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Preface

This policy brief reflects our unambiguous preference for a

Keynesian response to the challenges facing the US economy.

This should come as no surprise—we are Keynesians. Specifically,

this brief speaks to a troubling question in US economic policy:

why does the United States continue to pursue economic policies

that have been shown to fail? It is an effort to correct, by recourse

to fact and reason, the present misunderstanding of three crucial

points; namely, the results of European austerity to date, the dif-

ferences between economies whose currencies are constrained

versus sovereign-currency countries, and the consequences of

federal spending cuts in the present economic environment. It

is our hope that this policy brief will discourage US policymak-

ers from following the path of European austerity and thus avoid

the looming fiscal cliff.  

Research Scholar Greg Hannsgen and I find the prospect of

budget cuts in the United States both remarkable and troubling

given the results of fiscal austerity in the eurozone and the UK.

At this writing, the United States is poised to embark on $500

billion in spending cuts—a choice with such devastating conse-

quences that it has come to be associated with the term “fiscal

cliff.” If these cuts are allowed to occur, the Congressional Budget

Office predicts a recession for the US economy in 2013. Yet the

demand to “live within our means” continues to garner support.

We offer the following as a rebuttal, and hopefully an antidote, to

those who insist that cutting the deficit is the only path to eco-

nomic recovery.

First, we examine how the eurozone countries have fared

under austerity. In short: not well. Most European economies

remain well below their historical growth rates. Austerity has

brought pain but no relief to the eurozone. The countries in the

eurozone periphery have cut spending by double digits, but these

economies lead Europe in unemployment. The results of auster-

ity in the eurozone cannot be the reason the United States intends

to follow suit with its planned spending cuts. 

Perhaps the demand for a European-inspired round of

American austerity policies is the result of misunderstanding

how economies enter into an ever-increasing spiral of revenue

shortfalls, spending cuts, rising deficits, and higher borrowing

costs. To explain this process, we offer a model of what we have

named the “fiscal trap”—a cycle of mutually reinforcing forces

that takes an economy from an initial position of weakness to

the level of economic distress seen in the eurozone periphery. We

take pains to show that there is a way for countries that control

their own currency to escape this trap. 

We focus our concluding remarks on the misguided, and

potentially dangerous, budget sequester that threatens to remove

half a trillion dollars from the US economy. The fiscal cliff is not

inevitable; rather, it is a choice between two very different eco-

nomic futures for the United States. Choosing the fiscal cliff, and

the fiscal trap that may follow, has drawn widespread condem-

nation from a diverse group of economists. We add our voices

to the call to repeal the budget sequester. American austerity is

precisely the wrong policy at precisely the wrong time.

As always, I welcome your comments.

Dimitri B. Papadimitriou, President

October 2012
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The Eurozone’s Fiscal Crisis and the Fiscal Trap 

that May Await the United States in 2013

The United States must make a fundamental choice in its eco-

nomic policy in the next few months, a choice that will shape the

US economy for years to come. Pundits and policymakers are

divided over how to address what is widely referred to as the “fis-

cal cliff,” a combination of tax increases and spending cuts that

will further weaken the domestic economy. Will the United States

continue its current, misguided, policy of implementing

European-style austerity measures, and the economic contrac-

tion that is the inevitable consequence of such policies? Or will

it turn aside from the fiscal cliff, using a combination of its sov-

ereign currency system and Keynesian fiscal policy to strengthen

aggregate demand? 

Our analysis presents a model of what we call the “fiscal

trap”—a self-imposed spiral of economic contraction resulting

from a fundamental misunderstanding of the role and function

of fiscal policy in times of economic weakness. Within this

framework, we begin our analysis with the disastrous results of

austerity policies in the European Union (EU) and the UK. Our

account of these policies and their results is meant as a caution-

ary tale for the United States, not as a model.   

Europe followed the United States into an economic and

financial crisis several years ago, and, with negative growth in the

second quarter of 2012, is slipping back into recession. Media

accounts frequently point out that fiscal austerity—prescribed

as an economic cure—is exacerbating macroeconomic woes.

Austerity has been enforced by bailout agreements with three

countries—Greece, Ireland, and Portugal—as well as eurozone

deficit and debt rules. However, the roots of the European crisis

lie in numerous factors not directly related to fiscal policy, espe-

cially financial instability. Austerity policies can only make a

recession worse, as government layoffs and wage cuts undermine

already-weak consumer demand, investment, and tax revenues.

The United States continues to face a fundamental choice in how

it will restore growth to its economy: austerity or fiscal stimulus. 

The “fiscal crisis” began when Greece, Ireland, and Portugal

approached default in 2010. The specter of default gave rise to a

worrying trend toward fiscal austerity across the eurozone. A

report issued by the International Monetary Fund (IMF) in April

2012 projects the following changes in fiscal policy for the five-

year period ending in 2014. Table 1 summarizes the change in

the cyclically adjusted fiscal balance for each country. In other

words, it compares old fiscal policies with new ones, with other

things—such as the state of the economy—held constant. Also,

the figures in the table refer to the primary balance, which does

not include net interest payments. The projections are on the low

side, at least for the cases of Greece and Portugal, which in fact

have already reached the stated amounts of tightening this year—

two years earlier than the projections suggest.

