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1

The  Great Recession of the late 2000s, cost untold trillions in lost output. 
It roiled long- settled po liti cal  orders in the United States and Eu rope 

and put tens of millions of  people out of work. In many countries, anemic 
growth rates and high unemployment continue. And even in  those countries 
where growth is more robust, macroeconomic policymakers worry about 
what  will happen when the next recession strikes,  because, although  there is 
much agreement over the  causes of the  Great Recession, officials still lack 
the tools to reverse such a downturn when it next occurs.

The cause of the  Great Recession, as macroeconomic policy institutions 
from the International Monetary Fund (IMF) to the Federal Reserve have 
concluded, was inadequate “aggregate demand.” Private- sector spending 
collapsed in the wake of the financial crisis of 2008 and took nearly a de-
cade to recover. With too much saving and too  little spending, firms  were 
unable to sell all the goods and ser vices that they could produce, grinding 
the economy to a halt.

To stimulate aggregate demand, policymakers had at their disposal con-
ventional macroeconomic instruments: monetary and fiscal policy. Despite 
good reasons to think that monetary policy would be in effec tive, it became 
the primary response to the  Great Recession. Central banks implemented 
aggressively expansionary monetary policy during the  Great Recession, 
growing the money supply by previously unthinkable amounts in order to 
lower interest rates (Figure I.1).  These policies likely prevented the  Great 
Recession, triggered by the “the worst financial crisis in global history, in-
cluding the  Great Depression,”1 from causing even more pain than it did. 

Introduction
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2 ■  InTroduCTIon

But the unpre ce dented monetary expansion raised continuing fears of fi-
nancial market  bubbles. And even this monetary “shock and awe” campaign 
failed to provide the needed stimulus to prevent the incalculable harms of 
the  Great Recession. For many, this failure was no surprise. The “zero lower 
bound” on interest rates constrained the effectiveness of even the most ag-
gressive monetary policy.  Because interest rates  can’t go much below zero, 
only so much stimulus was available. As the Economist observed in late 
2016, “Central banks have been  doing their best to pep up demand. Now 
they need help.”2
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Figure I.1   After an extended period of remarkable stability before 2008, central 
bank assets exploded in response to the  Great Recession.

Data Source: Board of Governors of the Federal Reserve System, “All Federal Reserve 
Banks: Total Assets” [WALCL], retrieved from FRED, Federal Reserve Bank of St. Louis, 
https:// fred . stlouisfed . org / series / WALCL; Eu ro pean Central Bank, “Central Bank Assets for 
Euro Area (11–19 Countries)” [ECBASSETS], retrieved from FRED, Federal Reserve Bank 
of St. Louis, https:// fred . stlouisfed . org / series / ECBASSETS; Bank of Japan, “Bank of Japan: 
Total Assets for Japan” [JPNASSETS], retrieved from FRED, Federal Reserve Bank of 
St. Louis, https:// fred . stlouisfed . org / series / JPNASSETS; Bank of  England, “Bank of  England 
Balance Sheet— Total Assets in the United Kingdom” [BOEBSTAUKA], retrieved from 
FRED, Federal Reserve Bank of St. Louis, https:// fred . stlouisfed . org / series / BOEBSTAUKA.
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While monetary policy was vigorous, discretionary fiscal stimulus— 
passing new laws to increase government spending and decreasing taxes to 
stimulate aggregate demand— was,  after an initial burst, left largely un-
tested. Po liti cal gridlock at the federal level in the United States, constitu-
tional debt restrictions in U.S. states and the Eu ro pean Union, and concerns 
about excessive government debt in many countries meant that discretionary 
fiscal stimulus never came close to compensating for the decreased demand 
prompted by the 2008 financial crisis. Indeed, many governments reduced 
public spending during the  Great Recession, as unexpectedly low tax rev-
enues led to  belt tightening.

With monetary policy impotent and fiscal policy dormant, many of the 
world’s economies face a pressing question: “Are we ready for the next re-
cession?”3 Grave uncertainty about the answer to this question is demon-
strated by the previously implausible policy mea sures that are now  under 
serious discussion. Policymakers such as Ben Bernanke, former chair of the 
U.S. Federal Reserve, and Mario Draghi, chair of the Eu ro pean Central 
Bank, have considered distributing “he li cop ter money,” in which the cen-
tral bank prints money and sends it directly to citizens, if economic condi-
tions deteriorate in the  future.4 And in the Eurozone, the IMF has pushed 
for the creation of a “centralized” fiscal institution to “cushion economic 
shocks,” advocating a fundamental expansion of the Eu ro pean Union’s man-
date for the sake of better macroeconomic policy.5

Law and the  Great recession

In this book, I propose a dif fer ent macroeconomic policy tool: law. True, 
law is already part of fiscal and monetary policy. But too  little attention is 
paid to the effects of law on macroeconomic policy’s success and failure 
when short- term interest rates are constrained by the zero lower bound. I 
also  will argue for the benefits of novel  legal instruments— and novel uses 
of existing  legal instruments— for stimulating aggregate demand when 
monetary policy is in effec tive. I group  these  under the umbrella of “expan-
sionary  legal policy.” And I bring law’s focus on designing institutions, known 
as “institutional design,” to bear on the preexisting macroeconomic tools of 
monetary and fiscal policy.

The  Great Recession made law’s effects on fiscal policy vivid. Recall, for 
instance, the tens of billions of dollars the U.S. Congress earmarked in 2009 

 EBSCOhost - printed on 2/10/2023 1:13 PM via . All use subject to https://www.ebsco.com/terms-of-use



4 ■  InTroduCTIon

for “shovel- ready” infrastructure proj ects. The goal was to quickly replace 
faltering private demand with government spending by enacting a new law. 
But laws, regulations, and bureaucracies stymied  these efforts to spend 
quickly. Commenting on the U.S. government’s failure to rapidly spend in-
frastructure appropriations, President Obama concluded, “ There is no such 
 thing as a shovel- ready proj ect.” Law— which, from now on, I  will use as a 
shorthand for law, regulation, and administration— spurred investment di-
rectly via the passage of a fiscal stimulus package and then got in its way.

In addition to facilitating better fiscal or monetary policy, law also shifts 
demand without calling upon fiscal or monetary policy. For example, when 
a construction proj ect is approved, construction spending increases, at least 
in the short term. A  legal decision thus changes spending without any change 
in fiscal or monetary policy. On a much larger scale (almost $400 billion in 
2015 in the United States), electric- utility regulation also affects aggregate 
demand.6 If utility regulators approve a utility’s rate increase, then utility 
consumers have fewer dollars to spend and utility investors have more. If 
utility consumers spend more of their money than investors do (almost cer-
tainly the case), then the utility regulator’s decisions affect aggregate de-
mand. Approving higher rates lowers spending, while keeping rates low 
raises spending. And just as utility regulation affects aggregate demand, so 
too  will many other  legal decisions.

I argue that, in limited circumstances, law should promote spending. If 
expansionary monetary policy is constrained by the zero lower bound on 
short- term interest rates and expansionary fiscal policy is constrained by 
constitutional limitations, po liti cal gridlock or fear of excessive government 
debt, then expansionary  legal policy, such as utility regulation that keeps 
rates low in recessions and private debt forgiveness (via bankruptcy law), 
offers a third way for stimulating aggregate demand. I  will discuss both of 
 these options, and  others, in detail.

Although law is not currently part of the U.S. macro toolkit,  there is no 
reason it  couldn’t be. During the  Great Depression of the 1930s, policy-
makers relied on  legal instruments such as the National Recovery Adminis-
tration, which regulated industry, and the Federal Housing Administra-
tion, which regulated the housing finance market, to stabilize the economy. 
Likewise, the post– World War II Bretton Woods regime of international 
macroeconomics was premised on  legal controls restricting the movement 
of capital across borders. And during the inflation of the 1970s, the U.S. 
government responded with price controls. Although  these  legal interven-
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tions  were not always successful, it is striking that we now assume they can 
never work and so never even consider  legal policy options. We have aban-
doned what used to be integral tools of macro policy.7

In other policy areas, law and regulation often substitute for government 
spending and taxation; they  aren’t just tools to prevent malfeasance. Like 
fiscal policy, law mitigates harmful “externalities.” For instance, carbon 
emissions can be abated using a carbon tax (fiscal policy) or by environmental 
regulation (law). When the Obama administration failed to pass a compre-
hensive statutory plan to limit emissions of carbon dioxide, it turned to ag-
gressive regulatory action  under the Clean Power Plan. And (again like fiscal 
policy) law provides public goods. The government can inspire economic 
growth by funding scientific research (fiscal policy) or by fostering profit po-
tential through patent and copyright (law). If the goals of taxing and 
spending include stimulus at the zero lower bound, then so too should the 
goals of law, which is often a substitute for fiscal policy.

Just  because law can promote or hinder spending and affect the business 
cycle does not mean it should always be used to do so. To evaluate expan-
sionary or contractionary  legal policy, we need to compare the pros and cons 
of using law for macroeconomic ends with  those of alternative macro in-
struments, primarily monetary and fiscal policy. I find that law offers an un-
wieldy instrument of macroeconomic policy. As a result, we should con-
sider expansionary  legal policy only when monetary and fiscal stimuli are 
unavailable. Even then, regulators, judges, and administrators should stim-
ulate aggregate demand only when they have the discretionary power to do 
so. They  can’t change the law to promote spending— they can only use the 
discretion the law already gives them to do so. Legislatures, by contrast, 
enjoy greater scope to pursue expansionary  legal policy.

Unfortunately, limitations on effective monetary and fiscal policy may be-
come all too common in the  future. With interest rates languishing near 
historically low rates even  after a prolonged period of expansion, recent pa-
pers estimate that the zero lower bound may constrain  future attempts at 
monetary stimulus as often as 40  percent of the time.8 In addition, consti-
tutional debt restrictions, po liti cal gridlock, and fears about growing gov-
ernment debt burdens make expectations of decisive discretionary fiscal 
stimulus ever more unrealistic.

In comparing expansionary  legal policy with monetary and fiscal policy, 
I bring together law and macroeconomics, augmenting the microeconomic 
perspective that has dominated my academic field of “law and economics” 

 EBSCOhost - printed on 2/10/2023 1:13 PM via . All use subject to https://www.ebsco.com/terms-of-use



6 ■  InTroduCTIon

over the past half  century. Law and economics has argued that law should 
be used to maximize the size of the microeconomic pie. But law and eco-
nomics has ignored the effects of law on aggregate demand, leaving the pre-
vention of recessions to monetary and fiscal policy. The desperate search 
for new macroeconomic policy tools indicates that this division of labor is 
not a reasonable one.

Law and Macroeconomics is intended for economic policymakers, econ-
omists,  lawyers, and anyone interested in public policy. Economists and poli-
cymakers seeking new tools for stimulating slumping economies  will hope-
fully find in law a promising macroeconomic policy instrument. Economists 
should also find new ways of examining the virtues and drawbacks of mon-
etary and fiscal policy from an institutional design perspective.  Lawyers may 
discover  here a new baseline for evaluating laws and regulations: in addi-
tion to asking  whether a law is just, fair, administrable, or microeco nom-
ically efficient, we should consider that law’s effects on the macroeconomic 
environment. A  legal decision that is right when the economy is healthy may 
well be wrong at the zero lower bound on interest rates. I  will argue that 
the decision should come out differently  because the macroeconomic con-
text is dif fer ent. Law and macroeconomics thus extends law to a pressing so-
cial prob lem that has recently been outside its scope— namely, the con-
straint imposed on stagnant economies by inadequate aggregate demand.

My discussion does not exhaust  every link between law and macroeco-
nomics. I do not discuss “law and finance” or “property rights and economic 
growth,” which consider the effects of  legal traditions and institutions on 
long- run macroeconomic outcomes such as gross domestic product (GDP) 
and stock- market valuations.  These lit er a tures are of fundamental impor-
tance. Like most of law and economics, however,  these lit er a tures focus on 
law’s role in expanding an economy’s productive capacity (its supply side) 
rather than spending (the demand side). In this book, by contrast, I focus 
on the demand side— specifically, how law can stimulate demand to miti-
gate recessions when monetary policy does not suffice.

I also do not emphasize financial regulation. No doubt, better regulations 
reduce the probability of financial crises, with long- lasting macroeconomic 
effects. But such regulation has been explored amply by  lawyers and econ-
omists. In addition, even the best financial regulation is doomed to peri-
odic failure. Carmen Reinhart and Kenneth Rogoff identified eight sepa-
rate episodes of global banking crises between 1900 and 2008, suggesting 
that  there may be no way to regulate our way out of such events.9 In light 
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InTroduCTIon ■  7

of this history, law must offer responses once crises have struck in addition 
to trying to prevent crises through prophylactic regulation.

Indeed,  there is no better time to ask more of law. The  Great Recession’s 
shadow falls over the global economy still, in the form of slower growth even 
in countries that have ostensibly recovered and exceptionally low interest 
rates across the industrialized world. With rates so low,  there  will be  little 
space for monetary policy when the next downturn inevitably strikes. And 
the lack of a decisive fiscal response to the  Great Recession demonstrated 
that fiscal policy is unreliable as a substitute for monetary policy. It is there-
fore crucial that we understand how law can be a more effective tool for 
easing downturns.

Plan of the Book

Part I examines monetary and fiscal policy from a  legal perspective.
In Chapter 1, I provide an overview of Keynesian and new Keynesian 

macroeconomics for readers unfamiliar with this lit er a ture. In brief, I 
explain that temporary increases or decreases in spending alter output 
briefly but also induce changes in interest rates and, ultimately, prices. 
 These changes in interest rates and prices gradually return the economy 
to its “natu ral” output level, determined by supply  factors. (Readers inter-
ested in a  simple formal economic treatment— the “IS- LM” model—of 
the topics discussed in this chapter and all  future chapters should consult 
the Appendix.)

Chapter 2 examines fiscal policy when interest rates are well above zero. 
I explain why fiscal stimulus, obtained through lower taxes and higher 
spending, raises aggregate demand while fiscal contraction lowers it. “Dis-
cretionary” fiscal policy is enacted by legislatures and is generally viewed 
as an in effec tive stabilization tool. In par tic u lar, the requirement for legis-
lative action means that the government  will move too slowly to offset most 
fluctuations in aggregate demand. I discuss the desirability of using “auto-
matic” fiscal policy, in contrast with discretionary fiscal policy, to stabilize 
an economy in recession. With automatic fiscal policy, deficits increase 
quickly when incomes fall and shrink quickly when incomes rise, without 
need for legislative action and the po liti cal challenges that poses.

To conventional macroeconomic accounts of automatic fiscal policy, which 
focus only on government spending and income taxation, I add a third 
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8 ■  InTroduCTIon

instrument of fiscal policy— “tax expenditures.”  These are government 
subsidies delivered through the tax code. An example of a tax expenditure 
is the charitable deduction in the U.S. income tax code, which reduces tax-
able income for each dollar a taxpayer gives to charity. The government has 
deci ded to subsidize charitable giving, so the giver  faces a lower tax pay-
ment  after giving to charity, even though the giver’s income  hasn’t decreased. 
In 2016, U.S. tax expenditures  were worth approximately $1.5 trillion, or 
7.9  percent of GDP (more than nondefense discretionary spending).

Unlike the conventional tax and spending programs emphasized by mac-
roeconomists, tax expenditures tend to be automatically destabilizing. A 
good example of the automatic destabilizing effects of tax expenditures is 
the (now limited) deductibility of U.S. state income taxes from federal tax-
able income for the purposes of calculating federal income tax liability. This 
tax expenditure provides an effective federal government subsidy to tax-
payers for paying state income taxes and (indirectly) to the government 
spending funded by state income taxes. An extra dollar of state spending 
financed by state income tax requires state residents to give up less than 
one dollar of after- tax income  because the dollar paid in state taxes is de-
ductible from federal income.

State income tax liabilities go up when income rises in booms (lowering 
deficits) and go down in recessions (increasing deficits). The state income 
tax therefore automatically stabilizes the economy, as observed by macro-
economists. But the tax expenditure for state income taxes— the federal sub-
sidy for making tax payments to states— destabilizes the economy. If state 
income tax payments rise in booms and falls in recessions, then the effec-
tive federal subsidy through the tax expenditure also rises in booms and falls 
in recessions. This destabilizes the economy by reducing a government sub-
sidy in a recession and increasing the subsidy when incomes are high.

The destabilizing effect of the deductibility of state income tax payments 
from federal taxes and other similar tax expenditures is quantitatively impor-
tant. Recent empirical estimates suggest that tax expenditures reduce the 
stabilizing properties of the U.S. income tax code dramatically.10 But  these 
destabilizing effects of tax expenditures have gone unexamined by macro-
economists, who do not study alternative forms of fiscal policy like tax ex-
penditures. Given the destabilizing properties of tax expenditures, we need 
to  either reduce our reliance on them or pass laws limiting their destabi-
lizing properties. I conclude Chapter 2 by describing the destabilizing prop-
erties of other impor tant but neglected instruments of fiscal policy, such as 
matching grants and some government insurance programs.

 EBSCOhost - printed on 2/10/2023 1:13 PM via . All use subject to https://www.ebsco.com/terms-of-use



InTroduCTIon ■  9

Chapter 3 examines monetary policy when interest rates are well above 
zero. Expansionary monetary policy stimulates spending by making money 
abundant and lowering interest rates, while contractionary policy inhibits 
spending by raising interest rates. All Western democracies delegate au-
thority over monetary policy to in de pen dent and expert central banks.

Monetary policy offers a power ful tool for mitigating the economic ef-
fects of shifts in aggregate demand. But Chapter 3 observes that many 
jurisdictions do not retain control over monetary policy. Individual U.S. 
states and member nations of the Eurozone forgo the benefits of monetary 
policy to facilitate trade and po liti cal integration. In Chapter 3, I ask why 
any jurisdiction would give up such a power ful macroeconomic tool, de-
scribed as the “only [macroeconomic] game in town” in the title of one 
recent book on macroeconomics.11 I explain that the “impossible trinity” of 
international macroeconomics offers governments a stark choice. They can 
 either promote trade through shared or fixed currencies, or they can pro-
mote macroeconomic stability by retaining control over monetary policy, 
but not both.

This remains true  unless the jurisdiction chooses to enact capital 
 controls— the third prong of the impossible trinity. With capital controls, 
jurisdictions pass laws to impede the movement of capital across borders, 
 going so far as to deny the enforcement of an other wise valid contract when 
enforcement would enable a violation of another country’s capital control 
regime. Capital controls complicate law but allow jurisdictions to get the 
trade- promoting benefits of fixed exchange rates without relinquishing con-
trol over monetary policy. Using capital controls to enable stable exchange 
rates and monetary flexibility is a perfect example of the possibilities 
opened by law and macroeconomics—by asking more of law, regimes with 
capital controls, such as the Bretton Woods regime of 1944–1971, enable 
better macroeconomic outcomes.

In Chapter 3, I also compare monetary and fiscal policy as tools for 
macroeconomic policy. I explain why economists  favor monetary policy over 
discretionary fiscal policy for stimulating and inhibiting economies when 
interest rates are well above zero. According to this conventional wisdom, 
monetary policy is effective  because it is implemented by an expert and 
nimble central bank that is able to respond effectively to fluctuations in de-
mand. Fiscal policy, by contrast, requires a slow- making legislative body 
populated by politicians to respond to rapid aggregate demand fluctuations. 
When monetary policy is not an option, however, fiscal policy remains the 
primary macroeconomic policy tool.
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Chapter 4 emphasizes the onerous costs of liquidity traps, in which short- 
term interest rates are constrained by the zero lower bound. In a liquidity 
trap, spending falls short of the economy’s capacity to produce. But a fall in 
interest rates cannot quickly return the economy to its natu ral level of output 
 because interest rates cannot go (much) below zero. Without a fall in interest 
rates to induce borrowers to spend excess savings, output falls below capacity 
and unemployment rises.

 Because output is not constrained by capacity at the zero lower bound, 
economic policies that increase capacity do not raise output. Instead, a lack 
of demand constrains output. Policies that increase aggregate demand there-
fore increase output in a liquidity trap.

The  Great Recession was itself a liquidity trap, with short- term interest 
rates stuck at zero for more than five years. The costs of the  Great Reces-
sion exceeded almost all predictions. Not only was  there a pronounced 
plunge in short- run output, but long- term growth rates, too, appear to be 
down. This prob lem is known as hysteresis, whereby a short- term slump 
leads to a long- term decline in the economy’s growth rate. The simplest ex-
ample of hysteresis comes from the  labor market. Long- term unemploy-
ment  causes skills to deteriorate;  after  people have been unemployed for a 
year or longer, the chance they  will ever work again drops dramatically. 
Thus, a short- term deterioration in the economy can have long- term nega-
tive effects.

What is more, the effects of liquidity traps are not confined to the  labor 
market.  Because the costs are shared unevenly— the unemployed suffer 
grievously, but most workers lose relatively  little— liquidity traps can foster 
po liti cal upheaval. Sluggish economies offer fertile ground for politicians 
seeking to overturn established po liti cal and economic  orders, even if  these 
are more productive than their proposed replacements.12 In the United 
Kingdom, angry voters chose Brexit, rejecting Britain’s long- standing (and 
mutually beneficial) economic integration with the Eu ro pean Union. In the 
United States, angry voters elected Donald Trump to the presidency, even 
though Trump promoted economic and social policies, such as trade pro-
tectionism, that rejected both bipartisan orthodoxies and conventional eco-
nomic wisdom. Although the  Great Recession is not the only cause of  these 
po liti cal upheavals, it almost certainly made them more likely. Given the 
pos si ble losses from such popu lar surges of anger, the po liti cally driven costs 
of liquidity traps can dwarf even their direct multitrillion- dollar effects.

The liquidity trap is not the only plausible account of the  Great Reces-
sion and other prolonged recessions and depressions. Chapter 5 also pres-
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ents two other accounts. Like the liquidity trap, the “secular stagnation” 
view emphasizes the prob lem of the zero lower bound on interest rates. But 
the secular stagnation view emphasizes the possibility of inadequate aggre-
gate demand persisting for a generation— longer than most macroecono-
mists think liquidity traps should last. The “debt supercycle” account of the 
 Great Recession emphasizes the role of insolvent borrowers and an insol-
vent financial sector in perpetuating, as well as triggering, a slump in ag-
gregate demand. I argue that the correct account of the  Great Recession 
has relatively small implications for expansionary  legal policy  because,  under 
each account, the prob lem is inadequate aggregate demand that can be ad-
dressed by  legal intervention, among other policies. As a result, I use the 
terms “zero lower bound” and “liquidity trap” as synonyms for prolonged 
recessions even though some macroeconomists prefer to emphasize other 
 causes of the worst recessions.

