Who pays for Ponzi public finance?
Those who insist on doing so
December 12, 2020
This report attempts to complete my background discussion of Ponzi public finance by assessing who
ultimately pays for it. Real resources are transferred by the creation of the debt involved, so it is
unavoidable that somebody pays, either directly or as an opportunity cost, in cash or in production effort.
At the end of the day, somebody must work more or run the machine more than would otherwise be
required.
The short answer is that the resource transfer reflected in the debt is ultimately paid for by savers who
accept a real interest rate lower than the economy’s trend growth rate. For example, right now most
investors in credit are accepting a negative real interest rate. This is rare but not unprecedented, as the
chart on page 2 shows. Indeed, some claim there is a downward secular trend in the equilibrium real rate.
At first approach, this idea that savers bear the burden is uncontroversial. But some tension arises when
we dig into what is really meant by the terms “pay” and “accept.” Is anybody being reamed or financially
suppressed here? The answer to that question is no, at least on the basis of the mainstream take that I
believe is correct.
This report will describe but not establish that conventional take. The points raised here may seem
abstract and only weakly connected with investment strategy. That would be a fair criticism and I
concede that this is both background and motivated in part by some unseemly martyr complex I came
across on Twitter, even emboldened by the mainstream!
But there is a practical implication. The forces of secular stagnation that establish the case for Ponzi
public finance are not mostly about fiat, particularly in the macro space. As a result, the odds of them
being quickly overturned by some sort of political reassessment are low. Nor can an investor “revolt”
overturn them. Policy makers may choose not to act on these forces, at least quickly. We are seeing
that hesitancy play out in the lame duck Congress right now. But the conditions themselves and the
related pressure they apply on macro policy are largely external to macro policy, and — relatedly —
probably durable.
Follow-up to Brookings panel
The “reassessment” of fiscal policy that Olivier Blanchard claims to be leading got a prominent airing at
that Brookings panel on Dec. 1, and people in policy circles and the related media remain focused on the
issue. For investors this may seem a bit odd, as the bond market mostly figured all this stuff out one or
two decades ago. But the academics and policy analysts are now somewhat loudly catching up with their
rationalizations and explanations.
This is just something I noticed, rather than inherently newsworthy, but on Friday Olivier Blanchard took to
Twitter to ask the following Socratic question. The paraphrasing is my own:
How can it be that we need not raise taxes ever to pay for the debt to be taken on to deal with secular
stagnation? Resources are transferred, so who pays?
Blanchard’s answer was provocative, although perhaps unintentionally and in a way that just reflects
sloppy language, rather than muddled thinking. He would probably find my reaction nit picky.
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Blanchard says that the people who will pay are investors who are willing to accept a low real interest
rates or, more precisely, a real interest rate below the economy’s real growth rate. From a purely
technical perspective, Blanchard’s answer is not obviously wrong. Or maybe I should be more
appropriately humble and say that it is not at odds with the rough model he has developed and I happen
to accept. The secular stagnation condition of r* < g* (durably and meaningfully) is what establishes the
case for Ponzi public finance, in which existing public debt is ultimately self-liquidating as a ratio to GDP.
The problem is that “pay” and “accept” have ambiguous meanings that can invite people to pollute the
terms with their own normative junk. And Blanchard encourages precisely that when he concedes
vaguely that there will be “distribution effects.”
Contrary to what Blanchard implies, probably without even meaning to, those distributional considerations
arise much more out of general equilibrium than from policy makers acting on behalf of the plebs to stick
it to the rentier. And I pick on Blanchard here not because I disagree with his formal work. I am actually a
huge fan. Rather, Blanchard is widely taken to be a thought leader, and there is already far too large an
audience on Wall Street for Blanchard’s rhetorical slip-up there.
The idea that there are (re?) distributional effects associated with reacting to r*<g* is misleading on two
grounds, one of which is model-dependent and the other of which is just a very straightforward application
of simple logic. The model-dependent reason invokes a model that I and — more to the point —
Blanchard and his colleagues among the liberal technocrats all accept.
While there is some slippage at the cyclical frequency reflecting what the Fed is trying to achieve with
rates policy, guidance, balance sheets and all that, for the most part the real interest rate is determined in
general equilibrium and not by fiat. Closely related, a key reason that the real 10-year yield is currently
negative is that individuals are very eager to save rather than consume and prefer to invest in default-free
government securities rather than in risk assets.

Source: Robert Shiller, NBER, BEA, Bloomberg, FH calculations
Data are monthly, with last observation of nominal yield being the Friday close.

If you accept this claim as roughly correct, as I do, then it follows that the US government is not
expropriating or burdening anybody by accepting the negative real yields that the system wants to throw
up as part of general equilibrium. Indeed, the provision of government debt is a service offered by the
public sector to investors whom we all wish were not quite so risk averse and eager to forego
consumption. The debt then is not imposed on them as some sort of backdoor expropriation of wealth.
The macro issue, rather, is that they are too eager to obtain it.
(In fairness policy may partly play the role of culprit here, but it is more micro than macro policy, and the
martyrs on Wall Street seem never to complain of it. I will get to that at the end of this report.)
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I know there is a big part of Wall Street who will not accept that argument, who buy the notion of financial
repression and are unwilling to draw a distinction between the expropriation implied by surprise inflation
and the more mundane — if unfortunate fact — of secular stagnation.