Clearly, fiscal policy is tightening drastically throughout

Europe, a situation that has been the subject of much contro-

versy (Jones and Cohen 2012). Meanwhile, and not coinciden-

tally, unemployment in the eurozone has reached record levels.

In Greece and Spain, overall unemployment rates are currently

25.1 percent and 24.4 percent, respectively, with rates for youth

exceeding 50 percent in both countries. 

The current situation in Europe involves a self-defeating

cycle of tight fiscal policies and low growth rates. Critics of euro-

zone institutions and policies have highlighted the costs of fiscal

tightening for many years (e.g., see Kregel [2012, 3–4] and

Papadimitriou and Wray [2012, 2]).1 We call this cycle of fiscal

reduction and economic contraction a “fiscal trap” to emphasize

its self-reinforcing dynamics. Though the concept of a fiscal trap

is not new,2 our version of this concept differs greatly from ortho-

dox accounts of recent economic crises around the world.3 Let us

elaborate our most basic model of a fiscal trap, which can apply

to many types of monetary systems.

Country Change in Fiscal Balance (in percent)

Greece 17.1

Ireland 11.0

Portugal 9.7

Spain 8.0

United Kingdom 7.3

Italy 4.7

France 3.3

Netherlands 1.2

Germany 0.6

Source: IMF 2012, 64; values sorted from largest to smaller by the authors

Table 1Change in the Cyclically-adjusted General
Government Fiscal Balance, 2009 to 2014 (in percent of
potential GDP)
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The basic trap is a cycle that moves from a decline in

demand to falling tax revenues, which in turn engender spend-

ing cuts and tax increases. Spending cuts and tax increases

undercut the economy further, and the cycle continues. The basic

trap is illustrated by the four dark arrows at the top and center

of Figure 1.

The upper pair of dark arrows in the figure illustrates “fis-

cal drag,” a related concept. In the context of mainstream US

Keynesian policymaking, fiscal drag refers to the perverse ten-

dency (from the perspective of good countercyclical policy) of

tax revenues, and therefore government spending, to move in the

same direction as economic growth when a government tries to

maintain a balanced budget each fiscal year—as, for example,

most US state governments are constitutionally required to do.

In much of the rest of the world, similarly ill-timed spending

cuts and tax increases have often happened because of the impo-

sition of austerity measures. Deep spending cuts and/or tax

increases have been required by international institutions—such

as the European bailout “troika” comprising the IMF, the

European Central Bank (ECB), and the EU—when government

finances were spinning out of control. 

The downward pressure on fiscal stimulus exerted by a polit-

ically motivated aversion to deficits is shown in Figure 1 in the

movement from rising deficits to spending cuts and increased

taxes. The effects of such reductions include slow growth, rising

unemployment, declining aggregate demand, and falling profits. 

However, as shown by the lower pair of dark arrows, low or

negative growth feeds back into the vicious cycle of the fiscal trap

by reducing government tax revenues, raising expenditures on

transfer programs, and hence increasing fiscal stress, completing

the basic trap.

The point of illustrating the basic fiscal trap is to highlight

the strong need for temporary stimulus packages in times of neg-

ative or slow growth, as well as the need for permanent “automatic

stabilizers.” Stabilizing government policies include means-tested

benefits—such as unemployment insurance and food stamps in

the United States4—and progressivity in the tax code.5

The full fiscal trap, on the other hand, also includes the

forces illustrated by the light-colored arrows in Figure 1. These

arrows describe the part of the trap that owes its existence to the

faulty unified currency system, though this part would exist and

work the same way in any other “sound money” system, includ-

ing a gold-backed currency. 

The light-colored arrows in Figure 1 show the effects of

ongoing fiscal and economic troubles on the costs of financing

debt in what is known in the literature as a metallist system.

“Fears of Government Default, Sell-Offs of Government Debt”

and “Interest Costs Rise” are two consequences of the cycle, and

both are the result of “Falling Tax Revenues, Rising Transfer

Payments.” Fear of government default is a result of a weak econ-

omy and the markets’ view of sovereign creditworthiness. The

rise in interest costs is an effect of increases in both interest rates

and principal. Finally, Figure 1 depicts the effects of increasing

debt-service payments on the deficit itself; that is, higher payments

to creditors raise total government outlays (see the arrow from

“Interest Costs Rise” to “Rising Deficits and/or Missed Targets).

The question of how to escape the fiscal trap is broadly answered

by two competing perspectives: metallism and chartalism.

While well known to macroeconomists, other readers may

appreciate a clarification of the terms.6 The “metallist” approach

to solvency views the money supply as constrained by some

exogenous condition. Money is based on something that has a

limited supply, either because it is based on something physical

(such as gold) or because of some constraint on the government’s

ability to issue liabilities (e.g., balanced budget laws, the Maastricht

regime, or an inflexible exchange rate target). In contrast, char-

talists do not see the money supply as intrinsically constrained.

