2007, developed by the International Monetary Fund study which is inclined 
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to the view that there is a very significant impact of budget deficits on interest rates, but this 

effect is only active under certain conditions. First, they calculated that deficit of 1% 

of GDP will increase the interest rates by 0.26%. Second, this effect varies by country 

groups. It was observed a greater impact on developing economies. Last condition, the 

influence of deficits on interest rates depends on the interaction of many aspects like 

high deficits, which are mainly domestic character, openness of the economy and 

liberalized interest rates. 

3.3. The effects of a significant deficit and debt 

Deficit and public debt have different consequences on the economy on short-term and 

long-term periods. 

3.3.1. Short-term effects  

A high deficit at the end of the year creates a new debt. The larger the debt is, the 

lower is the public investment. This low investment reduces capital stock.  

Moreover, a government with high debt and deficit appears weak and vulnerable in 

case of a crisis: the government will not be able to finance an expansionary fiscal policy to 

revive its economy in a recession period. 

Finally, a large public debt reduces the policy choices of the government. The 

government is financially constrained. Moreover, the debt can be financed by  foreign 

investors, as well as by financial markets or  countries. This foreign financing creates a 

dependency on foreign government policies. It increases the political constraint and reduces 

the international leadership.  

Two other effects come from the facility to borrow and so finance  spending. As 

argued Wicksell (1896), this facility encourages unbalanced budget due to higher spending 

than taxes. Moreover, the governments do not care about the real necessity of some spending 

which increase the deficit. 

3.3.2. Long-term effects  

A large debt increases interest rates and risk of government bonds. Thus, in a first 

time, the foreign capitals will inflow to improve their benefit due to higher interest rates. But 

in a second time, the foreign investors will lose their confidence, as argued Marris (1985), and 

they will leave the country, creating a capital outflow and depreciating the domestic currency.  
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This will lead to a debt accumulation blended to high interest rates create an increase 

of debt service charges. Thus, the government will need more and more financing to cover 

debt service charges. Moreover, debt service charges, increased by this higher deficit, will 

create a larger deadweight loss in time. 

The last long-term effect is that these debt service charges will reduce policy 

maneuvers. Indeed, a present debt will diminish the possibilities of the future government in 

its policy choices. 

3.4. The effects of budgetary rules on economy 

To prevent a large public debt and deficit, which leads to negative effects on the whole 

economy, some budgetary rules were introduced, above all inside the Eurozone. 

In opposition to sovereign states, which have their own central bank, the members of 

EMU cannot finance their debt. In fact, regarding the treaty monetary union, the European 

Central Bank is not authorized to finance the debt of its members. Sovereign states cannot go 

bankrupt because their central bank would finance their debt while members of EMU can.  

Thus, inside the Eurozone, the financial solidarity between members is the only way to 

insure the financial credibility of countries. 

Therefore, budgetary rules have to be respected by members to reassure the financial 

market, to avoid bankruptcy of states and to insure the Euro stability. 

Despite the budgetary rules of the stability and budgetary pact, the Eurozone members 

increased their deficit and debt. Since 2009, the financial market has doubted on the capacities 

to restore the public finances in some countries of the Eurozone, due to this increase.. 

 

But these budgetary rules, from different authors and theories, have other 

consequences on the economy in addition to the balance and the stability of finance. 

For instance, a state, with strict budgetary rules, will have important constraints to 

keep its budget balance. These budgetary constraints could induce governments to find ways 

to circumvent these constraints
6
. Also, the rules can be shown as inequalities between 

generations. Indeed, under the budgetary constraint, an investment has to be financed by an 

increase of taxes to keep an equilibrium balance. Thus, in this context the present generation 

will pay an investment for the future generation. In opposition, a debt might be financed by 

future taxes and so, free for the present generation. 

                                                 
6
 (ALESINA & PEROTTI, 1994) p24 
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In relation to the last critic, Barro introduced in 1974 a new hypothesis, called “tax 

smoothing”
7
. This hypothesis, based on Ricardian theory and in the line with the neoclassical 

school, pointed up the anticipation of consumers regarding an increase of debt due to an 

expansionary fiscal policy. From a rise of the debt today, the consumers will expect higher 

taxes in the future to refund it. So they will save more today to respond to the future rise of 

taxes, diminishing the present private demand which offsets the higher public demand. 

