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Figure 1: Sectoral balances in OECD countries, percent of GDP 

 

 

 
Source: Organisation for Economic Co-operation and Development (National Accounts at a 
Glance, Net Lending/Borrowing). 

Note: GB is the government balance (T – G), DPB is the domestic private sector balance (S – I) and 
FB is the foreign balance (current account of the rest of the world, CAB!). We know that (S – I) + 
(T – G) + CAB! ≡ 0 so GB ≡ - (DPB + FG). 
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While government deficits are an empirical regularity throughout the business cycle, they are not 
associated with financial instability and depressed economies. Fiscal deficits are not conducive to 
higher interest rates, higher tax rates, economic stagnation or recession, government bankruptcy or 
other negative consequences. There is ample evidence of a weak relationship between the fiscal 
balance and interest rates. Instead, interest rates are heavily influenced by monetary policy (Akram 
and Li 2017; Atesoglu 2003, 2005; Borio et al. 2017; Sharpe 2013; Akram and Al-Helal Uddin 2021; 
Akram 2021).When a national Treasury runs large deficits, it usually does so during a recession when 
tax revenues plummet. During a recession, the central bank also lowers its policy rates and all other 
interest rates tend to follow. 
 
Given that interest rates are heavily influenced by monetary policy, another empirical regularity is 
that the Fisher effect does not hold on its own (e.g., Cooray 2002; Ghazali and Ramlee 2003), 
interest rates are not strongly linked to inflation and inflation expectations unless the central bank 
reacts to them (Tymoigne 2009). In addition, the rate on Treasuries tend to stay low relative to 
economic growth because monetary policymakers usually aim at promoting economic stability (a 
major exception is the failed US Monetarist experience that generated two recessions and 
contributed to the savings and loan crisis). Blanchard (2019) received a lot of attention for 
emphasizing this point recently, although it was recognized long before him and linked to monetary 
sovereignty (Fullwiler 2006; Aspromourgos et al. 2009; Wray 2015). Therefore, the public debt tends 
not to rise continuously relative to the size of the domestic economy unless the central bank 
promotes instability. More generally, a growing public debt does not usually translate into a rising 
share of interest payment in government spending unless the central bank raises its policy rate. 
 
If the public debt is denominated in the national currency and the government is the monopoly 
supplier of that currency and taxes in that currency, a government cannot default for financial 
reasons. This does not mean that a default cannot occur. Cantor and Parker (1995, 3) provide some 
rare examples of such defaults and note that “domestic currency defaults have usually been the 
result of an overthrow of an old political order—as in Russia and Vietnam—or the byproduct of 
dramatic economic adjustment programs aimed at curbing hyperinflation—as in Argentina and 
Brazil”. Involuntary defaults have occurred for technical reasons but are analytically irrelevant. 
Venezuela is counted by Moody’s as having defaulted because “the person who was supposed to 
sign the checks was unavailable at the time” (Cantor et al. 2008, 17). The U.S. also defaulted in 1979 
due to “unanticipated failure of word processing equipment used to prepare check schedules” 
(Zivney and Marcus 1989). If one had to estimate a default probability for debts issued by 
monetarily sovereign governments, it would be much lower than the 0.02 percent five-year median 
default probability used for AAA corporate bonds. A good first approximation for analytical 
purpose is to assume a default rate of zero on the public debt denominated in the domestic 
currency. 
 
Another empirical fact is that active fiscal policy, especially through automatic stabilizers, has 
significantly stabilized the economy. Reinhart and Rogoff (2009) studied the impact of the public 
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debt on economic stability and concluded that a public debt-to-GDP ratio above 90% lowers 
economic growth. The main issue with their book is not a technical error that invalidates their result, 
but rather a theoretical one (Nersisyan and Wray 2010). They assume that fiscal deficits are a source 
of instability independently of the nature of the monetary system in place. However, a typical result 
found in the early warning system literature is that fiscal surpluses are a leading indicator of currency 
crises: 

This counter-intuitive result is now well documented in the literature: many of the 
countries hit by a crisis actually ran a fiscal surplus, noticeably Mexico in 1994 and 
the Asian countries in 1997. This fact led many authors to reject first generation 
models of currency crises for more elaborate models in which moral hazard plays 
a role (a country with a government surplus is more likely to bail out risky 
investment projects). (Bussière and Fratzscher 2002: 27) 

The fact that fiscal surpluses are associated with crises is understandable if one accounts for national 
accounting relationships and the monetary relations they imply. It is not an issue of moral hazard 
due to bailouts but rather that fiscal surpluses drain incomes, cash flows, and safe assets out of other 
sectors of the economy.  
 