This freedom allows fiscal policy to be guided only by an imper-

ative to maintain full employment—without, of course, spurring

excessive inflation. Hence, the chartalist perspective regards 

Spending Cuts,
Tax Increases

Figure 1 A Fiscal Trap Can Be Made Worse by the Lack of a
Sovereign (“Fiat”) Currency (e.g., Greece in 2009?)

Slow Growth,
Rising Unemployment,

Declining Aggregate Demand,
Falling Profits

Falling Tax Revenues,
Rising Transfer Payments

Rising Deficits and/or
Missed Targets

Fears of Government Default, 
Sell-Offs of Government Debt

Interest Costs Rise
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solvency as a nonissue for governments that possess a sovereign

currency, with the understanding that they must permit their

exchange rates to vary freely. These two perspectives define very

different approaches to economic recovery, as is evident in the

discussion that follows.

In our interpretation of the European fiscal trap, the euro-

zone’s metallist monetary institutions play a crucial role, turning

a basic trap into a full trap. Some of the more orthodox voices—

for example, the Congressional Budget Office (CBO 2010), the

IMF (2012) and the New York Times (see McClain 2011)—have

underestimated or ignored the special handicap faced by national

governments that are forced to operate with one hand tied

behind their back; namely, their power to create “state money.” In

other words, eurozone metallists and like-minded orthodox

commentators imagine that the complete analysis shown in

Figure 1 is equally applicable to all nations with sovereign debt,

including “sovereign currency” countries such as Canada, Japan,

the United States, and the UK. 

In lumping the United States together with a number of very

different cases, the mainstream account of the fiscal trap thesis

assumes that fiscal problems common in metallist monetary sys-

tems—including default—are equally likely to trouble chartalist

ones. It argues that yields on government bonds tend to rise con-

tinually once borrowing reaches certain limits. As recent Levy

Institute work demonstrates, this is false.7 Central banks in coun-

tries with sovereign currencies and flexible exchange rates use

open market operations to keep short-term interest rates stable,8

and can even, given enough time, consistently hit a target for

long-term yields.9 The United States has effectively managed its

debt in the past, and there is no indication that it will fail to do

so in the future. 

The US Federal Reserve effectively set rates on longer-term

Treasury debt during the late 1940s and early 1950s. The Fed has

exerted a great deal of influence over many longer-term rates

since it resumed buying large amounts of notes and bonds, espe-

cially in QE1, QE2, the new “Operation Twist” (which involves

purchases funded by sales of shorter-maturity securities), and

the recently announced QE3. The Fed’s strategy to keep long-

term rates low has led to record-low average home mortgage

interest rates, albeit under much tighter lending standards than

in the recent past. Figure 2 highlights the way that such central

bank operations ensure that governments in sovereign-currency

nations can “escape” the full-trap mechanism shown in Figure 1.

Instead of allowing the fiscal trap to bleed an economy indefi-

nitely, central banks use open market operations to stabilize

interest rates and control the cost of servicing debt. The cycle of

the full fiscal trap is broken. 

Providing solvency in times of economic weakness is a tra-

ditional, even ancient, role of central banks. Central banks ensure

that central governments can make all of their scheduled pay-

ments on debt denominated in their own currencies and at the

same time permit their monetary authorities to set interest rates

at desired levels.10 This is both a prudent and a proven system,

but its distinctive workings are sometimes forgotten in times of

economic turmoil.

Fiscal Austerity: Is the United States Next to Fall 

into a Trap?

In the United States, the federal government faces a problem of

tightening fiscal policies and slowing growth that increasingly

resembles the situation in the eurozone. Republican vice presi-

dential candidate Paul Ryan is known for touting a gold-backed

national currency. This idea was adopted as part of the official

platform of the Republican Party at the party’s national conven-

tion in Charlotte. Like unified currency proposals, this is simply

a metallist approach that ignores both history and prudent eco-

nomic policy. 

Not a single metallist approach has stood the test of time in

any country that has adopted it. Adopting a metallist policy

Spending Cuts,
Tax Increases

Figure 2 With a “Sovereign” or Fiat Currency and Flexible
Exchange Rate, the Debt-service Part of the Trap Is Avoided
and the Policy Flaw Is Fiscal (e.g., UK in 2012)

Slow Growth,
Rising Unemployment,

Declining Aggregate Demand,
Falling Profits

Falling Tax Revenues,
Rising Transfer Costs

Rising Deficits and/or
Missed Targets

Sell-Offs of 
Government Debt

Central Bank Open-market Operations 
that Stabilize Interest Rates (not restricted

by commitment to exchange-rate peg)
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might well lead the United States to a fate similar to that of

Greece, Ireland, Portugal, and other countries in the eurozone

periphery; namely, default on sovereign debt, an unthinkable

event under the current unbacked sovereign-currency system. In

fact, following a statement by ECB President Mario Draghi that

the bank would do “whatever it takes” to check rising interest

yields on the debt of “peripheral” eurozone nations, the ECB has

moved closer to a role as a Fed-like interest-rate stabilizer, albeit

with numerous strings attached to its commitment in the form

of a fiscal “pact” (Steen, Fontanella-Khan, and Stothard 2012).

As of this writing, these policy moves have greatly reduced the

cost of borrowing for the Spanish and Italian governments. It

seems that even the ECB is unwilling to cleave to a strictly met-

alist approach in its policies. 