 Because liquidity traps are so dangerous, macroeconomic policymakers 
try hard to avoid them— and to exit them quickly once they begin. In 
Chapter 5, I examine how well monetary and fiscal policy mitigate liquidity 
traps. I find both deeply flawed.

Monetary policy’s primary stimulus instrument— lowering interest rates 
to stimulate borrowing for investment and consumption— becomes impo-
tent in a liquidity trap. Interest rates cannot go (much) below zero  because 
negative interest rates would cause  people to dump financial assets for cash, 
which yields a zero interest rate. As a result, macroeconomic policy options 
at the zero lower bound are limited to “unconventional monetary policy” 
and expansionary fiscal policy. Unconventional monetary policies  were 
widely and aggressively deployed during the  Great Recession, but they 
proved insufficient in stimulating aggregate demand. Such policies also give 
unpre ce dented power to central banks, as emphasized by Paul Tucker in 
an impor tant 2018 work.13 Indeed, the unconventional monetary policies of 
the Eu ro pean Central Bank  violated the simplest interpretation of the Maas-
tricht Treaty that created the Eurozone. (The Eu ro pean Court of Justice 
ultimately permitted the policies, using a strained interpretation of the law 
that I critique but ultimately support.) If unconventional monetary policy 
backfires— and the risks  will always be  great— then the closely guarded and 
invaluable in de pen dence and power of central banks  will be at risk. To avoid 
turning to such controversial policies in the  future, policymakers should look 
for alternatives.

As for expansionary fiscal stimulus— both automatic and discretionary— 
many empirical and theoretical papers have demonstrated its effectiveness 
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in response to the  Great Recession. But the mere fact that expansionary 
fiscal policy can be effective in a liquidity trap does not remedy fiscal 
policy’s inherent institutional flaws. Automatic fiscal policy boosts demand— 
government deficits reached unpre ce dented heights in many nations from 
2009 to 2015—but not enough to  counter a slump the size of the  Great Re-
cession. Discretionary fiscal expansion can be more aggressive and tailored 
to the size of the slump, but discretionary fiscal policy is subject to consti-
tutional restrictions, the whims of legislators, and fears that government debt 
 will undermine economic growth and social stability. Indeed,  after an ini-
tial round of discretionary fiscal stimulus in the immediate aftermath of the 
financial crisis, most industrialized nations turned  toward austerity to re-
duce deficits and debt burdens, in spite of considerable evidence that fiscal 
stimulus was effective at stimulating the economy.

Macroeconomic policy failed to end the  Great Recession. In this context, 
it is not surprising that some advocate the use of radical policies such as 
he li cop ter money in  future liquidity traps. With this policy vacuum in the 
background, Chapter  6 considers institutional reforms to improve fiscal 
policymaking. I argue that simply teaching  lawyers— the professional class 
from which politicians typically emerge— some macroeconomics  will help 
to ensure that states enact appropriate fiscal policy. We cannot be surprised 
if, having never learned about the urgency of fiscal stimulus at the zero lower 
bound, legislators do not spring into action when interest rates are zero.

I also support the abolition of constitutional deficit restrictions. Instead 
of requiring that bud gets be balanced each year, I argue that jurisdictions 
should consider cyclically adjusted deficit restrictions.  These require zero 
deficits when economies are operating at capacity. But when unemployment 
and output plunge, deficit spending should be allowed.  These deficits should 
be balanced by surpluses run in boom years. I also advocate rule- based in-
struments of fiscal stabilization. Governments should pass laws mandating 
that if interest rates are zero and unemployment rates high, tax rates should 
be lower and government spending higher. Fi nally, I consider the creation 
of an in de pen dent agency for fiscal stabilization policy— the fiscal equiva-
lent of a central bank. Although I am open to the idea in princi ple, I am 
skeptical that such an agency  will ever attain demo cratic legitimacy  because 
fiscal policy is viewed as more integral to government than monetary policy. 
More plausibly, I propose a fiscal policy– coordinating office within govern-
ment. This office would ensure that consistent and sensible attention gets 
paid to macroeconomics at times when the macroeconomic implications of 
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decisions loom large. In many countries, analogous offices like the Office 
of Information and Regulatory Affairs (OIRA) in the United States ensure 
that diverse government actors apply consistent standards to questions of 
microeconomic policy. A similar office for macroeconomic affairs would fa-
cilitate fiscal stimulus without threatening demo cratic legitimacy.

Concluding Part I, Chapter 7 identifies overlooked opportunities for reg-
ulatory fiscal stimulus. Tax collection agencies, such as the Internal Rev-
enue Ser vice (IRS) in the United States, implicitly make fiscal policy. When 
the IRS interprets the income tax code in a way that lowers tax revenues, it 
stimulates aggregate demand. At the zero lower bound, the IRS should ex-
ercise its policy discretion in  favor of rulings that stimulate the economy by 
lowering tax collections. Other government agencies also play an impor tant 
role in public spending. If an agency implements a spending program with 
unconstrained funding (such as Medicaid or Medicare) more aggressively, 
then demand  will be stimulated.  Because fiscal stimulus is extraordinarily 
valuable at the zero lower bound, agencies should  favor more aggressive 
spending than they do in ordinary times.

Chapter 7 also discusses limiting princi ples for stimulus attempts by reg-
ulatory agencies. First, agencies should stimulate the economy only within 
the bounds of their preexisting discretion. They cannot violate laws in pur-
suing stimulus, only use their preexisting discretion. Second, regulatory 
fiscal stimulus needs coordination. By establishing an office of fiscal policy 
oversight, government ensures that agencies use sensible and consistent 
standards as they attempt to stimulate the economy.

Fiscal stimulus at the zero lower bound enjoys broad support from econ-
omists, even though using fiscal policy for macroeconomic purposes com-
plicates fiscal policy’s other ends— provision of “public goods” like educa-
tion and re distribution from rich to poor in pursuit of a more just society. 
The consensus in  favor of expansionary fiscal policy at the zero lower bound 
indicates that we should tolerate policies that may not be ideal from a mi-
croeconomic public finance perspective in order to mitigate macroeconomic 
inefficiencies.

If this consensus applies to fiscal policy, then we should consider some-
thing similar with re spect to law. Like fiscal policy, law concerns the allo-
cation and re distribution of goods and ser vices in pursuit of a more just 
society. If we are willing to sacrifice some fiscal policy goals in order to 
improve macroeconomic policy, then we should at least consider sacrificing 
some traditional  legal goals to achieve the same end.
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Whereas Part I offers a  legal and institutional analy sis of the traditional 
tools of macroeconomic policy, Part II examines the macroeconomic effects 
of law. I focus on several examples, including the debate over the approval 
of the Keystone oil pipeline, the regulatory agencies of the early New Deal, 
and the price controls imposed by Congress and President Nixon in 1971.

Chapter 8 concerns the long- running regulatory debate over Keystone. I 
show how dif fer ent the debate would have been had politicians and regula-
tors accounted for macroeconomic conditions. Proposed in 2009, construc-
tion on the Keystone pipeline was prohibited by the Obama State Depart-
ment on the grounds that it was not in the “national interest.” Republican 
politicians claimed that approval for Keystone would create jobs— one ele-
ment of the national- interest standard— but President Obama responded, 
“ There is no evidence that that’s true.”14 Neither party was correct. Both 
claims depended on the state of the business cycle, yet they  were stated as 
immutable truths.

The construction pro cess would have directly employed over 42,000 
workers. In an economy producing at its capacity (as it was when Keystone 
received approval from the Trump administration in 2017),  these jobs would 
have mattered  little for unemployment,  because Keystone’s construction 
workers would prob ably be working in other jobs. However, when the State 
Department delayed the proj ect in 2010–2011 and rejected it in 2013, the 
economy was producing below capacity. Demand constrained output, and 
monetary policy could not stimulate aggregate demand  because of the zero 
lower bound. Increased aggregate demand would have increased employ-
ment. If Keystone had been approved in 2011, then its construction would 
have put underemployed  labor and capital to work without requiring gov-
ernment spending. Law—in the form of regulatory approval for Keystone— 
would not merely have shuffled spending from one source to another: it 
would have expanded output. U.S. unemployment would have decreased in 
the short run and, if hysteresis effects  were avoided, in the long run as well. 
Keystone may not have been in the national interest for other reasons, even 
in 2011, but the State Department was remiss in not considering macro-
economic effects in its evaluation.

While a macroeconomic perspective of law may have been eco nom ically 
beneficial had it been applied to Keystone,  there also may have been draw-
backs. I explore costs and complications in Chapter 9. Keystone is a case 
where prioritizing the macroeconomic goals of law entails sacrificing other 
such goals, specifically environmental protection. Adding  factors to  legal de-

 EBSCOhost - printed on 2/10/2023 1:13 PM via . All use subject to https://www.ebsco.com/terms-of-use



InTroduCTIon ■  15

cisions also makes law more complicated: it is hard to know how the State 
Department should balance the promise of more aggregate demand at the 
zero lower bound with other considerations of national interest.

However,  these costs and complications, though considerable, should not 
be exaggerated. In the case of Keystone, expansionary  legal policy should 
not be equated with lower environmental standards. Approval for the pipe-
line could have been conditioned on attaining a more stringent pipeline 
safety level, the additional costs of which would also have boosted spending. 
Furthermore, the incremental costs of more complicated decision- making 
look marginal when the regulator is already applying an open- ended stan-
dard such as the “national interest.” It is not as though adding macro to the 
policy mix complicates what would other wise be straightforward regulatory 
analy sis.

Still, other institutional weaknesses make law a clunky instrument of 
macro policy. As noted, regulators, administrators, and politicians lack mac-
roeconomic expertise. They may therefore misjudge the state of the busi-
ness cycle, favoring job creation even when stimulus is not indicated, as when 
Keystone was approved by the Trump administration in 2017. In addition, 
many proj ects requiring  legal approval are implemented  after long time lags, 
complicating law’s utility for macro policy. Fi nally, if law is to vary with the 
business cycle, opportunistic judges and litigants may be able to justify 
wrongheaded policies on macroeconomic grounds.

 These are valid concerns, but they counsel restraint in the use of law for 
macro ends— not maintenance of the monetary-  and fiscal- policy status quo. 
We should turn to law only when other options are constrained.

The case for  legal stimulus is strongest when short- term interest rates are 
at or very near zero, for four reasons. First, monetary policy is in effec tive at 
the zero lower bound. Second, historically, zero interest rates provide a 
strong signal of inadequate aggregate demand. Third, periods of inadequate 
demand associated with zero interest rates tend to be long- lasting, reducing 
concern about the slow implementation of many  legal policies. Fi nally, zero 
short- term interest rates are easily observed even by nonexperts. Legisla-
tures, regulators, and judges should therefore strongly consider expansionary 
 legal policy at the zero lower bound.

It is essential that we plan for the zero lower bound. The latest research 
predicts that U.S. monetary policy  will be constrained by the zero lower 
bound as often as 40  percent of the time in the  future.15 Interest rates in 
the United States are also higher than they are in most other industrialized 
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countries, suggesting that the zero lower bound  will frequently constrain 
monetary policy in most developed countries, as it has in Japan for most of 
the last thirty years.

The zero lower bound is not the only appropriate context for expansionary 
 legal policy.  Under the “debt supercycle” theory of deep recessions, expan-
sionary  legal policy can substitute for a broken credit system in bringing 
economies with broken financial sectors back to health. Expansionary  legal 
policy offers a remedy for the deep recessions that follow financial crises 
and the bursting of asset  bubbles— even if short- term interest rates exceed 
zero. In addition, expansionary  legal policy offers options to depressed ju-
risdictions that lack control over monetary policy in a currency  union. If, 
reflecting healthy economies in other parts of the currency  union, mone-
tary policy in a depressed jurisdiction is inappropriately tight, then expan-
sionary  legal policy offers an alternative stimulus instrument.

In any of  these three contexts, expansionary  legal policy should be con-
sidered. But macroeconomic considerations should dictate  legal decisions 
only when the decision  will clearly increase spending and when the 
macroeco nom ically desirable  legal ruling requires little sacrifice of other 
 legal goals, such as equity. Expansionary  legal policy is thus best suited to 
 legal decisions where the merits would be in equipoise, excluding macroeco-
nomic  factors and when one outcome clearly raises spending relative to the 
other outcome.

Even judicious use of expansionary  legal policy  will incur significant costs, 
but they are worth paying  because the damage of sustained downturns is 
so  great. It is worth making a sacrifice in order to mitigate liquidity traps 
and the deep recessions that follow financial crises. Indeed, policymakers 
make much the same choice when they apply fiscal stimulus in  these 
contexts— overspending, by typical standards, in hopes of jump- starting a 
moribund economy. We need to think of law as another flawed macro policy 
tool with dif fer ent institutional strengths and weaknesses than monetary 
and fiscal policy. At times, law may be the best tool we have for stimulating 
the economy, even if we wish  there  were better alternatives.

In Chapter 10, I turn to prominent historical examples of the use of law 
for macroeconomic ends. The early New Deal response to the  Great De-
pression in the United States relied heavi ly on law, rather than fiscal policy, 
to stimulate a depressed economy. (Monetary policy, in the form of ending 
the gold standard, was also a  factor.) Indeed, Keynes himself criticized the 
laws passed during President Franklin Delano Roo se velt’s first hundred days 
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for their emphasis on regulation over fiscal stimulus. The signature policy 
of FDR’s famed “hundred days” was the National Industrial Recovery Act 
(NIRA)— and not the end of the gold standard. The NIRA created a regu-
latory agency charged with increasing spending by eliminating expectations 
of deflation by allowing business and workers to collude to increase prices. 
(With deflation, a zero nominal interest rate associated with holding cash 
translates into positive “real” returns, as cash buys more goods in a year from 
now than it does now. Ending deflation thus lowers the real return— 
measured in goods— from holding cash, encouraging spending.) Although 
NIRA was ultimately ruled unconstitutional by the U.S. Supreme Court, 
an end to deflation followed NIRA’s passage and initial implementation.

Although it was not guided by sophisticated macroeconomic theory, the 
early New Deal experiment in using law for macro ends was a qualified suc-
cess. The U.S. economy performed very well from 1933 to 1937. The reces-
sion of 1937–1938, which brought an end to this period of growth and pro-
longed the  Great Depression, was caused by fiscal contraction and tight 
monetary policy, not a failure of expansionary  legal policy. If expansionary 
 legal policy focused more explic itly on stimulating private spending directly 
rather than working through the price channel, then we should expect it to 
be even more effective in the  future.

The United States again turned to law during its next bout of macroeco-
nomic instability— the  Great Inflation of the 1970s. To curb inflation, Con-
gress authorized and President Nixon imposed price controls implemented 
by an administrative agency. The plan worked in the short run but ultimately 
failed, leading to queues at gas stations and grocery stores without control-
ling inflation. I argue that, in this case, the unique institutional costs of  legal 
policy loomed large. Price controls imposed extreme, rather than marginal, 
harms on the economy. Mitigating  these costs demanded impossible levels 
of economic expertise and information. It is also impor tant to keep in mind 
that price controls  were imposed for po liti cal as much as economic reasons, 
at a time when other macro policy options, such as contractionary mone-
tary policy,  were available.

Like other macro tools, though, even price controls have their place.  Here 
my example is Greece. I argue that, in the course of a disastrous recession 
ongoing since 2010, Greece should have imposed a uniform mandatory 
deflation of 10  percent on all prices and most debt contracts.16 The best 
option for mitigating Greece’s depression would have been to devalue its 
currency.  Doing so would have made Greek  labor more internationally 
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competitive by making Greek goods and ser vices cheaper relative to the 
costs of similar products produced in nearby countries. As a member of the 
Eurozone, however, Greece was unable to devalue its currency, so, instead, 
Greek wages and other prices needed to fall in absolute terms. As Milton 
Friedman predicted, this internal price adjustment imposes much higher 
costs in terms of unemployment and lost output than a currency devalua-
tion. I argue that to mitigate  these costs, Greece should have designed a 
package of price controls and other  legal mea sures to mimic a currency 
devaluation.

In Chapter 11, I offer specific examples of expansionary  legal policy. Each 
example meaningfully stimulates spending, lies within the domains of reg-
ulators or judges, and can be implemented without unreasonable time lags.

I first explore public- utility regulation as an instrument of expansionary 
 legal policy. Many utilities are natu ral monopolies, and government admin-
istrators regulate their prices. At pres ent, public- utility rate regulation ig-
nores the business cycle. Instead, regulators are directed to keep prices as 
low as pos si ble, consistent with ensuring utilities a market rate of return on 
capital. But the guaranteed- return standard has a perverse effect, leading 
to higher prices in downturns and lower prices in booms. This is  because 
many of a utility’s costs— such as  those of building and maintaining power 
plants and distribution networks— are fixed. When demand drops in a down-
turn, the utility sells less output to offset its high fixed costs and therefore 
needs to raise prices to earn its required return on capital. In a boom, by 
contrast, the utility offsets fixed costs over more output, allowing it to charge 
lower prices and still earn a market rate of return.

Not only does this sort of regulation end up straining consumers in hard 
times, but it also has deleterious effects on aggregate demand. At the zero 
lower bound, consumers strug gle with shrunken incomes. Meanwhile, uti-
lities hold onto capital rather than spend it on investments in production for 
which  there is less demand. Thus, when regulators approve higher prices to 
offset lost demand in downturns, aggregate demand goes down  because 
consumers reduce their spending by more than the utility com pany and its 
shareholders increase their spending.

I argue that utility regulators therefore should reject rate increases at the 
zero lower bound and instead push for lower utility rates. Utility regulators 
should also evaluate the utility’s capital investment plans. The more the 
utility plans to invest, the more receptive regulators should be to rate in-
creases.  Either declining utility rates or increases in utility investment  will 
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raise aggregate demand— just what is needed to raise output and employ-
ment at the zero lower bound.

Utility regulators cannot simply insist on lower rates in downturns. To pro-
vide an adequate return on capital and ensure continued investment in 
regulated utilities, regulators need to allow higher prices and returns when 
interest and unemployment rates are normal. Indeed, the average return 
on utility stocks would need to increase  because it  will be more correlated 
with the rest of the market. In effect, countercyclical utility regulation moves 
business- cycle risks from utility consumers to utility investors.

Next, I turn to a  legal policy tool that goes back at least to the time of 
Hammurabi: the use of debt modification during economic contractions. 
Debt forgiveness or modification stimulates aggregate demand  because 
debtors and creditors have dif fer ent propensities to spend. Debtors spend— 
that’s why they are debtors— and creditors save. If the economy is suffering 
from a spending shortage, then a transfer from debtors to creditors raises 
spending and stimulates the economy. Some, such as Atif Mian and Amir 
Sufi, have argued that, in the wake of the  Great Recession, the United States 
and other countries needed a range of new debt forgiveness statutes.17 I 
focus on debt forgiveness policies that do not require additional legislative 
action, arguing that existing bankruptcy laws provide considerable scope for 
the type of debt restructuring that is needed.

Bankruptcy attempts to balance debtors’ needs for a fresh start with cred-
itors’ claims to repayment. The balance is difficult to define and therefore 
involves a fair amount of discretion. For example, federal student loans are 
not typically eligible for discharge but may be if the borrower can demon-
strate that repayment  will cause “undue hardship.” I argue that, at the zero 
lower bound, judges should exercise the discretion granted them to offer 
more debt forgiveness than they would in ordinary times. A time- varying 
standard of undue hardship is realistic—it is harder for debtors to repay 
when unemployment is high and incomes are low. Macroeconomic condi-
tions also tell us when the social goals of a fresh start are especially impor-
tant. At the zero lower bound, the spending triggered by relief of student 
debt would benefit the debtor and the surrounding community. Debt for-
giveness can harm private credit markets, but this is of less concern when 
the government is the lender or the guarantor. In such cases, a bankruptcy 
discharge operates as fiscal policy channeled through the  legal system.

But judges need not limit themselves to discharging government- owned 
debt. Bankruptcy procedures for discharging private debts offer further 
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opportunities for expansionary  legal policy. Judges exercise considerable 
discretion in all aspects of bankruptcy. Indeed, research shows that the 
amount of debt relief granted in any given case varies considerably de-
pending on the identity of the judge hearing the case.18 If bankruptcy 
judges exercised their discretion by discharging more debt at the zero 
lower bound than at other points of the business cycle, then they could 
stimulate aggregate demand without dramatically disrupting the market 
for credit.

Fi nally, I emphasize the importance of judicial remedies for stimulating 
aggregate demand. Judges  don’t simply vindicate  legal rights— deciding who 
wins and who loses a case. They also fashion remedies— how the winner’s 
interest is protected.  These remedial choices have impor tant implications 
for aggregate demand. Consider a case in which residents challenge a pro-
posed construction proj ect in their neighborhood, arguing  under tort law 
that the development interferes with their right to “quiet enjoyment” of their 
property. Let us assume that the neighbors are right  under the law. What 
remedy should the court apply? Should the court issue an injunction, pre-
venting the developer from building  until the neighbors agree to a revised 
proposal, or should the court allow the development to go forward and then 
require the developer to compensate the neighbors with damages for the 
harm caused?

I argue that, at the zero lower bound, courts should  favor the damages 
remedy. In that case, the builder still builds, spending on workers and cap-
ital, some of which would other wise lie idle.  Under the injunction, by con-
trast, the builder needs to secure permission from all of the neighbors to 
go ahead. At the very least, securing permission delays the proj ect at a time 
when alternative opportunities for  labor and capital are scarce. And  unless 
the builder is a skilled negotiator,  there is a good chance the injunction  will 
prevent construction in defi nitely.

The damages remedy thus increases aggregate demand relative to the in-
junction. At any given time, many proposed spending proj ects are subject 
to litigation. In  these cases, favoring damage remedies over injunctions at 
the zero lower bound would promote aggregate demand, while ensuring that 
plaintiffs’ rights remain protected.

Utility regulation, bankruptcy law, and the law of remedies are hardly the 
only examples of expansionary  legal policy. Other areas of law have impor-
tant implications for macroeconomics. Unfortunately, I am unable to cover 
all of them in one book. By providing a few salient examples of expansionary 

 EBSCOhost - printed on 2/10/2023 1:13 PM via . All use subject to https://www.ebsco.com/terms-of-use



InTroduCTIon ■  21

 legal policy, I hope to trigger the development of other  legal tools to miti-
gate downturns.

Even if the reader  doesn’t think expansionary  legal policy is worth the 
candle, then I at least hope that law and macroeconomics offers a dif fer ent 
and fruitful perspective on law, monetary policy, and fiscal policy. In short, 
I hope that when the next  Great Recession strikes, law  will be ready.
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In this chapter, I sketch the Keynesian explanation for how economic output 
is determined and why output fluctuates over time. This explanation sets 

the baseline for the critical review of the institutions that make macroeco-
nomic policy that follows.

