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Comment on “The Liquidation of Government Debt” 

Alan M. Taylor39 

It is a pleasure to comment on what is a very thought-provoking paper presented by Reinhart 
and Sbrancia. The motivation for this paper is simple and compelling. As we can see from 
the debt/GDP figure in the paper, we are now living through yet another great debt cycle. 
Previously, developed market (DM) economies experienced synchronized debt cycle peaks 
only in Great Wars and the Great Depression (WW1/1930s/WW2). Emerging market (EM) 
economies experienced debt cycle peaks during global economic downturns (1930s/1980s). 

In a couple of important ways this time is different. In the DM world there is no war, and 
Great Depression 2 was averted, but still debt ratios are climbing at an historically rapid rate; 
and in the EM world there has been a global crisis but you wouldn’t know it, since debt levels 
remain stable, thanks to fiscal rectitude and rapid growth rebounds. The contrast between 
the EM and DM outcomes today is striking, and I also think it would have been quite 
unexpected prior to the crisis. This leads us to think about how the world economy will adjust 
in general, and in particular, how the DM economies are going to cope with their debt 
problems going forward. 

For any economy, if the debt path is to follow a stable course, then we know that a positive 
trend growth of debt/GDP has to eventually slow down or fall. There are only five ways that 
this can happen, an iron law that is well known: 

1. Pay down the debt (slow/reverse the growth of the numerator); 

2. Boost growth (advance the growth of the denominator); 

3. Default (“reschedule,” “reprofile,” or other euphemisms); 

4. Inflate (to lower the real principal payment); 

5. “Financial repression” (to lower the real interest payment). [Note: In their study, the 
authors define “financial repression” to include “directed lending to government by 
captive domestic audiences (such as pension funds), explicit or implicit caps on 
interest rates, regulation of cross-border capital movements, and (generally) a 
tighter connection between government and banks.”] 

Needless to say, the last two only work for domestic currency debts, which is bad luck for the 
Eurozone as long as the ECB sticks to its guns. And all of the last three must be a “surprise” 
relative to the issuance terms of the debt, or else the risks are impounded into the yield. The 
point of this paper is to note that the first two items on this list are economically simple 
(though politically complex), and a great deal of previous research has focused on item 
number three. What we know very little about, especially in quantitative terms, are items four 
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and five, and for that we need to go back and do some empirical work in quantitative 
economic history. 

As with Carmen’s previous work with Ken Rogoff and Vince Reinhart, I am a big fan of that 
long-run approach, and so I find a lot to like in the paper. It is an important first quantitative 
look at a big problem, since the next 10 or 20 years of debates in macroeconomic policy 
circles, as well as in the markets, will be heavily focused on how advanced economies 
manage their debts. The paper also does a great job when it looks at DM and EM economies 
side by side to allow us to compare and contrast the experience of these regions, in the past 
and present. 

However, with that preamble, the discussant’s job is still to wear the skeptic’s hat, so let me 
raise a few concerns about the paper. I aim for these questions to be constructive, since I am 
basically an enthusiast for this type of analysis, and in that spirit I would like to raise six 
issues for consideration. 

1.  Interpreting the time path of the “financial repression tax rate” in 
EM and DM 

I was very surprised by the lack of difference between EM and DM in the magnitude of the 
burden imposed by the “financial repression tax” (FRT) or, as one might put it, the “FRT rate” 
— that is, the extent to which real interest rates went into negative territory in the postwar 
period. Remember that what is called financial repression usually means different things in 
EM and DM economies. In the EM context of the 1950s through the 1970s it usually refers to 
highly distortionary policies which imposed numerous draconian requirements on what banks 
could do, what types of assets they had to hold, and also went so far as to interfere very 
explicitly in the price system of the financial sector, such as by specifying levels or spreads 
for interest rates. In the DM world financial repression was quite different and usually took 
the form of much milder regulations, such as reserve requirements and certain interest rate 
controls which were not (at least until the Great Inflation) all that binding. 

