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Following the Second World War, macroeconomic policy operated within an analytical 

consensus in Europe and North America.  Central banks used monetary policy to 

maintain positive and low real interest rates, and to support fiscal policy.  Fiscal policy 

played a dual role, providing countercyclical output and employment stability over the 

economic cycle, and financing public investment to complement private sector capital 

accumulation in the productive sectors of economies. 

 Today this approach is frequently identified as "Keynesian economics", which 

accurate in the same sense that accepting the validity of the law of gravity makes one a 

"Newtonian physicist", or recognizing that the earth rotates around the sun identifies an 

astronomer as a "Copernican".  The earth does have an orbit around the sun (not vice-

versa).  Objects do fall towards the centre of the earth.  Market economies do not have an 

automatic tendency to full output and employment, so they require countercyclical fiscal 

policy. 

 While physicists continue to endorse the law and gravity and astronomers do not 

challenge that the Earth is planet orbiting the sun, an alarming number of economists 

have abandoned commonsense as well as intellectual rigor to embrace a fanciful 

interpretation of market economies that they automatically hone in on full employment 

and potential output.  Deregulation is closely linked to this mysticism of market 

adjustment in the aggregate.   

Chancellor George Osborne is a committed acolyte of this ideology.  Indeed, he 

has made his own contribution to its metaphysics, the "structural deficit".  Some might 

insist that the Chancellor did not coin this term and was not the first to employ it on the 

field of fiscal warfare.  These are quibbles, because to the Chancellor can be attributed 

the triumph of first inserting this nonsense into respectable discussion, and then nurturing 

it zealously until it dominates discussions of public finances in Britain and Europe. 

By comparison, the EU Treaty on Stability, Coordination and Governance in the 

Economic and Monetary Union, commonly called the Fiscal Pact and currently in process 

of ratification, is very much a Johnny-come-lately user of the concept (first official EU 

use of the term).  From the Chancellor himself to Larry Elliot in The Guardian, the Big 

Idea is that there are "cyclical deficits" that increase and decrease with GDP contraction 

and expansion.  Separate from this is a "structural deficit" that remains when a country's 

economy is operating at full potential (so defined in the Fiscal Pact, see link at end of 

article).  

 This definition is alleged to imply that while a "cyclical deficit" can be eliminated 

by economic expansion, a "structural deficit" requires changes in taxes or expenditures, 

because if you reach full potential you still have it.  There are so many things wrong with 

this Big Idea that it is amazing anyone takes it seriously. 

 First, and by comparison to the others a minor technical point, the Chancellor's 

Big Idea refers to the overall deficit, which includes interest payments on the public debt.  

No professionally reputable financial organization specifies fiscal rules in terms of the 

overall deficit.  The Chancellor might find it useful to read the IMF document, 



Guidelines for Fiscal Adjustment where this is explained in layperson's terms 

(http://www.imf.org/external/pubs/ft/pam/pam49/pam49con.htm) 

The far more serious analytical and practical problem is that to my knowledge no 

one has proposed a rigorous, accurate and broadly accepted method of measuring a 

country's "full potential".  It may be that the Chancellor has a Milton Friedmanite "natural 

rate of unemployment" in mind, which is subjective in the extreme as well as 

theoretically unsound.  But, for a moment I accept the existence of a generally agreed and 

precise measure of full potential, improbable as that is.  Even so, a "structural deficit" 

remains theoretically and practically unsound. 

The Chancellor's story of the structural deficit must go as follows (I assume 

arbitrarily that "full potential" corresponds to four percent unemployment).  Britain 

presently has a deficit of about seven percent of GDP with eight percent unemployment, 

and if we were at four percent unemployment instead of far above it, the Chancellor's 

calculations show that the deficit would be (say) three percent of GDP.  Therefore, 

expenditure cuts are required so that now we can achieve a deficit that would be zero 

should the economy ever reach four percent unemployment ("full potential").   

This is nonsense.  What the deficit might be if suddenly the economy jumped 

from eight percent to four percent unemployment is irrelevant.  The question is, what 

would happen to the fiscal deficit over time as the economy slowly or rapidly expanded 

to reduce unemployment from eight to four percent.  If when the economy reaches the 

lower level of employment the deficit were three percent of GDP, continuing at full 

employment would progressively reduce that deficit toward zero.  The deficit will 

continue to decline because rising productivity increases the "full potential" level of 

output for any rate of unemployment.  To maintain a specified level of unemployment the 

economy must expand, and as it expands tax revenue increases.  With no change in either 

expenditure or tax rules, the deficit must decline. 

The issue is not whether a deficit would exist at some questionably estimated full 

potential.  This involves nothing more than what economics calls "comparative statics".  

If deficit elimination is what the Chancellor seeks, the appropriate question is quite 

different:  what rate of growth will eliminate a fiscal deficit in a reasonable period of 

time?  Then one asks whether that rate of growth is feasible, combined with a policy 

judgment about what is a reasonable time period (a recent paper of mine offers a 

statistical exercise estimating that rate of growth for six euro zone countries, 

http://jweeks.org/2012%20Euro%20Crisis_Weeks%20Rope.pdf). 

 To put it simply, there is no operational definition of "structural deficits" that is 

not grounded in the ideology of austerity.  It is a bogus term consciously employed by the 

Coalition government to obscure policy choices and focus on budget cuts.   

The need for obfuscation becomes obvious when one inspects an official Treasury 

document released January 2012 with the title, "Public Sector Finances Databank" 

(http://www.ons.gov.uk/ons/dcp171778_276550.pdf).  Table A1 of that database informs 

us that the Treasury's measure of the cyclical adjusted deficit for 2010-11 was 7.1 percent 

of GDP.  This deficit is associated with the UK economy 2.8 percent below full potential, 

which the source calls the "output gap".  Further down, the table informs us that when the 

estimated output gap falls to a predicted 0.7 percent in 2016-17, the overall fiscal deficit 

would be 0.6 of GDP.  A bit interpolation using simple arithmetic tells us that these 



official Treasury numbers imply that even by the Chancellor's bone-headed definition, 

when the output gap disappears, the "structural deficit" is ZERO. 

What is going on?  Discussion and debate over public finances in Britain are 

currently driven by a reactionary government that is much further to the right that we 

realize.  In the United States presidential nominee Mitt Romney publicly unveiled the 

extremist nature of the Republican Party by selecting Paul Ryan as his running mate.  In 

Britain the media, even the non-reactionary media, persists with the illusion that this 

government is within the political mainstream, albeit close to the right bank.  It is not.  In 

the Chancellor we have an extremist, intent upon the minimization and marginalization of 

the public sector, and he is well on his way to success.  

 

The proposed Fiscal Treaty: 

http://www.rte.ie/news/2012/0430/eu_fiscal_treaty.pdf 