Imagine that the economy is a single business, such as a restaurant.  There 
is no investment in the economy; the restaurant uses  labor and a fixed 
amount of capital to produce and serve meals.  Because the restaurant is the 
only employer in the economy, its workers are also its customers, purchasing 
meals when they are off the clock by using the money the restaurant pays 
them. Workers can save their money in cash or lend it at interest to other 
workers who want to buy more meals than they can currently afford. The 
restaurant earns money by selling meals. It pays this money to its workers. 
The restaurant uses its excess money to lend or hold cash reserves.

The restaurant has limited capacity. If all its  tables are filled all of the 
time, then it cannot produce any more— the restaurant economy has reached 
its “potential output.” In addition, the restaurant’s prices are fixed in the 
short run. Prices cannot change quickly in response to sudden upswings or 
downswings in the demand for meals. The restaurant’s daily output is there-
fore determined by the lesser of potential output or demand for meals. If 
the demand for meals falls short of capacity, then the restaurant serves only 
as many meals as ordered, even though it could serve more.

With the assumption of fixed price and variable output, macroeconomics 
departs from classical microeconomics, and by implication law and eco-
nomics, which assumes that prices adjust constantly so that the restaurant 

onE

Macroeconomics outside  
of a Liquidity Trap
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produces at capacity at all times. In the classical economy, fluctuations in 
the restaurant’s output arise only from fluctuations in the restaurant’s ability 
to produce meals. The assumption of flexible prices means that the restau-
rant can never be involuntarily empty in the classical economy.

At times, I  will add a government and a central bank to this simplified 
“economy.” The government raises money by taxing workers and the res-
taurant, borrowing from workers who earn more than they spend on meals 
and taxes, or printing money. The government also spends on meals, the 
economy’s only output. While the government controls tax rates and bor-
rowing, the money supply is controlled by a central bank in de pen dent of 
the government. Both the central bank and government seek to maximize 
the output of meals while avoiding restaurant queues caused by excess meal 
demand.

When demand for meals shrinks and the restaurant produces less, it lays 
off workers. Unemployment rises, and output falls below capacity.  Labor and 
capital sit idle instead of being used to produce meals. At this point, the 
restaurant economy is in recession, with inadequate demand leading to 
wasted resources. The economy suffers from an “output gap” equal to the 
difference between the number of meals actually produced and potential 
output.

When demand rises, the restaurant employs more  people for more hours. 
Unemployment declines. Once output hits capacity, lines may develop out-
side the restaurant. Booms caused by excess aggregate demand impose costs 
 because lines are wasteful. And in the long run, booms cause costly infla-
tion as the restaurant raises its prices to raise its profits and prevent lines. 
In turn, the workers, faced with higher costs for meals, demand higher 
wages. In the short run, however, prices are fixed.

As a result, both excess and inadequate aggregate demand for meals im-
pose heavy economic costs. Good macroeconomic policy mitigates  these 
costs. If macro policy attempts to do more than offset fluctuations, however, 
then it  will fail. In general, I assume that macroeconomic policy does not 
change capacity.

Happily, booms and busts  will be temporary in the restaurant economy 
 because interest rates equilibrate slumping or booming economies. If de-
mand for meals shrinks, then savings increases. This reduces interest rates. 
With interest rates down, borrowers increase their borrowing and savers put 
away less. Both borrowers and savers buy more meals in response to the de-
crease in interest rates. If interest rates fall by enough, then demand again 
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equals capacity. Likewise, the increases in interest rates that accompany ex-
cess demand bring demand back into balance with capacity. As a result, 
shifts in interest rates temper the sensitivity of the economy to changes in 
aggregate demand.

Fluctuations in the restaurant Economy

What  causes changes in demand? Myriad  factors, often called “shocks,” may 
be responsible. Good weather can raise demand for meals. So might opti-
mism about  future economic prospects. According to Keynesian macroeco-
nomics, the total change in meals produced may exceed the initial change 
in demand for meals caused by the shock  because of “multiplier” effects. 
For example, if workers get paid less  because they serve fewer meals as a 
result of a run of bad weather, then the workers, in turn, buy fewer meals 
at the restaurant. The initial shock caused by bad weather can be multiplied 
into a greater decline in output.

The size of the fluctuation depends on the size of the initial shock to ag-
gregate demand (for example, how bad the weather is and how sensitive 
meal purchases are to the weather) as well as the size of the multiplier ef-
fect (for example,  whether the restaurant lays off workers in response to an 
initial decrease in meal purchases) or  whether other sources of spending 
substitute for the decline. Even with the multiplier effect, however, tempo-
rary shortfalls in demand should not cause sustained downturns. When the 
bad weather ends, the demand for meals should return to normal and the 
recession should draw to a close.

Adding Financial Frictions to the Model

Traditionally, Keynesians attributed prolonged falls in aggregate demand to 
psychological  causes: “animal spirits,”1 say, or panic. Animal spirits— the in-
stincts and emotions guiding decision- making— could turn a small and 
temporary decrease in aggregate demand into a large and sustained decline. 
Minsky, Mian and Sufi, Geneakopolous, and  others have put forward more 
precise explanations of how downturns come about.2 Instead of  simple 
shocks to demand, prolonged downturns involve leverage effects and finan-
cial frictions working in concert.
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To illustrate leverage effects, suppose that the restaurant economy fea-
tures two types of participants: savers and spenders. Savers consume less 
than they earn, while spenders consume more. Savers lend money to 
spenders through financial intermediaries such as banks. The economy also 
features an asset, such as housing, which can be used as collateral for bor-
rowing. Spenders’ ability to borrow depends on the value of their collateral; 
financial intermediaries are reluctant to lend money to spenders who have 
no collateral to ensure repayment. If a spender owns a valuable  house, the 
spender can borrow more by using the  house as collateral.

Now suppose that the economy is hit by a bad event, such as inclement 
weather. Fewer  people buy meals, and some restaurant employees get laid 
off. The multiplier effect means that the output of meals drops by more than 
the initial drop in demand suggests it should. The drop in demand does not 
stop  there, however. Some newly unemployed workers are spenders who 
have accumulated debts, such as mortgage loans. Unemployed spenders de-
fault on their debts, and financial intermediaries respond by foreclosing on 
the collateral securing  those debts, such as spenders’ homes. The interme-
diaries then sell the collateral, often at fire- sale prices. The value of assets 
used as collateral therefore goes down. With collateral less valuable, spenders 
who are still employed become less able to borrow and so tighten their  belts. 
They reduce their spending on meals. The leverage effect is a vicious cycle, 
or negative feedback loop.3

“Financial frictions”— impediments to the borrowing and savings market 
caused by asymmetric information between borrowers and lenders— also 
propagate initial negative shocks to demand. An example is reduced asset 
prices. When a financial firm’s assets lose value, as when hit by leverage ef-
fects, this reduces the firm’s ability to underwrite financial transactions. In 
underwriting fewer transactions, the firm channels fewer resources from 
savers to spenders. Something like this can happen at the scale of an entire 
financial system, leading savers to sit on their money and leaving spenders 
unable to borrow. With less borrowing,  there is less spending; consumption 
of meals falls, reducing output and raising unemployment and loan- default 
rates still more. This increase in default rates exacerbates the leverage ef-
fect already described. With asset values down as a result of foreclosure 
sales, even more financial firms become unsteady, further exacerbating fi-
nancial frictions and compounding the leverage effect. The negative feed-
back loop runs again.
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Potential Output, Inflation, and the Long- Run Effects  
of demand Shocks

 After the initial output fluctuations just described, interest rate adjustments 
bring aggregate demand for meals back into balance with potential output 
when interest rates exceed zero. If  every worker wants to consume fewer 
meals  because the weather is bad, then the interest rate decreases. This 
makes consumption of meals  today more attractive and saving to buy meals 
tomorrow less attractive than they used to be, increasing the demand for 
meals  today. Output below potential should therefore be a temporary phe-
nomenon when interest rates exceed zero. When interest rates can adjust, 
the economy’s “equilibrium” occurs when output equals capacity.

Although we have assumed that prices remain fixed in the short run, over 
longer periods prices  will ultimately adjust. Price adjustments enable output 
to return to capacity even if nominal interest rates cannot adjust. If demand 
for meals is below the restaurant’s capacity for a long time, then the restau-
rant  will eventually lower its prices in order to make use of its spare capacity. 
Knowing that meal prices are lower  today than they  will be tomorrow, 
workers consume more meals. The restaurant  will keep lowering prices  until 
demand for meals returns output to capacity.4

Over the long run, inflation— changes in prices—is determined by two 
 factors: expected inflation and output relative to capacity.5 If output is below 
capacity, then inflation falls short of expected inflation. If output is above 
capacity, then inflation exceeds expectations. This model allows prices to 
respond slowly to output fluctuations. Inflation cannot adjust quickly enough 
to prevent output fluctuations, but inflation does respond to output fluctua-
tions as we would expect.

Price flexibility—in which this inflation adjustment pro cess transpires 
quickly— lowers the stakes of changes in aggregate demand. Indeed, if prices 
adjust quickly,  there is no need to worry about demand shocks, which are 
quickly offset. But the length of the  Great Recession and earlier downturns, 
such as the  Great Depression, indicate that prices  don’t adjust all that quickly 
 after all.

The be hav ior of prices in one market familiar to many  lawyers indicates 
just how long price adjustment can take. In 2006, a boom period in the  legal 
market, large law firms increased salaries of first- year associates, who  were 
in high demand, to $160,000. Then, during the  Great Recession, the  legal 
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market shifted. As demand for  legal ser vices fell, clients grew especially re-
luctant to pay for inexperienced  lawyers. Demand for first- year associates 
from law firms plunged, following client preferences. The supply of prospec-
tive first- year associates— typically gradu ates of top law schools— remained 
relatively constant, as new gradu ates could not have foreseen the downturn 
three years earlier when they matriculated.

If prices  were flexible— the implicit assumption of microeconomics and 
law and economics— then first- year associates would have seen their sala-
ries plummet rapidly, and the imbalance between supply and demand for 
freshly minted  lawyers would have been resolved quickly. In real ity, first- 
year associate salaries at large law firms held steady throughout the reces-
sion. Instead of lowering salaries, firms sharply cut the number of associ-
ates they hired. Many new gradu ates took lower- paying  legal jobs or  were 
unable to find  legal employment at all. As the  legal market eventually re-
covered, first- year associate salaries remained at $160,000, but firms stepped 
up hiring, with hiring in 2015 fi nally recovering to 2007 levels.6

The case for macroeconomic stabilization policy— monetary, fiscal, or 
 legal— depends upon the length of the “short run.” If prices take a long time 
to adjust, as suggested by the market for law firm associates, then the short 
run is more relevant and the case for macro stabilization policy stronger. 
Empirically, prices are asymmetrically flexible. That is, prices— and partic-
ularly wages, the price of  labor— are much more likely to increase than 
decrease.7 This implies a further asymmetry with re spect to the speed of 
adjustment to demand shocks. When demand increases, we can expect 
prices to increase relatively quickly to bring output down to potential. How-
ever, when demand decreases, the price- adjustment pro cess  will move 
more slowly to bring output back to potential. The case for active policy 
measures— such as monetary policy, fiscal policy, or law—to mitigate de-
creases in output is therefore stronger than the case for mea sures to miti-
gate increases in output.
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L egislatures implement fiscal policy by passing laws. And fiscal policy 
affects macroeconomic conditions. Unfortunately, that is where the 

overlap between the law and the macroeconomics of fiscal policy usually 
ends, rather than where it begins. (This is an optimistic account— the book 
I use to teach an introductory course on federal income taxation to law 
students does not even mention macroeconomic stabilization as a goal of 
tax policy.) In this chapter, I explore fiscal policy stabilization outside li-
quidity traps from a  lawyer’s perspective, focusing on the institutions that 
implement fiscal policy. In addition to laying out the pros and cons of fiscal 
policy stabilization as a general  matter, I focus on a crucial ele ment of 
fiscal policy— the role of “tax expenditures” (government subsidies deliv-
ered through the tax code rather than through direct spending)— whose 
 legal features are ignored by macroeconomists and whose macroeconomic 
effects are usually overlooked by  lawyers. I explain why tax expenditures 
have unexpectedly pro- cyclical business cycle effects. I also trace similarly 
destabilizing features in the design of other government programs, such as 
unemployment insurance fund design.

Economists distinguish between two forms of fiscal policy to stabilize the 
economy. “Automatic fiscal policy” stabilizers offset fluctuations in aggre-
gate demand without requiring  legal changes.1 Certain parts of the tax code 
and some government spending programs are notable examples of such sta-
bilizers. During recessions, they serve to raise government spending and 
lower tax burdens. In booms, they automatically lower spending and raise 
revenues. An income tax, for example, acts as an automatic stabilizer, raising 

T Wo

Law and Fiscal Policy When 
Interest rates Are Well above Zero
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more revenue in booms (when income rises) and less in busts (when income 
shrinks). Property taxes, by contrast, do not change directly in response to 
business cycle fluctuations in output and income and so do not automati-
cally stabilize the economy.2

“Discretionary fiscal policy,” by contrast, entails  legal changes. Faced with 
lax aggregate demand, legislatures may lower income tax rates or increase 
the generosity of public benefits in order to spur private spending, or they 
can directly increase spending by investing in public proj ects. When aggre-
gate demand recovers, the legislature raises income tax rates and lowers 
government spending in order to repay the debts incurred in passing the 
stimulus passage during the recession.

discretionary Fiscal Policy

Discretionary Fiscal Policy in the Restaurant Economy

Suppose our restaurant economy has fallen into severe recession. An ini-
tial, temporary reduction in demand for meals due to bad weather has been 
exacerbated by leverage effects and financial frictions. Demand for meals 
falls significantly, and output of meals falls along with demand.

In response, the government can use discretionary fiscal policy to stimu-
late aggregate demand by purchasing meals directly from the restaurant.3 
The government raises its own purchases of meals in response to the slump 
in demand. With more meals being purchased by the government, output 
rises. Expansionary fiscal policy therefore raises output and offsets falls in 
demand caused by the bad weather and subsequent recession.

Alternatively, the government can lower taxation to stimulate faltering de-
mand for meals during bad weather. When workers, who are also consumers, 
pay less tax, they have more disposable income. Workers can use some of 
this additional income to buy more meals, raising output.

If we know (1) the size of the fall in demand for meals caused by bad 
weather, (2) the follow-on multiplier effects of this shock to overall meal de-
mand, and (3) the multiplier effects on meal demand of a direct increase in 
government spending or a tax reduction, then well- implemented discre-
tionary fiscal policy can eliminate recessions. Any decrease or increase in 
aggregate demand gets offset by the appropriate countervailing change in 
government spending or taxation.
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Institutions Making Fiscal Policy

Legislatures and constitutions set fiscal policy. This reflects the central role 
fiscal policy assumes in democracies.

The U.S. Constitution, for example,  orders that “All Bills for raising Rev-
enue  shall originate in the House of Representatives.” James Madison 
described the purpose of this provision in the Federalist Papers (58) as 
follows:

The  house of representatives can not only refuse, but they alone can pro-
pose the supplies requisite for the support of government. They in a word 
hold the purse; . . .  This power over the purse, may in fact be regarded as the 
most compleat and effectual weapon with which any constitution can arm 
the immediate representatives of the  people, for obtaining a redress of  every 
grievance, and for carry ing into effect  every just and salutary mea sure.

Although legislatures make fiscal policy, the ability of legislatures to use 
fiscal policy to stabilize economies in response to macroeconomic fluctua-
tions is often subject to constitutional restrictions.

Many U.S. governmental bodies, including states, municipalities, and 
single- purpose entities such as  water and sewer districts, adhere to “bal-
anced bud get” requirements.  These requirements oblige the jurisdiction to 
balance its bud get or run a surplus  every year. Balanced bud get require-
ments prevent politicians from spending too much in the pres ent, leaving 
 later politicians to plug the gap. Some form of balanced bud get restriction 
applies in forty- nine out of fifty states.4

At pres ent, the U.S. federal bud get  faces no balanced bud get restriction. 
Limitations on debt issuance, however, often constrain deficit spending. And 
the constitutional flexibility of the federal bud get may be about to change. 
In the United States, twenty- eight states (through 2018) have passed reso-
lutions calling for a constitutional convention to ratify an amendment re-
quiring the federal government to balance its annual bud get.5 If six addi-
tional states pass similar resolutions, then a convention for the purpose of 
imposing limits on bud get deficits  will ensue.

The Eu ro pean Union imposes slightly less stringent fiscal policy restric-
tions on its members than the self-imposed restrictions of U.S. states. Article 
126 of the Treaty of the Eu ro pean Union (“Maastricht Treaty”) stipulates that 
“Member States  shall avoid excessive government deficits.” 6 Unlike American 
states, EU members can run bud get deficits—so long as the deficits are lower 
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than 3  percent. Moreover, bud get deficits higher than 3  percent can be per-
mitted during “severe economic downturns,” allowing member states to re-
tain some macroeconomic flexibility.7

The Flaws of Discretionary Fiscal Policy

While discretionary fiscal policy offers the promise of eliminating the 
business cycle, the real- life institutions of fiscal policy cannot attain this 
impossible ideal. Legislators suffer from imperfect knowledge as well as an 
imperfect ability to implement fiscal policy. Once we appreciate  these 
flaws, it  will become clearer why it is impor tant to consider, and reconsider, 
other macroeconomic- stabilization tools, such as  those offered by law and 
macroeconomics.

Balanced Bud get Amendments

Balanced bud get requirements prevent discretionary fiscal policy stabiliza-
tion. Indeed, balanced bud get requirements are a widely recognized auto-
matic destabilizer.8 Government revenue from income and sales taxes in-
evitably goes down during recessions. If government spending must follow 
government revenue—as balanced bud get requirements oblige— then gov-
ernment spending must be cut in recessions. A decrease in government 
spending reduces aggregate demand and exacerbates the prob lem of inad-
equate demand. Balanced bud get requirements therefore automatically de-
stabilize the economy.

One theoretical explanation for balanced bud get amendments at the 
U.S. state and municipal level is the prob lem of spillovers. Stimulus policy 
diffuses across regions.9 When a job is created by additional government 
spending in a small U.S. state like Rhode Island, the new hire purchases 
additional ser vices produced locally or in a neighboring state but also buys 
goods, which may be produced in other U.S. regions or other countries. As 
a result, fiscal stimulus policy in Rhode Island stimulates demand in other 
jurisdictions near and far. But while demand stimulus spills over out of 
state, costs remain in the home area. Only Rhode Island taxpayers foot the 
stimulus bill.

This combination of diffuse benefits and localized costs reduces Rhode 
Island’s incentives to undertake fiscal stimulus. Knowing this, Rhode Island 
may conclude that the benefits of fiscal stimulus are not worth the costs and 
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adopt a balanced bud get amendment. And even if jurisdictions like Rhode 
Island do not absolutely bar deficit- fueled stimulus, their incentive to pursue 
stimulus  will be reduced as they bear all the costs but get only some of the 
benefits.

One way to reduce the scope of this prob lem is to make macroeconomic 
policy at the broadest pos si ble level. For instance, by undertaking fiscal 
policy at the federal level, the United States manages largely to internalize 
costs and benefits of stimulus. When the federal government spends more, 
most of the increase in aggregate demand remains in the United States 
rather than spilling over to other countries  because trade makes up a rela-
tively small portion of the U.S. economy.

But we also should not exaggerate the demand– diffusion prob lem as it 
applies to smaller jurisdictions like U.S. states. During the  Great Recession, 
several studies examined the effects of extra U.S. federal spending in a par-
tic u lar state by comparing the employment response in that state to similar 
states that did not benefit from as much direct federal spending. While the 
stimulus programs  under study are not identical to state stimulus programs 
 because the debts associated with the federal spending are not localized in 
the same way as debts associated with state spending,  these studies give us 
a sense of the size of the direct effects of government spending within a 
state relative to spillover effects in other states. If demand stimulus diffuses 
widely, then  these studies should have found small spending effects of ad-
ditional spending in the target states. That is, if an additional dollar of 
spending in Rhode Island significantly raises spending in other states too, 
we should see  little relative increase in Rhode Island’s output as a result of 
an additional dollar spent in Rhode Island. In fact,  these studies find large 
in- state effects.10 With such a large effect within state,  there  will be strong 
incentives for states to pursue fiscal stimulus even though some of the stim-
ulus benefits the residents of other states. As a result, the argument against 
stimulus policies in smaller jurisdictions in  favor of broader- based stimulus 
programs may be overstated.

Balanced bud get requirements provide the simplest explanation for the 
failure of discretionary policy to stabilize the economy as described at the 
outset of the chapter. In addition, discretionary fiscal policy suffers from 
many other flaws that make it an imperfect tool of stabilization, even in 
jurisdictions that do not foreclose fiscal stabilization with balanced bud get 
requirements.
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Lack of Expertise

Getting expansionary fiscal policy right, at any level of government, requires 
expertise and access to high- quality information. The government needs to 
know how much private demand has fallen. If it underestimates, then it  will 
not raise spending enough to offset the demand reduction. If it overesti-
mates, the economy  will be overstimulated, causing output to outstrip ca-
pacity and inflation to rise. In real ity, even experts find it extremely diffi-
cult to predict the effects of demand shocks. And if experts have trou ble 
assessing macroeconomic conditions, we can expect politicians’ understand-
ings to be that much murkier and their legislative fixes far from the mark.

Even if the legislature knows how much aggregate demand has changed, 
it must also calibrate its fiscal response appropriately. The increase in gov-
ernment spending or decrease in taxes should be just enough to offset the 
initial decrease to spending,  after accounting for the multiplier effects of 
government spending on output.

The government spending multiplier is the change in output caused by a 
one- unit increase in government spending. If the government’s decision to 
purchase one meal raised the restaurant’s output by one meal, then the gov-
ernment spending multiplier would be one.

Knowledge of the government spending multiplier requires expertise. In 
theory,  there are many reasons why the multiplier may be more or less than 
one. For example, the extra meal produced may induce the restaurant to 
pay more in wages. In turn, workers  will use their extra wages to buy still 
more meals.  Under this condition, the multiplier is greater than one. Alter-
natively, if the restaurant is at capacity, then a meal purchased by the gov-
ernment may simply displace a meal purchased by a private citizen. In that 
case, the government spending multiplier would be zero. And if workers an-
ticipate tax hikes to repay the debt associated with government meal pur-
chases, they may reduce their own purchases accordingly, also reducing the 
multiplier.

