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composite index of these government funding privileges, constructed for the purpose of this study, 

shows a rising trend over time, indicating the growing scope of the preferential regulatory treatment of 

(in particular euro area) governments at the EU supranational level. In addition, euro area countries 

facing liquidity strains may apply for conditional official assistance and ECB protection to counteract 

disruptive market forces that threaten financial stability and an even monetary transmission in the euro 

area as a whole. Furthermore, new crisis resolution procedures seek to address an unbearable public 

debt overhang and prevent that taxpayers are again overburdened with the rescue of failing banks.    

As noted above, the secular decline in both short and long-term interest rates gained pace after the 

2008 financial crisis. Chapter 6 reviews the academic debate whether central banks have simply tried 

to keep up with a declining equilibrium interest rate in a context of secular stagnation; or whether a 

monetary policy bias towards suppressing market interest rates was one of the determining factors and 

contributed to boom/bust cycles. The central bank practice of pegging the short-term interest rate was 

followed by a new style of monetary policy consisting of managing the yield curve with the help of 

large-scale public and private sector asset purchases, which is reminiscent of old-style financial 

repression of savers for the benefit of governments. A more detailed analysis of ECB monetary policy 

from the start of EMU until end-2016, distinguishes three episodes: the pre-crisis build-up of 

economic and financial imbalances, the euro area crisis years, and the time of deflation pressures.      

Chapter 7 offers an initial econometric analysis of the channels through which the foregoing monetary, 

financial and public debt management policies contributed to the steadily declining interest burden of 

euro area governments. The theory and empirics can identify the individual role of these public 

policies but not distinguish between secular stagnation and financial repression as a determinant of the 

falling cost of sovereign credit. Although the empirical results are only a first step and must be 

interpreted with great caution, they are nonetheless suggestive of financial repression playing at least 

some role in this process, also given the counterintuitive finding that a lower cost of financing went 

along with a rising public debt-to GDP ratio at the euro area level.              

Chapter 8 concludes that since the 2008 global financial crisis, the sustainability of public debt has 

been a severe constraint on fiscal policies in several euro area countries. This thesis shows that 

national public debt management, EU financial regulation, EMU crisis management as well as ECB 

monetary policy have significantly supported euro area governments in dealing with their fiscal 

predicament. Taken on their own, these public policy measures were targeted at supporting fiscal, 

financial and monetary stability in the wake of the euro area crisis. At the same time, the argument can 

be made that the respective authorities have in fact extensively applied the tools of financial repression 

and thereby contributed to relieving sovereign liquidity and solvency stress. Past experience suggests 

that low-for-long interest rates promote moral hazard on the part of both public and private actors, 

stimulate non-profitable projects and will again lay the foundations for unsustainable output growth 

and an unavoidable correction in the future.   

References to the literature are collected at the end of each chapter.   
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3. Techniques of financial repression to secure the sustainability of public debt   

Financial repression occurs when governments implement policies to channel to themselves funds that 

in a deregulated market environment would go elsewhere. Reinhart et al. (2011, p.22)  

3.1 Introduction 

Financial repression has in the past often served as an instrument for governments to collect revenues 

from the financial and monetary system in order to ease their budget constraint. Governments typically 

applied financial repression techniques as part of a public debt management strategy through which 

they enforced debt sustainability (Alesina, 1988; Aloy et al., 2014; Reinhart and Sbrancia, 2015). The 

corresponding interventions served three fiscal purposes:  

1. to allocate financial resources to the public sector for funding its deficit,  

2. to stabilise public debt-to-GDP by ensuring liquidity and solvency, and if needed, 

3. to redistribute income and wealth towards the government through forcible measures. 

The financial repression tax included, for example, seigniorage income from the inflation tax on real 

money balances (associated with policies promoting households to hold money while accommodating 

higher inflation), interest savings from a cap placed on sovereign bond yields (with the central bank as 

the enforcer), an implicit or explicit tax imposed on the financial and monetary system (such as high 

and unremunerated reserve requirements for banks, a favourable regulatory treatment of sovereign 

bonds and forced investment in government debt at below-market rates), or a confiscation of private 

wealth (via a one-off capital levy, expropriation of assets, or outright sovereign default) which is 

equivalent to a lump-sum tax (cf. Shaw, 1973, p.152).  

The degree of success of financial repression with a fiscal motivation is determined by the proportion 

of funds that is transferred from the financial and monetary system to the public sector (Fry 1997, 

p.74). The revenues from the repression tax may subsequently be redistributed to political elites or 

favoured (state) enterprises in return for particular services and benefits. The diversion of income and 

wealth to the state points to the potential contribution of financial repression to smoothing the tax 

impact of debt shocks, containing self-fulfilling default expectations, and ultimately in resolving a 

debt overhang. These fiscal stabilisation properties make financial repression especially attractive for 

high-debt countries facing liquidity stress and solvency concerns. . 

These short-term positive effects notwithstanding, financial repression with a fiscal motivation also 

entails longer-term negative consequences. For example, a situation of governments managing the 

financial system so as to secure privileged funding also redirects private savings and investments 

which could hurt the proper functioning of the economy. Moreover, a pervasive financial repression 

strategy impairs the ability of financial markets to send disciplinary signals about the soundness of 

fiscal positions, which fuels moral hazard on the part of sovereigns and promotes a debt bias in 

financing public spending. Alm and Buckley (1998) therefore caution against drawing strong 

conclusions from partial analyses of the benefits of financial repression for government revenues. 






























































































































































































































































































































































































































































































































































