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the EMU countries but Finland fiscal policy would have been sustainable over the whole period, with the primary surplus
responding positively to the debt-GDP ratio, which would be indicative of the prevalence of a Ricardian or MD regime. On the
contrary, in the case of Finland the primary surplus would not show a significant response to the debt-GDP ratio, pointing to the
possibility of a non-Ricardian or FD regime.

However, in equilibrium, the fiscal solvency condition holds under both the MD and FD regimes; and the difference
between them would come from how fiscal sustainability is achieved, i.e., through the endogenous adjustment of the
primary budget surplus in the MD case, or through the endogenous adjustment of the price level in the FD case. For that
reason, in order to distinguish between the two regimes, we next performed Granger-causality tests between primary
surplus and debt, but the results from the tests did not allow us to achieve any firm conclusion about the prevalence of
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Fig. 2. Response of debt/GDP to surplus/GDP from an estimated VAR.
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Fig. 2 (continued).

either a MD or a FD regime. In addition, we also tested for the eventual presence of structural breaks in the estimated
long-run relationships, finding some evidence of instability in most cases, with the main exceptions of Germany and
Greece.

Finally, we also provided some additional results using the VAR methodology, by computing the impulse-response functions of
the debt-GDP ratio to innovations in the primary surplus-GDP ratio. While the debt-GDP ratio was found to decrease in all
countries following a positive shock to the surplus-GDP ratio, somewhat different results appear again for Finland, where the
debt-GDP ratio tended to come back to its initial level after the ninth year.

To conclude, although we have found no clear evidence supporting the FTPL in the EMU case, it should be recalled the
prominent role to be played by fiscal policy in EMU as the main instrument available to individual countries when dealing with
asymmetric shocks. In fact, the main assertions of the FTPL would seem rather extreme and have been somewhat softened later on
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by some of their main proponents (see, e.g., Woodford (2003)). In any case, fiscal policy appears to have important effects on
achieving macroeconomic stability, which has recently called for the introduction of rules on fiscal policy, such as the Pact for
Stability and Growth in the case of EMU.

Notice indeed that the new scenario given by EMU and the Pact for Stability and Growth should strengthen the response of the
primary surplus to debt, in order to keep the budget not far from equilibrium, and guarantee the long-run solvency of fiscal policy
(European Central Bank, 2004). Our findings, however, would point to an ease in last years, of the fiscal stance in some countries
that exhibit fiscal solvency over the whole period; this would be the case of Austria, Belgium, Ireland, Italy, and the Netherlands.
Finally, it is still possible that fiscal authorities could behave in a non linear fashion, so that fiscal solvency might hold in some
periods, but not in others. In particular, an extension of the analysis in this paper could make use of the methodology applied in
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Bajo-Rubio et al. (2004, 2006), where significant nonlinear effects were found for Spanish fiscal policy, assuring notwithstanding
its long-run sustainability.
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