Empirical estimates of the size of the government spending multiplier 
vary widely (see Chapter 5 for further discussion). The estimates depend 
on the economic model used for the economy as well as the empirical tech-
nique chosen.11 In addition to varying between studies, multiplier estimates 
vary across dif fer ent programs.  Because  every spending and taxation pro-
gram is dif fer ent, the multiplier effects of a par tic u lar program  will be un-
certain even if the legislature knows the multiplier effect of the average 

 EBSCOhost - printed on 2/10/2023 1:13 PM via . All use subject to https://www.ebsco.com/terms-of-use



LAW And FISCAL PoLICy ■  37

government spending program. The right multiplier estimate for one set of 
economic conditions and types of government interventions  will be inap-
plicable in other contexts.

Using the right estimate of the government spending multiplier is crit-
ical for good policy. If a government spending program with an expected 
multiplier of 2 gets enacted and the true multiplier for that policy  under 
 these conditions is 0.6, then the government policy response  will be inad-
equate. If the true multiplier is 2 when the expected multiplier is 0.6, then 
the response  will be excessive. Navigating the lit er a ture requires consider-
able macroeconomic expertise, but legislatures are unlikely to possess such 
expertise.

Response Lags

Getting fiscal policy right demands not only a  great deal of information but 
also swift action. Alas, fiscal intervention inevitably lags far  behind the prob-
lems provoking it.12 First, the legislature must be persuaded that a shock to 
aggregate demand has occurred, which requires some sort of data- based 
assessment that itself takes time. Next, crafting a response takes even longer. 
Legislators must write, debate, amend, and pass a bill that changes fiscal 
policy to offset the effects of the shock. This pro cess is often tortuous and 
is made even more difficult  under circumstances of divided government. 
All that adds further delay, which is soon compounded by the time required 
for implementation. And even  after the law is implemented, it can take a 
while before the multiplier effects of an increase or decrease in spending 
are felt.

If the response lags are long enough, then discretionary fiscal policy may 
become in effec tive or even counterproductive.13 For example, the United 
States passed significant tax cuts in 2001 in response to the bursting of the 
dot- com  bubble and the resulting recession. But the tax cuts did not fully 
phase in  until 2003, when the U.S. economy had returned to its normal rate 
of growth. Cutting tax rates in 2003 stimulated an economy that already 
had healthy aggregate demand growth, intensifying inflation pressures.

None of this is to say that discretionary fiscal policy invariably comes too 
slowly to be useful. Where the legislative pro cess is relatively swift, as in 
parliamentary systems, the effects of fiscal policy are more likely to arrive 
on time. In the United States— where the path to  legal enactment is full of 
obstacles such as Senate filibuster and cloture rules and the presidential 
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veto, and where divided government is common— discretionary fiscal 
policy is harder to do well.14 The arguments against discretionary fiscal 
policy therefore apply with greater force in the United States than in par-
liamentary democracies such as the United Kingdom and Canada, where 
 there is less risk of divided and slow government.

Although economists treat  these lags as unavoidable, in fact they stem 
from institutions, laws, and regulations that could behave differently. Re-
member  those shovel- ready Obama stimulus proj ects? They  weren’t delayed 
by some mysterious and alien force. Rather, according to the U.S. Govern-
ment Accountability Office, they  were delayed by  legal and regulatory re-
quirements. For instance, one federal regulation mandated that stimulus 
proj ects pay “prevailing wages” determined by the Department of  Labor. 
But in some cases, such as weatherization proj ects intended to cut down on 
energy usage, prevailing- wage data  were lacking. As a result, spending was 
delayed while the Department of  Labor ran the calculations.15 Other regu-
lations, such as “Buy American” provisions in the stimulus bill and historic 
preservation requirements, delayed many construction proj ects.  After the 
regulatory approval pro cess was fi nally streamlined in 2011, “some recipi-
ents reported that they  were weatherizing more homes in 1 month than 
they had previously weatherized in 1 year.”16

 These laws and regulations are not inherently problematic; indeed, they 
serve impor tant functions. In ordinary times, we may reasonably decide that 
lengthy implementation lags are acceptable in light of the benefits of pre-
vailing wages, historical preservation, and other regulations. However, in 
extraordinary times, stimulus is urgently needed. In Part II, I  will argue 
that ordinary practice needs to change in order to shorten the lags in fiscal 
policy implementation.

Alternative Priorities for Fiscal Policy

The obstacles already presented would make effective discretionary fiscal 
policy difficult even if it was the exclusive goal of policy. But fiscal policy 
traditionally has three goals: funding public goods, redistributing resources 
from rich to poor, and stabilizing the economy.17 When we use fiscal policy 
to stabilize the economy, we sacrifice some of  these other goals.

Consider that, in a recession, tax cuts can provide valuable fiscal stim-
ulus, but they also compromise the other goals of fiscal policy. Lower in-
come taxes benefit the rich more than the poor  because the rich pay a higher 
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proportion of their income in taxes. The tax cut favored on stabilization 
grounds therefore undermines aims of re distribution. And if the tax cut lin-
gers  after the recession, public goods such as defense or education  will go 
underfunded as the government’s revenue has permanently declined. To 
avoid  these undesirable outcomes, legislatures may refrain from stimulating 
the economy via a tax cut even when it is macroeco nom ically warranted.

Po liti cal Opportunism

The goal of stabilization further complicates the already challenging pro-
cess of making fiscal policy. This creates opportunities for politicians to take 
advantage. They can exploit stabilization goals to advance policies that would 
be unachievable if fellow legislators and the public knew the real reasons 
 behind them.

For example, some politicians seek to lower taxes  because they believe 
the rich already pay too much. Much of the public disagrees. Ordinarily, 
popu lar dissent prevents the politician from pushing for lowering taxes. In 
a recession, however, the politician can promote lower taxes as a stimulus 
instrument rather than as a shift in distribution that  favors the wealthy. Even 
though the politician’s goal  isn’t  really stimulus, he or she advocates for tax-
 cut stimulus while knowing that, once the cut is enacted, it  will be hard to 
retract. Introducing stabilization into fiscal policy therefore adds a degree 
of freedom for politicians to undermine other aims of that policy.

Politicians can also use fiscal stimulus to enhance their chances of reelec-
tion, a phenomenon known as the po liti cal business cycle. Shortly before 
an election, self- interested politicians support demand stimulus policies they 
ordinarily would not, such as tax decreases and spending increases. In the 
short run, fiscal expansion stimulates the economy. This benefits incum-
bents, whom voters often evaluate according to the state of their own fi-
nances. In the long run, however, such policies lead to large deficits and may 
do nothing to promote stabilization. The economy suffers accordingly.18

Fear of po liti cal opportunism offers one of the best explanations for the 
prevalence of constitutional deficit restrictions. If we  can’t trust politicians 
to enact the best fiscal policies for long- run growth, then we may decide to 
constrain their ability to use deficit financing altogether.
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Risks of Excessive Debt

Fiscal policy stimulus increases government deficits and debt. At excessively 
high debt levels, deficit spending may not actually stimulate demand. As the 
director of the IMF’s fiscal affairs department summarized in 2016, “Once 
markets perceive government debt to be unsustainable, spiraling interest 
rates and depreciating exchange rates can ensue. In some cases, countries 
may . . .  simply [be] cut off from market access.”19 For countries with high 
debts, debt- financed fiscal- policy stimulus is simply not an option, as Greece 
found during the  Great Recession. And some countries that could apply 
fiscal stimulus  will be wary of  doing so aggressively, lest debt levels increase 
to the point that they cause a Greek- style market panic.

Weighing the Costs and Benefits of Discretionary Fiscal Policy

Discretionary fiscal policy holds the promise of stabilizing economies when 
aggregate demand shocks cause output to deviate from potential. When the 
economy overheats, governments can run surpluses to prevent inflation and 
other inefficient be hav ior, such as queueing. When demand is insufficient, 
governments can raise spending and lower taxes, increasing demand to offset 
the shock. Fiscal policy stimulus enables the economy to continue producing 
at capacity rather than lose output and jobs due to a shortage of aggregate 
demand.

While perfect fiscal policy promises to mitigate the business cycle per-
manently, the real ity falls far short of this ideal. In democracies, legislatures 
control fiscal policy  because of fiscal policy’s essential role in governing. And 
legislatures are ill suited to stabilizing the economy by using fiscal policy, a 
difficult task for the even the most nimble and expert decision makers. In 
addition, monetary policy (discussed in Chapter 3) offers an alternative sta-
bilization instrument that suffers from few of fiscal policy’s flaws. By the 
1990s, most economists therefore “reject[ed] discretionary fiscal policy di-
rected at aggregate demand as a tool of stabilization policy.”20 Not surpris-
ingly, constitutional balanced bud get requirements, which foreclose fiscal 
stabilization policy, grew increasingly widespread during this period.21

Ultimately, the consensus against discretionary fiscal policy within eco-
nomics was not based on any economic theory— a fact that  matters to our 
discussion of law and macroeconomics. Rather, the argument depends upon 
the institutional framework of fiscal policy: economists reject discretionary 
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fiscal policy when interest rates comfortably exceed zero  because monetary 
policy’s institutions work better than fiscal policy’s. This argument needs 
input from institutionalists in law, public policy, and po liti cal science, as well 
as from economists, as I discuss in Chapter 3.

Automatic Fiscal Policy: The role of Tax Expenditures,  
the Tax Cuts and Jobs Act of 2017, Matching Grants,  
and Government Insurance Programs

If discretionary fiscal stabilization is riddled with institutional prob lems, 
what about automatic fiscal policy?

Recall that automatic fiscal policy requires no legislative action. Income 
tax is one example. When demand is weak and income is low, the tax col-
lects less revenue. When demand is strong and income is high, the tax 
collects more revenue. Thus, high demand is partially offset by higher in-
come tax collections, and lower demand is offset by lower collections. This 
stabilization occurs automatically; income tax laws need no modification to 
serve their stabilizing purpose. Some government spending programs also 
automatically stabilize the economy. For instance, without any change in 
laws, spending on means- tested programs, such as Medicaid or the Supple-
mental Nutrition Assistance Program (SNAP), goes up when incomes go 
down and more  people become eligible for benefits. Similarly, unemployment 
payments go up in downturns  because the level of unemployment rises.

The critiques of discretionary fiscal stabilization do not apply to its auto-
matic cousin. Automatic stabilizers demand no expertise to implement. 
They require no policy choices at all. Automatic stabilizers do not suffer 
from long implementation lags,  because they kick in as a direct function 
of changing economic conditions. Automatic stabilizers are also tailored 
to the size of the economic shock. If the income tax is 40   percent, then 
40  percent of any positive or negative effect on income due to a demand 
shock gets offset by the tax, without any need for calibration. Politicians 
also find automatic stabilizers harder to use opportunistically.  Because they 
apply throughout the business cycle, they do not raise the likelihood of re-
election. While a stabilizing income tax helps politicians’ reelection chances 
by mitigating recessions, it  will hurt their reelection chances by mitigating 
booms as well.
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But while automatic stabilizers can be useful, and they come without 
many of the downsides of discretionary stabilizers, they are not easy to 
fashion. As the IMF’s chief economist observed in 2015, “Most countries 
allow for automatic stabilizers to dampen demand fluctuations, but  these 
so- called stabilizers  were never designed with stabilization in mind. Could 
they be improved— and why has  there been so  little thinking about it?”22 
In par tic u lar, the institutional details of automatic stabilizers have received 
 little attention.

The Income Tax as Automatic Stabilizer:  
The Role of Tax Expenditures

The argument that income taxes automatically stabilize the economy stems 
from an incredibly  simple model. This model assumes that income is easily 
defined and taxed. It also assumes that income tax systems have only one 
goal: to raise revenue. Tax  lawyers, unlike macroeconomists, know that real- 
world income tax systems face insuperable difficulties in defining income 
and successfully taxing it.  Lawyers also know that tax codes have many goals 
aside from revenue generation. In the United States, the code subsidizes 
desirable be hav ior such as charitable giving, providing employees with 
health insurance, and state- level spending.

But macroeconomists  don’t study the code as it actually operates, and tax-
 law scholars largely ignore macroeconomics, leaving us with  little sense of 
how impor tant ele ments of our tax code and government spending pro-
grams, such as tax expenditures, affect economic stability.23

Tax expenditures are defined as “revenue losses attributable to provisions 
of the Federal tax laws which allow a special exclusion, exemption, or de-
duction from gross income or which provide a special credit, a preferential 
rate of tax, or a deferral of tax liability.”24 In other words, they reduce rev-
enue that would be collected  under the macroeconomists’ model code. 
Prominent tax expenditures include the home mortgage interest and 
charitable- contribution deductions, which reduce individuals’ taxable in-
come, decreasing the amount of income tax they owe.

Tax expenditures substitute for government expenditures. The  U.S. 
Joint Committee on Taxation explains, “Special income tax provisions 
are referred to as tax expenditures  because they may be considered to be 
analogous to direct outlay programs, and the two can be considered as al-
ternative means of accomplishing similar bud get policy objectives.”25 For 
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example, instead of directly providing health insurance, the government 
subsidizes health care through the tax code by excluding the cost of employer- 
provided health coverage from taxable income. On a smaller scale, the gov-
ernment encourages use of solar power by providing tax credits for  those 
who install solar panels. Alternatively, the government could encourage 
solar- power use by directly purchasing solar panels and distributing them 
to citizens.

Tax expenditures are a vital policy tool. In fiscal year 2014, tax expendi-
tures reduced U.S. federal income tax revenue by over $1.1 trillion, or 
6.6   percent of gross domestic product (GDP). That is a lot of implicit 
spending, roughly equal to all U.S. discretionary spending, which includes 
all government spending except Medicare, Medicaid, and Social Security.26 
Tax expenditures are also impor tant outside the United States. A 2010 Or-
ganisation for Economic Co- operation and Development report found that 
tax expenditures in seven member countries averaged 5.1  percent of GDP.27 
Canada and the United Kingdom, among  others, use more tax expenditures 
as a percentage of GDP than does the United States.28

While macroeconomists pay a good deal of attention to the automatic sta-
bilizing effects of income taxes and direct government spending, they tend 
to ignore the effects of tax expenditures on aggregate demand.  Because tax 
expenditures are an integral part of fiscal policy, this neglect is troubling. It 
is yet another cost of separation between law and macroeconomics, and it 
is not benign. Most impor tant U.S. tax expenditures— such as the deduc-
tion for employer- provided health insurance— destabilize the economy 
automatically.

Most governments subsidize or pay for health care costs. In a direct 
spending program, government pays for care itself, as with Britain’s National 
Health Ser vice. Or government reimburses private providers, as the U.S. 
government does with Medicare. In  either model, the business cycle does 
not affect government spending on health care, so long as individual de-
mand for health care does not change with the business cycle.29

Another way to subsidize health care costs is through the tax code. In 
the United States, this is accomplished through Internal Revenue Code 
Section 105, which excludes employer- provided health insurance from in-
come for tax purposes. In other words, when an employer provides com-
pensation in the form of subsidized health insurance, that compensation goes 
untaxed. By contrast, if an employer compensated an employee in cash, and 
the employee purchased health insurance with the money, the compensation 
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would be taxed. In 2014, the value of this subsidy was estimated at $213 
billion.30

But Section 105 also destabilizes the economy.31 This is  because employ-
ment is pro- cyclical. In recessions, unemployment rises, which means fewer 
workers benefit from Section 105’s implicit subsidy. As a result, the govern-
ment spends less subsidizing health care during recessions and more when 
the economy is operating at capacity.

Figure 2.1 demonstrates that health care coverage in the United States 
decreased dramatically during the  Great Recession before recovering (in 
part due to the Affordable Care Act of 2009). With fewer  people receiving 
health care coverage from employers, the U.S. government spent less sub-
sidizing employer- provided health care coverage during the  Great Reces-
sion than it did beforehand. Moreover, Figure 2.1 understates the decrease 
in private health insurance coverage. During the  Great Recession, many un-
employed workers who once had private coverage obtained Medicaid. Pri-
vate health insurance coverage, the only type that benefits from the Sec-
tion 105 exclusion, undoubtedly declined by even more than Figure 2.1 
demonstrates.

The estimated cost of the Section 105 exclusion, which equals the value 
of employer- provided health insurance received by employees multiplied by 
the tax rate that would have applied to this “income” absent Section 105, 
provides additional evidence that the exclusion leads to more spending when 
the economy is healthy and less when the economy strug gles. In the wake 
of the  Great Recession, the estimated cost of the Section 105 exclusion de-
clined for the first time in memory, dropping from approximately $134 bil-
lion in fiscal year 2007 to $131 billion the following year.32 This decline 
marked a sharp deviation from a decades- long trend of rapidly increasing 
costs for the Section 105 exclusion. By the next year, however, the cost of 
the exclusion resumed its secular upward trend, rising to $144 billion. In 
total, the rate of increase in the cost of the tax expenditure during the  Great 
Recession was far below its trend during the previous period of economic 
growth.33 Given the incredibly high rate of health care price inflation 
during this period,34 it is almost certain that the cost of Section 105 would 
have increased substantially in 2007–2009 in the absence of the  Great 
Recession.

In total, the exclusion of employer- provided health insurance from the 
income tax pres ents an extremely destabilizing government program. A 
direct spending program that did this— that reduced spending on health 
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care when  there is greater unemployment— would be almost inconceiv-
able. Yet we have a $200 billion annual implicit spending program  doing 
just that.

The United States’ largest tax expenditure destabilizes the economy. So 
do two other impor tant U.S. tax expenditures— the home mortgage interest 
deduction and the charitable- giving deduction. Each allows U.S. taxpayers 
to reduce their federal income tax liability for government- favored spending 
on home owner ship or the provision of charitable ser vices. Kingi and Rozema 
used household- level spending data to estimate that  these two prominent 
tax expenditures reduce the automatic stabilizing properties of the income 
tax by 1.13  percent (for the home mortgage interest deduction) and 0.9 per-
cent (for the charitable- giving deduction), relative to an income tax code 
with both tax expenditures eliminated. In 2016, the home mortgage in-
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Figure 2.1  The share of the U.S. population covered by health insurance, and thus 
benefitting from health insurance tax expenditure subsidies, dropped sharply at the 
beginning of the  Great Recession.

Data Source: U.S. Bureau of the Census, “Health Insurance Coverage: Coverage Rate in the 
United States (DISCONTINUED)” [USHICCOVPCT], retrieved from FRED, Federal 
Reserve Bank of St. Louis, https:// fred . stlouisfed . org / series / USHICCOVPCT.
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terest deduction cost the public fisc $75.3 billion and the charitable deduc-
tion cost $57 billion. If the mortgage interest deduction and the charitable- 
giving deduction are typical tax expenditures in terms of their destabilizing 
effects, then  these results suggest that the cumulative $1.5 trillion in tax 
expenditures in 2016 reduced the automatic stabilizing properties of the 
income tax by more than 23  percent.35

The Destabilizing Tax Cut and Jobs Act of 2017

At the end of 2017, U.S. congressional Republicans, with support from Presi-
dent Trump, transformed the U.S. income tax code by passing the Tax Cut 
and Jobs Act (TCJA) of 2017. The TCJA limited one impor tant tax expendi-
ture, capping the previously unlimited tax deduction for state and local tax 
payments at $10,000.  Because tax expenditures destabilize the economy, the 
TCJA’s imposition of a cap on the tax expenditure for state and local tax pay-
ments enhanced the countercyclical effect of the income tax.

The rest of the bill, however, gutted the U.S. income tax’s role as a 
countercyclical force. The TCJA’s reforms to the taxation of business in-
come particularly undermined the automatic stabilizing properties of the 
income tax.36

Corporations derive their income from business profits. Profits equal the 
difference between revenues and expenses. Although revenues fluctuate 
with the business cycle, many business expenses are fixed. In booms and 
in busts, businesses must continue to pay their debt, rent, and pension 
obligations.

This combination of variable revenues and fixed expenses leaves profits 
very sensitive to the business cycle. In flush times, revenues may exceed ex-
penses by a large margin, producing fat profits. In 2007, for example, U.S. 
corporations earned profits of over $1.05 trillion (less losses). In recessions, 
by contrast, revenues fall while many expenses remain steady, sharply re-
ducing profits. By 2009 (the heart of the  Great Recession), U.S. corporate 
profits fell below $450 billion.37 Total U.S. income, by contrast, declined only 
3.1  percent from 2007 to 2009.

 Because it collects a steady proportion of a highly pro- cyclical compo-
nent of total income, the corporate income tax collects significant revenue 
in booms and much less in busts. It is a  great automatic stabilizer. In 2007, 
for example, U.S. corporate income tax revenue exceeded $370 billion.38 If 
the United States collected corporate income tax at the same effective rate 

 EBSCOhost - printed on 2/10/2023 1:13 PM via . All use subject to https://www.ebsco.com/terms-of-use



LAW And FISCAL PoLICy ■  47

in 2009 as in 2007, then corporate income tax collections would have auto-
matically fallen to $160 billion. (In real ity, 2009 corporate tax receipts  were 
$140 billion, which reflects some cuts in the effective corporate income tax 
rate in that year.) The corporate income tax thus provided an automatic stim-
ulus to the U.S. economy of over $200 billion (in lower tax revenue) in 2009 
relative to 2007. For comparison, the 2009 American Recovery and Rein-
vestment Act (the primary U.S. fiscal stimulus package during the  Great Re-
cession) lowered taxes by roughly $100 billion in fiscal 2009.39

The signature provision of the TCJA reduced the U.S. corporate tax rate 
from 35  percent to 21  percent. From a stabilization perspective, this cut is 
a disaster. In the next  Great Recession, we  won’t enjoy the benefit of a $200 
billion automatic stimulus package.40

Any tax cut reduces the automatic stabilizing properties of the income 
tax. But cuts to the corporate tax reduce stability more than tax cuts on other 
forms of income.  Because corporate income fluctuates more in tandem with 
the business cycle than other types of income, it is a particularly good au-
tomatic stabilizer. Even if the revenue losses caused by the cuts to the cor-
porate tax rate are ultimately offset with increases to other taxes, TCJA  will 
have undermined one of the most impor tant automatic stabilizing forces in 
the economy.

The debate over both tax expenditures and the TCJA illustrates the 
harm caused by separating law and macroeconomics. While  lawyers and 
economists have devoted countless pages of scholarship to tax expendi-
tures, they have mostly ignored the effect of tax expenditures on stability. 
Similarly,  lawyers and economists spoke loudly and voluminously about 
the pros and cons of the 2017 TCJA, but both camps ignored the macro-
economic effects of the act. Estimating the macroeconomic effects of tax 
expenditures or the TCJA requires an understanding of both the nuances 
of the tax system and the macroeconomic implications of  those nuances. 
Few  lawyers or economists have the relevant combination of skills. As a re-
sult, the pernicious macroeconomic effects of critical ele ments of tax policy 
go largely unheeded.