Therefore, the author concludes that the two ways of public financing, tax or debt, lead to the 

same effects. 

In 1962, J. Buchanan and G. Tullock supported the introduction of a new budgetary 

rule with a new analysis: “Public choice”
8
. They criticized the objectivity of our public 

leaders. Indeed, on one hand, the private consumers who maximize their personal utility focus 

on their interests, and on the other hand, the public leaders who maximize the utility of the 

country, without taking into account their own preferences. These authors pointed up this 

inconsistency and explained that the public leaders are looking for, above all, his reelection 

before general interest. Therefore, the rules could prevent the expansionary fiscal policy 

introduced by politicians with the only aim to be reelected, as say J. Buchanan: “Good games 

depends more on good rules than they depend on good players”. 

Moreover, the change of government in time can also lead to an accumulation of debt, 

as Alesina and Tabellini (1990) argue it
9
. Let’s assume that two political parties are opposed: 

one of them governs the country during the present period, and the other will govern during 

the following period. If the present party does not agree with the political spending of their 

opponent, it can decide to finance its spending by debt. In fact, this increase of the debt will 

decrease the maneuver of the political spending of the next government, so “public debt 

becomes a strategic variable which links today's government to its successors”. Also, the 

uncertainty of the next majority will lead to a preference for the debt than a return to 

equilibrium. Thus, the budgetary rules, to prevent these inefficient political decisions, against 

their opponents, can help to keep the equilibrium balance. 

  

                                                 
7
 (MILLAR, 1997) 

8
 (MUCHERIE, 2012) 

9
 (ALESINA & TABELLINI, 1987) 
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3.5.  Ways of struggling debt and deficit 

3.5.1. Kind of stabilization policies 

In case of deficit and debt, governments have to introduce some stabilization policies 

to reach the balanced budget. These policies can follow different ways regarding the context, 

i.e. the economic situation of the country. The three kinds of policies to reduce the debt are: 

fiscal or budgetary policy, monetary policy and currency policy. 

The fiscal policy is a variation of public spending or taxes. Regarding the economic 

situation, it uses expansionary or restrictive fiscal policy with a counter-cyclical aim (the 

utility of this policy is debated by many economists). A raise of public spending or a 

reduction of taxes for example trough a redistribution of allowances and social benefits should 

boost the consumption and then as a consequence the investment necessary to the production. 

This is actually the Keynes’ marginal multiplier of consumption trough a expansion policy. 

On the other side, an increase of the taxes or a reduction of public spending is called a 

restrictive policy. It’s implemented in order to raise the receipts of the government and 

provoke a contraction of household revenues and therefore has a negative consequence on 

consumption. 

The monetary policy consists in a variation of the money supply only authorized by 

the Central Bank itself, be it of the country or of the Union which has thus a “monetary 

sovereignty”. This last one only belongs to the institutions, not to the governments. Indeed, 

the monetary union but also every country is restrained to a low inflation, and thus cannot 

vary the monetary supply as they wish. The European Central Bank decides on an increase or 

a decrease of the money supply in function of European economic situation, this is the 

financial monetary lever and delegates it to the local Central Bank (the French bank for 

example acts under the European central bank control).  Thanks to this variation, the state can 

improve the investment and the consumption or diminish them, to play on  the growth. A 

concrete illustration would be that when a state wants to put an expansion monetary policy in 

place, it can ask the ECB to inject money in the economy in order that this increase cause a 

reduction of the interest rate. This last one attracts then the consumers to loan to consume and 

invest which ends up by revive the economy. 

The currency policy allows the government to change its exchange rate. Thus, 

exportation and importation, depending to the exchange rate, will vary with devaluation or 

revaluation of the domestic currency. 
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3.5.2. Financing the deficit and solving the debt 

The states can finance more or less easily their deficit regarding economic situations. 

We will see three different economic situations. Then, we will describe the different ways for 

states to finance their debt.  

            

Where B is public debt, G public expenditures, T taxes and r the interest rate. 

