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Government debt

Putting on weight

Governments can borrow more than was once believed

IF PEOPLE KNOW one thing about the
thinking of John Maynard Keynes, who
more or less founded macroeconomics, it
is that he was in favour of governments
borrowing lots of money, at least under
some circumstances. The “New Keynes-
ian” orthodoxy that evolved from his work
in the second half of the 20th century was
much less liberal in this regard. It put less
faith in borrowing’s purported benefits,
and had greater concerns aboutits dangers.
The 2010s saw the pendulum swinging
back. In large part because they feel bereft
of other options, many governments have
borrowed heavily—and as yet they have
paid no dreadful price. Can this go on?
Keynes's ideas about borrowing reflect-
ed his view of recessions—and in particu-
lar, the Depression of the 1930s, during
which he wrote “The General Theory of Em-
ployment, Interest and Money”’—as Vi-
cious circles. Recessions come about when
the economy is hit by a sudden rise in the

desire to save money; such desires lead to
lower spending, which leads to more un-
employment, which leads to yet less
spending, and so on. If the government
borrows enough to offset lower private
spending with increased spending of its
own the circle can be broken—or stopped
from getting going.

Most early Keynesians assumed that the
deficits caused by borrowing to stimulate
the economy would be temporary; after
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borrowing more than they raised in taxes
in order to provide a fiscal stimulus, gov-
ernments would be able to raise more in
taxes, and thus pay off their debts, in the
good times that followed. Some, though,
suspected that the structure of the ad-
vanced economies of the 1930s might mean
they were low on demand even in the good
times, and that a permanent deficit might
be necessary to keep the economy going at
arate that minimised unemployment.

Debates about the proper role of fiscal
stimulus becameless urgentin the decades
after the second world war, as robust eco-
nomic growth eased worries that demobil-
isation might bring a return of Depression-
like conditions. Faith in Keynesian ortho-
doxy was further shaken by the economic
developments of the1970s and 1980s. Some
economists began to argue that the public
would eventually adjust to stimulus mea-
sures in ways that weakened their impact.
Robert Barro, a leading proponent of this
“rational expectations” approach, argued
that a fiscal stimulus paid for by borrowing
would see households spend less and save
more, because they would know that tax
rises were coming. This decreased private
spending would then offset the increased
public spending. f

Linked to, but broader than, such aca-
demic questions was the fact that, by the
1970s, the ways in which Keynesian gov-
ernments had been running their econo-
mies seemed to have failed. A trifecta of
slowing growth, soaring inflation and high
unemployment brought the idea of gov-
ernments being able to avoid recessions
through stimulus into disrepute.

The new orthodoxy was that govern-
ments should instead rely on monetary
policy. When the economy slowed, mone-
tary policy would loosen, making it cheap-
er to borrow, thus encouraging people to
spend. Government borrowing, forits part,
should be kept on a short leash. If govern-
ments pushed up their debt-to-GDP ratio,
markets would become unwilling to lend
to them, forcing up interest rates willy-nil-
ly. The usefulness of monetary policy de-
manded a sober approach to fiscal policy.

The 2000s, however, saw a problem
with this approach beginning to become
plain. From the 1980s, interest rates had
been in along, steady decline. By the 2000s
they had reached historical lows. Low rates
made it harder for central banks to stimu-
late economies by cutting them further:
there was not room to do so. The global fi-
nancial crisis pushed rates around the
world to near zero.

Governments experimented with more
radical monetary policy, such as the form
of money printing known as “quantitative
easing”. Their economies continued to un-
derperform. There seemed to be room for

new thinking, and a revamped Keynesian- »»
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» ism sought to provide it. In 2012 Larry Sum-
mers, a former American treasury secre-
tary, and Brad Delong, an economist,
suggested a large Keynesian stimulus
based on borrowing. Thanks to low interest
rates, the gains it would provide by boost-
ing the growth rate of GDP might outstrip
the cost of financing the debt taken on.

In the following year Mr Summers fol-
lowed some 1930s Keynesians, notably Al-
vin Hansen, in suggesting that borrowing
in order to stimulate might be needed not
just as an occasional pick-me-up, but as a
permanent part of the economy. Hansen
had argued thatan ageing populationand a
low rate of technological innovation pro-
duced a long-term lack of demand which
he called “secular stagnation”. Mr Sum-
mers took an updated but similar view. Part
of his backing for this idea was that the
long-term decline of interest rates showed
apersistent lack of demand.