The stabilizing effects of fiscal deficits can be observed in the dramatic changes in the behavior of 
the economy in the United States (Figure 2). Since the end of 1930s, contractions in the United 
States have been milder, shorter, and less frequent. By letting the fiscal balance accommodate the 
needs of the economic system and by quintupling its average share of spending in the economy 
compared to the 1880-1939 period, the US government has contributed to the stabilization of the 
economy post World War Two (Minsky 1986; Taylor et al. 2012; Cohen and Follette 2000). Similar 
trends are observed throughout the developed world, although the return of “free-market” thinking 
over the past 40 years has increased financial instability (Bordo et al. 2001; Tymoigne and Wray 
2014).  
 
Finally, a casual look at the evidence for the United States shows that the automatic association of 
fiscal deficits with inflation is unwarranted (Figure 3). Large fiscal deficits (such as those of World 
War Two or the COVID-19 pandemic) are not associated with high inflation and regular fiscal 
deficits of less than 5% of GDP are associated with a wide range of price dynamics. A fiscal deficit 
might be inflationary but not merely because it is a deficit; it depends on how tight the resource 
constraint is and the effectiveness of the measures taken to control inflation if resource supplies 
tighten. A fiscal deficit may also be associated with inflation but may have nothing to do with it if 
inflation comes from other sources than a shrinking output gap (rising energy costs, rising interest 
rates, supply chain issues, rising mark up, among others) (Minsky 1986; Rowthorn 1977; Lavoie 
2014). 
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Figure 2: The U.S. Business Cycle: 1875:1-2021:1 (Base: 2012) 
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1939 4.2 

16 3.8 21.8 -5.82% 3.15% 7.47% 

1947-
2021 21.3 

12 6.3 11.1 -1.94% 3.07% 2.71% 

 

Sources: National Bureau of Economic Research, Bureau of Economic Analysis, Gordon (1986). 
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Figure 3: Fiscal policy and inflation in the US, Q1 1913 to Q1 2021 

 
Sources: Treasury Bulletin, National Bureau of Economic Research, Monthly Receipts, Outlays, and Deficit 
or Surplus, Fiscal Years 1981-2021, Bureau of Labor Statistics. 

 

EXPLAINING THE STYLIZED FACT 

Endogenous fiscal balance and recessionary austerity 

In order to explain the empirics, MMT does not rely on the mainstream theoretical work of the past 
50 years, most of which is a step backward to the pre-1940s “microeconomics, markets, 
imperfections” way of analyzing national issues. Instead, MMT relies on the theoretical work 
developed by Keynes, Post Keynesian economists, and “old” Institutional economists, among 
others, as well as its own theoretical development (e.g., Godley and Lavoie 2007; Hein 2018; 
Fullwiler 2007; Wray et al. 2018; ). A central theoretical conclusion is that the fiscal balance is not 
under the control of policymakers but rather adapts to the needs of the economic system. Most 
government spending is not discretionary and tax revenues are heavily influenced by the state of the 
economy. While policymakers do set some spending (discretionary spending represents about 30 
percent of the budget in the United States), do determine tax rates and can make some predictions 
about total spending and tax revenues at the end of the year, they have no control over budgetary 
dynamics during the year. Like private aggregate saving, the fiscal balance is a residual outcome of 
the economic process and any attempt by the federal/national government to proactively influence 
the balance will most likely fail because the non-federal sector (state and local governments, the 
domestic private sector, and the foreign sector) desires to record a surplus. If the national 
government has a fiscal balance that is not consistent with the desires of the non-federal sector, 
national income will adjust upward or downward as subsets of the non-federal sector change their 