Matching Grant Programs as Automatic (De)Stabilizers:  
The Case of Medicaid

In contrast with tax expenditures, means- tested government spending pro-
grams automatically stabilize the economy. Spending on  these increases 
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when the economy is in recession. In theory, this should increase demand 
and help the economy recover. But an institutionally realistic analy sis of gov-
ernment spending programs complicates this story, too.

Consider Medicaid, which provides health insurance for the indigent in 
the United States. When incomes go down in recessions, more  people qualify 
for Medicaid, and government spending rises accordingly, offsetting the 
demand decline that caused incomes to drop. Right? In fact, Medicaid 
spending is not so  simple. It is not just outlays that  matter but also the struc-
ture of spending— the sort of  thing law and macroeconomics pays attention 
to but which other fields typically ignore.41

Medicaid is the largest of many U.S. programs that rely on federal 
matching grants. It is administered at the state level and funded with 
state, local, and federal dollars. The federal government reimburses 
states at varying rates depending on their per capita incomes; in total it 
covers approximately 60  percent of Medicaid spending.42 In 2011 federal 
grants to states totaled 17  percent of U.S. federal spending and 4  percent 
of GDP.43

Matching aid programs, combined with state and local balanced bud get 
requirements, reduce the automatic stabilizing properties of Medicaid. The 
logic follows a course that, by now, should be familiar. During a recession, 
state revenues go down. To maintain a balanced bud get, states cut spending 
to match the decrease in revenues.  Because programs partially funded 
by federal matching grants consume a substantial portion of most state 
budgets— Medicaid alone accounted for “18.9  percent of spending from 
state general funds” in 201344— cash- strapped states often cannot avoid cut-
ting them. But then the state loses a portion of its federal matching funds, 
reducing federal spending in tandem with state spending. Thus, reductions 
in state spending necessitated by balanced bud get laws are amplified by re-
ductions in federal spending on matching grants, even though the federal 
government  faces no balanced bud get requirement. And the cuts come just 
when spending is most needed.

Federal matching grant programs to states and localities therefore have 
a serious macroeconomic cost, which, to date, has not been appreciated. 
They automatically destabilize the economy relative to federal spending pro-
grams that are not linked to state spending, and they introduce the pa-
thologies of state spending into the U.S. federal system. In order to improve 
the automatic stabilization properties of federal spending, Congress should 
consider switching matching- grant spending programs to block- grant 
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spending programs, whereby the sum given to states is not determined by 
the state bud get.

The destabilizing effect of matching aid programs also explains the em-
phasis on non- matching aid to states and localities in the 2009 American 
Recovery and Reinvestment Act (ARRA), also known as the Obama Stim-
ulus. The ARRA allocated about $140 billion for direct aid to states.45 Not 
only does aid to states raise state spending directly, but it also raises federal 
spending indirectly by increasing matching- grant spending by the federal 
government. As a result, the ARRA’s aid for states may have had a greater 
stimulus effect than commonly realized.

Government Insurance Programs as Automatic Stabilizers  
and Destabilizers: The Federal Housing Administration  
Insurance Fund

Government insurance programs automatically stabilize the economy. 
The U.S. Federal Housing Administration (FHA), for example, insures mort-
gage loans in exchange for fees from borrowers. If an insured homeowner 
fails to repay the mortgage, the FHA repays the bank. When  there are few 
defaults, the FHA collects more in insurance premiums than it pays out. 
But when defaults multiply in busts, the FHA runs a deficit. If the FHA’s 
reserve fund  were added to the federal government’s balance sheet, then 
the combined balance sheet would show larger deficits in recessions and 
smaller deficits in good times.

The FHA performs an even more impor tant automatic stabilizing role 
by increasing access to credit during prolonged recessions. When financial 
institutions and borrowers repair balance sheets, credit is scarce. The FHA 
uses the U.S. federal government’s balance sheet to address the weakness 
of credit markets in busts.

During the  Great Recession, the FHA performed one of the most impor-
tant stabilizing roles of any government agency or program, as depicted in 
Figure 2.2. In 2005–2006, when the mortgage lending market overheated, 
FHA guaranteed less than 2  percent of all mortgage loans used to purchase 
homes in the United States. In the worst of the housing bust, by contrast, 
the FHA guaranteed almost 30  percent of home purchase mortgage loans. 
Many of the home purchases aided by the FHA would have fallen through 
other wise. Without the FHA, the housing bust and  Great Recession likely 
would have been much worse.
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But even as the FHA stabilized the economy, it unconsciously destabi-
lized it as well. Any government insurance program, like the FHA’s Mutual 
Mortgage Insurance (MMI) fund, that avoids minimum or excessive reserves 
tends to tighten its bud gets in the immediate aftermath of bad economic 
per for mance, hindering economic recoveries.46

When mortgage delinquencies and expected delinquencies rise more than 
expected (as they did from 2008 to 2010), the MMI fund gets depleted. U.S. 
law regulates the MMI fund, requiring a ratio of MMI reserves to insured 
mortgage values of at least 2.0  percent.47 The MMI ratio fell short of this 
minimum during the  Great Recession, as a result of the surge in delinquen-
cies during the U.S. housing market collapse that helped cause the  Great 
Recession.48

In response, the FHA increased insurance rates by more than 50  percent 
during the  Great Recession (see Figure 2.3). This rate increase reduced 
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Figure 2.2  Note the sharp spike in the FHA’s share of mortgage lending for new 
home– purchase mortgages during the  Great Recession. The FHA’s support to the 
home- buying market proved essential during the  Great Recession.

Data Source: “FHA Single  Family Insurance Activity Mortgage Market Share by 
Dollar Volume, annual data for 1996–2016,” at https:// www . hud . gov / sites / documents 
/ FHA _ SF _ MARKETSHARE _ 2017Q1 . PDF at  Table 1.
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the disposable income and spending of the homeowners relying on the FHA 
to finance or refinance their purchases. Before 2007, annualized FHA mort-
gage insurance costs for a typical mortgage remained below 1  percent of 
the total loan value on an annualized basis for more than a de cade.  After a 
series of increases in response to the housing bust, mortgage insurance 
premiums exceeded 1.5  percent annually from 2012 to 2015. Once the 
housing market recovered, the FHA reduced mortgage insurance pre-
miums again, with annual rates falling below 1  percent by the beginning 
of 2016 (Figure 2.3).

During the  Great Recession and the anemic recovery that followed, FHA 
mortgage insurance premiums  were higher than they  were before or after-
ward, destabilizing the economy. By charging higher fees to new borrowers 
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Figure 2.3  FHA annualized insurance premiums increased dramatically during 
the  Great Recession, and then fell back to previous levels as the economy 
rebounded.

Data Source: Department of Housing and Urban Development, “Actuarial Review of the 
Federal Housing Administration Mutual Mortgage Insurance Fund Forward Loans for Fiscal 
Year 2015, Exhibits B-2, B-3, at https:// www . hud . gov / sites / documents / AR2015MMIFWDRPT 
. PDF. Annualized figure created by discounting upfront premium at a 5:1 ratio to annual 
premium and combining.
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during the  Great Recession, the FHA hindered the recovery of the housing 
market. The increase in fees also reduced borrowers’ discretionary income 
(relative to keeping insurance fees steady) when spending was already low.

It is remarkable that this action came from an agency founded to stabilize 
the housing market in response to the  Great Depression and heavi ly criti-
cized during the  Great Recession for  doing too much to support the housing 
market.49 Even when a government insurance program like the FHA is 
intended to stabilize the economy (and succeeds in  doing so), the pressure 
to replenish depleted reserves leads it to raise premiums and decrease dis-
posable income when aggregate demand is weakest and to lower premiums 
when aggregate demand is robust.

 There are many other examples. U.S. state unemployment insurance 
funds raised their premiums in response to high layoffs during the  Great 
Recession, holding back employment according to a recent paper.50 Like-
wise, the Federal Deposit Insurance Corporation (FDIC) raised its deposit 
insurance rates in the midst of the Financial Crisis of 2008–2009 in order 
to replenish its depleted reserves, reducing banks’ cash flow precisely when 
banks  were already restricting lending activity.51

Ironically, all of  these insurance programs (FHA mortgage insurance, 
FDIC deposit insurance, and state unemployment insurance) are intended 
to stabilize the economy. And if the destabilizing effects of insurance pro-
gram premiums are the price to be paid for their primary countercyclical 
effects, then so be it. We have a more stable economy with the programs 
than we would without.

But more could be done. Even government insurance programs are de-
signed so that fees rise during recessions and fall during booms. To mini-
mize  these destabilizing effects, insurance program reserve funds need to 
exceed their statutory minimums by considerable margins during good 
times, giving the programs space to hold down fees during recessions while 
remaining compliant with regulatory reserve minimums. Alternatively, the 
government could make minimum reserve ratios sensitive to the business 
cycle, decreasing them in busts and increasing them in booms. Fi nally, the 
reserve ratios could be eliminated entirely. This last option, however, means 
that badly managed insurance programs can continue  running deficits 
in defi nitely.

In this chapter, I demonstrated that the institutional details of income 
taxation and spending programs affect the stabilizing properties of fiscal 
policy. Even though discretionary fiscal policy is theoretically attractive, 
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many economists reject it  because of its institutional weaknesses. Automatic 
stabilizers, by contrast, are favored  because of their superior design. Ironi-
cally, however, the sustained analy sis of government spending and taxation 
programs in this chapter revealed many destabilizing features in programs 
designed to automatically stabilize. Where pos si ble,  these destabilizing fea-
tures should be eliminated. By highlighting  these properties of fiscal policy, 
I illustrated the value of a law and macroeconomic approach to fiscal policy.
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I now engage in a critical review of the institutions of monetary policy. As in 
Chapter 2 with re spect to fiscal policy, my goal  here is twofold: to both 

improve monetary policy by subjecting it to a law and macroeconomic lens; 
and to set forth the strengths and weaknesses of monetary policy as an al-
ternative to law for making macroeconomic policy. I also highlight law’s in-
tegral role in enabling a combination of monetary policy control and stable 
exchange rates via the introduction of  legal capital controls.

Monetary Policy Stabilization

In Chapter 2, I discussed the role of the savings market in bringing aggre-
gate demand back to capacity in the restaurant economy. When aggregate 
demand is low, interest rates decrease as savers outnumber borrowers. The 
decrease in interest rates encourages borrowers to borrow more and savers 
to save less, increasing the number of meals purchased from the restaurant 
and reducing the demand shortage.

This discussion of the savings market ignored the role of money in the 
economy. Money is a commodity that makes it easier to buy and sell  things. 
Money can be supplied by government fiat (for example, paper currency), 
but it does not have to be (as when an economy uses a gold standard).

Savings can be held as money or lent to borrowers at interest. Savers must 
earn an interest rate to get them to lend their funds to  others rather than 
hold money, which is more con ve nient. If the demand for money exceeds its 

THrEE

Law and Monetary Policy When  
Interest rates Are Well above Zero
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supply, then the interest rate rises, making holding money, which  doesn’t 
earn interest, less attractive relative to lending, which does.

When we introduce money to our restaurant economy, we introduce a 
second role for the interest rate. The interest rate still brings savings and 
borrowing into balance. The interest rate also balances the demand and 
supply of money. But one variable cannot keep two dif fer ent markets in bal-
ance. Instead, two variables, output (of meals) and the interest rate, jointly 
bring balance to both the market for cash and the savings / borrowing market.

When the government uses a fiat currency, it can increase or decrease 
the supply of money. As we  will see, the government often delegates con-
trol over the money supply to an in de pen dent central bank. When a central 
bank increases the money supply, it makes cash more abundant. To accom-
modate the increased supply of cash, the interest rate needs to decline to 
induce more  people to hold their savings in cash rather than giving them to 
lenders.

This shift in the interest rate in the money market affects the savings 
market as well. With interest rates down, borrowers borrow more so that 
they can buy more meals. In order to accommodate the increased demand 
for meals, the restaurant produces more meals. Output increases.

An increase in the money supply therefore  causes an increase in meal 
output as well as a decrease in interest rates. The increased abundance of 
money requires increased production of meals as well as a shift in interest 
rates in order to bring both the money market and the savings market into 
balance.

A decrease in the money supply makes cash scarce. Interest rates must 
rise in order to reduce the demand for cash so that it equals the newly 
 reduced supply. The higher interest rate also moves the savings market, 
reducing borrowing and therefore reducing demand for meals. Output 
decreases.

The reasons a central bank might wish to use monetary policy are not 
unlike  those of a legislature attempting fiscal policy: monetary policy can 
offset the effects of shocks to the demand for meals, hastening the return 
of output to capacity. If bad weather temporarily reduces aggregate demand 
below the restaurant’s capacity, then the central bank increases the money 
supply. Interest rates go down, prompting borrowers to borrow more and 
demand more meals. By dropping interest rates sufficiently, the central bank 
can stimulate enough additional demand to mitigate the shock caused by 
bad weather.
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In the restaurant economy, central banks control interest rates (and, in-
directly, output)  because they control the money supply. But the central 
bank generally does not enjoy perfect control over the money supply and 
therefore cannot shift the money supply at  will. Instead, the central bank 
controls base money: currency and private banks’ reserves held by the cen-
tral bank. (The amount of base money determines extremely short- term in-
terest rates such as the federal funds rate in the United States.) Base money 
does affect the broader money supply, but  there are other  factors at work, 
such as private bank reserves and the money multiplier.

To illustrate the money multiplier, suppose that the central bank prints 
$100 in cash and uses it to lend to a restaurant worker. This action raises 
the monetary base by $100. The consumer then deposits the money with a 
bank, which holds some of the deposit and lends the rest to someone  else. 
This lending also adds to the money supply. Suppose the bank lends $80 
out of each $100 deposited. The bank transfers a credit of $80 to a new 
borrower’s account, along with a debt obligation of $80. The money supply 
is now $180 larger rather than the original $100. In turn, the new bor-
rower may keep the $80 in the bank for a time. The bank now lends $64 
(80  percent of $80) to still another borrower. The money supply is now 
$244 ($100 + $80 + $64) larger. The pro cess continues  until the money 
supply reaches its limit at a point $500 larger.1 An initial base- money in-
crease of $100 expands the money supply by $500, so the money multiplier 
equals five.

Of course, the multiplier is not always five or any other  factor. The money 
multiplier depends on capital requirements, reserve requirements, and bank 
confidence. Banks  will lend more of each additional dollar in deposits when 
capital and reserve requirements are lower and when  those banks are more 
confident. If reserve requirements are 25  percent, then the banks can only 
lend $0.75 of each dollar, reducing the money multiplier as compared with 
a bank lending $0.80 on the dollar. If the bank’s leaders are concerned that 
depositors may demand their money— that is, make a run on the bank— the 
bank may lend even less, thereby maintaining cash on hand. This also re-
duces the money multiplier and the money supply.

Although joint causality— meaning that monetary policy both responds 
to and influences changes in output— makes it difficult to provide precise 
estimates for the efficacy of central bank monetary policy in stabilizing ag-
gregate demand, a wide variety of econometric methods indicate that what 
works in theory also works in practice: when central banks tighten mone-
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tary policy— when they reduce the money supply— interest rates rise and 
output declines.2 Even though central banks  don’t enjoy exclusive control 
over the money supply, they retain an imperfect ability to influence interest 
rates and output with their control over base money.

As with fiscal policy, monetary policy achieves no gains from permanently 
keeping demand high. The only long- term result of maintaining demand at 
a point above capacity is higher inflation and queuing. This means the cen-
tral bank needs to be concerned with not letting the economy overheat. To 
that end, the central bank raises interest rates when demand for meals ex-
periences a positive shock, such as good weather that induces more spending. 
Higher interest rates dissuade borrowers from borrowing to purchase meals, 
bringing demand for meals back into balance with the restaurant’s supply 
capacity.

Monetary Policy Institutions

Who Controls Monetary Policy?

In a democracy, we start with a presumption that the legislature exercises 
control over policy instruments. If that control proves unwieldy, then legis-
latures often delegate control to administrative agencies.3

In spite of its demo cratic appeal, direct legislative control over monetary 
policy would be misguided. Legislators are unlikely to understand mone-
tary policy and the workings of the macroeconomy. Moreover,  because 
shocks constantly buffet aggregate demand, monetary policy needs to re-
spond quickly to many new developments, a requirement that most coun-
tries’ legislative pro cesses cannot meet. Fi nally, legislators likely would use 
their control over monetary policy opportunistically, stimulating the 
economy by lowering interest rates shortly before elections even when  doing 
so is inappropriate in the longer term. If monetary policy  were implemented 
entirely by legislatures, then it would be a very poor macroeconomic 
instrument.

Owing to  these concerns, all wealthy democracies cede control over mon-
etary policy to central banks with varying degrees of in de pen dence. Legis-
latures establish central banks and provide policy guidelines for them, as 
they do for all agencies. The Federal Reserve Act, for example, established 
the Fed and charged it with the pursuit of “maximum employment, stable 
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prices, and moderate long- term interest rates.” 4 Article 127 of the Treaty of 
Maastricht established the Eu ro pean Central Bank (ECB) and charged it 
with the primary objective of “price stability.”5 Another demo cratic check 
is provided by elected leaders, who appoint central bank governors. Fi nally, 
central bank chairs testify regularly in front of relevant legislatures.

Beyond  these ele ments of demo cratic control, however, central banks 
generally enjoy extraordinary in de pen dence compared with other agen-
cies established by legislatures. On core monetary policy decisions, such as 
setting short- term interest rates, central banks have almost unlimited dis-
cretion. Their interest- rate decisions cannot be reversed by courts. Unlike 
the leaders of many agencies, central bank heads cannot be terminated at 
 will. Instead, they can only be fired for specific  causes such as malfea-
sance. Other wise, central bank leaders serve long fixed terms— fourteen 
years, in the case of the Federal Reserve Board—or  until they resign. In 
addition, many central banks, including the Fed and the ECB, control 
their own bud gets; they  don’t rely on legislative appropriations. Fi nally, 
some central banks enjoy explicit protection from legislative interference. 
The Maastricht Treaty, for example, forbids the ECB from seeking or 
taking any instructions from any EU or national institutions or governments. 
The treaty also forbids  these governments and institutions from offering 
such instruction.6

The autonomy of monetary policy is especially striking when compared 
with the nondelegation of fiscal policy, which is formulated by legislatures. 
Monetary policymaking occurs outside legislative bounds, sacrificing demo-
cratic legitimacy for the benefit of technocratic expertise. Conversely, fiscal 
policymaking is the work of elected leaders, enjoying the ultimate degree 
of demo cratic legitimacy without any of the benefits of expertise or in de-
pen dence from legislative opportunism.

Forgoing the Benefits of Monetary Policy Stabilization

Many jurisdictions forgo in de pen dent control over monetary policy.  Either 
they lack a central bank charged with using control over the money supply 
to stabilize the economy, or their central bank’s capacity to stabilize is lim-
ited by its commitment to other goals.

If a jurisdiction has used control over the money supply poorly in the past 
(for example, by letting the money supply grow uncontrollably, which leads 
to hyperinflation), then it may prefer to give up control over monetary policy 
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and adopt a “hard currency.” A gold standard, for instance, prevents the state 
from using money to influence macroeconomic conditions. The supply of 
gold, rather than policy considerations, determines monetary conditions. 
Similarly, the adoption of a foreign nation’s currency, such as Ec ua dor’s 
adoption of the U.S. dollar as their national currency, sharply reduces infla-
tion expectations. Adopting a foreign currency, however, disables the use of 
monetary policy to respond to macroeconomic challenges.

A state might also relinquish monetary policy control to promote trade.7 
Shared currencies facilitate trade by removing exchange- rate risks and re-
ducing transaction costs associated with trade, such as the costs of ex-
changing currencies. If  these benefits are large enough, then jurisdictions 
may choose to share a currency, at the cost of losing control over monetary 
policy. Anticipating  these trade- enhancing benefits, the members of the Eu-
rozone have done precisely this. Likewise, U.S. states belong to a currency 
 union (the dollar)8 that eliminates exchange- rate risks and costs from inter-
state trade at the price of each state’s ability to respond to macro conditions 
using monetary policy. If a jurisdiction within a currency  union needs to 
bring its economy back into balance, it  will have to turn to other macroeco-
nomic policy tools, such as fiscal policy (often barred by balanced bud get 
requirements) or the expansionary  legal policy I develop in Part II.

Most jurisdictions  either enter currency  unions that facilitate trade but 
forgo monetary policy or allow their currencies to “float” in order to retain 
monetary- policy control. Indeed, the “impossible trinity” of international 
macroeconomics demands some policy tradeoffs: a jurisdiction cannot si-
mul ta neously have all three of (a) fixed exchange rates and low trading costs, 
(b) control over monetary policy, and (c)  free capital flows.

To understand the impossible trinity, suppose that the central bank of a 
jurisdiction with a currency peg and  free capital flows raises the jurisdic-
tion’s interest rates above the prevailing world rate in order to inhibit the 
economy in the face of a positive shock to aggregate demand. The increase 
in local interest rates encourages capital to flow into the jurisdiction. As for-
eigners move capital into the jurisdiction to take advantage of the higher 
interest rates, the jurisdiction’s exchange rate should appreciate. In order 
to prevent appreciation and keep its fixed exchange rate, the jurisdiction 
needs to defend its exchange rate by using currency reserves. But it cannot 
do so in defi nitely. Alternatively, the jurisdiction could restrict entry of cap-
ital by law, relieving the pressure on the currency in spite of the difference 
between world and local interest rates. This, however, violates the  free 
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capital- flow prong of the trinity. Fi nally, the jurisdiction could keep its 
interest rate equal to prevailing world rates. This enables the jurisdiction to 
maintain a stable exchange rate and allow capital to flow freely, but it means 
that the jurisdiction loses control over local interest rates, which are now 
determined by global conditions. A jurisdiction can have any two ele ments 
of the impossible trinity but never three.

To benefit from a currency peg, jurisdictions must  either forgo control 
over monetary policy or restrict the flow of capital to and from other juris-
dictions. Wedded to the notion of  free capital flows, many jurisdictions 
therefore allow their currencies to float rather than lose the ability to use 
monetary policy to facilitate macroeconomic adjustments.

Capital Controls: Law Enabling Macroeconomic Policy

In The Globalization Paradox, Dani Rodrik argues against a binary choice 
between currency  unions and currency- flotation regimes. Instead, Rodrik 
argues for capital controls, the often- overlooked third prong of the impos-
sible trinity. With capital controls, jurisdictions get the benefits of mone-
tary policy and the benefits of stable exchange rates. Jurisdictions lose the 
benefits of  free international flows of capital, but Rodrik asserts that  these 
benefits are smaller and more uncertain than commonly perceived.

