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• After post-WWII, total debt to GDP is flat, but starts to rise in the post Bretton 
Woods era significantly after 1980

… total credit to GDP rises by 142pp of GDP, two sub-eras
… 1980-2007:     rise of private debt (mostly household) of 50pp of GDP out of    

total of 72pp
… 2007-present: rise of public debt of 65pp of GDP out of total of 56pp of GDP                                    

. (household plus non-financial corporate de-lever on net)  

• Switch from primary deficit of 0.02% of GDP during 1980-2006, to 4.3% of GDP 
during 2007-2022

• Price of debt, real interest rate, falls from 8pp in 1980 to zero, before rising back 
to 2pp post-pandemic 

Price and Quantity of Debt
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• Need a single framework to tie these facts together: one primitive – rising saving rate out 
of permanent income (… long-run structural shocks: rising inequality and rising 
“financialization”) [(i) “Saving glut of the rich” (ii) “Indebted Demand” (iii) “Goldilocks 
theory of fiscal policy” (Mian, Straub, Sufi)]
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• When rich save more out of lifetime income, and extreme inequality rises

• … need to stimulate demand today through debt creation: rich save/lend, non-
rich borrow

• … but that reduces demand in the future when borrowers have to repay the debt

• … only solution is for interest rate to fall, so non-rich could borrow even more!

• … this indebted demand cycle continues, until interest rate hits zero 
lower bound (ZLB) 

• … if extreme inequality persists, remain stuck in perpetual debt trap

Indebted Demand



• Non-homothetic preferences
… people derive greater utility from accumulating wealth (a) as they get richer 
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• Euler equation in steady-state for the rich
… determines the long-run saving supply schedule

𝑟𝑟 = 𝜌𝜌.
1 + 𝜌𝜌/𝛿𝛿

1 + 𝜌𝜌
𝛿𝛿 . 𝑎𝑎𝑣𝑣′(𝑎𝑎)

Indebted Demand model

See Mian, Sufi and Straub (2021) for formal details



Standard homothetic models
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Rise in Inequality has NO EFFECT on r or debt!



Indebted Demand model
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Rise in Inequality lowers r
and raises debt!



Indebted Demand model
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Rising “financialization” also 
lowers r and raises debt!



• Rising inequality forces the hand of monetary policy by lowering r*

• … reduces space for monetary policy to operate

• Easy monetary policy often raises demand through debt creation

• … but that creates indebted demand, putting downward pressure on future rates: 
monetary policy has limited ammunition. 

“the sustainability of debt burdens depends on interest rates remaining low” –
Mark Carney

• Persistent extreme inequality pushes monetary policy against ZLB, and 
economy stagnates inside a debt trap

Implications for monetary policy



Key Factor:
RPRIV > G

Is there any hope?

What if R < G for some agent? We could 
reverse indebted demand!

Enter fiscal policy, i.e. wealth tax by 
stealth!



• With “specialness”, such as “convenience yield”, of government debt, 𝑅𝑅 < 𝐺𝐺 for 
government borrowing when aggregate demand is weak … fiscal policy is like a 
wealth tax!

• Rising inequality expands fiscal space (with monetary dominance)

• There is an MMTesque “free lunch” when 𝑅𝑅 < 𝐺𝐺 − 𝜓𝜓, i.e. government can 
increase primary deficit permanently without ever having to raise taxes

• The design of tax policy is really important for moving and staying away from the 
ZLB

Fiscal policy

See Mian, Sufi and Straub “A Goldilocks Theory of Fiscal Policy”













• Goldilocks: Too cold (enough to avoid ZLB)
About right   (0 < R < G- φ) with s.s. primary deficit
Too hot ( R > G- φ ) with unsustainable primary deficit

• Future risks:
• … Will monetary dominance break?

… Will U.S. lose exorbitant privilege / convenience yield? (financial repression?)
• … Falling inequality + bequests / inter-generational mobility – and implied fiscal 

consolidation?
• …  War + Climate risk?

• Where are we today?
… Goldilocks calibration
… Forwards
… Market long-forward housing yield [Backer-Peral, Hazell and Mian]

Fiscal risks?
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