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Abstract

The goal of this paper is to investigate effects of fiscal policy on output as a response
to an external shock at different levels and currency compositions of public debt. Central to
our analysis is the mutual relationship between sovereign risk and public debt on the one
hand, and the linkage between sovereign risk and private credit spreads on the other. We
show that fiscal austerity is ‘conducive to real economic activity when initial government
debt is high, its foreign currency share is important, and the link between sovereign and

corporate spreads-is strong.
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