But the real T-bill rate chart shown in this paper implies that, for all the conventional wisdom, 
at the end of the day the FRT rate in both EM and DM worlds followed an almost parallel 
track. I am not sure how to react to that, but I think we do need some guidance. Does it mean 
that the EMs were not as repressed as we thought? Or that the DMs were more repressed 
than we had hitherto suspected? Perhaps not: for example, tax burdens reflect tax bases as 
well as tax rates, so one clarification we would like to see is just how extensive the financial 
repression was in EMs versus DMs. If larger fractions of assets were somehow forcibly 
trapped in low yield vehicles in the EM world, then the net effect might have been more 
distortionary, supposing that in the DM world investors found it easier to reallocate portfolios 
to alternative assets with positive real yields. 

The other thing that leaps out from the real T-bill rate chart is how the intensity of the FRT is 
heavily focused in two periods: first in the postwar inflation of the late 1940s and early 1950s, 
and second in the 1970s inflation episode. Apart from these two periods, at least when we 
use the T-bill real rate, there is not much sign of financial repression at all. This makes me a 
little anxious about the correct interpretation. For example, turning to the 1970s, was that a 
period of deliberate debt retirement via inflation? This is not the usual story that we tell: 
rather we think of the 1970s inflation outcome as just the result of a blundering set of central 
bankers who lost their nominal anchor when Bretton Woods collapsed and then took 20 
years or so to find their way to a workable new regime of inflation targeting. There isn’t an 
agreed upon narrative for that era wherein the alleged intent was to inflate away government 
debt; rather that is seen as simply a side effect of a misguided monetary policy driven by 
other considerations. Indeed, looking at the debt cycle chart in this paper, both DMs and EMs 
were at or near all time low debt/GDP readings in the early 1970s, so even by the logic of 
this paper they had little need to play the inflation trick as a debt management device. 
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That leaves the late 1940s and early 1950s, but the postwar years are a notoriously difficult 
period to interpret and draw general conclusions from. We know, for example, that the 
correlation between debt/GDP levels and economic growth in the 1940s is strong and 
negative and that this drives the result in the long-run sample. But how much of that 
correlation is causation? It is hard to say, but it is likely to be small when one considers that 
other factors, like military demobilization, were also causing economic growth and 
employment to tumble. Omit those peculiar years and this result on growth-debt correlations 
is shown to be far from robust. We must take similar care here too, as the late 1940s pose a 
challenge to anyone seeking an easy interpretation of the FRT, because again the transition 
from war to peace made for disruptions which undermine the ceteris paribus assumption. 
When wartime price controls were lifted, pent up monetary expansion drove up prices 
rapidly. But were these price control policies (or their removal) really a facet of a cunning 
plan to inflate away debt? Or were they just temporary wartime expedients in a command 
economy with unintended and non-generalizable consequences? 

2.  Repression or oligopoly? T-bills versus deposit rates 

My next comment is to note that things do look a lot worse for the FRT rate from the deposit 
point of view, as compared to the T-bill point of view, as the charts in the paper show. Real 
deposit rates certainly were very low and negative in the early period, much more so than 
Real T-bill rates. After 1980, there is greater similarity. This prompted two questions in my 
mind. 

First, we know that the T-bill-deposit rate spread must have been wide in the early period, 
which is what drives this result. But why? And was that a feature of financial repression? 
Alternatively, one can imagine a different but plausible explanation, which is that wide 
spreads in the 1940s and 1950s were mainly a result of noncompetitive and oligopolistic 
banking sectors in the aftermath of WW2. This is certainly the consensus view of the state of 
banking after the war. Here again it would be unfair to blame low deposit rates on a 
supposed financial repression regime, rather than on a non-competition regime within the 
banking industry. 