Way down we go

Sceptics insisted that such borrowing
would drive interest rates up. But as the
years went by and interest rates remained
stubbornly low, the notion of borrowing
for fiscal stimulus started to seem more
tenable, even attractive. Very low interest
rates mean that economies can grow faster
than debt repayments do. Negative interest
rates, which have been seen in some coun-
tries over recent years, mean that the
amount to repay will actually be less than
the amount borrowed.

Adherents of “Modern Monetary The-
ory” (MMT) went further than this, arguing
that governments should borrow as much
as was needed to achieve full employment
while central banks focused simply on
keeping interest rates low—a course of ac-
tion which orthodox economics would ex-
pect to promptly drive up inflation. Cur-
rently MMT remains on the fringes of
academic economics. But it has been em-
braced by some left-wing politicians; Sena-
tor Bernie Sanders, the candidate beaten by
Joe Biden for the Democratic nomination,
counted an MMT enthusiast, Stephanie
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Kelton of Stony Brook University, among
his chief advisers.

The shift in mainstream thinking on
debt helps explain why the huge amounts
of government borrowing with which the
world has responded to the pandemic has
not worried economists. But now that gov-
ernments have, if only for want of an alter-
native, become more willing to take on
debt, what should be their limit? Foran em-
pirical answer, itis tempting to considerJa-
pan, where the ratio of net public debt to
GDP stood at154% prior to the pandemic.

If Japan can continue to borrow with
that level of debt, it might seem that coun-
tries with lower levels should also be fine.
But this ignores the fact that if interest
rates stagger back from the floor, burdens a
lot smaller than Japan’s might become per-
ilously unstable. There is no immediate ac-
count for why this might be likely. But that
does not mean it will not happen. And gov-
ernments need to remember that debt tak-
en on at one interest rate may, if market
sentiment changes, need to be rolled over
atamuch higher one in times to come.

Given this background risk, govern-
ments ideally ought to make sure that new
borrowing is doing things that will provide
alasting good, greater than the final cost of
the borrowing. If money is very cheap and
likely to remain so, this will look like a fair-
ly low bar. But there are opportunity costs
to consider. If private borrowing has a high
return and public borrowing crowds it out,
then the public borrowing either needs to
show a similarly high return or it needs to
be cut back.

At the moment private returns remain
well above the cost of new borrowing in
most places: in America, for instance, the
earnings of corporations are generally high
relative to the replacement cost of their
capital. This makes it conceivable that re-
sources used by the government would
generate a greater level of welfare if they
were instead mobilised by private firms.

But it does not currently look as though
they would be. Despite the seemingly high
returns to new capital, private investment
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in America is quite low. This suggests ei-
ther that there are other obstacles to new
investment, or that the high returns on in-
vestment reflect an insufficient level of
competition rather than highly productive
companies.

Both possibilities call for government
remedy: either action aimed at identifying
and dismantling the obstacles to invest-
ment, or at increasing competition. And
until such actions produce greater invest-
ment or lower returns, the case for govern-
mentborrowing remains quite strong. This
is even more the case for public invest-
ments which might in themselves encour-
age the private sector to match them—
“crowding in”, as opposed to crowding out.
Investment in a much better electricity
grid, for example, could increase invest-
ment in zero-carbon generation.

In the long run, the way to avoid having
to borrow to the hilt is to implement struc-
tural changes which will revive what does
seem to be chronically weak demand. Un-
fortunately, there is no consensus over
why demand is weak. Is technological pro-
gress, outside the realm of computers and
communications, not what it was? Is in-
equality putting money into the hands of
the rich, who are less likely to spend their
next dollar, rather than the poor, who are
more likely? Are volatile financial markets
encouraging precautionary saving both by
firms and governments? Is the ageing of
the population at the root of it all?

Making people younger is not a viable
policy option. But the volatility of markets
might be addressed by regulation, and a
lack of competition by antitrust actions. If
inequality is at the root, redistribution (or
its jargony cousin, predistribution) could
perkupdemand. Dealing with the structur-
al problems constraining demand would
probably push up interest rates, creating
difficulties for those governments which
have already accumulated large debt piles.
But stronger underlying growth would
subsequently reduce the need for further
government borrowing, raise GDP and
boost tax revenues. In principle that would
make it easier for governments in such sit-
uations to pay down their increased debt.

The new consensus that government
borrowing and spending is indeed an im-
portant part of stabilising an economy, and
thatinterest rates are generally low enough
to allow governments to manage this task
at minimal cost, represents progress. Gov-
ernment borrowing is badly needed to deal
with many of the world’s current woes. But
this consensus should ideally include two
additional planks: that the quality of defi-
cit-spending still matters, and that govern-
ments should prepare for the possibility of
an eventual change in the global interest-
rate environment—much as 2020 has
shown that you should prepare for any
low-probability disaster. m