Loudly echoing European economic orthodoxy (i.e., met-

allism), many US observers frequently misconstrue the big issue

facing the economy as merely the failure to control spending,

which leads to their repeated calls for “reforms” of government

finances. In fact, total US government spending has been falling

as a percentage of GDP, while the total number of employees on

government payrolls has been declining in absolute numbers.

This indicates that deficits have a great deal to do with tax rev-

enues. The sharp decline in tax revenues is mostly due to the

recession, the financial crisis, and the subsequent weak recovery.

As Paul Krugman (2012) has also pointed out, one can gauge the

size of the effect of the economy on tax revenues by “updating”

CBO tax-revenue projections from 2008 for tax-law changes that

occurred after the projections were published, such as extending

the Bush tax cuts. The tax shortfall is largely the result of eco-

nomic events, most notably the recession of 2007–09, not fiscal

largesse.

This “updated” version of the 2008 projection estimates a

$2.933 trillion tax take for fiscal year 2011. Actual tax revenues

were only $2.303 trillion. Nearly all of the shortfall can clearly

be attributed to the recession that began in late 2007. Moreover,

spending on income-security programs, which varies from year

to year depending mostly on recipients’ financial situations, was

$164 billion higher than forecast in 2008. Adding together these

recession-related costs, we can account for $794 billion of the

$1.296 trillion, or 61 percent, of the total deficit for the year 2011. 

The large federal deficit incurred in 2011 was largely a prod-

uct of the kind of revenue losses and spending increases shown

in our fiscal trap diagram. The increased deficit should not be

seen as a sign of a relaxation of fiscal policy, but merely an appro-

priate response to a change in economic circumstances. Clearly,

any approach to fiscal policy that reacted to the large deficit by

cutting spending or raising taxes would be reading a sign of pru-

dence as a sign of imprudence. 

This prudent choice to allow an increase in the deficit in the

presence of declining taxes and relatively modest increases in

income security programs—one that was indeed only in small

part the result of policy changes—probably had a very benefi-

cial effect, as the late Levy Institute Distinguished Scholar Hyman

P. Minsky and many other Keynesians would have predicted (e.g.,

Minsky 2008 [1986], 13–37). In contrast, the spending cuts and

tax increases currently scheduled for 2013 will almost certainly

worsen the US economic situation and increase the risk of the

States falling into the sovereign-currency fiscal trap (see Figure 2). 

Today, the current outlook for the US economy is dire,

unless the federal government uses fiscal stimulus policy to

increase total demand and employment. As John Maynard

Keynes advised, “The boom, not the slump, is the time for aus-

terity.” We outline our case for prudent fiscal stimulus below.

Closer to the Cliff

Krugman’s remark referred to what is known in Washington

parlance as the “fiscal cliff.” Earlier this year, the public’s attention

was drawn to this imminent event by a CBO study projecting

that a recession would occur in the first two quarters of 2013 if

the United States reached the fiscal cliff (2012a, 6). Fed Chairman

Ben Bernanke, once a student of noted monetarist Milton

Friedman, echoed this alarm (2012).11We will reach the fiscal cliff

if the president and Congress fail to prevent the following events:

(1) As required by the Budget Control Act, passed in the

summer of 2011, across-the-board cuts are scheduled

to take effect on January 2, 2013. These cuts will be

divided in a roughly even manner between defense and

nondefense discretionary spending and across spend-

ing items in those categories. Cuts will be made in every

area, from bombers to infantry and the Environmental

Protection Administration to the Women, Infants, and

Children (WIC) nutritional program. Since these cuts

are supposed to be spread across a wide range of pro-

grams and departments, one might expect they will be

rather small cuts proportionately. In fact, these cuts are
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expected to be in the neighborhood of 12 to 15 percent

for all affected items (BPC 2012; CBO 2012a and 2012b).

(2) The Bush tax cuts and the indexing of the Alternative

Minimum Tax are scheduled to expire. These tax

changes will raise the tax bill for the majority of

Americans, but most of the increased revenues from the

end of these policies will come from married couples

reporting more than $250,000 in taxable income, or

$200,000 for other filers. 

(3) Emergency unemployment insurance benefits for eli-

gible workers who have been unemployed for more

than 34 weeks are already being phased out gradually

and will expire altogether in 2013 (CBPP 2012a). 

(4) The 2 percent Obama Social Security payroll tax cut

that began last year expires as well.

(5) A number of other spending cuts and tax increases will

occur, including a 2 percent reduction in Medicare pay-

ment rates for physicians.

The CBO estimates that, taken together, these changes will

lead to more than $500 billion in deficit reduction for 2013.

Many of these cuts will disproportionately affect low-income

people, in spite of continuing high levels of unemployment

among low income Americans. The president and most mem-

bers of Congress do not want to see these cuts go into effect.

Politically, the Bush tax cuts may be the easiest part of the cliff to

avoid. Both houses of Congress have passed legislation to extend

these cuts, though the Senate version leaves out taxpayers filing

as couples with incomes greater than $250,000. President Obama

has supported the Senate version on the grounds of distributive

fairness. Thus far, neither the president nor Congress has taken

any action to extend the payroll tax holiday, even though this is

the biggest working-class tax issue and essential to avoiding the

fiscal cliff. 