Second, do we need to worry so much if most of the historical episodes of FRT are taxes on 
deposits rather than on T-bills? After all, isn’t the disciplining investor the so-called bond 
vigilante, not a deposit vigilante? As regards interest rates, T-bills dominate deposits, which 
in turn dominate cash — but this doesn’t lead people to only hold cash and T-bills, because 
from a convenience point of view deposits are better than cash in hand, but still very liquid. 
The bottom line in this era was that deposit rates did look bad, but they were still better than 
cash and were an attractive asset absent competitive alternatives. 

3.  Liquidation events: one-sided censoring and annual inflation noise 

One innovation in the paper is to construct an indicator of “liquidation events” when real 
interest rates turn negative, and to use these events to assign a measure of how often, and 
by how much, debt is being diluted via changes in the price level. I have two major worries 
here. 

The first is that the measure could be biased. It is looking only at the lower tail of real rate 
outcomes, typically those triggered by unusually high inflation rates. But what about the 
upper tail? There are also periods when real rates are unusually high, as when inflation 
comes in lower than normal. These are “anti-liquidation” events when the investor gets not 
less, but more than they bargained for. But if we only look at the lower tail, without 
considering the offsetting events in the upper tail, we risk only seeing half the picture, and we 
may overstate the extent of the problem of debt being inflated away. 
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Second, as a more technical point, I do worry that when we deflate by annualized inflation 
rates, we are picking up a lot of volatility in the inflation data. There is of course a robust 
debate right now about core versus headline CPI, with claims that transitory shocks to things 
like commodity prices should not play any serious part in an investor’s decisions, just as they 
should not play any serious part in a central bank’s monetary policy decision. Otherwise the 
investor, and the central banker, will be reacting to noise rather than signal. In this paper, 
since zero is used as a cutoff for real interest rates, anything that increases the volatility of 
inflation (given the path of nominal rates) will create more “tail events” where the real rate 
breaks through the zero barrier. My preference here would be to smooth out the CPI by using 
MA3 or MA5 filters, or else I fear we are overstating the extent of these liquidation events, 
and imparting even greater bias given the decision not to compute the anti-liquidation events 
in the opposite tail. 

Better still, as the authors admit, it would be preferable not to use the arbitrary zero level of 
real rates as the threshold value for a “liquidation” or FRT event. Instead, we should be 
comparing the real rate to the investor’s reservation value for the real return, and seeing 
when a “big enough” wedge opens up between the two. The problem is that the reservation 
rate isn’t observed, which brings me to my next point. 

4.  The investor’s reservation real rate: financial repression versus 
the fear factor 

Bringing up the question of the investor’s reservation real rate leads naturally to a much 
deeper concern. Not only is this reservation value unobservable, it is also likely to be time 
varying, and could swing to very low values in crisis periods. 

For example, as we have seen since the events of 2008, in times of distress or panic 
investors will quite happily accept zero or negative real rates as the price of “security” (e.g., 
after a realization that there is a “shortage of safe assets”). A good analogy here is with the 
annual fee for my safe deposit box: this fee imposes a cost, a negative return, on any 
valuable I put in my box. Even so, in a scary environment of uncertainty this might be a small 
price to pay for the reassurance that, in a year’s time, when I go back, my valuables will still 
be there. By the same token, in recent years we have occasionally seen nominal T-bill yields 
go briefly negative, which is only conceivable if investors are very scared indeed, to the point 
that even zero-yield cash in the bank looks risky. 

I think this is potentially a big issue for the paper – history shows that when uncertainty 
shocks hit, real rates always drop, and this is indicative of investor fear, and is not a reliable 
symptom of financial repression. For example, we have low real rates now (T-bill rate minus 
CPI inflation rate < 0 for an extended period). Are we in a financial repression episode since 
2008? Not really. We are in an ongoing era of uncertainty, with investors still in a flight to 
safety. Whilst some potential for financial repression lurks in changes in rules that are set to 
arrive in the future (e.g., new liquidity standards for banks under Basel or national rules) we 
are not there yet. 

