
The Great Disconnect 
 

Exuberant Financial Markets Despite the 
Slow Growing Economy 

 





 
 
AT&T Conference Center    Room 203   
University Avenue      7:30-9:00 PM 
Austin, Texas     
 
 
•  September 12 : The Causes of the Slow Growth Economy 

•  September 19: What’s Behind Financial Market Exuberance 

•  September 26: Investing in this Unusual Environment of Expensive 
Assets and Soft Growth 



The Cause and Extent of Slower and Lower 
Economic Growth – The “Sully” Economy 



Post War Cyclical Expansion Rates 



Is it an Aggregate Demand or an           
Aggregate Supply Problem? 

•  Demand measured by spending of all sectors (GDP) 

•  Supply measured by Potential GDP – An estimate of how much GDP can 
be produced using reasonably full employment of: 

•  Labor (95%) 
•  Capital (at 80% factory utilization) 
•  Incorporates trend productivity gains over time 

•  Potential is a benchmark: how far can policy push demand without 
inflation 



Spending Cyclically Revolves around Potential – if 
left to its own creating recessions and booms  



Economic Policymaking 

•  The legislated guidance for macroeconomic policy is to in effect 
steer GDP spending to track with Potential GDP to avoid both 
inflation and excess unemployment 
•  That is monetary and fiscal policymakers attempt to close the GDP 

spending “Gap” to Potential and then track with Potential 
thereafter 
•  So in recessionary periods, the closing of the Gap is encouraged by 

expansionary fiscal and monetary policy –this is the Keynesian 
formula 

 



The Great Recession Gap 



The Gap caused policymakers to resort to 
Keynesian solutions 

•  Extreme fiscal expansion of borrowing and spending 
•  Extreme monetary expansion called Quantitative Ease (QE) 
•  But aggregate demand did NOT respond as it once did to produce a 

significant multiple of income to more than match the increase in 
debt 
•  That is, no “bang for the buck” 



Aggregate demand grew tepidly and the Gap 
Remained 

•  It turns out that deficient demand also lowered producers 
inclination to spend on expanding plant and equipment  
•  Less spending on R&D 
•  Less labor training 
•  In turn it pulled down the growth rate of the economy’s 

productive capacity 



Potential Supply is Collapsing to Demand 



The Net Effects Years Later 

•  The growth path of Potential GDP has been reduced 
 
•  Years later debt accumulated faster than income growth 
 
•  But now we have a debt service bill to be paid each year in the future 
 
•  The debt service takes away from future net income after debt service 

so the debt load reduces spendable future income 
 
•  Past debt acts as a “debt tax” on future spending 



 
Rising debt to income ratio causes interest service 
to be a larger proportion of future income: True for 
all developed countries and now China as well 
 
 



Note: This is not an increase in debt 

• This is an increase in debt relative to 
the ability to carry the debt 
• A larger debt load for the government 
causes taxes in turn to be higher  



Federal Government Debt to GDP Ratio 



 
Governments’ Projected Debt Accumulation Next 
Decade 
 

Given Demographics 
- - 

More Government 
Debt IS coming 

- - 
It’s only just Begun 



Annual Increases:  
Debt (in Red) and Income (in Blue) 



The Fiscal Policy Multiplier to Income has to 
be negative 

• With debt increasing more than income means a dollar of 
financed spending should cause both debt and spending 
to rise by a dollar -- unless there are major offsets 
generating less than a net dollar of spending 

 
• Conclusion: Keynesian remedies of debt financed 

spending has hit a wall  



Federal Receipts and Spending: Interest Carry 
Rises Relative to GDP 



Recall there is also a private debt problem 

•  Up to this point, the Federal government is still able to refinance 
existing debt and continues to be able to finance additional debt 
without market discipline 
•  Private debt of the consumer and business however is different 
•  There is some market discipline: That is the market says no more 
•  There is some willingness to accept net debt reductions called 

deleveraging 
•  This lightens existing debt at the cost of reduced spending and 

GDP while it is happening 



Determinants of the ability to keep financing 
government debt: Japan is the role model 