On the spending side of the ledger, the fiscal conservatives

offer various plans to shift the spending cuts to future years and

to replace the across-the-board reductions with cuts to a smaller

group of specific items. Their plans call for a large net cut in

spending over the next 10 years (see BPC 2012). Judging by the

statements of Washington opinion leaders, it is quite possible

that Congress will act later this year to repeal the cuts to military

spending and allow the nonmilitary spending cuts to go into

effect early next year, as called for by current law. 

For decades, Keynesian and post-Keynesian economists at

the Levy Institute and elsewhere have noted a shortfall in US gov-

ernment spending, given levels of aggregate private demand (e.g.,

Godley 1999; Papadimitriou, Hannsgen, and Zezza 2012); addi-

tional cuts will serve only to weaken an already unhealthy econ-

omy. Nonetheless, many pundits and members of Congress have

been confident that recovery is well under way. They fret that if

spending cuts and tax increases were put off even for a year, the

government might not act quickly enough to tighten fiscal pol-

icy once economic indicators reached acceptable levels. Perhaps

they do not know how long GDP has been well below trend (see

Figure 3). Based on the present state of the economy, any notion

that implementing better policy would be mostly a matter of pre-

cise timing is patently absurd. The gap between recent real GDP

growth and the historical trend is so large that the danger of

overshooting the trend is hard to imagine.12

Any recovery that leaves the economy so far below trend is

destined to fall short in job creation, as this one indeed has.

Excessive caution about the timing of stimulus has led a con-

cerned Robert Reich (2012), the former Labor secretary, to pro-

pose a rule that would trigger spending cuts and tax increases

only after standard measures of unemployment fell below a

Sources:  Federal Reserve Bank of St. Louis FRED database and Levy Institute
calculations 
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threshold of 5 percent and economic growth reached 3 percent

per year! Given the enormous distance we would have to travel

to reach those milestones, it is not clear if such a rule would have

any practical effect. However, it could help reassure the public

that those leaders who are in favor of stimulus measures in prin-

ciple support moving to a tighter fiscal policy stance once the

need for stimulus passed. It seems doubtful that such an agree-

ment could be reached in Washington without a more stagna-

tion-averse and cooperative Congress. The recovery is also

complicated by the trends in income and wealth inequality and

financial fragility, to which we turn next.

Beyond the Fiscal Trap: The Roles of Distribution

and Financial Fragility

Up to this point, we have focused on the hypothesis that a

straightforward fiscal trap story accounts for many of the eco-

nomic problems seen recently around the world—fiscally con-

servative economic doctrine encourages budget cuts, leading to

slow or negative growth, which in turn undermines tax revenue

collections. This situation leads to more demands for spending

cuts, and the cycle repeats itself. However, the current US eco-

nomic predicament involves much more than a vicious cycle of

budget cuts, tax increases, and slow-to-nonexistent growth. An

ongoing trend of income and wealth is also feeding into the cycle

of fiscal restraint and low growth (Galbraith 2012; Krueger 2012;

Papadimitriou, Hannsgen, and Zezza 2012; Rajan 2010; Reich

2010; Stiglitz 2012; van Treeck 2012). 

According to the differential savings-rate hypothesis, house-

holds and groups with high incomes tend to save large propor-

tions of their incomes, while lower income households and

classes save very little, spending new income almost as soon as

they receive it. One version of this hypothesis—which is a staple

of post-Keynesian macro models—states that a high proportion

of profit income is saved, while most (or perhaps nearly all) wage

and salary income is spent immediately.13 Since these hypothe-

ses are at least approximately true,14 today’s less equal distribu-

tion of income and assets means it is more difficult to generate

enough demand to keep businesses producing and workers

employed: people with money are not spending enough, and

people with only a little money spend it to meet their basic needs.

Another crucial factor behind the recent fiscal crisis is the

inherent fragility of modern financial systems. Financial insta-

bility was documented in detail by Minsky (2008 [1975]; 2008

[1986]). Figure 4, a modified version of our fiscal trap diagram,

shows the important role of financial instability in the current

fiscal trap.15 Specifically, the “Rising Numbers of Ponzi Units”

show the potential effects of such fragility, which tend to arise

spontaneously, even in an otherwise stable economy. Minsky

used the term “Ponzi unit” to refer to an individual or entity that

cannot make required interest payments without borrowing

money to do so. Financial crisis arises when too many entities

are paying their debts with borrowed money. Any disruptions in

the resulting chain of borrowing can bring down the economy,

as we have recently seen. Financial fragility often leads to public

bailouts, or at least fears of the need for such bailouts, as shown

by the arrow pointing from the words “Rising Numbers of Ponzi

Units” to “National Bailouts and Bailout Fears.”16 Figure 4 illus-

trates the potent two-way effects that exist between intensifying

financial fragility and wider economic distress (see the two–way

arrow). The ways in which increased Ponzi activity contributes to

financial instability are crucial for understanding the cases of, for

example, Ireland and Spain, whose fiscal troubles are largely the

result of huge cleanups from housing-related financial crises. 