Perhaps you are among them. If so, then maybe I can convince you at least with this simpler point of
logic. Even if you believe that the low yields are more a reflection of macro policy than of underlying
economic conditions, then surely you would accept that a (safe) fiscal reflation itself would not make the
problem worse. If somebody’s ox is being gored here, it is by the rates backdrop, and not by the fiscal
reaction to it. The more fiscal reflation there is, the less the saver must “pay” for it, in the sense that bugs
you. Or to circle back at Blanchard, there are distributional issues involved here, but they arise from
outside fiscal policy; and from the rentier’s perspective they are mitigated by fiscal expansion.
Enter MMT, for contrast
My insistence that we ought not attribute the “distributional” effects to montary policy and definitely cannot
blame them on the fiscal response to r*<g* leads naturally to a consideration of the MMT perspective.
As its advocates are keen to point out, MMT offers both an explanation of how the macro economy
operates under the current assignments to monetary and fiscal authorities and a recommendation of what
those assignments should be. I do not find either of those compelling, fwiw, but let’s start with the latter.
In the policy assignment favored by MMT, fiscal sustainability is never an issue. If we wanted to shoehorn
the MMT perspective into the language of Ponzi finance, we might say that r is kept below g, simply
because the nominal overnight interest rate is pinned to zero fiat. And the need to consider longer-term
yield is eliminated by monetary finance of the debt, whose rate of growth is disciplined largely by fiscal
policy reacting to inflation pressures, among other things.
That is my language used to describe what MMT advocates prefer as the ideal policy assignment. With
that in mind, we can offer a pretty straightforward description of what people mean when they say we are
now “living in an MMT world.” What that means, in my view, is that the rates environment favored by MMT
is actually in place, and is likely to remain in place, even if policy makers have not embraced the logic of
MMT. (The Fed leadership recognizes that they are currently pinned at the effective lower bound, but
they do not accept that the policy rate should always be zero, as a matter of the assignment.)
I dwell on this aside because it might provide some ammo for those who believe that somebody is being
suppressed or expropriated by r<g or r<0. The logic of MMT is indeed that the nominal interest rate is
simply a policy choice, which would imply that the distributional consequences of it would also be a policy
choice. Within the proper MMT set-up in which the nominal overnight rate is always kept passively at
zero, investors in government debt securities are expropriated as a matter of course.
I do not think such a set-up would long survive a rise in what the mainstream calls r*. To pin nominal
rates to zero in such an environment would generate inflation pressures, to which MMT would respond by
tightening fiscal policy, according to their own model. But if r* was sufficiently high, this would quickly lead
to politically implausible realignments of tax and spending policy, with the state possibly withering away
entirely! And there would probably be massive asset bubble created along the way.
In defense of MMT, they would reject the mainstream’s use of r* as a concept as well as the claim that
“moderate” deviations of the policy interest rate even have much effect on the economy. Ok, I am not with
them on that, on empirical grounds. But nor is that debate really salient here. What I am driving at,
instead, is that — for good or ill — the MMT policy assignment would forthrightly have distributional
consequences. The policy rate would cause distributional effects, not be a reflection of them.
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As such, MMT sheds some light on what I, following the prevailing mainstream approach, think is actually
going on here. It illustrates what is not happening, even though we are in fact living in that MMT world
where rates are pinned, for now.
What is happening is that the Fed is still trying to set the real funds rate in response to real economic
forces that are almost entirely external to the central bank. They are not for the most part imposing an
interest rate, so much as accepting one, just as investors in government debt securities must ultimately.
The Fed chooses occasionally to describe this process as reacting to r*, which seems fine so long as we
recognize that r* is emergent, that the Fed reacts to the observed presumed implications of r* moving,
raher than on relying on real time estimates of r* in setting policy, which the Fed definitely does not do.
That methodology minutia aside, though, this whole process is driven by real-economy forces largely
external to the Fed, including investors’ elevated demand for default-free Treasury securities. Those are
the forces reducing interest rates relative to the growth rate, and the fiscal expansion that they motivate
mitigates, rather than exaggerates, the distributional consequences of those same real economy forces.
So, enough with the martyr complex, my Wall Street, friends. It does not sit will with your libertarian
preferences expressed elsewhere.
The above is all very opinionated and presented much more as assertion than as a convincing argument.
What I am trying to achieve here is a description of the mainstream take and its implications, rather than a
demonstration of it.
If this is roughly correct, then the main practical takeaway for investors is that the main condition
underlying the case for Ponzi public finance, r*<g* (or at least market r below actual growth, for those who
dislike stars), is not just fiat and will not be arbitrarily overturned in response to some new political whim. I
would guess that has important practical implications that extend beyond my allergy to the unseemly
martyr complex we too often see expressed on Wall Street.
Policy plays a distribution role here, just not mainly macro
I would like to conclude here with a very quick aside on what we might call microeconomic policy. I have
argued above that Ponzi public finance is much better seen as a rational reaction to real economy forces
originating outside the macro policy space than as something imposed by macro policy, either at
“Treasury” or the central bank. I think it is definitely important to internalize that, assuming I have the right
take.
But macro policy is not the only form of policy bearing on this issue. Some of those “real economy” forces
I mention are a function of micro policy. Those on the left might point out patent law, and acceptance of
market concentration as drivers of secular stagnation. The right might retort that excessive regulation and
burdensome compliance costs have the same effect. (I do truly resent the knobs in the government of
CT.) And, of course, we all agree that allowing the public infrastructure to decay, let alone not improve,
slows growth and reduces real returns in private sector projects for which the public infrastructure is an
important complement.
I think there are very good fights to be had over those issues, although I will not get into them because
they are both unavoidably political and far beyond my competence. But the idea that the Fed itself is
arbitrarily expropriating our savings in order to “enable” deficits by “distributing” resources to the public
sector seems really unhelpful. Among other things, that misinterpretation suggests wrongly that the
dynamic might not last wrong.
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