•  Push it on the balance sheet of the Central bank 
•  High savings rate to produce “financial deepening” (Assets/GDP) 
•  Financial deepening with pressure to finance the government  
•  Recruit foreign capital (no tax on US Treasuries) – A loosing game 
•  TheSpellmanReport : “The Game is Rigged for US Treasuries” 
•  The US Dollar as global reserve currency encourages foreign 

owners of capital to hold Treasuries 
 



How to Remediate Federal Debt 

•  Post WWII way: Promote growth along with fiscal austerity (no annual 
deficits) 

•  Supply Side Policy: De-Regulation, Skill Training, Tax incentives for R&D, 
lower corporate tax rates, etc. 

•  A wealth tax a la the IMF 
•  “The sharp deterioration of the public finances in many countries has 

revived interest in a “capital levy”—a one-off tax on private wealth—as 
an exceptional measure to restore debt sustainability… The tax rates 
needed to bring down public debt to pre-crisis levels are sizable.  
Reducing debt ratios to end-2007 levels would require a tax rate of 
about 10 percent on households with positive net wealth.” 



Financial Chicanery 

•  Monetization: Buy debt back from private holders with United 
States Notes 
•  It eliminates the need to pay interest or principal 
•  Only question is whether to do it with central bank currency or 

Treasury Currency 
•  The most likely:  



The Monetization Option 

•  This would be a refinancing of Treasury liabilities  

•  Exchanging zero interest currency for interest bearing bonds 

•  Since currency has no maturity no need to refinance again 

•  Brits went half way after WWI with an interest bearing “perpetuity” 

•  The legal authority to issue United States Notes is “on the books” subject to a 
constraint of issuance that would need to be lifted 

•  Treasury money is considered debt and falls under the debt ceiling so no changes 
there 

•  Some combination of the above 
 



Other considerations 

•  Guard against the perception of chicanery by leaving the Fed 
alone to pursue independent M policy as if it matters… because 
the buying of assets by the Treasury will dominate the markets 
•  If they buy down say half of the debt outstanding this lowers the 

interest expense on Treasuries outstanding dramatically 
•  With a monetization assets are purchased, not goods…all the 

inflation is in financial assets --so no consumer price inflation  
•  This would support all asset prices and lowers interest rates to 

neutralize the interest carry on all other debt 



Conclusions Regarding Fiscal and Monetary 
Policy 

•  Keynesianism ignored the influence of debt build up as a result of 
expansionary fiscal and monetary policy 

•  Debt service diminished income and slows the economy in the future  
•  But the policymakers still don’t realize it 
•  Because as Keynes wrote:  “Practical men, who believe themselves to be 

quite exempt from intellectual influences, are usually the slaves of some 
defunct economist. Madmen in authority who hears voices in the air, are 
distilling their frenzy from some academic scribbler of a few years 
back.” 

•  The Structure of Scientific Revolutions: “Progress occurs one funeral at a 
time.” 



Yes, its outrageous  

•  But what has been outrageous was living on debt in the past which 
sets up an adverse intra-generational shifting of income away from 
the present 
•  It will be nothing less than a paradigm shift to borrow and then 

monetize 



Another deterrent to growth: Globalism 

•  When barriers to trade are eliminated production gravitates to 
where there are cheaper inputs – until the shifting of production 
eliminates the difference in input prices 
•  This is called “factor price equalization”  
•  This has pretty much occurred. Its taken 30 years. The rise in labor 

income in the developing countries are approaching the declining 
labor income in the US.  

 



As a result real median household income in 
the US is below the 1999 peak 



Globalization has been a big contributor to a loss 
of income and spending power in the US: 
The Ongoing Current Account deficit since l983 



In the trade game, the worst is passed for the 
US 

•  With Robotics and supply side adjustments we will start to talk 
about US gains in trade 
•  There is actually a great deal of product development in the US 

that both helps productivity and trade and corporate earnings 
•  Monetization of debt along with fiscal discipline will help 
•  Reining in entitlements would make a big difference but is a 

political impossibility 



Next Week: Exuberant Financial Markets 

•  How in the face of a struggling economy can there be exuberant 
financial markets – its happening and for good reasons 