In the case of no growth and no inflation, the new debt is equal to the primary budget 

surplus or deficit, which is the difference between purchases and net taxes, plus the interest of 

the existing debt. Even if the government reaches a balanced budget, it will still have to 

borrow to finance the interest of the existing debt. Thus, to keep constant or decrease its debt, 

the state must run a budget surplus equal or higher than the interest service. The larger the 

debt is, the larger the primary surplus must be to stop its accumulation. 

 

  
 

 
  

     

 
       

 

 
  

Where B is public debt, Y is GDP, G is public expenditures, T is taxes, r is the interest 

rate and g is the growth rate. 

In another case, the economy has a positive growth rate but no inflation. In this 

situation, the debt is seen as GDP ratio. The existing debt to GDP ratio depends on the 

difference between the growth rate and interest rate. A growth rate higher than the interest 

rate of the existing debt reduces the existing debt rate to GDP ratio, even though the debt 

value rises. The debt process is called explosive when the interest rate of the debt exceeds the 

growth rate. Therefore, a state, with a balanced primary budget as well as a growth rate higher 

than the interest rate of its existing debt, will decrease its debt to GDP ratio. 

 

  
 

 
   

  

  
   

     

 
       

 

 
  

Where B is public debt, Y is GDP, M is money supply, P is price level, G is public 

expenditures, T is taxes, r is the interest rate and g is the growth rate. 

The last case deals with an economic situation with a positive growth rate and an 

inflation due to a seigniorage. The seigniorage is the monetary financing of the deficit coming 

from the purchase of a part of the existing debt. In fact, this purchase decreases the needs of 

financing for the state. This way the seigniorage allows a financing of the deficit without any 

borrowing or interest, but it increases the money supply which creates inflation. Thus, the 



Petr Doktor & Mathieu Huneau  14 

state, with a positive growth rate and a balanced primary budget, has a constant debt to GDP 

ratio if the monetary creation (  ) is equal to the interest (r-g) of the existing debt to GDP 

ratio.  

 We saw the ways of deficit financing now we will see the ways to finance the existing 

debt and their negative consequences.  

Firstly the government can cut its spending or increase the taxes, to increase the 

surplus and to pay back the debt. But this solution can create a transfer of the domestic 

income overseas, in case where the debt is possessed by foreign investors. In fact, the 

domestic wealth taxed by the government is redistributed to foreign investors through the 

repayment of the debt..  

Secondly, another solution is the seigniorage, as we saw previously to finance the 

deficit in a case of positive growth rate and inflation. This solution can only be used for a 

small debt. Moreover the seigniorage creates the inflation which decreases the real value of 

the debt. In fact, most of the government bonds are non-indexed, which means they don’t 

evolve along with the inflation. Thus, if the inflation is unexpected, the value of the debt falls 

because the holders will not ask an increase of the nominal interest rate to offset the inflation.  

Thirdly, the last solution is the default, in a special case, where the government would 

be under pressure. This solution induces a degradation of the state’s reputation. 
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IV. Why the Czech Republic and France get different debt and 

deficit 

4.1. The analysis of the inflation rate 

 

Figure 3: Inflation rate in the Czech Republic and France (% / year) (Eurostat) 

In the case of the Czech Republic, we see a huge increase of inflation in 1991. This 

was mainly due to currency devaluation and to the abolition of negative tax which caused a 

large increase in the prices of products and especially price liberalization. 

 

Compared to the Czech Republic, France has a constant inflation since 1989; its 

inflation rate was lower than 3.6%. We can observe a very low level in 1998 and 1999 (0.6% 

and 0.7%) before a small augmentation due to the introduction of the Euro. The other increase 

was caused in 2008 by the crisis of the subprimes that was the speculative bubble on real 

estate. This increase was followed by a drop after the bursting of the bubble. 
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4.2. The analysis of the growth rate 

 

Figure 4: Growth rate of the Czech Republic and France (% / year) (OECD) 

For France, we can clearly observe three economic slowdowns since 1991.  