While financial fragility constitutes a key part of the fiscal

trap mechanism, it can also be linked in turn to the broad

inequality issues mentioned above. With incomes stagnant or

falling, struggling low- and middle-income households have

been under far more pressure than in past years to take on dan-

gerous levels of mortgage and credit-card debt—increasing the

economy’s tendency to become financially fragile. Indeed, a

number of recent studies link slow or negative wage growth with

rising consumer debt.17 Whatever constitutes the true source of

weak demand, recent problems cannot be addressed without

Spending Cuts,
Tax Increases

Figure 4 A Fiscal Trap Occurs When Fiscal Policy Aims to
Balance the Budget—And Private-sector Financial Fragility
Can Worsen the Problem

Slow Growth,
Rising Unemployment,

Declining Aggregate Demand,
Falling Profits

Falling Tax Revenues,
Rising Transfer Costs

Rising Deficits and/or
Missed Targets

National Bailouts and 
Bailout Fears

Rising Numbers of Ponzi Units
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Nonetheless, even in these sovereign-currency countries, the

concept of a fiscal trap is relevant, because the fiscal trap mech-

anism that operates as depicted by the dark arrows in Figure 1

may be enough to constitute a dangerous trap, one that goes

beyond the ill-timed policy changes emphasized by many critics

in the financial press.19 Yet despite the freedom in policymaking

afforded by Britain’s use of the pound, the Cameron government

has deliberately tightened its fiscal policy in step with Spain and

many of its other European counterparts (Table 1). This policy

of fiscal tightening seems incongruous for two main reasons: (1)

interest rates remain low, compared to those in Italy, Spain, and

other “peripheral” eurozone countries; and (2) the UK govern-

ment is subject to few binding debt or deficit restrictions.20

Figure 5 shows Eurostat data on revenues and expenditures

by the entire UK government sector. Indeed, spending fell in

2011 as a percentage of the country’s GDP, following what was in

fact only a moderate increase during the recession in the UK.

Figures on GDP, which can be measured along the right axis of

the figure, show a series of low or negative growth rates dating

back to the first quarter of 2010. Four of the past six years have

seen negative GDP growth rates. 

With austerity measures already unpopular among elec-

torates in the eurozone, it is astonishing that fiscal policy remains

worrying a bit about the household-debt overhang and the ane-

mic growth in real wages, in addition to the need for stronger

and steadier fiscal stimulus (i.e., increased deficits). The British

government’s recent austerity experiments may provide insights

into the results of this approach in a sovereign-currency country,

yielding lessons for US policymakers.

A Comparison to the British Case: Fiscal Trap 

without Fiscal Treaty

As a euro holdout, the UK has a monetary system very similar to

that of the United States. The UK may be entering into a fiscal

trap. Naturally, this situation bears watching by US policymak-

ers. The failure of fiscal austerity in Britain has become apparent

to observers in the media, with headlines such as the following

appearing in the mainstream financial press: “Osborne Economy

Plan Attacked as Critics Question Competence.” This particular

article goes on to take the government to task, noting that

“Osborne’s 2010 austerity program—which was extended for

two years in November—envisaged that the economy would be

growing by 2.8 percent this year. Instead, it is 0.9 percent smaller

than in the third quarter of 2010” (Vina and O’Donnell 2012).

This is another example of contractionary fiscal policies

leading to a slump in total output. This raises the prospect that

low or poor growth will prevent a reduction in deficits, setting off

another round of budget cuts in the UK.18When it comes to the

danger of falling into such a fiscal trap, the United Kingdom is

particularly relevant to US policymakers. Unlike the countries in

the eurozone, with their common currency, the UK is a nation

with its own money, having stayed out of the eurozone from the

beginning. In two key ways, Britain’s use of the pound rather

than the euro makes its current predicament more relevant as an

analogue to the US situation than the eurozone crisis.

First, policymakers in the UK control the base interest rate,

the so-called “bank rate,” much as the Fed sets the federal funds

rate. They have also shown a willingness to undertake quantita-

tive easing to keep medium- and long-term rates low. Second, in

principle, the UK government can also make its currency depre-

ciate or allow it to appreciate and depreciate as needed to imple-

ment a full-employment policy. Hence, as in the United States

(and most other countries with sovereign currencies), the gov-

ernment faces no “solvency constraint” on its spending and tax

policies, and it is much less likely that a fiscal trap will develop. 
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tight in the UK, with the government reluctant to acknowledge

that its policies have helped to bring about a new recession.

Moreover, to say the least, it is galling to realize that the United

States may be about to jump off the same austere “cliff.” 

Some Proposals to Help Avoid the Trap in the 

United States

Several policy measures to counter the perverse effects of fiscal

austerity follow from our analysis:

(1) The budget sequester should be repealed and not

replaced, and action should be taken to raise the debt

limit as needed. It would be counterproductive to adopt

the “repeal and replace” approach of the fiscal conser-

vatives. Budget cuts may lead the economy into a trap

no matter when cuts take place or how judiciously they

are made. Therefore, the sequester that goes into effect

next January should be repealed outright. This will

eliminate the congressional imperative to make specific

amounts of cuts over a 10-year period. If necessary, the

repeal could be replaced by a target rate, meaning a spe-

cific unemployment rate and/or growth rate rather

than a new target date, to ensure that policy is not tight-

ened prematurely (Reich 2012). 

