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As we approach the fifth anniversary of the darkest days of the financial crisis of 

2007-08, the United States is at a critical crossroad in terms of its medium term 

economic prospects. On the one hand, there is the possibility that we might continue to 

stumble along with GDP growth rates in the area of two percent that has characterized 

the last several years with all that implies for continued high rates of unemployment and 

under employment. On the other hand, if economic growth were to accelerate to even 

three percent or so over the next several years in a setting of continued low inflation our 

collective confidence in economic prospects would grow thus providing the opportunity 

to bring about the much needed return to a more sustainable framework for both 

monetary and fiscal policy. 

In discussing this subject matter, I want to emphasize that my remarks are strictly 

my own. 

While it is hardly a sure thing, I believe that it is within our capacity to achieve 

modestly higher rates of economic growth over the next several years which, in turn, 

would provide the breathing room (1) to achieve a balanced federal budget in the 2022-

2023 time frame; (2) to contain and gradually reduce the alarming rise in federal debt 

burdens; and (3) to permit the Fed to execute the orderly wind down of its extraordinary 

policy of monetary accommodation that we have witnessed over the last several years. 
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None of this will be easy, particularly in an environment in which the executive and 

legislative branches of the federal government are still bogged down in a political 

stalemate on fiscal issues of rare and troubling proportions. 

In fairness to the political process, the scale and complexity of our fiscal dilemma 

– to say nothing about the practical limitations on our ability to project future government 

expenditures, receipts and debt burdens – is formidable – to put it mildly. With those 

uncertainties in mind, estimates of future fiscal developments provided by the 

Congressional Budget Office (and other experts) point to some good news and some 

not so good news. 

On the good news front, the budget deficit is declining from its historic high in 

2009 when the deficit peaked at about 10 percent of GDP. Under current law and 

assuming that growth picks up to a rate of about 3 percent in 2014-15, the deficits in 

that time frame could fall to a range of 3.0 to 3.5 percent of GDP but are likely to rise 

modestly into the early years of the next decade. Of particular importance, budget 

receipts over the next couple of years could rise to within striking distance of the 50 year 

average of revenues as a percent of GDP. In other words, in a context of reasonable – 

but not spectacular –growth, the deficits will narrow over the next few years but will still 

leave us well short of a balanced budget early in the next decade. 
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The not so good news takes several forms. For example, based on existing law, 

the outlook for debt burdens in the U.S. is deeply troubling. For example, even in a 

setting of modest growth and reduced deficits, the federal debt held by the public is 

likely to remain in excess of 70 percent of GDP over the next decade, the highest such 

ratios we have witnessed since the early 1950’s. Moreover, the gross public debt 

outstanding (which includes debt held by government entities including the Social 

Security and Medicare trust funds) already modestly exceeds GDP.  

While it is very difficult to anticipate the implications for economic performance of 

such sustained and high debt burdens, there are prominent economists, including 

Carmen Reinhart and Kenneth Rogoff, who have raised yellow – if not red – flags about 

the potential adverse implications for economic growth of such public debt burdens.  

Even if the probability of adverse economic risks associated with high public debt 

positions relative to GDP are low, the implications of such outcomes are so potentially 

dire for growth, that the case for policies that will avoid such outcomes strike me as 

compelling. 

Another complication arising from the outlook for deficits and debt burdens is 

their implications for our chronically low net private savings rate (i.e. the sum of 

household and business net savings) which in the five years before the crisis averaged 

only about 5.3 percent of GDP based on the Fed’s flow of funds data. The demand for 
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savings during that five year interval included a net private investment rate of about 6.2 

percent of GDP and a deficit driven federal government negative savings rate of about 

2.5 percent of GDP. Thus, the demand for net domestic savings was about 8.7 percent 

of GDP or 3.4 percentage points of GDP greater than the supply of net private savings, 

thus, a major contributing factor in our current account deficit and the rise of foreign 

holdings of Treasury securities. Thus, achieving even a modestly higher rate of private 

investment spending will require either a higher rate of net private savings or a lower 

rate of government dis-savings or some combination of both. Since a higher rate of 

private investment spending is absolutely central to enhanced and sustainable growth 

prospects, eliminating the negative savings rate growing out of chronic deficits seems to 

me to be a pressing nation priority if executed in a gradual manner in which a large 

share of the adjustment would be targeted at the years between 2016 and 2023. 