The first one in 1993, called the exchange rate crisis, was caused by the high 

unemployment rate, the European monetary system and the Maastrich treaty. France, as other 

European states, was constraint by the currency parity with the Deutschemark introduced by 

the European monetary system. At the same time, France suffered different speculative 

attacks against its currency. France also got an important level of unemployment and so a 

recession, which is why France decided to use a fiscal policy to revival its economy in 

opposition to the Maastrich treaty. Indeed, France’s deficit became higher than -3.0% and 

reached -6.5% in 1993
10

.  

 In 2003, we can examine the reduction of the growth rate. Indeed, the speculative “dot 

com” bubble was created between 1995 and 2000 and it burst in 2001. However, its effects 

appeared only in 2003. 

The last economic slowdown, as also observed for the Czech Republic, was due to the 

crisis of the subprimes in 2008 and to high oil prices. This diminishing of the growth rate was 

caused by the loss of confidence on the interbank and financial markets. This loss decreased 

the liquidity and so the loan for investments and consumption, which reduced the growth.  

 

                                                 
10

 (Simonnet, 2009) 
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After the fall of communism in Czechoslovakia (1989) GDP growth was negative 

-12%, but due to the transition from a centrally planned economy to an open market economy 

GDP growth began to increase. Since the independence of the Czech Republic GDP growth 

has always moved in positive numbers except during the economic crisis in 2009. We have 

calculated the difference in GDP growth between the Czech Republic and France from 2000 

to 2012 and the average GDP growth in the Czech Republic was around 3,4% per year 

whereas in France it was only 1,4%. This is also an aspect where we can see different 

situations in state debt of our countries, because GDP growth rate is sign of economic 

efficiency which can influence the level of debt.  

4.3. The analysis of the interest rate 

 

Figure 5: Real interest rate in the Czech Republic and France (% / year) (World Bank) 

We mentioned earlier the snowball effect about correlation between interest rates and 

growth. This can easily explain why the Czech rate debt moved for several years about 30% 

of GDP, even when the state showed deficits each year. In the period 2003-2008, nominal 

GDP grew on average by 8.5% per year, while nominal interest rate moved between 3 and 

4%. The resulting ratio between interest rates and economic growth was positive. If the Czech 

Republic has balanced finances the debt would be relatively reduced. This ratio 

has turned negatively in 2009. 
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In 1971, France got a very high interest rate, equal to 12.04%. Then in 1975, the real 

interest rate fell to -3.2% due to a high inflation (around 15%). This high inflation, not 

observed in Figure 3, was caused by the huge rise of oil prices. After these important changes, 

the real interest rate increased continuously, overtook the 7% between 1990 and 1993, due to 

the introduction of the European Monetary System. Indeed, the EMS forced the states to keep 

low fluctuations (2.25%) with the Deutschemark. Thus, in 1992, while France suffered a new 

speculative attack on its currency, it had to devaluate the French Franc to keep a constant 

parity with the Deutschemark. This constant exchange rate, despite the high demand on the 

French Franc, led to higher interest rates. The high level of the German interest rates also 

forced France to increase its interest rates to keep the investors.. After the end of the EMS in 

1993, France got a low growth rate, thus to stimulate it, the interest rates were reduced. 

4.4. The analysis of debt and deficit evolutions in the Czech Republic and 

France 

4.4.1. The Czech Republic 

 

Figure 6: the Czech public debt & public balance (% of GDP) (OECD) 

Until 1989 the Czech Republic in terms of state budget deficits didn’t reach any 

critical level. The deficit is simply not recognized.  The State Bank of Czechoslovakia 

followed the "implementation of monetary plan" of the Czechoslovak Republic. Emissions of 

money took place in a closed economy, according to plan and centrally controlled economy of 
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the country could develop only within limited sources. With the establishment of the Czech 

Republic, public debt was characterized by the unification of legal competence and 

acceptance of liabilities from the former federation. The Czech Republic took liabilities of the 

former Czechoslovak federation in proportion to population, ie, 2/3 liabilities. The basic 

effort of controlling the debt situation was to repay direct loans of the Czech National 

Bank and commercial banks, which were taken at the date of establishment of the Republic, 

i.e. the effort to complete separation of the state debt portfolio. The government has tried 

to make it through issuing government bonds mainly with short-term maturities in order 

to stop the influx of short-term capital from those abroad. We can say that until 1997 the state 

debt was created from the debt of the communist era. 