(2) The rest of the “fiscal cliff” must be further moderated,

or eliminated. This includes keeping the payroll tax hol-

iday, which began at the start of last year, and cutting

payroll tax deductions for Social Security from 6.2 to

4.2 percent. At this point, neither house of Congress nor

the president has called for an extension of this effective

stimulus measure, first passed in 2010. The tax holiday

should be extended for the foreseeable future, especially

given that the payroll tax currently applies only to the

first $110,000 of each worker’s earned income.21 Payroll

taxes are crucial, as they account for more than half 

of the federal tax payments of workers with modest

incomes.22

(3) As a longer-run fiscal solution, the government should

seek to use a more comprehensive and rational combi-

nation of policy rules and/or automatic stabilizers to

help ensure that spending is increased when needed and

used in positive ways. This is an approach that Minsky

(2008 [1986]) and other Keynesians have supported for

many years. These measures would work on the princi-

ple of increasing the deficit when capacity utilization,

employment growth,  economic growth, or some sim-

ilar economic indicator was below par, and vice versa.

There are a number of proposed institutions that could

be used to achieve this effect. These include: an

employer-of-last-resort policy (as described in

Papadimitriou 2008, Gross 2011, and elsewhere), espe-

cially for the low-skilled; an infrastructure-project

banking agency (e.g., Shubik 2009); an enhanced sys-

tem of countercyclical assistance to the states and local-

ities (e.g., Zalewski and Whalen 2011); and/or some

other improved system of social benefits for the unem-

ployed, the ill, the blind, and the disabled. The latter

might include a new investment in social care provision

(Antonopoulos et al. 2011; Antonopoulos 2007). These

ambitious reforms are not the focus of this brief, but

they are essential over the long run.23

Our general approach contrasts sharply with the Romney-

Ryan campaign’s calls for tax cuts, mostly for the wealthy, which

would help to loosen fiscal policy to little social purpose other

than a macroeconomic one. The Republican candidates’ support

of deep cuts in spending are worst of all in our view. In fact, we

would support increased programmatic spending aimed at solv-

ing key problems, as well as tax cuts and transfers to individuals

and families with the greatest needs and lowest savings rates. We

would hope that a large portion of the new spending would be

used in ways that increased employment, not by magic, but by

public sector hiring. The administration’s languishing American

Jobs Act highlights the lack of Congressional support for this

approach. On the other hand, the mantra of fiscal responsibility,

represented by proposals such as the “Bowles-Simpson plan,”24

has borne the brunt of our criticism in this piece. This is no sur-

prise: we are Keynesians. The failure of Pollyannaish orthodox

economics, the same perspective that brought us the financial

crisis and the Great Recession of 2007–09, to provide an effective

strategy for economic growth argues for another approach. The

renewed vigor seen in many heterodox economic traditions

offers a better hope for effective policies that will steer clear of the

fiscal trap and put the economy back on a path to recovery.
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Notes

1. For an early collection of euro critiques and comments in a

chartalist vein, see Bell and Nell (2003), in addition to the

works referenced in the text. For additional details on the

difference between chartalist and metallist monetary theo-

ries and the benefits of a system based on the former, see the

background articles in Wray (2004) and the more modern

account in Wray (1998).

2. For example, Reich (2012) uses the term “austerity trap”

rather than “fiscal trap,” and The New York Times uses the

term “debt spiral” (see McClain 2011).

3. Similar mechanisms are important in many models that

have been developed by various scholars to describe situa-

tions in which deficits seem to be growing out of control

(for a discussion, see Câmara and Vernengo 2001). During

crises, these models make deficits and the money stock a

function not mostly of policy, but rather of economic vari-

ables that are beyond the control of policymakers.

4. The federal food-stamp program, which provides needy

individuals and families with money to purchase food, is

now officially known as SNAP (Supplemental Nutrition

Assistance Program).

5. Zalewski and Whalen (2011) discuss the role of automatic

stabilizers in the context of post-Keynesian and Institutionalist

thought. Picketty and Saez (2007) describe evidence that the

US federal tax system has been somewhat progressive,

though state and local taxes are generally rather regressive. 

6. See also the sources in note 1.

7. This includes a working paper (Hannsgen and Papadimitriou

2010) and a critique written by Nersisyan and Wray (2010).

8. In fact, chartalists point out that, all things being equal,

increases in government spending tend to reduce interest

rates, as they add to the stock of money. Securities sales

occur after the fact and are a means of stabilizing interest

rates, rather than “financing” government spending (Wray

1998). In practice, this view is a bit less convincing with

regard to long-term interest rates, without some form of

open market purchases near that end of the maturity spec-

trum—a type of operation that is often seen as “unconven-

tional.”

9. Robinson (1951, 163�64) emphatically makes this point

about sovereign currencies. In an open-economy framework,

Godley and Lavoie (2007) suggest a way that an enlightened

ECB-like central bank might be able to maintain stable

interest rates and Keynesian policies in its member coun-

tries, along with a single currency, using simulations of a

stock-flow-consistent model. They use a three-country

model with two countries tied in a currency union and a

third with a floating exchange rate.