To illustrate how difficult it will be to achieve and to sustain balanced budgets, the 

CBO estimates that under current law the combined outlays for social security, health 

care, and interest on the debt will rise from 11.5 percent of GDP this year to 15.0 

percent of GDP in 2023 – estimates that could easily prove to be overly optimistic. 

The wild card in this regard is clearly the outlook for health care expenditures 

which are virtually impossible to forecast with any precision. Moreover, even actual data 
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on health expenditures are shocking. For example, total health care expenditures for the 

year 2011 were $2.7 trillion or 17.9 percent of GDP.  

Obviously, I do not have the background or the expertise to know how, as a 

society, we will go about the particulars to better contain health care costs. Having said 

that, it seems clear to me that moving toward a balanced overall budget will require 

carefully measured steps to moderate the rise in federal spending on the so called 

“entitlement programs” including health care while at the same time strengthening 

incentives for (1) devoting more resources to scientific research and strengthening 

clinical initiatives to enhance preventative patient care; and (2) containing the 

staggering costs of administering both public and private health care programs.  

To summarize, I do not minimize the difficulties – both political and structural – of 

achieving the dual goals of improved economic performance and, over time, achieving a 

carefully orchestrated program to balance the federal budget. As I see it, these dual 

goals are complementary, including the manner in which they will help to restore public 

confidence in the ability of our institutions – both public and private – to manage our 

affairs in a coherent and disciplined manner.  

Fiscal consolidation – by itself – will be a giant step in the direction of improved 

economic performance but the probabilities for success also depends importantly on 

monetary policy with particular emphasis on the role of the central bank. 
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As someone who spent 25 years as a central banker, I do not think it is unfair to 

suggest that over the past 50 years central banks deserve higher marks for crisis 

management than for crisis prevention. Certainly, for example, I would give Chairman 

Bernanke and his colleagues at the Fed very high marks for their post-crisis 

management efforts, especially in the face of the complexities and uncertainties that 

they faced at virtually every step along the road to the restoration of financial stability 

and growth. Of particular importance in this regard is the ongoing challenges and 

execution risks associated with the Fed’s quantitative policy initiatives and their wind-

down when appropriate. 

To put the scale of the Fed’s quantitative policy easing in context, the Fed’s 

balance sheet as of March 13, 2013 had reached $3.3 trillion1 including $1.8 trillion of 

holdings in U.S. government securities and $1 trillion in holdings of mortgage backed 

securities. At the current monthly rate at which the Fed is purchasing such securities, 

the total holdings could easily approach $4 trillion before the Fed halts and begins the 

gradual wind-down in its holdings. 

The maturities of the Fed’s holding of Treasury Securities include $880 billion in 

the five to 10 years space and $451 billion with maturities in excess of 10 years. All of 

its holdings of mortgage backed securities have maturities of 10 years or more. The 

                                            
1
 Between 2007 and 2012 the monetary base increased by a factor of three times. 
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liability side of the balance sheet includes $1.8 trillion of deposits held by depository 

institutions the great bulk of which are in the form of excess reserves. The current 

interest rate payable by the Fed on such excess reserves is 25 basis points. 

There is little doubt that the Fed’s post crisis quantitative easing was the primary 

force in keeping the GDP growth rate in positive territory over the last three years. 

That is near zero short term interest rates, coupled with large secondary market 

purchases of Treasury and mortgage backed securities with medium to long term 

maturities, played a major role in reducing longer term interest rates and promoting an 

equity market environment that recently achieved new record highs in the major stock 

indices, thus helping to bolster confidence in the aftermath of the crisis. 

The multi-year effort by the Fed to encourage lower interest rates has been quite 

successful but it has also produced a renewed “reach for yield” on the part of 

institutional investors. The reach for yield phenomenon takes many forms including 

strong institutional demand for junk bonds, emerging market bonds, leveraged finance 

transactions, structured credit products, and investments in the higher risk, lower quality, 

tranches of various securitized products. 

With memories still fresh concerning the credit excesses that reach for yield 

played in the early stages of events leading to the 2007-08 crisis, some observers – 

including myself – have expressed a degree of uneasiness about the potential 
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consequences of the current bull market for credit products, particularly for such 

products having below investment grade debt ratings. One source of uneasiness relates 

to the extent to which inflated prices of various credit instruments might decline in a 

disorderly fashion when financial markets conclude that the time is at hand for the Fed 

to shift policy. Keeping in mind that such a move on the part of the Fed to raise short 

term interest rates would occur because the economy is doing better, it need not follow 

that gradually raising short term interest rates will provoke a disorderly adjustment in 

financial markets generally but a correction in the prices of some credit market 

instruments would not be surprising. 