Unfortunately, after 1997, things started to move differently than we have imagined. 

From 1997 to 2002 the state debt almost doubled. Among the causes which stopped the 

recession, there are an increase in mandatory expenditures and wrong privatization. 

Rising debt risks are mainly interrelated with the following facts.  

Firstly
11

, there is no integrated information system, which means evidence and  

reporting of debt is not entirely clear, transparent and accurate. 

 Secondly, the absence of clearly defined medium and long-term strategy objectives.  

Controls adapts to the current state budget by moving risks to the future. The decision is 

not based on financial analysis and prediction of future developments. 

 Thirdly, monitoring the financial market makes for ministry of finance Czech 

National Bank, thus ministry of finance has no possibility to respond flexibly to changing 

market conditions, whereas access to current information from this market is necessary 

condition for effective management of state debt and liquidity. 

Fourthly, there is no active communication between domestic and foreign 

financial markets. The aim of this communication is in countries with underdeveloped capital 

market, increase liquidity in the market for government bonds. 

In 2003, the ministry of finance finally recognized the weaknesses in debt 

management, liquidity and risks resulting and created a separated department of the 

government debt management. Aim of the strategy comes from the existing 

risks associated with the structure and parameters of state debt and the current system of debt 

management and liquidity. Also this is taking into account market and other external 

environment, to formulate a basic policy objective of debt management and liquidity. These 
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objectives are transforming into operational objectives and identify ways to achievement. 

In 2004, the Minister of Finance made a key strategic decision entry of the Czech Republic as 

an issuer of foreign capital market. 

During the crisis the government is trying to support the demand for government 

bonds and high interest, but the state is forced to pay high interest through them. 

Global crisis forces countries around the world to issue an unprecedented amount of 

government bonds trying to fit in between the investors. Czech ministry of finance wants 

to obtain money from citizens who would be able to buy direct government bonds. The 

people’s savings have to arch over a period, when the crisis is increasing state debt and global 

market is overloaded by securities from rich countries. 

The government continues in the tradition of past years and just piles up debt. When 

they need to repay old, they will replace it with new ones. In terms 

of international comparison Czech total debt level is not high (42% of GDP). The danger is 

the fact that its dynamics in recent years was significantly slowed by privatization 

revenues. But their influence is weakening, and therefore the only possible solution is 

to reduce growth of public budget deficits. 

 

Figure 7: State Debt of Czech Republic 1989-2011 
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4.4.2. France 

 

Figure 8: French public debt & public balance (% of GDP) (INSEE) 

 

Since 1978, the French public balance has been negative, which means the expenditure 

was higher than the revenue. In 2011, the debt reached 85.8% of GDP because of the 

continuous deficit. Indeed, we can observe that each time the deficit strongly increase, the 

debt follows. 

 In 1993, the deficit reached 6.5% and the debt raised by 6.3 points of percentage 

compared to 1992. In 2003, the deficit reached 4.1% and the debt increased by 5.1 points of 

percentage.  Then in 2009, the deficit reached 7.5%, rising of 4.2 points of percentage 

compare to 2008 and the debt increased of 10.8 points to reach. 7.5%.  

The exchange rate crisis, in 1993, affected the growth and the interest rate leading to a 

high debt raise. Indeed, to counter this recession, the government had to revive the economy 

thanks to an expansion of its fiscal policy, borrowing money again. This revival plan thus 

increased the debt. Moreover, at this time, the interest rate was higher than 7% from 1990 to 

1993. This high interest rate provoked a slowdown on the investment and the growth. This 

low growth (1.1% on average between 1990 and 1996), as a matter of fact, raised the debt 

service charges. The debt reached 58.1% in 1996, i.e. an increase of about 23 points of 

percentage since 1990. 
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In 2000, we can observe a lower deficit, 1.5%, reached thanks to an important growth, 

3.7%.  

