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This talk has four parts

• Changing our minds

• Multipliers at the zero lower bound 
to nominal interest rates

• Hysteresis and the consequences of 
expansion/austerity for debt-to-
annual-GDP ratios

• Understanding “normalization”
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Changing our minds

• Starting from Taylor (2000)

• Moving away in six stages

• Not yet clear that we have had the 
last stage
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What we thought in 2007

• Near-consensus support of John Taylor's (2000) 
argument that aggregate demand management was the 
near-exclusive province of central banks

• Five reasons for near-consensus:

• The problem of legislative confusion.

• The problem of legislative process.

• The problem of implementation.

• The problem of rent-seeking.

• The fact of superfluity.

• Monetary policy was strong enough to do the job. 
Fiscal policy was simply not necessary.
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The reasons for the shift

• Today central bankers like Federal Reserve 
Chair Bernanke (2013) are asking for help 
by fiscal authorities. What caused this shift? 

• Standard monetary policies have proven 
inadequate.

• Under current conditions, the likelihood 
of monetary policy offset of 
discretionary fiscal policies is low.

• What are the limits on the appropriate use 
of discretionary fiscal policy?
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The first three stages in 
evolution 

• Zero lower bound reached: conventional monetary policy not 
powerful enough.

• Worries about non-standard monetary policy on large 
scale

• Deleveraging and price adjustment processes slower than 
expected: no quick exit from liquidity-trap; debate about the 
relative effectiveness of discretionary fiscal policies and 
unconventional monetary policies over the medium-term

• Concerns that discretionary fiscal policies would lead to higher 
long-term interest rates and widening interest rate spreads.

• European financial crises and runs on government bond 
markets.

• Option of additional fiscal expansion limited to “credit-
worthy” sovereigns.
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The second three stages 
in evolution 

• Concerns that delaying fiscal consolidation would raise 
risks--long-term inflation, financial repression and/or slower 
potential growth as debt/GDP rose into “danger” zone

• Recognition that the collapse of risk tolerance in the private 
sector was persistent and of the strength of the demandfor 
the debt of credit-worthy sovereigns:

• What’s different about discretionary fiscal policy in 
balance –sheet recessions?

• Recognition of larger short and long-term benefits:

• Larger than expected multipliers

• Hysteresis effects and the possibility of self-financing 
fiscal expansion
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Multipliers

• Multipliers away from the zero 
lower bound are very low

• But what can we say about 
multipliers at the zero lower 
bound to nominal interest rates?
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New evidence

• Multipliers are state-dependent and nonlinear; they vary over the business 
cycle, are significantly larger during downturns than in expansions and are 
significantly larger than previously thought.

• Multipliers depend on monetary policy: they are larger when there is no 
monetary policy offset and when interest rates are near zero lower bound.

• Multipliers vary across countries and are smaller when governments 
confront borrowing constraints and are not deemed credit-worthy by 
markets

• Multipliers are larger when private actors face credit constraints and their 
spending depends more on current income than on expected future 
income.

• Cross-border multiplier effects can be significant.  The size of the effects 
depends on the intensity of trade between countries and their overall 
openness to trade.  There are larger cross- border multiplier effects when 
both the source country for expansionary fiscal policies and the recipient 
country have recessionary conditions.
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Multipliers Certainly 
Don’t Look Small
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Mark Zandi’s 
fiscal stimulus 
multipliers

Source: Written Testimony of Mark Zandi before the Joint Economic 
Council, ““Bolstering the Economy: Helping American Families by 
Reauthorizing the Payroll Tax Cut and UI Benefits,” February 7, 2012.

8

Saturday, June 8, 13



Discretionary spending 
policies 

• Government purchases of goods and services 
have largest spending multipliers.

• The multiplier for government investment 
spending is larger than that for government 
consumption spending.

•  Government investment spending on programs 
like infrastructure and research boosts demand in 
short run and growth potential in long run.

• Government investment spending encourages 
private investment, mitigating the “crowding out” 
effect.
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Employment effects of tax 
cuts by AGI

Zidar Estimates of Employment Effects of Stimulus Ranked by AGI Decile 
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Balance-sheet recessions

• What if the macro problem facing developed economy is a 
shortage of assets perceived to be safe?

• The result is a “balance sheet” recession in which 
private agents cut their spending below their income 
and deleverage until they have adequate holdings of 
assets perceived to be “safe”;

• According to balance-sheet interpretation, the slow 
recovery from 2008 financial crisis is the result of two 
factors: the disappearance of financial assets previously 
thought to be safe and an increase in the demand for safe 
assets.