Rodrik’s capital- control regime, with its starring role for law, is not in 
vogue among industrialized democracies. But this  wasn’t always the case. 
Recall the Bretton Woods agreements negotiated in the aftermath of the 
 Great Depression and World War II.  These imposed capital controls man-
aged by the IMF, newly established to promote trade and prosperity.9 If 
capital controls harmed the economy during the Bretton Woods era (1944–
1971), then their negative effect is hard to spot. This was a golden era for 
Western economic growth.  Today, China enforces capital controls. It weath-
ered the  Great Recession better than any other large economy, growing 
throughout at unmatched rates.

Law and macroeconomics assumes a much more impor tant role in a fixed 
exchange- rate / capital- control regime than it does when currencies float or 
jurisdictions have a shared currency. Capital controls are  legal instruments, 
imposed by governments and implemented by regulators and judges.  Under 
a capital- control regime, the most impor tant interaction between law and 
macroeconomics is in de pen dent of managing aggregate demand directly. 
Instead, asking more of law enables policymakers to combine two invalu-
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able macroeconomic instruments— monetary policy and stable exchange 
rates— that would other wise be jointly unachievable.

The capital controls of the Bretton Woods regime pervaded law. IMF 
 Article VIII.2(b), for example, obliged member countries to make “un-
enforceable” any foreign- exchange dealings that  violated another member 
country’s capital controls. According to the IMF  legal department, this 
meant that “the courts in members’ territories must not lend their assis-
tance to implement the obligations of such contracts” that  violated another 
member’s capital controls.10 Maintenance of capital controls was so critical 
to the international macroeconomic system that it superseded the ordinary 
enforcement of contracts— one of the fundamental commitments of most 
 legal systems. Bretton Woods thus entailed an impor tant change in law to 
facilitate macroeconomic ends.

Many economists assume that capital controls are doomed to failure 
 because they are subject to “evasion and circumvention.”11 The critique 
proves too much:  every law is subject to evasion and circumvention. Gov-
ernment control over the money supply also can be evaded and circum-
vented. When  people counterfeit currency, they undermine monetary 
policy. Likewise, fiscal policy depends on the government’s ability to raise 
and lower taxes, which may be evaded. But we  don’t give up on monetary 
policy  because of counterfeiters or on fiscal policy  because of tax evaders. 
Instead, we ban counterfeiting and tax evasion and rely on criminal law to 
enable governments to keep a lid on scofflaws.

Capital controls can also be protected, through  legal regimes that reduce 
incentives to send capital across borders. It may be true that capital con-
trols are easier to evade, are more costly to enforce, or provide less benefit 
than the regimes that protect monetary and fiscal policy. But  legal experts, 
not just economists, need to help make this determination. Such a legal- 
economic partnership has happened before— with Bretton Woods.  Today, 
unfortunately,  legal experts rarely take part in this discussion  because they 
 don’t know the macroeconomic stakes well enough to balance the costs of 
enforcing capital controls against the benefits.

Monetary Policy versus Fiscal Policy

When a jurisdiction relinquishes control over monetary policy to enter a 
currency  union,  there is no choice between monetary and fiscal policy as 
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macroeconomic tools. The jurisdiction must instead choose between fiscal 
policy and simply allowing macroeconomic fluctuations to run their course. 
In  these circumstances, the  legal policy options described in Part II  will 
be especially desirable.

When monetary policy is an option, however, most economists conclude 
that it offers a better stabilization policy instrument than fiscal policy— when 
interest rates are well above zero. Even some ardent proponents of expan-
sionary fiscal policy in depressed economies, such as former Trea sury Sec-
retary Larry Summers, concede that  there is “no space for expansionary 
fiscal policy as a stabilization policy tool” in “normal times.”12 In this sec-
tion, I explore this consensus, linking  legal institutions with monetary pol-
icy’s efficacy.

The Advantages of Monetary Policy over Fiscal Policy

Fiscal policy is enacted by politicians who mostly lack macroeconomic ex-
pertise. By contrast, monetary policy is carried out by experts chosen by 
heads of state. Two recent chairs of the Federal Reserve, Ben Bernanke and 
Janet Yellen,  were esteemed researchers and teachers at elite university eco-
nomics departments. Before becoming chair, each gained experience as a 
lower- ranking board member of the Fed, as did the Fed’s current chair, 
Jerome Powell. The current chairs of the Eu ro pean Central Bank and Bank 
of Canada, Mario Draghi and Stephen Poloz, respectively, possess doctor-
ates in economics and extensive central banking experience. Both the head 
of the Bank of Japan, Haruhiko Kuroda, and the head of the Bank of 
 England, Mark Carney, led impor tant international financial institutions be-
fore assuming their current positions.

That central bankers know their stuff does not mean they  will always get 
macroeconomic policy right. But they are in a better position to do so than 
are politicians, most of whom know  little about managing economies.

Much of monetary policy’s perceived superiority to fiscal policy stems 
from the former’s quicker responsiveness to developments in the economy. 
 After all, macroeconomic policy materializes only  after policymakers rec-
ognize that  there is some change in aggregate demand that needs addressing. 
That recognition is hastened by expertise.  Because monetary policy is set 
by knowledgeable men and  women who employ large staffs to analyze mac-
roeconomic data, monetary policymakers should diagnose shocks to de-
mand before fiscal policymakers do. But even with expertise,  there may be 
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long lags in identifying demand shocks. In the restaurant economy, it is hard 
to know if a one- day decline in demand for meals is the harbinger of a sec-
ular decrease in demand for meals or just an idiosyncratic event. While we 
may reasonably hope that the experts can tell the difference before the typ-
ical legislator can, we should still expect some delay in the identification of 
impor tant changes to demand.

The big advantage in speed comes  after the need for new policy be-
comes clear. At this point, legislators may enter into lengthy and often- 
fruitless periods of debate over the appropriate response. In contrast, cen-
tral banks have well- developed ave nues for formulating responses. They 
meet regularly— approximately  every six weeks— and their board mem-
bers vote on mea sures at each meeting. Central banks are also  free to alter 
monetary policy in between meetings if they feel it is necessary. Of course, 
as previously noted, the delays constraining fiscal policy depend on the 
structure of lawmaking, with parliamentary systems moving rapidly. Thus, 
the argument for monetary policy is generally stronger in the United States 
than in, say, Canada or the United Kingdom, where legislative action 
 faces fewer hurdles.

Although it may be easier to enact monetary than fiscal policy, monetary 
policy’s effects on aggregate demand materialize more slowly. If interest 
rates drop as a result of monetary policy, it may still be a while before in-
vestment and consumption decisions change and spending increases. In-
deed, the economy’s sensitivity to monetary policy declined over the last 
several recessions.13 It takes longer for output to respond to a decline in in-
terest rates than it used to, meaning that monetary policy’s putative advan-
tage over fiscal policy has diminished.

The Role of Law in the Sensitivity of Output to Monetary Policy

Law plays an impor tant role in the lag between changes in monetary policy 
and in spending. Law may also help explain why the economy has become 
less sensitive to monetary policy.

Consider the construction industry, one of the most impor tant channels 
through which lower interest rates raise demand.  Because construction ac-
tivity is both highly variable and very sensitive to interest rates, one of the 
most impor tant effects of a change in interest rates is their effect on con-
struction.14 Construction is a notoriously cyclical component of the economy, 
accounting for a much larger amount of total fluctuations than would be 
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expected from its share of the economy. Before the  Great Recession, U.S. 
construction boomed more than the economy as a  whole; during the reces-
sion, construction crashed more dramatically (see Figure 3.1)

Law affects the sensitivity of construction to interest rates. For instance, 
in many areas of the United States and elsewhere, development proj ects 
must satisfy layers of zoning and environmental reviews, judgments, and 
appeals before construction begins.  These  legal proceedings take time, 
dampening the industry’s sensitivity to monetary policy by ensuring that de-
mand for construction does not respond to a change in interest rates  until 
the proceedings are through. Imagine if  there  were a one- year delay in 
purchasing meals in the restaurant economy. In that case, a drop in in-
terest rates  today would not be felt  until a year from now. Zoning and 
land- use laws may have similar effects on the real economy. If it takes two 
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Figure 3.1  Construction spending increased much faster than the economy as a 
 whole from 2003 to 2007 and then collapsed during the  Great Recession.

Data Source: U.S. Bureau of the Census, “Total Construction Spending: Residential” 
[TLRESCONS], retrieved from FRED, Federal Reserve Bank of St. Louis, https:// fred 
. stlouisfed . org / series / TLRESCONS; U.S. Bureau of Economic Analy sis, “Real Gross 
Domestic Product [GDPC1],” retrieved from FRED, Federal Reserve Bank of St. Louis, 
https:// fred . stlouisfed . org / series / GDPC1.
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years to get shovels in the ground once a developer begins a proj ect, then 
a decrease in interest rates  will take two years to stimulate construction 
spending.

Legally imposed lags are not just a theoretical concern, as the state of 
New Jersey showed during the  Great Recession. At the beginning of the 
housing bust, many developers halted construction proj ects. This raised the 
specter of lost approvals: each of  these proj ects underwent the usual re-
quired course of permitting, but if  those permits expired while sites re-
mained fallow, the construction recovery would be long in coming even if 
economic conditions improved. In response, New Jersey passed the Permit 
Extension Act of 2008. This act extended many state, county, and local per-
mits and approvals through 2015 and sometimes 2017, an effort to reduce 
the delays caused by zoning and land- use law.15

Zoning and land- use lags are a relatively new development. Before the 
1970s, they  were not commonly thought of as obstacles to development.16 
But zoning and land- use laws have changed, creating much more lag. They 
may thus offer a partial explanation for the economy’s diminished sensitivity 
to monetary policy. One of monetary policy’s primary mechanisms— 
promotion of construction spending via lower interest rates— simply no 
longer works as well as it used to.

Monetary Policy Offsets Fiscal Policy

Thus far I have mostly discussed monetary and fiscal policy as though they 
 were alternatives to choose between. But both might be enacted at once. 
Indeed, this is plausible,  because central banks and legislators both seek to 
correct the same problematic demand conditions. When this happens, mon-
etary policy offsets fiscal policy, assuming interest rates are well above 
zero.17 This is another source of the consensus  behind the superiority of 
monetary policy: if monetary policy nullifies fiscal policy with the same ends, 
why pursue fiscal policy in the first place? Let’s see how it works.

Say  there is a sharp decline in the demand for meals in the restaurant 
economy. Thanks to its expertise and in de pen dence, the central bank  will 
prob ably respond first, lowering interest rates in order to stimulate demand. 
If the legislature then decides to respond on its own with fiscal policy— 
government purchases of meals— the demand stimulus may prove exces-
sive, leading to restaurant lines and higher prices. Now the restaurant 
economy has an inflation prob lem, so the central bank reverses course, 
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raising interest rates. This bump offsets the fiscal stimulus to demand. 
One might say that, on net, fiscal policy changes not demand but monetary 
policy.

Conventional wisdom in economics therefore holds that discretionary 
fiscal stabilization is not worth the effort: it compromises other goals of fiscal 
policy— re distribution and spending of public goods— without stimulating 
demand. Thus, it is better to stabilize with monetary policy alone when in-
terest rates exceed zero.18

reinterpreting the Consensus in  Favor of Monetary Stabilization 
over Fiscal Stabilization

Economists tend to  favor monetary over fiscal stabilization when interest 
rates exceed zero. But their position is more tenuous than they care to admit.

Simply put, it makes  little sense to promote monetary policy when many 
jurisdictions— such as members of a currency  union or users of a currency 
peg— lack that lever of power. Even if aggregate demand proves inadequate, 
 these jurisdictions cannot raise the money supply to lower interest rates and 
stimulate demand. In  these jurisdictions,  there is no choice between mon-
etary and fiscal policy. They get fiscal policy or nothing. (In Part II, I argue 
that law offers an alternative macro tool for  these jurisdictions.)

Even where jurisdictions retain control over monetary policy, the con-
sensus in its  favor reflects more of a  legal and po liti cal calculation than an 
economic one. Monetary policy is not preferred to fiscal policy  because it 
is better at offsetting fluctuations in aggregate demand. As a  matter of 
both theory and empirics, both monetary and fiscal policy stabilize aggre-
gate demand. Rather, the consensus  favors monetary policy  because it is 
institutionally superior: the province of expert, responsive, and po liti cally 
in de pen dent central banks, while fiscal policy remains in the hands of slow- 
moving legislatures.

If the institutions of fiscal policy  were identical to  those of monetary 
policy, then  there would be no reason to  favor the latter. If we let a central 
bank or some equally in de pen dent and expert administrative agency con-
trol fiscal policy, then monetary policy would have no obvious advantage. 
 Because interest- rate changes often take time to translate into aggregate- 
demand changes, fiscal policy may actually be a superior stimulus instru-
ment, even when interest rates exceed zero.
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Of course, modern democracies do not allow central banks, or any other 
agencies, to control fiscal policy. As described in the previous chapter, such 
a fundamental demo cratic power cannot be responsibly outsourced. By con-
trast, del e ga tion of monetary policy to central banks is widely accepted. 
What the perceived superiority of monetary policy  really means is that mon-
etary policy is less impor tant to democracy than fiscal policy and so can be 
assigned to unelected experts.

This is a valid reason to support monetary policy over fiscal policy, and I 
have no desire to undermine the consensus surrounding it. But del e ga tion 
of monetary policy should not be taken for granted. As the Economist em-
phasized in 2017, “The power of central banks ebbs and flows.”19 Indeed, as 
recently emphasized by ex- central banker Paul Tucker,20 economists 
should be careful to avoid tempting fate by arguing for increasing empow-
erment of central banks, lest they court popu lar backlash. U.S. central banks 
have twice lost their mandates from Congress. We are told that, in our fe-
brile po liti cal environment, “Pop u lism Is Shaking the Edifice of Central 
Bank In de pen dence.”21 In the United States, calls to “audit the Fed” or 
other wise restrict its discretion grow more urgent;22 and in Eu rope, German 
politicians criticize the in de pen dent ECB for enabling the rise of the pop-
ulist Alternative für Deutschland party.23

In par tic u lar, central banks need to be sure to avoid exceeding their au-
thority. While their powers over the money supply and interest rates seem 
accepted by the public, unconventional policies are on shakier ground. Neg-
ative interest rates, for example, have spawned considerable anger in Ger-
many.24 Likewise, one sponsor of legislation to reform the Fed justified his 
initiative by explaining that the “Federal Reserve [has] more power and re-
sponsibility than ever before.”25 It is foolhardy to think that the consensus 
in  favor of monetary policy as a stabilization mechanism continues to apply 
when monetary policy is used in unconventional ways. Unconventional pol-
icies risk criticism that threatens central banks’ cherished in de pen dence. 
Even if unconventional monetary policies are effective— a contention that, 
as discussed in Chapter  5, is debatable— they threaten central bank 
in de pen dence.

In this chapter,  we’ve seen that exclusive reliance on monetary policy 
for macroeconomic stabilization works only when jurisdictions control 
their own currencies. When monetary policy is not available  because of 
trading imperatives, we cannot rely on monetary stabilization and must 
look elsewhere for macroeconomic help. Yet, even where monetary policy 
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is available, it is not necessary effective. In the next two chapters, I show 
that, at the zero lower bound on interest rates, monetary policy loses effi-
cacy. In a liquidity trap, the need for alternative macro policy tools— such 
as expansionary fiscal policy or even expansionary  legal policy— becomes 
urgent.
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The case for expansionary  legal policy (see Part II) or institutional reform 
of fiscal and monetary policy depends on the stakes. If recessions  don’t 

cost that much, then we  don’t  really need to expand our macroeconomic 
policy options with law.

In this chapter, I first document the grievous economic and po liti cal costs 
of the  Great Recession. If deep recessions cause harms of this magnitude, 
threatening the fabric of the social order, then allowing them to run their 
course should not be an acceptable option. We should be open to any policy 
that mitigates harms, even if  these policies require sacrifices.

I then discuss theoretical accounts of the  Great Recession and other pro-
longed recessions.  These accounts differ from the accounts of recessions 
provided in Chapters 1, 2, and 3. I focus on the related explanations of the 
liquidity trap and “secular stagnation,” both of which highlight the role of 
the zero lower bound on interest rates. The theory of liquidity traps em-
phasizes how short- term declines in aggregate demand get prolonged by 
zero interest rates while secular stagnation emphasizes longer term  factors, 
such as an “imbalance resulting from an increasing propensity to save and 
a decreasing propensity to invest” that make episodes of zero interest rates 
more likely in general.1

At the zero lower bound, interest rates cannot fall even if aggregate de-
mand falls short of the economy’s capacity. With interest rates stuck, the 
economy loses its adjustment mechanism. Aggregate demand and output 
can fall short of capacity for extended periods. In addition, conventional 
monetary policy loses traction at the zero lower bound— expanding the 

Four

The Painful Costs of Prolonged  
recessions: Evidence and Theory
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money supply at the zero lower bound cannot lower interest rates, meaning 
that monetary policy becomes impotent.

I also provide a parallel account of deep recessions— the theory of 
debt supercycles— that emphasizes the importance of financial frictions 
rather than constraints on interest rates. I argue that the difference in 
accounts of prolonged recessions makes  little difference for the role of 
law and macroeconomics.

The Economic and Social Costs of the  Great recession

The  Great Recession affected just about  every sector of the global economy, 
but it began in the realm of finance. In 2008, large institutions such as Bear 
Stearns, Lehman  Brothers, and the Royal Bank of Scotland found ered. Even 
 those that did not collapse sputtered. In spite of heroic central bank efforts, 
financial markets panicked. In the aftermath of the financial crisis, demand 
plummeted, output sank, and unemployment skyrocketed. Long  after the 
financial crisis dissipated, output, employment, and growth rates remained 
well below expectations.

The  Great Recession imposed enormous costs. A 2013 study by the Dallas 
Federal Reserve estimated the cumulative loss of output at $6–30 trillion in 
the United States, relative to potential.2 Other economies suffered at least as 
much.  These costs  were also distributed unequally.  Those who lost their jobs 
suffered grievously, while  those who kept their jobs suffered far less, if at all.

What is more, the costs have lingered. With low annual growth of 
1–2  percent the new norm, it took the Euro area some eight years to return 
to its 2008 level of output.3 Indeed, the  Great Recession appears to have 
permanently lowered growth rates, thanks to the lengthy terms of unem-
ployment it imposed. A large body of research demonstrates that unemploy-
ment lasting more than one year has long- lived effects.4  Those unemployed 
for long periods often leave the  labor force or accept underemployment. 
Workers who accept jobs that  don’t take advantage of their skills may per-
manently damage their own growth prospects, collectively harming the 
economy as a  whole. And labor- force participation rates in the United States 
and Eu rope, which dropped dramatically during the  Great Recession, have 
yet to fully recover.

Economists term this long- term shadow of a recession— reduced poten-
tial output in the long run— hysteresis.  There is good evidence to suggest 
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that hysteresis has set in since the  Great Recession. The  Great Recession 
technically has ended, yet growth rates in many developed economies have 
not returned to pre- recession trends. Instead, growth rates look to be per-
manently lower. Although estimates of potential long- run output are as likely 
to be too high as too low, in the United States and Eurozone they have con-
sistently been revised downward, reflecting the consistently disappointing 
per for mance of  these economies, relative to pre- recession expectations (see 
Figures 4.1 and 4.2).5

The economic costs of hysteresis are staggering. If the United States had 
continued to grow at its potential rate as estimated in 2008, then the 
economy would have surpassed its  actual 2016 output by $2.5 trillion. Sim-
ilarly, if the Eurozone had grown as forecast in 2008, then its  actual 2015 
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Figure 4.1  Estimates of potential GDP in the United States declined sequentially 
as the  Great Recession progressed. By 2018, the gap between what the United 
States actually produced in 2018 and what the United States projected in 2007 that 
it would produce in 2018 was over $2 trillion.

Data Source: Potential GDP estimates from the Congressional Bud get Office’s annual Bud get 
and Economic Outlook report; U.S. Bureau of Economic Analy sis, “Real Gross Domestic 
Product [GDPC1],” retrieved from FRED, Federal Reserve Bank of St. Louis; https:// fred 
. stlouisfed . org / series / GDPC1.
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output would have been €1.5 trillion greater. With each passing year, the 
gap between forecast and realized output is growing. If the  Great Reces-
sion permanently lowered growth rates, then even a $30 trillion cost in the 
United States may prove to be an underestimate.

The effects of the  Great Recession extend beyond the straightforwardly 
economic. The recession also undermined the po liti cal  orders of many in-
dustrialized democracies, which should further inspire policymakers to try 
new tools of macroeconomic stabilization that might be more successful 
than existing forms of monetary and fiscal policy.
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Figure 4.2  Estimates of potential GDP in the Eurozone declined sequentially as 
the  Great Recession progressed. By 2017, the gap between what the Eurozone 
actually produced in 2017 and what the Eu ro pean Union projected in 2007 that it 
would produce in 2017 was over €1 trillion.

Data Sources: Nominal GDP from Eurostat, “Gross Domestic Product at Market Prices,” 
at https:// ec . europa . eu / eurostat / tgm / refreshTableAction . do ? tab​=​ table&plugin​=​1&pcode​
=​tec00001&language​=​en. GDP deflator data from Organisation for Economic Co- operation 
and Development, “Main Economic Indicators,” at https:// stats . oecd . org / Index . aspx ? QueryId​
=​61354; potential output growth forecasts from Robert Anderton et al., “Potential Output 
from a Euro Area Perspective,” Eu ro pean Central Bank Occasional Paper Series No. 156 
(2014), charts 1 and 5, at https:// www . ecb . europa . eu / pub / pdf / scpops / ecbop156 . en . pdf.
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The source of  these social shifts has been pop u lism, which has thrived 
in many Western nations since the  Great Recession. In the United States, 
Donald Trump garnered the Republican nomination and eventually the 
presidency in 2016, despite rejecting many party orthodoxies, such as open-
ness to trade. Bernie Sanders, a self- declared demo cratic socialist, nearly 
won the Demo cratic primary. What ever happens during the Trump presi-
dency, most observers agree that his election reflects a dramatic break from 
the status quo in U.S. politics.

While Trump was marching  toward the GOP nomination, the United 
Kingdom was experiencing its own social and po liti cal convulsion. The vote 
for Brexit— the British retreat from the Eu ro pean Union— upended earlier 
commitments to the  free movement of goods, ser vices, capital, and  people 
throughout Eu rope. It was in effect a vote for national control over immi-
gration and regulation, on the basis of a populist challenge to the global lib-
eral order. Similar populist challenges grew stronger in many other Eu ro-
pean countries during and  after the  Great Recession.

