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Debt F&D

Atif Mian
Extreme inequality is fueling a global debt crisis

uring the Great Depression, as he saw | ingprivate debtofhouseholds below the top. From

ordinary people’s purchasing power col- | the mid-1980s through the early 2000s, the rapid

lapse, Federal Reserve Chairman Mar- | buildup ofhousehold debt absorbed the excess sav-

riner Eccles warned that excessive sav- | ingofthe rich and sustained aggregate demand.

ing by the rich was draining demand and The global financial crisis of 2008 ended the
deepening the downturn. “To protect them from | long run of debt-financed household spend-
the results of their own folly,” Eccles told the Senate | ing. With deleveraging of private balance sheets,
in1933 testimony, “we should take fromthemasuf- | the underlying imbalance Eccles warned about
ficient amount of their surplus to enable consum- | returned with avengeance: excess saving at the top
ers to consume and business to operate ata profit.” | and insufficientbroad-based demand at the bottom.

Inequality inthe USwasthen extremelyhigh: The | The Fed cutratesto zero, but monetary policy could
top 1 percent held roughly 42 percent of all wealth. | not close the gap. Fiscal policy was left to carry the
Within a decade, however, the landscape changed load—accept a deep, prolonged slump or run large
dramatically. World War Il mobilization and pro- | primary deficits to stabilize incomes and employ-
gressive taxation reduced inequality and restored | ment. The US chose the latter.
balance between spending and production. The In the Keynesian view, deficits help the economy
underlying problem that Eccles emphasized faded | recover faster in downturns, but the need for them
from public memory as the US economy entered a | is temporary. When the demand shortfall is struc-
long period of sustained and more equitable growth. | tural—driven by persistently high saving of top-in-
However, beginning in the 1980s, inequality | come households that capture a large share of total

climbed again: The top 1 percent’s wealth share rose income—the need for deficits is more persistent. In
from about 22 percentin1980 toroughly 35 percent | arecent paper, “A Goldilocks Theory of Fiscal Defi-
in 2010. As more income concentrated at the top, | cits,” Amir Sufi, Ludwig Straub, and I show that ris-
the forces Eccles warned against reemerged—high | inginequality can force governments to run larger,
saving by the wealthy weakened overall purchasing | ongoing deficits. Deficits must be large enough to
power. Yet the expected demand shortfall did not | keep the economy away from the zero lower bound
appear immediately: Spending was funded by ris- | (whennominalinterestratesreachzeroand monetary
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policy ceasesto be effective) and to prevent recessions.

Arising saving glut—excess saving among high-
er-income households—forces the economy to rely
increasingly on debt-financed spending to sustain
aggregate demand. Before 2008, the financial system
did this by expanding household credit, which sup-
ported consumption even as inequality rose. When
private credit expansion abruptly ended during the
financial crisis, the burden of credit creation shifted
to the public sector, as evidence from the US shows.

Chart 1 shows that total credit (public plus pri-
vate) rises sharply starting in the early 1980s. The
blue and red lines decompose the total into private
and public credit, separating the precrisis (1980-
2008) and postcrisis (2008 onward) periods. From
1980 to 2008, nearly all of the increase in total
credit reflects a surge in private borrowing; public
debt is comparatively stable.

After 2008, the pattern reverses. Even with the
federal funds rate near zero, the private sector could
not—or would not—raise leverage further, so sus-
taining demand required credit growth from the pub-
lic sector. Thisis the logic of the “Goldilocks” view of
fiscal deficits: When private balance sheets are con-
strained, public borrowing can offset the demand
shortfall and help avoid a prolonged slump. Consis-
tent with that prediction, total credit to GDP contin-
uestorise after 2008 at roughly the earlier pace, but
almost entirely because public debt increases, while
private credit remains broadly flat relative to GDP.

A saving glut in the presence of a zero-lower-
bound constraint forces government to increase
debt and deficits, but the government also faces a
dynamic budget constraint. Push the deficit too far
and, over time, interest rates on public debt canrise,
making the debt path unsustainable. High inequal-
ity and resulting excess saving by the rich present
a Goldilocks conundrum for fiscal policy: Deficits
cannot be “too cold” (too small to offset the demand
shortfall) or “toohot” (solarge that they destabilize
debt dynamics). The data suggest that the US was
operating near this upper bound in 2019—close to
the largest deficit sustainable in the long term.

The larger, persistent fiscal deficits since then
may be leading US debt dynamics down a less sus-
tainable path. US fiscal strain is unlike anything
seen in its modern history: Federal debt and net
interest costs as shares of GDP are near all-time
highs. The fiscal deficit is projected to be about 6
percent of GDP, which would keep debt rising rel-
ative to the economy and threaten sustainability.

