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Fiscal capacity without the bling 

In this note I summarize Olivier Blanchard’s 2019 Presidential Address to the American Economics 
Association (AEA), delivered on January 4 in Atlanta.  Blanchard’s lecture argues that US fiscal capacity 
is probably still ample. 

This closely fits my own take on the issue, which is no surprise, given that my perspective has been 
heavily influenced by Blanchard’s earlier research and by that of others working within the same 
framework.  Those ideas are much older than my embrace of them and can be traced back at least to the 
early 1990s. But for them to be the subject of the AEA presidential address is perhaps symbolic of their 
having become conventional, among policy-related academics as well as among pure theorists who 
perhaps got there a bit more quickly.  

Blanchard’s main point is that in the United States the interest-growth gap is negative, with the real rate of 
interest on the federal debt comfortably below the economy’s growth rate — and likely to remain so.   1

This condition significantly increases both US fiscal capacity and the welfare case for delivering fiscal 
stimulus when the economy is depressed or at the zero lower bound on interest rates, as is likely to be 
the case during the next economic recession.  

Happy times for fiscal policy analysis 
 

Former IMF chief economist and good representation of sensible consensus suggests fiscal deficits “not so bad.” 
Source: AEA 

 Blanchard does not actually use the term “interest-growth” gap, in part because his modeling work assumes away growth, in the 1
interest of simplicity but without loss of generalizability.  He refers, rather, to the risk-free discount rate being above or below 1, 
corresponding to a real interest rate above or below zero. But the term “interest-growth” gap is used by other economists working 
within the same framework, and I adopt it here.  
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At this point, markets are obviously not particularly focused on what tools policy makers will use to deal 
with the next recession.  The debate is much more about the probability of recession developing.  My 
effort at a contribution to that debate is to point out that the nearby recession risk is not particularly 
elevated, but that it has risen and that the perceived risk seems likely to increase further over the coming 
quarters.  The reason is that the Fed now seems to have little choice but to guide aggregate demand 
growth substantially lower to respect increasingly-binding constraints in the labor market.  As growth cools 
from above 3% to below 2%, concerns over the stall speed are likely to develop.  When they do, such 
concerns may actually be worth fading, but it is still a bit early for that. 
  
To avoid the risk of trying to look around too many corners, I have tried to keep this note tolerably brief, 
even to the point of making bald assertions and glossing over important technical debates.  But there are 
two basic practical points to emphasize here.   

First, the steepening trajectory of the federal government debt is probably not a major worry for either the 
bond market or for the real economy —  through Ricardian effects.  This is consensus, as you have no 
doubt noticed.   

Second, come the next recession, the US will probably have the fiscal capacity to deliver significant 
stimulus, and without resort to bling like helicopter drops.  However, that is definitely not to say that fiscal 
policy will play a major role in the next economic recovery, because there is very little reason to believe 
that policy makers in DC will act sensibly on this issue.  As the former director of the CBO, Douglas Holtz-
Eakin, once put it memorably, the United States does not have fiscal policy: it has only fiscal results. And 
they are much more a function of tribal warfare than of calm deliberations on what is optimal.  

There is a case for optimism around the wake of the next recession.  There is a good chance that we 
enter that downturn before major real-side imbalances have developed, which means the process of 
correcting the imbalances may be short lived.  Meanwhile, a key lesson from the Global Financial Crisis is 
that the influence of the lower bound on interest rates is likely to slow recovery but not to engender a self-
reinforcing deflationary collapse.  (It is easy to forget that that was actually a worry even after the financial 
system was stabilized in early 2009.)  It is just that these are much more matters of good luck — if I have 
the right take — than a comment on US fiscal policy making, which cannot be relied upon. 

Blanchard’s lecture 

Blanchard’s presidential address is aimed at a general audience and is quite accessible by anybody 
interested in fiscal policy or markets.  A link to the video, which includes the main slides, is available here.  
And the supporting academic paper is available here.  The paper includes a lot more technical detail, but 
you can actually save yourself a lot of time, even relative to the video, by just reading its abstract, which is 
written in English. 

As I see it, Blanchard raises three points that are hardly novel but are nevertheless crucially important. In 
describing these points, I take some minor liberties in making explicit some points that were merely 
implicit in Blanchard’s actual presentation. 