It would be hard to argue that the  Great Recession was the only, or even 
primary, cause of this populist wave. But deep recessions and financial crises 
have a history of boosting the populist right in par tic u lar. The  Great De-
pression, for example, helped to undermine Germany’s Weimar Republic 
and lay the groundwork for Nazism, as well as fascism in many other coun-
tries. Indeed, a recent empirical study of Eu rope between 1870 and 2014 
found that,  after an economic crisis, “polarization rises. . . .  Voters seem to 
be particularly attracted to the po liti cal rhe toric of the extreme right, which 
often attributes blame to minorities or foreigners. On average, far- right 
parties increase their vote share by 30%  after a financial crisis.” 6

If deep recessions cause harms of this magnitude, threatening the fabric 
of the social order and harming long- run growth through hysteresis, then 
allowing them to run their course should not be an acceptable option. We 
should be open to any policy that mitigates harms, even if  these policies re-
quire sacrifices along other dimensions.

Three Explanations of Prolonged recessions: Liquidity Traps, 
Secular Stagnation, and the debt Supercycle

In order to avoid another  Great Recession, we need to understand why the 
 Great Recession and other prolonged recessions differ from the ordinary 
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recessions described in the previous chapters. In this section, I explore ac-
counts of prolonged recessions based on liquidity traps, secular stagnation, 
and the debt supercycle.  These are related, differing in points of emphasis 
but not in their causal diagnosis: per sis tently weak aggregate demand 
underlies prolonged recessions. Most macroeconomists subscribe to a com-
bination of the three accounts, each of which has implications for law and 
macroeconomics.

Liquidity Traps

Liquidity traps begin with a sharp decrease in aggregate demand. In many 
cases, including the  Great Recession, a financial crisis is the trigger.7 A li-
quidity trap, however, is more than just a drop in demand. Alone, even a 
large drop  shouldn’t cause deep recessions,  because when demand falls far 
short of capacity, savings become plentiful and interest rates decrease in re-
sponse. Lower interest rates tempt potential spenders to buy more and 
savers to save less. Demand ultimately recovers and so does output and em-
ployment. Expansionary monetary policy, raising the money supply to lower 
interest rates, hastens this fall in interest rates and subsequent recovery.

Liquidity traps emerge when very low interest rates persist. The  Great 
Recession is emblematic. At the beginning of the  Great Recession, short- 
term interest rates fell to zero; they  were pinned  there for the better part of 
a de cade in most of the Group of 7 (G7) club of large industrialized democ-
racies (see Figure 4.3). Long- term interest rates also fell to historically low 
rates, with ten- year government bond yields falling below 2   percent per 
year in each G7 country. (Long- term rates need to be above short- term 
rates to compensate savers for the additional risk associated with locking in 
savings at low rates over an extended period.)

In a liquidity trap, the zero lower bound on interest rates impedes the 
usual macroeconomic adjustment pro cess. Once interest rates hit zero, they 
cannot fall further in order to bring the economy into balance. The macro-
economy’s natu ral equilibrating mechanism— the interest rate— ceases to 
function. Figure 4.3 depicts the zero lower bound in action. Although short- 
term government interest rates moved fluidly between 2 and 15   percent 
between 1990 and 2008, they hit a floor at or near zero in 2008. We ob-
serve many years  after 2008 in which government interest rates equal zero 
but almost none in which interest rates are negative, and they are never sub-
stantially negative (that is, below −1.0  percent).8
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If no one wants to borrow and spend even when the interest rate is zero, 
then why  doesn’t the interest rate just keep declining and go negative  until 
the market for saving is in balance? In other words, why is  there a zero lower 
bound on interest rates?

The reason is that the interest rate plays two roles: it balances the mar-
kets for both money and saving. Savers hold their reserves  either in the form 
of money or by lending to borrowers. Money is more con ve nient than lending 
 because money facilitates purchases. Money also returns an interest rate of 
zero and no lower. Thus, when interest rates on lending are well below zero, 
 there is no benefit on saving through loans as opposed to directly storing 
away cash. Cash is more convenient— more liquid— and yields a better in-
terest rate. To induce savers to lend rather than hold money, the interest 
rate must be at least zero— money’s rate of return.9
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Figure 4.3  Short- term government borrowing rates declined precipitously in all 
G7 countries from 1990–2015. By 2010, they had hit the zero lower bound in each 
of the seven countries.

Data Source: Organisation for Economic Co- operation and Development, “Short- Term 
Interest Rates,” at https:// data . oecd . org / interest / short - term - interest - rates . htm. Custom search 
for G7 countries from 1990–2017.
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In the restaurant economy, an interest rate of zero means that savers hold 
on to their extra money instead of lending it to borrowers. With the lending 
market frozen, additional meal purchases by spenders cannot offset a de-
crease in purchases by savers. The decline in spending caused by savers cut-
ting back translates entirely into a fall in meals produced.

Thus, when interest rates get stuck at zero, interest rates can no longer 
be reduced in an effort to revive aggregate demand and bring it into bal-
ance with capacity.10 Output alone, rather than a combination of interest 
rates and output, continues to decrease in response to weak aggregate de-
mand. Without a falling interest rate to help demand recover, declines in 
output linger for much longer than they would in an economy with no con-
straints on interest rate adjustment.

Liquidity traps are often accompanied by deflation or very low inflation, 
which further exacerbates the lack of demand. If  people expect prices to 
decrease in the  future, then they reduce spending in the pres ent in antici-
pation of cheaper purchases  later.

Secular Stagnation

Like the liquidity- trap account of prolonged recessions, the theory of sec-
ular stagnation emphasizes the role of the zero lower bound in exacerbating 
recessions. The difference  here is that secular stagnation focuses on long- 
term  causes of very low nominal interest rates.11 The concern is that if  there 
is a long- term excess of savings relative to investment, then real and nom-
inal interest rates go down in both good times and bad. Lower interest rates 
raise the likelihood of liquidity traps whenever aggregate demand slumps. 
Excess savings also raise the likelihood of asset  bubbles, as savers chase  after 
new investment opportunities. Anemic growth becomes a chronic condi-
tion, as deficient demand impedes growth in the long and short terms.

The economic history of Japan in the late twentieth and early twenty- first 
 century offers a cautionary tale of the risks of liquidity traps and secular 
stagnation. From the end of World War II  until the 1980s, Japan enjoyed 
one of the fastest- growing rich economies. That growth came to an end 
when a real estate asset  bubble burst. Thereafter, most expected Japan to 
strug gle through at most a few years of slow growth before resuming its 
heady rates. But it was not to be. Instead, Japan fell into a “lost decade”— now 
approaching three—of anemic growth, falling  behind the economies of 
many other Western countries. Japa nese short- term interest rates have been 
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near zero since 1995, and the country has suffered many years of deflation. 
In an effort to prop up demand and jump- start the economy, Japan financed 
public spending by accumulating unpre ce dented levels of public debt. But 
private spending remains depressed, as evidenced by high savings rates. The 
state’s ability to continue propping up demand with public spending is lim-
ited by debt.

Unfortunately for other industrialized democracies, the threat of secular 
stagnation and repeated episodes of the liquidity trap looms large. As in-
terest rates and inflation expectations have tumbled over the last thirty years, 
the likelihood of zero nominal interest rates constraining macroeconomic 
adjustment has risen. A 2017 paper estimated that the zero lower bound may 
constrain interest rates as frequently as 30–40  percent of the time if recent 
savings and investment be hav ior persist.12 The zero lower bound may be the 
most common background condition for coping with  future recessions.

Debt Supercycle

The debt supercycle account emphasizes the role of the financial sector in 
prolonging, as well as precipitating, deep recessions.13 The financial sector 
mediates the movement of savings from savers to borrowers. But the finan-
cial sector  faces crucial impediments. Financial institutions are inherently 
unstable. If most investors believe financial institutions are sound, then they 
are indeed sound and can lend as usual. This is a good equilibrium. But 
when  people grow concerned that such institutions are vulnerable, a crisis 
may follow in the form of a run on bank deposits and other short- term lia-
bilities (such as “repo” agreements).  Because  every financial institution lends 
some of its funds to other borrowers, none has enough liquid assets to repay 
all short- term investors, and any might fail if enough short- term investors 
demand their money. While it is hard to explain exactly what triggers shifts 
from the good equilibrium of stable financial institutions to the bad equi-
librium of widespread bank runs (animal spirits?), both states are pos si ble.

For a variety of reasons, in late 2008,  people assumed that financial in-
stitutions might fail rather than continue with business as usual, deepening 
the downturn that had begun almost a year earlier.14 As confidence in fi-
nancial institutions fell, asset values plunged. The collapse in asset values 
triggered the negative- leverage cycle described in Chapter 1. With asset 
values lower, many  people chose to save rather than spend in order to re-
pair their balance sheets, decreasing aggregate demand. And even  those 
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willing to spend faced grave difficulty obtaining loans. Shaky financial in-
stitutions  were reluctant to lend to spenders whose withering assets no longer 
served as adequate collateral. The result was a further fall in spending. Thus 
did the bad equilibrium in the financial sector induce a bad equilibrium in 
the  whole economy.

According to the debt supercycle theory, the economy continues to under-
perform long  after a financial crisis  because it takes many years for savers to 
repair their balance sheets and begin borrowing again. Similarly, financial 
institutions need time to repair their balance sheets so that they can re-
start lending.  Until the deleveraging pro cess is complete, aggregate de-
mand  will be reduced, limiting output.  After deleveraging ends, the posi-
tive phase of the debt supercycle begins. Spenders start borrowing and 
spending again, driving up asset values and bolstering aggregate demand 
and output. With collateral values rising, spenders enjoy even greater ac-
cess to capital. They spend still more, and the economy and asset values 
continue booming  until financial instability brings the positive phase of the 
debt supercycle to an end.

Law and Macroeconomics and the Theory of Prolonged Recession

The liquidity trap, secular stagnation, and debt supercycle theories all blame 
demand deficiencies for prolonged recessions. Policies that promote aggre-
gate demand,  whether through law or via fiscal or monetary policy, should 
therefore mitigate prolonged recessions. I mostly emphasize accounts fo-
cusing on the zero lower bound (liquidity traps and secular stagnation), but 
even if this emphasis is misplaced, and the debt supercycle theory offers a 
superior account of prolonged recessions, the policy thrust of this book— 
finding new tools to stimulate aggregate demand— applies with equal force.

Still, it does  matter which theory we adopt,  because each implies a dif-
ferently structured stimulus program. A liquidity trap calls for short- term 
fiscal stimulus. If the government spends enough, then interest rates escape 
the zero lower bound, economic growth returns to normal, and the liquidity 
trap ends. The secular stagnation theory, by contrast, calls for long- term in-
creases in government spending. With demand deficient over the long run, 
short- term fiscal stimulus does not suffice to escape the zero lower bound.

In theory, private stimulus would also be an effective policy response to 
 either liquidity traps or secular stagnation. Other than tax cuts, however, 
macroeconomists have not devoted sustained attention to policies that in-
crease private, rather than public, spending. As I discuss in  later chapters, 
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law and macroeconomics offers a new set of private stimulus tools that ex-
pand the stimulus options available.

The debt supercycle theory turns a more skeptical eye  toward govern-
ment debt and public spending. Debt supercycle theorists fear government 
debt  because of a greater concern for the risks of financial crises. Govern-
ments need the ability to borrow in order to mitigate crises and so  shouldn’t 
exhaust their borrowing capacities in order to finance spending.

The debt supercycle theory also rejects the premise— essential to the li-
quidity trap and secular stagnation accounts— that savings are abundant 
during deep recessions. Even if government borrowing rates are zero, the 
financial constraints faced by many borrowers during deep recessions sug-
gest that capital may be scarcer than it appears. If savings are not abundant, 
then the argument for increased government spending weakens. Govern-
ment spending no longer puts idle resources to work but instead displaces 
other forms of economic activity. As a result, governments should avoid in-
curring massive debt to raise spending.  Because the debt supercycle even-
tually turns and ends a prolonged recession, it may be better for govern-
ments to ignore prolonged recessions than to engage in wasteful debt- funded 
spending.

What  matters most in debt supercycle accounts is the health of financial 
institutions. Such accounts therefore recommend strengthening the finan-
cial sector in order to mitigate prolonged recessions. This was the thinking 
 behind the massive government bailouts of financial institutions during the 
 Great Recession, such as the U.S. Troubled Asset Relief Program (TARP) 
and the British Bank Recapitalisation Fund.  These bailouts aimed to quickly 
repair financial institutions’ balance sheets. With healthy balance sheets, fi-
nancial institutions could continue allocating funds from savers to spenders, 
bolstering aggregate demand. The success of  these bailouts was question-
able, though. They prevented the demise of the largest financial institutions 
and a worldwide depression but failed to stanch the  Great Recession.

The debt supercycle theory also supports policies that channel funds to 
spenders cut off from capital. If the financial system no longer allocates 
funds to spenders, then government policies should find other means, such 
as debt relief, of moving funds to spenders who lack access to capital. By 
improving spenders’ access to capital,  these policies raise spending, stimu-
lating a moribund economy.

Law and macroeconomics can play an impor tant role  here. Debt relief, 
for example, can be facilitated by fiscal policy, but it must be accomplished 
through the  legal system. And bankruptcy and contract law provide  legal 
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mechanisms for repairing spenders’ balance sheets, regardless of  whether 
public funding is available for debt relief (see Chapter 11). More generally, 
law and macroeconomics emphasizes the role of private stimulus rather than 
government spending in mitigating prolonged recessions.

 Because the dif fer ent accounts of prolonged recessions make  little dif-
ference for law and macroeconomics, I use the terms “zero lower bound” 
and “liquidity trap,” not the “contractionary phase of the debt supercycle,” 
as shorthand for when expansionary  legal policy should be triggered. This 
shorthand enables focus on the novel aspects of law and macroeconomics 
without adjudicating between dif fer ent but overlapping macroeconomic 
accounts of prolonged recessions. Readers who find the debt supercycle 
account most compelling can still apply law and macroeconomics ideas but 
 will simply look for a dif fer ent trigger (a financial crisis rather than zero 
short- term interest rates).

The  Great Recession’s grave costs show the urgency of mitigating pro-
longed recessions  under any account of the business cycle. In Chapter 5, 
I describe the failure of monetary and fiscal policy— the standard tools of 
recession mitigation— during the  Great Recession.
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Good macroeconomic policy eases the burden of recessions by stimu-
lating inadequate aggregate demand. Unfortunately, our conventional 

macroeconomic policy tools— expansionary monetary and fiscal policy— 
prove inadequate in the prolonged recessions in which they are most ur-
gently needed, as I explain in this chapter. If our conventional macroeco-
nomic tools are in effec tive, then we desperately need alternatives like law 
and macroeconomics to mitigate  future prolonged recessions.

In addition to preventing ordinary interest rate adjustments, the zero 
lower bound on interest rates constrains monetary policy. Monetary policy 
usually stimulates demand by lowering interest rates, which becomes im-
possible at the zero lower bound.

In response to the impotence of conventional monetary policy during the 
 Great Recession, central bankers  adopted a number of unconventional mon-
etary policies that I describe in this chapter. In  doing so, central banks as-
sumed a much larger role in the economy than they traditionally occupied. 
In response, central banks experienced backlash, threatening their legiti-
macy and cherished in de pen dence. Indeed, some ECB monetary actions 
 violated the simplest reading of the Treaty of Maastricht and became the 
subject of extremely high- stakes constitutional litigation.

Moreover, unconventional monetary policy proved only moderately effec-
tive. In spite of expanding their role in the economy by a  factor of five or 
more, central banks’ unconventional policies could not prevent the painful 
costs imposed by the  Great Recession. And central banks’ most power ful 
unconventional policy tool— “helicopter money”— requires such a radical 

FIVE

Law, Monetary Policy, and  
Fiscal Policy in a Liquidity Trap
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economic intervention that central banks are understandably wary of even 
mentioning it.

Given the constraints on monetary policy, macroeconomists (including 
central bankers) emphasize the importance of expansionary fiscal policy at 
the zero lower bound on interest rates. But the flaws of fiscal policy described 
in Chapters 3 and 4  don’t go away just  because expansionary fiscal policy 
assumes a more salient macroeconomic policy role. As I describe  here, bal-
anced bud get requirements, po liti cal paralysis, and fears of excessive debt 
burdens limit the scope of expansionary fiscal policy in response to pro-
longed recessions.

The inadequacy of monetary and fiscal policy at the zero lower bound 
explains why many believe that the best answer to the question “are we 
ready for the next recession?” is “no.” As a result, it is imperative to con-
sider alternative macroeconomic policy tools such as expansionary  legal 
policy.

Monetary Policy in a Liquidity Trap

In ordinary recessions, central banks follow a slump in demand and output 
with expansionary monetary policy. With money abundant, interest rates fall 
and demand and output go up. The zero lower bound, however, means that 
expansionary monetary policy no longer lowers short- term interest rates, 
rendering it powerless. Alternative monetary policies are desperately needed, 
and many such alternatives  were debated or implemented during the  Great 
Recession.

Raising Inflation Targets

One popu lar monetary- policy recommendation during liquidity traps is to 
raise inflation targets.1 An inflation target is a central bank’s goal for infla-
tion rates. If inflation targets are increased, then inflation expectations 
should rise as well, assuming central banks can be trusted to hit their 
targets.

The idea is that, if the nominal interest rate is stuck at zero, then raising 
inflation expectations lowers the real interest rate— which equals the head-
line “nominal” interest rate minus the rate of inflation— and thus stimu-
lates investment. If  people expect inflation of 2  percent, and the nominal 
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interest rate is zero, then the real interest rate is –2  percent per year. If in-
flation expectations can be raised to 4  percent by raising the inflation target 
to 4  percent, then real interest rates are effectively lowered to –4  percent 
per year, even though nominal rates remain zero  because of the lower bound. 
 Because investment depends on real, rather than nominal, interest rates, 
raising inflation expectations should stimulate investment. With a high 
enough inflation target, achieved with the stroke of a pen, the zero lower 
bound becomes less of a prob lem.

Of course, such a policy involves trade- offs. Many central bankers oppose 
raising inflation targets even if they feel that higher targets are eco nom ically 
warranted,  because they worry that they  will lose their hard- won credibility. 
Credibility  matters  because inflation expectations actually can determine 
inflation, even with no expansion of the money supply. If the public expects 
high inflation, then they  will insist on wage and price increases, leading to 
inflation.  These inflation expectations, in turn, depend upon the central 
banks’ credibility. A credible central bank means that the public can expect 
inflation to equal the target. But a central bank that periodically changes 
its target is less credible. And if the public no longer trusts the central bank 
when thinking about inflation, then the central bank’s ability to achieve any 
inflation target may be undermined.

It is not only inflation hawks who cite credibility grounds in opposing in-
creased inflation targets. As Alan Blinder, vice chair of the Fed in the 
Clinton administration and a central banker not known for inflation para-
noia, explains, “Central bankers have invested a lot and established a  great 
deal of credibility on their 2  percent inflation target, and I think  they’re right 
to be very hesitant to give it up. If you change from 2  percent to 3  percent, 
how does the market know you  won’t change 3 to 4?”2

Looking at this concern from an institutional design perspective suggests 
a solution: have some other body, not the central bank, raise the inflation 
target. Central bank credibility depends on adherence to the official target, 
not on the value of the target itself. If the central bank unilaterally raises 
its inflation target from 2 to 4  percent, then it violates its previous commit-
ment. If some other body raises the inflation target, then the central bank 
breaks no commitments.

However, charging another institution with changing inflation targets is 
no panacea. If the second institution alters the target enough, then mone-
tary policy loses predictability and consistency even if the central bank faith-
fully pursues the goals assigned to it. Although the central bank retains 
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credibility, this credibility  matters  little  because the credibility of monetary 
policy as a  whole has been diminished.

To mitigate this concern, inflation targets might be changed by the leg-
islature. The difficulty of legislative change mitigates the credibility prob lem 
associated with allowing changes in inflation targets.  Because it is so hard 
to change laws, a legislative change in the inflation target should not cause 
widespread fears of further changes.

But legislative adjustment to a central bank’s inflation target may be im-
possible—or at least very difficult. In the Eurozone, the ECB’s goal of price 
stability is set constitutionally by the Treaty of Maastricht. This goal could 
be changed only by an amendment to Maastricht or by a change in the in-
terpretation of the treaty  adopted by the governing board of the ECB. In 
the United States, a dysfunctional Congress raises the risks of relying on the 
legislative pro cess to fine- tune inflation targets.

If changing inflation targets by legislative decree is impossible, then cen-
tral banks should develop procedures to formally review inflation targets 
or other monetary policy goals at preset periodic intervals. This would en-
able revision of the inflation target when necessary without opening the 
floodgates to repeated, unpredictable change. A formalized system of this 
kind has been in place in Canada since 1991.3 The Bank of Canada’s infla-
tion target is subject to review  every five years, allowing predictable adjust-
ment. At the same time, the long fixed interval and regularized renewal pro-
cedure reduces the harm that a change in the inflation target might cause 
to the Bank of Canada’s credibility.

Quantitative Easing, Negative Interest Rates,  
and He li cop ter Money

In spite of inflation retargeting’s theoretical appeal at the zero lower bound, 
no G7 country— not even Canada— raised its target during the  Great Re-
cession. Instead, many central banks pursued unconventional monetary 
policies, most prominently, quantitative easing.  Under a quantitative- easing 
program, a central bank attempts to boost aggregate demand by purchasing 
assets it normally shuns, such as long- term bonds, in an effort to bring down 
long- term interest rates directly. The central bank creates money in order 
to purchase  these assets. By reducing long- term interest rates, the central 
bank can raise investment spending, even if the short- term interest rate 
cannot go lower than zero.4
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Quantitative easing should also raise inflation expectations, as the public 
expects that the expanding money supply  will ultimately translate into higher 
prices. With higher inflation expectations, real interest rates go down, stim-
ulating investment even if nominal rates are stuck at zero.