Global evidence

Saving gluts are rising everywhere. The share of
income accruing to the top 1 percent hasincreased
worldwide. Corporations are a tax-advantaged
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Private, public debt
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After the global financial crisis, the US public sector overtook
the private sector as the main driver of credit growth for
economic expansion.
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LCHART 2]
China’s domestic debt surge

As its external surplus fell after 2008, debt rose sharply in
one of the fastest leverage buildups among major economies.

Current account, percent of GDP Private credit, percent of GDP

10 190
8 170
6 150
4 130
2 110
0 — . . . 90 - .

2000 2005 2010 2015 2000 2005 2010 2015

SOURCES: IMF, Balance of Payments Manual; World Bank; and author’s calculations.




Debt | F&D

vehicle for the rich to save, so global corporate sav-
inghasrisen significantly over the past few decades.
Wealthy sovereigns are fueling higher saving
through central banks and sovereign wealth funds.
But global investment has not kept up, leading to a
saving glut that needs new unproductive credit to
sustain consumption demand. Many major econo-
mies mirror the US predicament: increased reliance
on debt to generate demand, first through private
household debt and later through government debt.

Total debt in the UK, for example, began to rise
rapidly in the 1980s, driven primarily by private
borrowing until 2008, and by public debt there-
after. Japan followed a similar track but started
earlier. Its private credit boom ended in the early
1990s, and public debt subsequently absorbed the
adjustment. In the euro area, the launch of the euro
in 1999 coincided with a rapid buildup in private
credit that culminated in the 2008 crisis; since then,
private deleveraging has been accompanied by a
shift toward higher public debt.

China

China also came to rely increasingly on debt to
support demand. But unlike most large econo-
mies, itinitially did so by exporting its excess saving
abroad—running large current account surpluses
that increased the rest of the world’s net debt to
China. Those external liabilities, in turn, helped
finance spending on Chinese goods.

Formuch of the 2000s, China’s current account
surplusrose sharply asa share of GDP, even as GDP
itself expanded at an extraordinary pace (Chart 2).
On the eve of the 2008 financial crisis, the surplus
approached 10 percent of GDP—exceptionally high
for a major economy. Such a large external imbal-
ance was unlikely to be sustainable.

As advanced economies could nolonger sustain
demand through ever-rising private credit—espe-
cially after2008—China’s earlier strategy of export-
ing excess saving abroad faced limits. Continued
expansion of netlending abroad that could sustain
very large trade surpluses became increasingly dif-
ficult. Both sides adjusted by shifting debt creation
to new sources: Advanced economies relied more
on fiscal deficits, and China turned to domestic
credit expansion to support demand in the face of
its own saving glut.

As China’s external surplus receded to more
moderate levels after 2008, domestic debt to
GDP rose sharply. The increase was broad-
based—extending beyond corporate and local
government borrowing to include rapid growth
inhousehold debt—and represents one of the fast-
est domestic leverage buildups observed among
major economies.

Why does investment not rise?

Why didn’t financial markets channel abundant
funds into productive investment? Despite rising
total debt to GDP, investment to GDP in major
economies has remained broadly flat and some-
times has even edged down. Is this because the
financial system is not conducive to long-term,
patient financing? Or do regulatory and other sup-
ply-side constraints inhibit investment?

When excess saving is channeled into unpro-
ductive debt that finances consumption rather than
investment, borrowers do not generate additional
income that can repay the new debt in the aggregate.
The resultis persistentlyrising debt to GDP and down-
ward pressure on interest rates to keep the debt sus-
tainable. In earlier work, we refer to this dynamic as

“indebted demand”: growth sustained by borrowing
because underlying spending power is insufficient.

The ultimate fragility

The central risk of relying on indebted demand is
that it’s inherently fragile. Once private borrowers
reach their limits—as they did in 2008—maintain-
ing demand requires a larger and more persistent fis-
cal backstop, which is the reason for rising postcrisis
public deficits and debt. It's why today’s global fiscal
fragility is not anisolated policy choice but the down-
stream result of an economic system’s failure to con-
vert abundant saving into productive investment.

The question today is whether the US govern-
ment canrein in fiscal spending if markets get ner-
vous. Political polarization and legislative grid-
lock mean that confidence is limited. The more
profound lesson, though, is that structural imbal-
ances—rooted in excess saving by the rich—create
the very conditions that expose the economy to
such risks. Expecting policymakers to keep defi-
cits in a perpetual Goldilocks range is unrealistic:
When inequality suppresses demand, they may err
on the side of too little support, as in Eccles’s era;
at other times, they may leave deficits too large for
toolong, as many fear is happening now.

We often frame inequality in moral terms, but
the macrolesson s starker: When too much income
pools at the top, demand weakens, deficits persist,
and dependence on debt weakens us all. Eccles
captured that collective logic in 1933. His advice
to take some of the surplus from the wealthiest so
that consumers can consume and businesses can
make profitsis asrelevant today as then. As Eccles
remarked, “This is not ‘soaking the rich’; it is sav-
ing therich.” Fep
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