• When the risk-free real interest rate is below the economy’s potential growth rate, i.e. when the 
interest-growth gap is negative, the the federal debt is “self-liquidating” in the following sense.  The 
ratio of the debt to the GDP, henceforth simply the debt, will inevitably fall if the primary (ex-interest) 
budget deficit is merely contained to the product of the interest-growth gap and the current debt level.  2

 For example, if the debt is 100% of GDP and the interest-growth gap is 1%, then the ratio of debt to GDP will fall if the primary 2

deficit is less than 1% of GDP.  
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• The condition described above does not rule out a rising debt, as the history of the past two decades 
shows fairly clearly.  If the government runs a sufficiently high primary deficit, then the debt will rise 
over time.  However, that is not the most salient point in this discussion.  Rather, the key issue is that 
there never arises the need for the government to run primary surpluses to offset past deficits — ever.  
Accordingly, such deficits have no “fiscal cost.” 

• It follows directly from this that no (rational) government would ever face an incentive to default, 
regardless of how high the debt had become.  The reason is as follows.  Any government 
contemplating default would recognize that such a decision would force it to move at least to a primary 
balance and probably deeply into primary surplus, as it lost market access.  Accordingly, avoiding 
default would always be the dominant and achievable strategy, because it allows a sustained reduction 
of the debt without loss of market access or even moving to primary balance.  This implies that there 
should never be a default premium in the Treasury market, so long as the interest-growth gap is reliably 
negative and markets are sufficiently well informed on the logic of fiscal dynamics to avoid “bad 
equilibria”, in which misplaced fears become self-fulfilling.  Under these conditions, what we might call 
Ponzi finance ends up being sustainable.  

The interest-growth cap is generally negative in the United States 

Source: BEA, Federal Reserve, CBO, Bloomberg, FH calculations 

Blanchard raises two particularly important caveats.  First, a reliably-negative interest-growth gap means 
that policy makers “can” engage in Ponzi finance without issue. But that is not to say that such an 
approach is necessarily welfare-enhancing.  Under certain conditions, lack of fiscal discipline can reduce 
aggregate social welfare even if it is indefinitely sustainable.  To wit, fiscal deficits absorb national savings 
and can slow capital accumulation. So, one of the key determinants of whether Ponzi finance is actually 
desirable is the marginal return on capital. If the risk-adjusted return is sufficiently low, then Ponzi finance 
can be welfare enhancing as well as sustainable.  In contrast, if the marginal return in high, Ponzi finance 
may be ill advised, even though it is sustainable.  

Blanchard admits that measuring the marginal return on capital is difficult, but suggests that the risk-
adjusted value is likely to be fairly well proxied by the government borrowing rate, at least under current 
conditions.  In contrast, it is likely to be poorly proxied by the average return on capital, that is, by the ratio 
of total profits to some measure of the replacement value of the capital stock.   

High average returns and (I would add) wide profit margins are more likely evidence of market power and 
rents than of a high marginal return on capital.  This obviously has fairly direct implications for investment 
strategy: it reinforces my conviction that investors should not rely on profit margin mean reversion or on 
valuation metrics, such as the Shiller CAPE, that implicitly assume it.  In the current context, the issue 
reinforces the case for a relatively relaxed approach to fiscal policy. 
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Wide margins and high average returns probably reflect rents 
If so, they are not about marginal returns and — separately — not likely to get arbed away 

Source: BEA, FH calculations 

Secondly, we can estimate the interest-growth gap currently and through history with some reliability.  But 
what is relevant for the sustainability of Ponzi finance is the probability distribution describing the future 
path of the gap.  Policy makers and market participants must take account of the fact that the interest-
growth gap can change signs, as it did during the 1980s through the early 1990s.  (See the chart on page 
3.) 

In my view, this consideration underscores that there remains an upper limit on US fiscal capacity in a 
probabilistic sense, even though the current-negative interest-growth gap suggests strongly that that 
capacity is probably quite high.  

And Blanchard seems to share in this perspective.  He notes that the interest-growth gap is negative out 
to very long maturities, which means that any additional debt taken on in the next few years is extremely 
likely to be self-liquidating over the next one or two decades, so long as the current set of expectations is 
roughly confirmed.  But he also cautions that expectations can be disappointed and urges policy makers 
not to waste fiscal capacity at a time of solid demand growth and an absence of liquidity trap.   3

Relation to Modern Monetary Theory  

For our purposes, Blanchard’s central point is that the rising federal debt is not really a challenge to fiscal 
sustainability or even particularly sub-optimal from a welfare perspective.  This makes it rhyme somewhat 
with the policy recommendations of Modern Monetary Theory (MMT). 

I am definitely not a fan of MMT, which means I probably should not write much about it. If that school of 
thought interests you, then you should probably be in touch with a fan.  But I would just like to make a 
couple quick points about how MMT and Ponzi finance compare. 