Now let’s go back and look at those two critical periods when the paper argues that the FRT 
was mainly operative, the 1940s/50s and the 1970s. Is it possible that these periods are 
being misinterpreted as episodes of financial repression? Were they instead eras of 
uncertainty which led fearful investors to be more inclined to hold truly safe assets, bidding 
down real and nominal yields? I think the answer might be yes. 

Was there fear and uncertainty in the 1940s/50s? Yes: the end of WW2 was fresh in the 
mind, the Korea conflict erupted, the Cold War heated up, and the Great Depression cast a 
long shadow with powerful memories of banking/currency/solvency crises. Was there fear 
and uncertainty in the 1970s? Yes: there were wars in Vietnam and the Middle East and 
elsewhere, as well as a rise in terrorism, there were oil shocks, there were episodes of 
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financial crisis for the first time since the 1930s, the world’s fixed exchange rate system blew 
up and macroeconomic instability returned to the fore. For sure, a more quantitative study 
would be needed to relate these uncertainty shocks to changes in real yields, but the 
correlation is at least suggestive, and warns us that what is being used as a financial 
repression tax measure in this paper could be measuring something else.  

5.  Financial regulation sounds better than financial repression 

Finally, I make two minor and somewhat obvious comments. The first of these is that we 
must be wary of confusing financial repression (which sounds like a terrible thing) with 
financial regulation (which sounds a good deal more wholesome). In the context of current 
debate on how to better regulate the financial sector after the recent debacle, it is entirely 
understandable that authorities have decided that banks and other entities were given far too 
much leeway to pursue activities that were not only self-destructive, but also destructive of 
the wider economy in the case of systemically important institutions. 
Thus, for example, Alan Greenspan had to confess after the crisis that there was a “flaw” in 
his prior belief that self-interest would prevent excessive and damaging risk taking. Thus, in a 
world with ample scope for negative spillovers among financial institutions and from there to 
the macroeconomy, the rationale for tighter capital and liquidity standards appears 
uncontroversial. Clearly, regulators will act, and the requirements that financial entities hold 
more safe and liquid government debt will increase. But we have to ask: Is this some evil plot 
to force debt into private hands, or just eminently sensible prudential regulation? If it is only 
the latter, the policy is perhaps not best described as pure, outright financial repression. 

6.  Too much finance? 

My final comment is simply to say that even if we think that from the 1940s to the 1970s 
there were episodes of financial repression, in DM as well as EM economies, what was so 
bad about that period and how damaging were the policies for real outcomes? 
Whether we call it financial repression, lack of competition, tough regulation, the fact remains 
that the 1945 to 1975 era was a glorious period of economic growth in the advanced 
countries, as well as in many emerging economies. It was a time of rapid economic growth, 
with the allocation and mobilization of large amounts of capital, generalized macroeconomic 
and financial stability, sustained real wage growth and low unemployment. For good reason, 
it is a time remembered glowingly through terms such as The Golden Age, Les Trente 
Glorieuses, and so forth. In marked contrast, the subsequent thirty-some year period from 
1975 to the present has been one of financial liberalization, but at the same time has seen a 
pronounced slowdown in growth and capital accumulation, more financial crises, real wage 
stagnation, and elevated unemployment. 
Thus, since the crisis, there has been growing skepticism as to the real benefits of financial 
innovation over the last few decades (cf. Paul Volcker’s reference to the ATM). Correlation 
isn’t causation, but the ground has shifted. There is more of a case to answer, and further 
empirical work is needed. It may be that at high levels of financial repression (e.g., parts of 
the EM world) the economic drag is significant, but too much liberalization may increase the 
risks of crises without generating sufficient offsetting benefits in terms of enhanced economic 
efficiency or growth prospects. 

Summary 

To conclude, in all this was a very provocative paper, on an important subject about which 
we have much to learn. 
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