• Both expansionary monetary policies and expansionary 
fiscal policies have limited effectiveness in a balance 
sheet recession.
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“Hysteresis”

• The longer the economy operates far below its capacity, the slower 
the growth in its future capacity as a result of:

• Erosion of worker skills and experience

• Foregone business investment

• Diminished risk-taking and entrepreneurship

• Keynes: in a time of unutilized resources “the game of hazard which 
[the entrepreneur] plays is [then] furnished with many zeroes…”

• In the words of Chairman Bernanke: “High unemployment has 
substantial costs…  the harm done to the vitality and productive 
potential of our economy as a whole….The loss of output and 
earnings associated with high unemployment also reduces 
government revenues and increases spending, thereby leading to 
larger deficits and higher levels of debt.”

•  How large are these links? We do not know.
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The lost decade
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10-year nominal yields
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Self-financing fiscal 
expansion?

• De Long/Summers (2012) find that for 
reasonable values of key parameters 
consistent with current US economic 
conditions--the multiplier, the real 
government borrowing rate, the 
deadweight loss from future tax revenues 
to service additional government debt and 
the size of the hysteresis coefficient—
increases in government spending are self-
financing, that is, they pay for themselves in 
the long run.
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Fiscal Profligacy as the Real 
Effective “Austerity”?

• Spend $1

• Gotta then finance (r-g)

• or then buy back the debt for cash and make sure that banks are 
happy holding the extra cash

• At worst, then, financing takes the form of:

• Δτ = (r-g) - τη ; (η = dYf/dG)

• g=2.5%/yr; τ=0.33; η=0.2, π=2.5% :: r+π > 11.6%/yr

• g=2.5%/yr; τ=0.33; η=0.1, π=2.5% :: r+π > 8.3%/yr

• g=2.5%/yr; τ=0.33; η=0.0, π=2.5% :: r+π > 4.5%/yr

• Gotta believe in some “unknown unknown”

• Because you can always buy back the debt for cash, and can 
always make sure that banks are happy holding the extra cash via 
“financial repression”--which is not so bad on the hierarchy of 
economic catastrophes...
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Nominal Treasury and GDP 
Growth Rates since 1790
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Treasury Debt as a Profit 
Center For the Government?
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Normalization

• Four risks/costs of high and rising public debt:

• “Crowding out” of private debt and private 
investment

• “Uncertainty crowding-out” effects of uncertainty 
about future fiscal policies on private investment.  

• Erosion of market confidence in credit-worthiness 
of sovereign borrowers and heighted risk of 
financial crises in markets for public debt.

• Reduction in budgetary flexibility or “fiscal space” 
for governments to deal with future adverse 
shocks or to finance spending on desired goals 
without jeopardizing long-run fiscal sustainability.

Saturday, June 8, 13



Exit from ZLB Before 
Labor-Force Normalization?

• Stein-Feldstein-George

• Banks need to make 3%/yr on assets, thus will reach for yield--sell 
unhedged out-of-the-money puts to report profits

• Modal scenario is US Treasury interest rates normalize in five years

• Normalize not to 4%/yr but, with high debt, 6%/yr

• That’s a 36% capital loss on bank and shadow bank holdings of 10-yr 
Treasuries--and other securities of equivalent duration.

• But...

• Is the best way to deal with a “bond bubble” really to load more of 
the risk of bubble collapse onto highly-leveraged institutions?

• Is the best way to take steps to reduce the fundamental value of 
assets that you fear might experience price declines?
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Three Scenarios for 
Normalization

• Fiscal dominance: (r-g)D/P = σY, where σ is the 
maximum primary-surplus share of GDP the 
political system will allow

• Hence: P = (r-g)D/(σY)

• Financial repression to keep r < g

• “Macroprudential” regulation assisted by SWFs and 
other non-market actor investments

• “Normalization” of interest rates never comes:

• Japan: multiple lost decades

• Equity premium up, hence “risk-free” rate down, hence r 
< g for Treasury debt without aggressive policies
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Debt and growth?

• Recent studies find negative correlation between public debt/GDP 
ratios and economic growth, but causality is not demonstrated.  

• Is a debt/GDP ratio of 90% a tipping point beyond which economic 
growth falls sharply? 

• There is a negative correlation between public debt burdens over a 5 
-year period and subsequent growth during the next five years.  But 
no tipping point. And effects are modest—increasing the debt/ GDP 
ratio from 50% to 150% reduces growth by 0.6 percentage points per 
year and controlling for country effects cuts size of this effect in half.