It is probably not a coincidence that the popularity of MMT has increased over the past decade — to the 
point of many of us even having heard of it — as the interest-growth gap has turned negative and as the 
period over which it has been negative has lengthened.   

This is striking because MMT does not actually emphasize the interest-growth gap as an influence on 
fiscal capacity. Rather, MMT seems to reject the idea of fiscal capacity as even a logically coherent 
concept and to emphasize that fiscal expansion will ultimately be disciplined by inflation, not the real costs 
of servicing the federal debt.   

 He also thinks the average maturity of the debt should be lengthened as a precaution, but it is not central to his analytics. 3
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I would say that MMT is “wrong” in this approach and on its main claim that fiscal capacity can be safely 
ignored.  But MMT has become more attractive to observers simply because the interest-growth gap has 
been negative. Roughly speaking, MMT has appeared right for the wrong reason. 

On the other hand, MMT followers can take credit for being much quicker to — and adamant about — the 
idea that US fiscal capacity is very high or unlimited, as they might put it.  If you have ever read any MMT 
literature, you will see that it is quite light on uncertainty, probability distributions and even optimizing 
behavior, while being quite heavy on accounting identities and other logical constructs that imply 
inevitability.  Logically, this strikes me as a major flaw. But in the event, it has allowed MMT to be loudly 
and confidently right about an important macro issue, long ahead of its competitors.    4

Closely related, I would guess that MMT advocates are right when they emphasize that the power of the 
printing press allows a sovereign issuer, such as the US, reliably to avoid the “bad equilibria” that 
Blanchard tosses out as possible, even if unlikely.  In his lecture, Blanchard mentions that such bad 
equilibria are more likely to apply to Italy than to the United States, which seems true.  But it might 
provoke MMT advocates to groan that the United States and Italy are fundamentally not comparable, 
because the former is a sovereign issuer, while the latter is not. But that is wandering a bit afield. 

Relation to Helicopter Money 

There is a minor irony in the newly-formed consensus among policy-related academics that the US 
probably still has ample fiscal capacity.  It confirms that the debate around so-called helicopter money that 
briefly raged during the early to mid-2010s was actually pointless.   

H money is not just a non-remedy.  It is a non-remedy to what is now more generally considered a non-
problem.  If the US chooses to do a fiscal expansion around the next recession, then it can probably just 
go ahead and do it, without worrying that the bond market will protest a loss of fiscal credibility or that the 
real economy will be undermined by the Ricardian effects of economic agents anticipating the inevitable 
long-term correction, because there need not be such a correction. 

From the Fed’s perspective this is convenient because they were (I assume) strategically somewhat quiet 
on the plausibility of h money when market participants were still quite skeptical of the central bank’s 
ability to nudge the economy back to full employment.   

More recently, however, a few high-profile economists on the Fed staff have produced a nice research 
paper explaining why helicopter money is “implausible.”  In using that term, I am again taking a bit of 
liberty because the authors’ own expression is actually that the approach would be “risky” and “extreme.”   

But they repeat — with much greater technical proficiency — my own view that the so-called calibration 
problem would be very difficult to solve.  Any money-financed fiscal expansion large enough to matter 
would make the outlook for inflation indeterminate beyond a high-probability that inflation would be far too 
high.  On the other hand, a money-financed fiscal expansion small enough to have predictably tolerable 
inflation consequences would be pointless.   

The proponents of h money are right in their typically-confidently-expressed view that h money can 
certainly solve the problem of recession and low-flation, but no American policy maker seems likely to 
tolerate the “solution.”  Thankfully, the whole idea is unnecessary. 

 It has long been obvious that the interest-growth gap in the United States tends to be negative. And yet conventional macro — 4

particularly in policy circles — has been very hesitant to accept and project a negative gap as the normal condition. For example, 
as recently as April 2018, the IMF was pushing the view that the interest-growth gap is important, but that even its sign is very 
difficult to forecast.  It is hard to say what has accounted for the newfound confidence, besides the bond market continuing to 
behave.  In fairness, Olivier Blanchard and the research department he used to run are different things. 
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The abstract from the paper by the Fed economists is brief and readable, so I reproduce it below: 

A number of prominent economists and policymakers have argued that money-financed fiscal 
programs (helicopter drops) could be efficacious in boosting output and inflation in economies 
facing persistent economic weakness, very low inflation, and significant fiscal strains. We em- ploy 
a fairly conventional macroeconomic model to explore the possible effects of such policies. While 
we do find that money-financed fiscal programs, if communicated successfully and seen as 
credible by the public, could provide significant stimulus, we underscore the risks that would be 
associated with such a program. These risks include persistently high inflation if the central bank 
fully adhered to the program; or alternatively, that such a program would be ineffective in providing 
stimulus if the public doubted the central bank’s commitment to such an extreme strategy. We also 
highlight how more limited forms of monetary and fiscal cooperation – such as a promise by the 
central bank to be more accommodative than usual in response to fiscal stimulus – may be more 
credible and easier to communicate, and ultimately more effective in providing economic stimulus. 