On a related subject, given the magnitude of securities held by the Fed and their 

maturities, the wind-down of such holding is highly likely to occur gradually and will 

almost certainly entail mark to market losses which could be significant depending on 

the medium term path of interest rates. Exactly how such losses will be accounted for is 

not yet clear particularly if such losses were to exceed other sources of income 

generated by the Fed. Given the talent and experience of the Fed’s policy makers, I am 

confident that they will work out a satisfactory solution to this problem keeping in mind 

that the subject of accounting for financial losses is – and always should be – a delicate 

matter. 
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In my judgment, however, the greatest challenge facing the Fed in the second 

half of this decade will be how it responds to a build-up in inflationary pressures that 

could occur as the gap between the potential and actual growth of GDP narrows. Such 

an outcome is not imminent but with the passage of time and assuming GDP growth of 

3 percent (or more) the possibility of emerging inflationary pressures cannot be ignored. 

Based on public comments by Fed policy makers, the Fed’s response to 

evidence of a build-up of inflation pressures would involve – among other actions – 

increasing the interest rates on excess reserves held at the Fed by banks. The case for 

increasing rates on excess reserves is predicated on the hypothesis that such actions 

will “lock-in” excess reserve holdings at the Fed thereby constraining increases in the 

growth of money and credit thereby checking the build-up in inflationary pressures and, 

by implication, potentially moderating the growth of the economy. 

Raising (or lowering) interest rates paid on excess reserves has a certain 

common sense appeal as a monetary policy instrument that can provide the Fed with 

additional operational flexibility in the face of rising inflationary pressures. However, 

depending on economic and financial conditions, it may be more or less clear as to how 

this particular and relatively untested policy instrument may work. 

The task of unwinding the Fed’s extraordinary policy of monetary accommodation 

will also have to come to grips with another – and still larger – challenge. Namely, in the 
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eyes of many market participants, journalists, politicians, and even Joe the plumber, the 

Fed’s policies of the past several years are seen as the equivalent of the “Miracle 

Worker”. However, looking ahead, the burden and the expectation that the Fed, and 

other major central banks, can and should fix virtually all of our economic problems is 

very dangerous and misplaced point of view that sooner or later could easily clash with 

the monetary policy autonomy of central banks.  

The test case as to how these potential tensions will be resolved is not likely to 

arise in the context of another highly visible mega-crisis along the lines of 2007-08 but 

rather in a more limited context of what would appear to be a modest rise in inflation 

pressures in a setting in which an “old fashioned” firming of policy may be needed even 

though unemployment may be some distance from “full” employment. None of us know 

when such a scenario will occur but those of us who are students of the lessons of 

history will know with a high degree of certainty that critics of the Fed will conclude that 

firming of policy is not needed because “a little more inflation is a good thing”. In such 

circumstances I would hope and expect that the policy goal of price stability – which I 

have always viewed as the primary goal of central banks – would re-emerge as the 

Fed’s number one priority. 

Early in these remarks, I suggested that as a nation we were at a critical cross 

road. The road I have chosen to follow is one in which its direction is framed by more 
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sustainable fiscal and monetary policies which would be compatible with a modest pick 

up in growth in the 2014-15 time interval and hopefully extended into the next decade. 

In other words, I am not prepared to accept the view of some economists and historians 

to the effect that the U.S. is destined to lose its place under the sun as the most 

innovative and dynamic economy in the world with all that implies for the international 

leadership role of the U.S. on economic, political, and geopolitical matters. As I see it, to 

retain that special place, we must remain true to our values as a democratic and 

capitalist society where much of our historic strength and vitality has been rooted in 

innovation, creativity, and discovery in the private sector.  

Obviously, I do not minimize the risks associated with the medium term economic 

objectives discussed in these remarks. Indeed, there are vital aspects of public policy – 

including the substantial amount of unfinished business associated with the post crisis 

financial reform agenda which will require continuing effort as we strive to achieve the 

objectives of a more stable and more efficient financial system. 

However, if we fail to seize the window of economic opportunity that I have described, I 

fear that we will find ourselves back on the road of subpar economic performance with 

all that implies for renewed frustrations for our citizens and our friends and allies abroad. 

 Thank you. 

*  *  *  *  * 