• Bernanke: “Neither experience nor economic theory clearly indicates 
the threshold at which government debt begins to endanger 
prosperity and economic stability.”  MUCH MORE RESEARCH IS 
NECESSARY!!
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Three Interesting 
Periods

• Post-World War II running-down of the debt-to-annual-GDP 
ratio

• Greenspan and Clinton in 1993

• George W. Bush

• My faction’s confident prediction that breaking the work of 
the Clinton administration would produce a sharp rise in 
interest rates

• But: global savings glut

• Carmen Reinhart: “After 1998, the central banks of the 
world are the equivalent for the U.S. of Japan’s inertial 
postal savers”
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Debt and growth since 
WWII
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Fiscal Dominance

• (r-g)D/P = σY

• where σ is the maximum primary-
surplus share of GDP the political system 
will allow

• Hence: 

• P = (r-g)D/(σY)
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Financial Repression
• Financial regulation to keep r < g

• Hence no explicit primary surpluses required

• Financial repression a tax on bankers and shadow 
bankers (creating a captive demand for low-yielding 
securities)

• Financial repression a tax on all savers (as bankers and 
shadow bankers pass through the costs)

• Financial repression a tax on unlucky savers (whose funds 
are invested by government fiat in low-yielding securities)

• Flies under the flag of “macroprudential regulation”

• What are the growth effects of financial repression?

• We really do not know
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Reinhart-Rogoff on 
Financial Repression

• “Directed lending to the government by captive 
domestic audiences (such as pension funds or domestic 
banks), explicit or implicit caps on interest rates, 
regulation of cross-border capital movements... public 
ownership of some of the banks or through heavy 
‘moral suasion’... high reserve requirements (or liquidity 
requirements), securities transaction taxes, prohibition 
of gold... placement of significant amounts of 
government debt that is nonmarketable. In principle, 
“macroprudential regulation” need not be the same as 
financial repression, but in practice, one can often be a 
prelude to the other...”
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Gnawing Away at the Reinhart-
Reinhart-Rogoff Coefficient

• Starts out at 0.06% point/year growth reduction from moving 
debt from 75% to 85% of annual GDP

• With a multiplier of 2.5 and a 10-year impact we’re 
comparing a transitory 25% of a year’s GDP boost to a 
permanent 0.6% decline

• Incorporate era and country effects: down to 0.3% points/year

• D/Y has a numerator and a denominator--to some degree high 
debt-to-annual-GDP is a sign that something is going wrong with 
growth

• We would expect high interest rates to discourage growth

• How much is left hen we consider countries with low interest 
rates where high debt-to-annual GDP is not driven by a slowly-
growing denominator? 0.02%/year for a 10% point increase in 
debt-to-annual-GDP? 0.01%/year?
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Reinhart-Reinhart-
Rogoff: The Arithmetic
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Interest Rate Normalization 
Never Comes

• The Japanese example:

• Multiple lost decades

• Continued shortage of attractive investment 
vehicles

• Hence demand for Treasuries surges beyond 

• Equity premium

• High spread means not only (relatively) low equity 
P/E ratios, but also low “risk-free” rate 

• Olivier Blanchard (1998): salience of the 1970s 
over the 1930s means that the equity premium is 
going away

• But now?
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Uncertainties and 
tradeoffs

• The policy challenge for credit-worthy sovereigns 

• More discretionary fiscal support now means a stronger 
recovery now and faster potential growth in the future, given 
large multipliers, low interest rates and accommodative 
monetary policies.  But more discretionary fiscal support 
now also means a larger government debt and its attendant 
risks.

•  The US “has the opposite of what we need.” (Dudley 2013)

• Too much fiscal contraction now.  Fiscal actions in current 
law cut 1.5 PP from 2013 GDP growth.

• No agreement on long-term plan to stabilize and then reduce 
debt/GDP ratio gradually as the economy recovers to its 
potential.
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Blanchard: “Unknown 
Unknowns”

• “The higher the debt, the higher the probability of 
default, the higher the spread on government bonds.... 
Higher uncertainty about debt sustainability, and 
accordingly about future inflation and future taxation, 
affects all decisions. I am struck at how limited our 
understanding is of these channels....”

• “At high levels of debt, there may well be two 
equilibria... A ‘bad equilibrium’’ in which rates are high, 
and, as a result, the interest burden is higher, and, in 
turn, the probability of default is higher.  When debt is 
very high, it may not take much of a change of heart by 
investors to move from the good to the bad 
equilibrium...”
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And Mervyn King’s 
Worry...

• It led him to support the Tory-Salad austerity coalition even with a 
limited ability of monetary policy to offset fiscal contraction

• June 2010: “I know there are those who worry that too rapid a fiscal 
consolidation will endanger recovery. But the steady reduction in the 
very large structural deficit over a period of a parliament cannot 
credibly be postponed indefinitely. If prospects for growth were to 
weaken, the outlook for inflation would probably be lower and 
monetary policy could then respond. I do, therefore, Chancellor 
[Osborne], welcome your commitment to put the UK’s public 
finances on a sound footing. It is important that, in the medium term, 
national debt as a proportion of GDP returns to a declining path...”

• The fear is that debt accumulation destroys the middle ground 
between a depressed-economy liquidity trap and a full-fledged 
sovereign-debt crisis
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