Three years after the introduction of the Euro, in 2003, France came back to a high 

level of deficit, 4.1%, which led to a higher debt: 63.3%. These increases were caused by a 

currency policy in the USA, a depreciation of the Dollar which causes a decrease of French 

exportation
13

 and growth, accentuated by a continuous appreciation of the Euro. The growth 

was also stroke by the speculative “dot com bubble” burst in 2001, which resulted in 2002 and 

2003 to a growth equal to 0.8%. To cope with this low growth, France decided to boost its 

economy thanks to an expansion policy, this failed later as it did not have the expected 

consequences. 

In 2009, France reached a new high level of deficit, 7.5%, essentially due to the 

economic and systemic crisis in 2008. The crisis decreased the growth, to reach a negative 

level in 2009, -3.3%, never seen for years. This negative level raised the deficit through the 

augmentation of the existing debt service charges to GDP ratio. 

V. The principal reforms & policies of our countries 

5.1. France 

First of all, in January 2012, the rating agency, Standart & Poor’s, deteriorated the 

French grade from AAA to AA+. This deterioration could have increased the future interest 

rate of the existing debt and therefore increase its financing, but “fortunately” the financial 

market had already anticipated it during the previous summer. This increase could influence 

the next policies of the new government which might adapt them and vote a new budget. 

The new government, elected one month ago, hasn’t introduced policies yet. But the 

government already mentioned in its program some reforms to reduce the deficit. Their aims 

about debt and deficit are: a debt equal to 80% of GDP in 2017 and a deficit equal to 3% of 

GDP in 2013 and the equilibrium in 2017. To reach these goals, the government wants to 

decrease the public spending, but it also wants to stimulate the growth by a reduction of some 

taxes. Indeed, the diminishing of deficit and debt may be easier with growth (3.5.2.  

The increase of some taxes should provide around 40B €. These tax augmentations 

will focus on high-incomes, capital and big firms. Taxes on small and medium enterprises 

will be decreased to reduce unemployment and thus improve the economic revival.  
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Indeed, the new government wishes to create different tax bases regarding the size of 

firms: 35% for big firms, 30% for medium firms and 15% for small firms. Also, the high-

incomes above 1M € per year will be taxed by a marginal tax bracket of 75%. Another tax 

bracket of 45% will be created for incomes higher than 150K € per year. Taxes on bank 

benefits will be increased (+15%). All of these new taxes should increase the receipts to 

balance the budget. 

One way to decrease the public spending, the ministers’ wages were reduced of 30%. 

The government’s program focused more on the new receipts than on a reduction of the 

spending to reach a budgetary equilibrium.  

The thing is that in this same program, we can also observe new expenditures which 

could prevent France from a return to a balanced budget. For instance, the government wants 

to bring the retirement age back to 60 years old, at least for some ones who began to work at 

18 or less. They also wish to create 60K new jobs in Education and 5K in Justice 

Departments, an investment which could be harmful for some when seeing that the 

functioning part of French investments is equal to interest service charges in 2012. 

In order to stimulate the growth and in a European Union framework, the new 

president wants to present a “growth pact” which would be a modification of the existing 

stabilization and budgetary pact, in agreement with the European Commission proposal of 

2011 concerning this famous pact. This pact tackles the stimulation of European economies. 

Finally, the new government is against the golden rule (the equilibrium of the primary 

budget) written in the constitution. They would rather opt for a fundamental law, explaining 

that a text in the constitution would be too much restrictive to stimulate the growth, above all 

in a recession period as the present day.  

5.2. Czech Republic 

The Czech government is currently carrying out five reforms whose aim is to 

gradually reduce the level of state debt. It is a pension, social, tax reform, health care reform 

and anti-corruption measures.  

In the area of pension reform, the government increases the retirement age (67 years). 

People can save more money for retirement through the introduction of private retirement 

accounts. 

Social reform is based on improved transparency and better paying benefits for 

welfare cases, because social benefits are often abused. The government is trying to support 

only those who are really trying to find a job. 



Petr Doktor & Mathieu Huneau  24 

Tax reform brought VAT increase from 20 to 21%, reduced rate of VAT increases 

from 10 to 14%. The main target of tax reforms is the taxation of gambling, because before 

this reform gambling was exempted from income tax.  

Health care reform introduced payments for doctor visiting, hospitalization and recipes 

for medicine. 