10. The mechanism shown in Figure 2 does not purport to be a

perpetual-motion machine. Rather, it simply avoids most of

the problems associated with a metallist monetary system,

including fiscal traps of the type shown in Figure 1.

11. The CBO has repeated its warning about the fiscal cliff in a

recent update of its report (2012b).

12. Caveat: the trend line is not derived from a theoretical

model; rather, it was constructed by mechanically fitting a

constant-growth-rate curve to the data. (The methods used

to compute the trend are described in the caption.) Hence,

the trend is useful only as a rough benchmark based on past

growth rates. Some economists argue that for various reasons

the country is in for an era of diminished growth potential;

in that case, the trend line would perhaps be an inappropri-

ate guide to countercyclical policy. Yet it is difficult to explain

away such a sharp departure from historical trends.

13. For examples of classic contributions to the post-Keynesian

literature that use the assumption of differing saving propen-

sities, see Kalecki (1991 [1943]), Kaldor (1955�56, 1957), and

Robinson (1986 [1969], Book 5).

14. Bowles and Boyer (1995), Stockhammer, Hein, and Grafl

(2011), and Stockhammer, Onaran, and Ederer (2009) find

some support for the differential saving propensity hypoth-

esis. Each of these articles lists some additional references.

Even neoclassical journals, with their traditional aversion to

thinking in terms of the distribution of income, have pub-

lished work in support of this empirical hypothesis, with a

key example being Dynan, Skinner, and Zeldes (2004). For

recent evidence that most Americans substantial amounts

of nonhome or liquid wealth, a fact that suggests they may

have savings propensities close to zero, see the household-

survey evidence in Bricker et al. (2011) and Wolff (2010).

The realism of the differential-savings rate hypothesis and

models based upon it contrasts, for example, with models

based on a representative hyperrational consumer possess-

ing rational expectations of all future income and tax flows,

et cetera (Davidson 1982�83). In an interesting development,

sophisticated criticism of models of this type has flourished

recently in the popular and financial presses. Some examples
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of this new genre include Bhidé (2010), Buiter (2009),

Krugman (2009), and Smith (2010).

15. Figure 4 omits the arrows depicting the financial impacts

and costs of escaping the fiscal trap seen in Figures 1 and 2,

to avoid cluttering the picture.

16. See Tagkalakis (2012) for some empirical documentation of

the generally rather sizable effects of financial crises on gov-

ernment finances.

17. Some examples are: Barba and Pivetti (2009), van Treeck

(2012), Guttmann and Philon (2010), and Zalewski and

Whalen (2010). Hannsgen (2007) and others have noted

causal links between the threat of a crisis, rising household

indebtedness, financial innovation and deregulation, and

orthodox consumer theory itself.

18. See also, for example, Wolf (2012).

19. Frankel (2012) documents some of the remarkable timing

mistakes made by modern US presidents in their macro pol-

icy announcements, though he underestimates the harm

generally done by fiscal austerity.

20. Schaechter, Kinda, and Budina (2012) enumerate the “fiscal

rules” currently in force in various places around the world.

Of course, some restrictions exist on chartalist governments,

such as the UK and the United States, but these are cases in

which states have voluntarily agreed in some manner to

accept or impose restrictions on their own economic poli-

cies by legislation or international agreement. Unfortunately,

given the persistently weak economic climate and the anti-

Keynesian approach of current rules, these laws will almost

invariably prove to be against the interests of the nations

affected by them, because they impose inappropriately con-

tractionary policies.

21. The maximum amount of taxable income for each earner

is currently scheduled to rise as high as $161,000 by 2021

under the intermediate assumptions used in the official

Social Security trustees’ report (SSA 2012).

22. The debt-burden issue is another important one for house-

holds with modest incomes, as mentioned above. Perhaps

the best remaining option for dealing with weakness in

household balance sheets is to enact some form of fair mort-

gage-loan forgiveness program, or a program to enable

more homeowners to refinance at current interest rates

(Timiraos 2012; Stiglitz and Zandi 2012).

23. For ideas on further reforms of the financial system itself,

which could greatly reduce financial fragility and its eco-

nomic consequences, see Levy Economics Institute (2012).

24. A recent study by the Center on Budget and Policy Priorities

(2012b) outlines the current implications of this proposal.

The proposal was made by Representative Erskine Bowles

and Senator Alan Simpson, leaders of a Congressional

“supercommittee” charged with drafting a list of spending

cuts and revenue increases in accordance with the terms of

the Budget Control Act (BCA) of 2011. Ultimately, the com-

mittee was unable to agree on the Bowles-Simpson proposal

or any other set of deficit-reduction measures in the

required amount before its deadline was reached. As of this

writing, the United States faces a situation in which auto-

matic, across-the-board spending cuts are scheduled to take

effect in January 2013 under the terms of the BCA. Many

observers regard the fiscally conservative Bowles-Simpson

proposal as a reasonable basis  to substantially reduce the

deficit over the next 10 years.
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