And the money passage from the body of the report strikes me as being the following, on page 3: 
In this vein, because raising revenue through seigniorage depends on the base of the inflation tax 
– and hence on currency demand – the rise in the price level associated with a given-sized money 
financed program hinges on the specific features of the currency demand function, which could 
evolve in unexpected ways over time. Accordingly, the central bank would have to explain how the 
target path for inflation in the medium-run would depend not only on the size of the fiscal stimulus 
program(s) authorized by the government, but also on possible changes in the public’s demand for 
currency. 

That is a nice summary of the indeterminacy aspect of the calibration issue.  Following what seems to be 
a pattern among Fed types, the authors characterize the challenge as one of “communication.” Fed 
staffers and policy makers seem to love to worry that they might not be understood, when the real issue is 
that they are themselves confronting unavoidable ignorance.  

But that aside, this calibration issue is why h money would never be attempted in the US, at least in 
response to lingering high unemployment and low-flation. In an outright deflationary collapse, which is 
extremely unlikely by all accounts, it might be a remedy.  The Fed could confidently stop outright deflation 
with unpredictably high inflation.  5

“Stupefyingly naive” 

To repeat, though, the trouble with h money is of limited relevance because the problem it purports to 
solve probably does not even exist.  If fiscal policy makers were to choose a well-timed stimulus around 
the next recession, they would probably find that the intended consequences would be achieved and that 
unintended consequences would not be much of an issue. 

Sadly, that is not the only constraint. The binding constraint here is much more likely to be the ignorance, 
tribalism and lack of patriotism among policy makers in DC.  Ken Rogoff has a strongly-worded piece at 
Project Syndicate going over that issue, and his points seem self-evidently true when expressed so 
clearly.   

With policy interest rates near zero in most advanced economies (and just above 2% even in the 
fast-growing US), there is little room for monetary policy to maneuver in a recession without 
considerable creativity. But those who think fiscal policy alone will save the day are stupefyingly 
naive. 

 The paper mentions that it adopts roughly the same approach as Jordi Gali had in a paper he had produced about a year earlier 5

and obtains similar results.  However, to the Fed economists those results present a strong case against h money, while Gali claims 
that his paper supports supports h money.  I noticed this because I had the same reaction to the Gali paper.  This paper channels 
my intuition with much more technical acumen than I could muster here.  The author simply misses that he argues convincingly 
against his own premise. 
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Rogoff may not seem to be in a strong position to cast stones regarding others’ naivety around fiscal 
policy, for reasons Stephen Colbert goes over in this video, which has aged very well and contains a lot of 
deja vu applicable to today.  But we all make the occasional Excel error.  I made one at the last retail 
trade report. And one mistake need not be forever disqualifying, I hope.  Anyhow, I assume Rogoff is right 
about this. 

The case for optimism around the next recession probably has little to do with policy. There is a good  
chance that monetary policy will again be constrained to the zero bound.  And fiscal “policy” per se seems 
more likely to be AWOL than merely incompetent.  What we got going for us is that there is a good shot 
that the next recession is just not that bad and will have the usual tendency to be self-correcting with time.  
That is the subject for another note.  Fiscal policy has the freedom to act constructively, but probably 
won’t.  

Gerard MacDonell 
gerard@frontharbor.com 

The information contained in this report has been obtained from sources believed to be reliable, but is not necessarily complete and its accuracy is not 
guaranteed. No claim is made regarding the fairness, accuracy, completeness, or correctness of the information and opinions contained herein. Views 
and other information provided here are subject to change without notice. All reports produced by Front Harbor are issued without regard to the specific 
investment objectives, financial situation or particular needs of any specific recipient and are not to be construed as a solicitation or an offer to buy or 
sell any securities or related financial instruments.  Predictions, forecasts, and estimates for any and all markets should not be construed as 
recommendations to buy, sell, or hold any security--including mutual funds, futures contracts, and exchange traded funds, or any similar instrument.  
The analyst authoring reports from Front Harbor may have positions in some of the securities discussed here.
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