Huge problem in the Czech Republic is the level of corruption. Czech Republic, 

according to Transparency International
14

  is located at the 57th place of global ranking level 

of corruption (France 25th, Sweden 4th) and is at the level of countries such as Namibia, 

Cuba or Balkan countries. The level of corruption does not contribute to the 

proper distribution of government contracts and so rather creates a group of companies that 

controls the entire market. And so it is normal that contracts are overpriced, and the 

money that could be further invested is in the accounts of "lucky" individuals. Therefore, the 

government is trying to introduce measures to prevent corruption, such as transparency of the 

system and greater control of companies which are applying for contracts. 

All these reforms should lead to the necessary reduction in government expenditures. 

But the question that remains is what impact will have these reforms. With cuts and reforms 

we can´t forget about other sectors that need rather support like infrastructure or schooling. 

Investment to infrastructure has strong direct and indirect positive impacts on the economy. In 

a small country like the Czech Republic this positive impact may be even stronger than in 

many other countries, especially the creation of a single and flexible labor market and, 

consequently, reduce unemployment and raise labor productivity.   

Reforms are necessary, but the state must be sure in which sector help needs to be cut 

rather than hurt. 
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Conclusion 

We mentioned one important similarity in our first part, between the Czech Republic 

and France, which is a huge business relationship with Germany. We also observe 

differences, as of course the adherence of France to the Euro, while the Czech Republic has 

its own currency. But we also found the differences in the level of debt and deficit. In fact, 

France has twice the debt of the Czech Republic in percentage of GDP.  

These differences and this similarity, blended to theoretical and empirical knowledge, 

help us to notice some consequences and ways for the Czech Republic and France to reduce 

their debt and deficit. 

We observed that both countries can expect almost the same negative effect in their 

economy. As the diminishing maneuver of fiscal policies, due to a higher debt service charges 

from the larger interest rate and also to a lower credibility. This loss of credibility would 

deteriorate the opinion of the financial market and investors wouldn´t be interested in 

business. About the stability of the finance and investors who are very important for state, 

would prevent the state to get a new debt.  

Even though, the reasons don’t differ that much between both countries, a continuous 

high debt of France would have more important consequences in the Eurozone, as a member 

of the EMU. Indeed, the stability of the Eurozone lies on the finance of every member. 

Thus, in the solutions to debt problems, we see a major difference in monetary policy, 

whereas in the Czech Republic, the National Bank is an institution that participates in debt 

management and liquidity. France is governed by the European Central Bank, so that the debt 

management is completely diverted from monetary policy. A department of debt 

management was created in the Czech Republic, for a better control of the national 

debt. Unfortunately, this department is still within the competence of the Ministry of Finance 

and is dependent on it. This means that the management may be interfered by the government 

and may lead to inability to respond flexibly on market conditions, which is one of the basic 

assumptions of debt financing. 

An important finding of the analysis is that the Eurozone would be probably able to 

overcome the financial crisis without any consequences, but due to long-unsolved problems of 

internal instability in the fiscal area this happened. The financial crisis has dramatically 

worsened fiscal developments and started the debt crisis in the Eurozone. 

Rescuing each others economy (as in the case of Greece) means for a global increase on the 

cost of debt service for the Eurozone. 
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We compared the development of debt and deficits, which are based on factors such as 

inflation, GDP growth and interest rates. Among these factors, we analyzed the different 

situations in the history of our countries which have in the result an impact on the amount of 

the debt. In all of these factors, the Czech Republic is in a better position. 

Government of the Czech Republic aims to maintain the current level of state 

debt (43% of GDP) and gradually tries to reduce this value. On the contrary, France aims to 

have a state debt below 80% of GDP in 2017. Both countries would like to reach the 3% 

deficit by the end of 2013. The Czech Republic wants to maintain credit ratings at A+ and 

France at AA+. 

In the future, development of the public debt of both countries is not expected to 

decrease significantly. Fulfillment of the convergence criteria will be problematic in the area 

of budget deficits, which can be expected to increase due to the economic crisis and the 

expected economic slowdown. In the Czech Republic, increasing deficits, will be supported 

by planned reforms. France is awaiting for the strategy of the new government… 
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