 Because quantitative easing enables the central bank to buy many more 
classes of assets, central bank assets increase. Before the  Great Recession, 
central bank assets increased slowly. With aggregate demand roughly in pro-
portion to capacity, central banks  were just as likely to contract the money 
supply by shedding assets as expand it by buying assets. But during the  Great 
Recession, central bank policies changed dramatically. As Figure 5.1 indi-
cates, the Federal Reserve tripled the size of its balance sheet in a period 
of a few months in 2008–2009. By 2016, the Federal Reserve, the ECB, and 
the Bank of Japan had all introduced quantitative easing and held many more 
assets than they had before the  Great Recession. That is to say, the mone-
tary policy response to the  Great Recession was extremely aggressive, per-
haps unpre ce dentedly so.5

Central banks did not turn to quantitative easing  because they liked the 
idea. It is decidedly a second- best policy, instituted  because expansionary 
fiscal policy, which typically dominates unconventional monetary policy at 
the zero lower bound, was itself dormant owing to the obstacles of the leg-
islative pro cess. As Paul Krugman explained:

 Here we are, with anything resembling first- best macroeconomic policy 
ruled out by po liti cal prejudice, and the distortions  we’re trying to correct 
are huge— one global depression can ruin your  whole day. So we have quan-
titative easing, which is of uncertain effectiveness, prob ably distorts finan-
cial markets at least a bit, and gets trashed all the time by  people stressing 
its real or presumed faults; someone like me is then put in the position of 
having to defend a policy I would never have chosen if  there seemed to be 
a  viable alternative.6

The trash talk Krugman refers to includes predictions of runaway infla-
tion.  After all, quantitative easing involves a massive increase in the money 
supply (technically, in base money). But inflation did not ensue. As described 
above, at the zero lower bound, additional money gets held as an asset 
rather than triggering more economic activity or inflation.7 (Indeed, the 
failure of this massive monetary expansion to cause inflation is one of the 
most striking and successful predictions of the liquidity trap account of 
the  Great Recession.)
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How did this aggressive monetary response to the  Great Recession af-
fect the economy? As the Economist summarized in 2015:

The jury is still out on QE [that is, quantitative easing]. Studies suggest that 
it did raise economic activity a bit. But some worry that the flood of cash 
has encouraged reckless financial behaviour and directed a firehose of money 
to emerging economies that cannot manage the cash.  Others fear that when 
central banks sell the assets they have accumulated, interest rates  will soar, 
choking off the recovery. [In 2013], when the Fed first mooted the idea of 
tapering [long- term bond purchases], interest rates around the world jumped 
and markets wobbled. Still  others doubt that central banks have the capacity 
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Figure 5.1  Central bank assets increase many- fold in the wake of the collapse of 
Lehman  Brothers, implying a much greater role for central banks in the economy.

Data Source: Eu ro pean Central Bank, “Central Bank Assets for Euro Area (11–19 Countries) 
[ECBASSETS],” retrieved from FRED, Federal Reserve Bank of St. Louis, https:// fred 
. stlouisfed . org / series / ECBASSETS; Board of Governors of the Federal Reserve System, “All 
Federal Reserve Banks: Total Assets [WALCL],” retrieved from FRED, Federal Reserve 
Bank of St. Louis, https:// fred . stlouisfed . org / series / WALCL; Bank of Japan, “Bank of Japan: 
Total Assets for Japan [JPNASSETS],” retrieved from FRED, Federal Reserve Bank of 
St. Louis, https:// fred . stlouisfed . org / series / JPNASSETS.
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to keep inflation in check if the money they have created begins circulating 
more rapidly. Central bankers have been more cautious in using QE than 
they would have been in cutting interest rates, which could partly explain 
some countries’ slow recoveries.8

From the perspective of 2018, quantitative easing looks a bit more effec-
tive. Industrialized economies fi nally are growing robustly. Inflation remains 
in check. And Mario Draghi’s 2012 promise to “do what ever it takes” to keep 
Eu ro pean government bond yields down, including quantitative easing, ap-
pears to have reduced pressures on the Eurozone that might have led to its 
breakup.9 But even if quantitative easing can yield benefits, and even if it 
may be better than  doing nothing, it entails considerable risk.

In response to quantitative easing’s inability to decisively expand aggre-
gate demand, some central banks have tried even more aggressive mone-
tary interventions. Among  these is the negative interest rate. While expanding 
the money supply  won’t turn interest rates negative, the central bank can 
charge banks for deposits. Negative interest  causes deposits to lose value 
over time, which encourages spending now. In theory, that boosts aggre-
gate demand.

One might won der how it is pos si ble to obtain a loan at negative interest. 
 After all, savers and institutions are loath to lend at a rate that loses them 
money when they can hold cash instead. But  there is a caveat. Savers may 
prefer to receive negative interest rates than to hoard cash or find some other 
way to effectively earn a zero return on assets, such as paying income taxes 
in advance. Even so, interest rates  can’t go too negative without causing in-
efficient be hav ior. Hoarding cash, for example, is an unwieldy and dan-
gerous way to save. And slightly negative interest rates have, as Ben Ber-
nanke summarized in a 2016 review, only “modest benefits.”10 The advent 
of negative interest rates in much of Eu rope and Japan was not associated 
with a rapid improvement in macroeconomic conditions.

If paper money  were abolished, then an impor tant asset class offering an 
implicit interest rate of zero would be eliminated. The abolition of cash 
should therefore enable interest rates to move further into negative terri-
tory, stimulating economies formerly stuck at the zero lower bound. Al-
though unconventional, the policy has prominent supporters, such as Ken-
neth Rogoff.11 But the abolition of cash would have regressive effects.  Those 
without access to the banking system, who are typically poorer, would find 
it more difficult to buy and sell  things, while  those with access to cash 
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alternatives, such as credit cards and checking, would be less affected. The 
abolition of cash is also risky and has not fared well in the few test cases. 
For example, when India eliminated high- denomination bills in 2017, chaos 
and economic slowdown followed.

Another radical option, which received a “flurry of attention” in 2015–
2017, is so- called he li cop ter money.12 With he li cop ter money, additional 
spending is financed by currency debasement. Instead of requiring the trea-
sury to issue new debt to finance additional government spending, the cen-
tral bank prints money and uses it to pay for the fiscal expansion. In the 
extreme, Milton Friedman half- jokingly suggested, newly printed cash 
should be dropped from he li cop ters, enabling greater spending by whoever 
happens to be in the flight path.

If he li cop ter money sounds outlandish, that’s  because it is.  There is no 
won der it is untested: economists and policymakers are wary of the  great 
risk of hyperinflation. Print enough money, and inflation, in both consumer 
prices and asset values,  will follow, even if we are not sure exactly when. 
Still, Bernanke writes, “ Under certain extreme circumstances— sharply de-
ficient aggregate demand, exhausted monetary policy, and unwillingness of 
the legislature to use debt- financed fiscal policies—[helicopter money] may 
be the best available alternative.”13

But the greatest concern surrounding he li cop ter money— and, to a 
lesser extent, quantitative easing and other assertive forms of monetary 
intervention— may be po liti cal: few would accept such a forceful policy 
intervention by an unelected central bank.

Unconventional Monetary Policy, Central Bank In de pen dence,  
and Law

He li cop ter money is no technocratic exercise. It gives central bankers the 
“power of the purse” ordinarily left to legislatures. Allowing an unelected 
and relatively unaccountable central bank to risk hyperinflation by printing 
money and influencing how the money  will be spent strains the limits of 
demo cratic government.

Central bankers know this, and they approach he li cop ter money with 
understandable trepidation. Lawmaking bodies have also taken steps to 
prevent such usurpation of po liti cal prerogatives by central banks. In the 
Eurozone, he li cop ter money is likely illegal, a violation of the Maastricht 
Treaty’s prohibition on “monetary financing”— that is, paying for govern-
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ment spending with newly printed money.14 Even less intrusive versions of 
unconventional ECB monetary policy tread uncomfortably close (at best) 
to this monetary financing prohibition. One of the ECB’s most impor tant 
quantitative easing programs, Outright Monetary Transactions (OMT), 
which enabled the ECB to buy Eurozone members’ long- term public debt 
on secondary markets, was challenged as a Maastricht violation. Critics de-
clared that OMT was “fiscal policy, not monetary policy”15—in other 
words, the province of legislatures, not central banks.

Germany’s Federal Constitutional Court largely agreed with this assess-
ment. In a suit brought by German plaintiffs, the high court concluded, “It 
is likely that [OMT] is not covered by the mandate of the Eu ro pean Cen-
tral Bank”  because “it does not constitute an act of monetary policy, but a 
predominantly economic- policy act.”16 It is hard to disagree. OMT explic-
itly sought to decrease the long- term bond yields of countries— such as Italy, 
Spain, Portugal, and Ireland— with relatively high debt levels or stagnant 
economies. This certainly sounds like economic policy.

However, the Federal Constitutional Court did not rule on the constitu-
tionality of OMT, instead referring the question to the Eu ro pean Court of 
Justice (ECJ), which sided with the ECB.17 The Court of Justice found that 
the quantitative- easing program was monetary policy, not financing through 
monetary means. The policy was justified  because the ECB’s ability to con-
trol interest and inflation rates using standard monetary policy had been dis-
rupted during the  Great Recession (that is, by the zero lower bound). The 
bank therefore was granted latitude; it could, the court deci ded, take ex-
treme mea sures in an effort to reestablish the control over the macro-
economy it had lost.18

As a textual  matter, the plaintiffs have what appears to be the stronger 
argument. As the German ruling articulates, buying the long- term sover-
eign debt of some Eurozone nations but not  others with money created by 
the central bank is just about the definition of monetary financing. OMT 
“envisages a targeted purchase of government bonds of selected Member 
States” by the ECB even though the “prohibition of monetary financing pro-
hibits the suspension of the in de pen dence of the national bud gets which 
relies on market incentives.”19 The ECJ dismissed this argument on a tech-
nicality, explaining that the ECB is “entitled to purchase government bonds 
indirectly, on secondary markets” even if the ECB is prohibited by the 
Maastricht Treaty from purchasing government bonds “directly” from is-
suing governments.20
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In ordinary times, courts should reject arguments that permit other wise 
illegal actions so long as funds are laundered through third parties. But  these 
 were not ordinary times. Arguably, the ECJ’s expansive reading of the Maas-
tricht Treaty can be justified as a necessary response to exigent circum-
stances. The constitutional structure of the Maastricht Treaty, which likely 
prevented OMT, was failing when the program was announced. The ECB 
and the ECJ faced a stark decision:  either functionally “amend” the mon-
etary financing prohibition of the Maastricht Treaty by enabling OMT, or 
allow the Euro currency  union possibly to fail. The ECB and the ECJ chose 
to “amend” the treaty.21

At a desperate time, OMT worked— more decisively than any other un-
conventional monetary policy intervention of the  Great Recession. OMT’s 
2012 announcement sharply lowered bond yields for many struggling Eu-
rozone nations, as market panic subsided  after the promise of ECB inter-
vention. If the ECJ or the German Constitutional Court had prohibited 
OMT, then the Eurozone might have disintegrated. If the purpose of the 
Maastricht Treaty was to enable a single currency while requiring prudent 
fiscal policy and preventing hyperinflation, then OMT prob ably fostered the 
aims of Maastricht more than it  violated them. It was the best resolution of 
a failing constitutional arrangement.

The same technical reading of the prohibition against monetary financing 
applied by the ECJ could be applied to versions of he li cop ter money. So long 
as the ECB does not directly buy government bonds with the money it has 
created, he li cop ter money does not appear to violate the ECJ’s under-
standing of the Maastricht Treaty’s prohibition on monetary financing.

But the ECB should not continue on this journey into the  legal nether-
world. Even if the ECJ’s functional amendment to Maastricht was justified 
with re spect to OMT as a necessary response to a crisis, the ECB and ECJ 
should be extremely reluctant to extend the maneuver. Enabling he li cop ter 
money would effectively repeal, rather than simply amend, Maastricht’s pro-
tections against spendthrift fiscal policy and hyperinflation. The protec-
tions would remain on the books, but they would amount to nothing in sub-
stance. Such a complete change in Maastricht’s meaning requires formal 
amendment of the Maastricht Treaty rather than creative judicial interpre-
tation in response to exigent circumstances. He li cop ter money, if imple-
mented or even just approved, also would push the ECB still further into a 
governance role, bolstering the already- potent anti- democratic critique of 
the Eu ro pean Union.22
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The ECJ’s final ruling speaks to the power and the peril of law as an en-
abler of macroeconomic stimulus. In response to the  Great Recession, the 
law of central banking changed in a way that allowed the ECB to flex its 
macroeconomic muscles, to good effect. The ruling also shows that the  legal 
system can parse central bank powers finely. But even such an expansive 
reading of Maastricht should not be interpreted to allow the ECB to imple-
ment he li cop ter money at  will. Indeed, it would have been much better for 
the rule of law in the Eurozone if the ECB had never felt obligated to pursue 
OMT.

Instead of borderline unconstitutional pursuit of unconventional mone-
tary policy at the zero lower bound, why  couldn’t central banks (and the ju-
diciary) rely on expansionary fiscal policy to stimulate the economy? In-
deed, most macroeconomists advised a turn  toward expansionary fiscal 
policy during the  Great Recession.

As I document below, fiscal policy fell short during the  Great Recession 
in spite of its theoretical and empirical desirability, leaving monetary policy 
as the “only game in town.”

Fiscal Policy in a Liquidity Trap

As we saw in Chapter 3, lowering taxes and increasing spending can stimu-
late demand. True, fiscal policies are difficult to implement and produce 
many inefficiencies. But at the zero lower bound, when demand cannot be 
effectively stimulated through interest- rate cuts, fiscal policy has often 
been a popu lar alternative. I first consider the theory under lying the de-
ployment of fiscal policy in a liquidity trap and then assess the wisdom of 
such policies.

The Restaurant Economy

In the restaurant economy, fiscal stimulus (government purchases of meals) 
becomes more attractive at the zero lower bound than in ordinary times 
 because zero interest rates indicate a lack of demand for meals.  People 
must be saving, which drives interest rates to their lowest pos si ble level. A 
surplus of savings is associated with inadequate demand for meals. In-
creasing demand  will raise output. Even better, expansionary fiscal policy 
at the zero lower bound raises output without raising interest rates and 
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replacing private meal purchases. Instead, expansionary fiscal policy in-
duces savers to lend rather than holding money, increasing output rather 
than raising interest rates. By bringing output closer to capacity, expan-
sionary fiscal policy also reduces the risk of harmful price deflation.

Perceived Advantages of Fiscal Policy in a Liquidity Trap

Fiscal policy is also most effective at the zero lower bound  because  here 
monetary policy does not offset it. Recall (from Chapter 3) that when fiscal 
policy contracts demand, decreasing output below capacity and lowering in-
terest rates, the central bank typically responds with monetary expansion, 
further lowering the interest rate and bringing output back to capacity. And 
when fiscal policy stimulates demand and brings output above potential, the 
central bank  will prob ably tighten monetary policy, raising interest rates and 
bringing output back to potential. Fiscal policy thus has a limited macro-
economic effect above the zero lower bound.

In a liquidity trap,  there is no offset. With output below capacity, the cen-
tral bank wants to stimulate the economy by lowering interest rates, but 
the zero lower bound prevents it from  doing so. The central bank therefore 
welcomes fiscal stimulus as an acceptable alternative and  will not try to 
offset.

Timing is another concern that dissolves at the zero lower bound. As we 
have seen, fiscal policy moves slowly. By the time fiscal stimulus has been 
implemented, the need for stimulus may have passed. But in the wake of 
financial crises, periods of slow or negative growth and zero interest rates 
can last more than a de cade, far longer than ordinary recessions.23 As a re-
sult, timing prob lems that typically plague fiscal stimulus are less dam-
aging in liquidity traps.

How Effective Is Fiscal Policy at the Zero Lower Bound?

If fiscal stimulus in fact has a greater effect on output at the zero lower bound 
than it does in ordinary times, then we should be able to detect this in the 
fiscal multiplier— the amount by which output increases  after a $1 increase 
in government spending (also known as the “government spending multi-
plier”). With re spect to fiscal policy, this number should be higher at the zero 
lower bound than it is when interest rates are well above zero. That is, the 
fiscal multiplier should be greatest during liquidity traps.
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A significant, but not unan i mous, empirical lit er a ture supports this prop-
osition. A 2017 survey of papers estimating fiscal multipliers when  there is 
 little monetary offset of fiscal policy (a condition that characterizes the zero 
lower bound) gives a consensus multiplier estimate of 1.8.24 By contrast, the 
IMF pegs the fiscal multiplier around 0.5 during ordinary economic times.25 
The IMF’s own research also distinguishes between multipliers when in-
terest rates exceed zero and multipliers at the zero lower bound, observing 
that “multipliers have actually been in the 0.9 to 1.7 range since the  Great 
Recession.”26 The report went on to conclude, “This finding is consistent 
with research suggesting that in  today’s environment of substantial economic 
slack” and with “monetary policy constrained by the zero lower bound . . .  
multipliers may be well above 1.”27 A  later IMF working paper summarized 
the empirical evidence:

Fiscal multipliers are generally found to be larger in downturns than in 
expansions. This is true both for fiscal consolidation and stimulus. . . .  
Multipliers can potentially be larger, when the use and / or the transmission 
of monetary policy is impaired—as is the case at the zero interest lower bound 
(ZLB). Most of the lit er a ture focuses on the effect of temporary increases 
in government purchases and finds that the multiplier at the ZLB exceeds 
the “normal times” multiplier by a large margin.28

When multipliers exceed one, spending  causes a positive externality. 
Spending at the zero lower bound  doesn’t just affect buyers and sellers. It 
also benefits third parties. When the buyer spends, she raises the seller’s 
income. In turn, the seller spends, benefiting  people who had no connec-
tion to the first transaction. Such “downstream” third- party effects are a 
classic externality, and the lit er a ture demonstrating high multipliers at the 
zero lower bound testifies to the importance of this externality.

 There is also reason to believe that fiscal stimulus at the zero lower 
bound reduces hysteresis effects, thereby reducing long- run bud get defi-
cits. This is counterintuitive;  after all, fiscal stimulus costs the trea sury 
money and so should increase deficits. But when conducted at the right 
time, fiscal stimulus can increase output in the long run, helping to grow 
the economy. By limiting the number of the long- term unemployed and the 
resultant loss of  human capital, fiscal stimulus in a liquidity trap raises long- 
term output. This in turn means lower long- term deficits at a given tax 
rate. Thus, fiscal stimulus at the zero lower bound may be deficit neutral 
or even reduce bud get deficits. Delong and Summers conclude that this 
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theoretical possibility likely came to fruition during the response to the 
 Great Recession.29

Consensus  Favors Fiscal Policy at the Zero Lower Bound

 Because monetary stimulus is relatively in effec tive and risky at the zero 
lower bound, and  because fiscal stimulus is more effective than usual, mac-
roeconomists overwhelmingly prefer the latter. The vast majority of promi-
nent economists polled in a 2014 survey, 97  percent of them, agreed that 
U.S. deficit spending in 2009–2010 decreased unemployment.30 Even 
Martin Feldstein— noted deficit hawk, head of the Council of Economic Ad-
visers  under Ronald Reagan, and leading adviser to 2016 U.S. Republican 
Party candidate for president Jeb Bush— conceded that fiscal policy can be 
useful “when the economic downturn is expected to be deep and long” and 
that “ those conditions prevailed in the recession that began at the end of 
2007.”31

This consensus holds among policymaking institutions and their leaders, 
too. In 2015, the IMF titled a publication on fiscal policy “Now Is the Time” 
and concluded, “Fiscal policy has an essential role to play in both building 
confidence and sustaining aggregate demand.”32 In late 2016, ECB chair 
Mario Draghi asserted that unconventional monetary policy “cannot be the 
only game in town” and stressed instead that “fiscal [stimulus] and struc-
tural policies are needed to reinforce growth and make it more inclusive.”33 
As Fed- chair Bernanke observed in 2014:

Excessively tight near- term fiscal policies have likely been counter-
productive. Most importantly, with fiscal and monetary policy working in 
opposite directions, the recovery is weaker than it other wise would be. 
But the current policy mix is particularly problematic when interest rates 
are very low, as is the case  today. Monetary policy has less room to ma-
neuver when interest rates are close to zero, while expansionary fiscal 
policy is likely both more effective and less costly in terms of increased 
debt burden when interest rates are pinned at low levels. A more balanced 
policy mix might also avoid some of the costs of very low interest rates, 
such as potential risks to financial stability, without sacrificing jobs and 
growth.34

In a late 2016 address, Jason Furman, chair of the U.S. Council of Eco-
nomic Advisers, summarized the “new view” of fiscal policy as follows:
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1. Fiscal policy is often beneficial for effective countercyclical policy as 
a complement to monetary policy.

2. Discretionary fiscal stimulus can be very effective and in some 
circumstances can even crowd in private investment. To the 
degree that it leads to higher interest rates, that may be a plus, not 
a minus.

3. Fiscal space is larger than generally appreciated  because stimulus 
may pay for itself or may have a lower cost than headline estimates 
would suggest; countries have more space  today than in the past; and 
stimulus can be combined with longer- term consolidation.

4. More sustained stimulus, especially if it is in the form of effectively 
targeted investments that expand aggregate supply, may be desirable 
in many contexts.

5.  There may be larger benefits to undertaking coordinated fiscal action 
across countries.35

Backers of this consensus are not blind to the disadvantages of fiscal sta-
bilization, in par tic u lar the trade- off between stabilization and the other 
core functions of fiscal policy— re distribution and provision of public goods. 
What  these economists are saying is that, given the pain inflicted by deep 
recession, we should be prepared to accept the costs of disruption to other 
aims of fiscal policy.

Fiscal Stimulus in Practice: The Case of the  Great recession

Much theory and some evidence support the use of fiscal stimulus at the 
zero lower bound. But during the  Great Recession, when industrialized de-
mocracies had the chance to put theory to the test, the consensus  behind 
fiscal policy broke down.

At the outset of the financial crisis, fiscal stimulus was widely supported. 
In November 2008, the G20 group of nations agreed to “use fiscal mea sures 
to stimulate domestic demand to rapid effect,” and almost all of them fol-
lowed through.36 But enthusiasm waned quickly. The vast majority of EU 
states  adopted austerity plans.37 The United States did, too. Looking back 
in early 2014, Bernanke wrote,

Federal fiscal policy was expansionary in 2009 and 2010. Since that time, 
however, federal fiscal policy has turned quite restrictive; according to the 
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Congressional Bud get Office, tax increases and spending cuts likely lowered 
output growth in 2013 by as much as 1 to 1.5 percentage points.38

A 2016 IMF publication decried the po liti cal success and macroeconomic 
failure of austerity, concluding:

Austerity policies . . .  hurt demand— and thus worsen employment and 
unemployment. . . .  Episodes of fiscal consolidation have been followed, on 
average, by drops rather than by expansions in output. On average, a con-
solidation of 1  percent of GDP increases the long- term unemployment rate 
by 0.6 percentage point.39

Why was fiscal policy contractionary, in spite of a consensus favoring stim-
ulus? The reasons vary by jurisdiction.

Deficit Restrictions

As discussed in Chapter 3, many governments must balance their bud gets 
 every year. This impeded stimulus during the  Great Recession, when tax 
revenues fell. In response, governments bound by deficit restrictions raised 
taxes and cut spending so as to meet balanced bud get requirements. In the 
United States, a large proportion of state governments  were forced to pursue 
contractionary policy, making it even harder for the federal government to 
appreciably stimulate the economy as a  whole. Not only was it fighting the 
recession, it was  doing so hampered by retrenchment at the state level.

Deficit restrictions also limited fiscal stimulus in Eu rope. While the Eu-
rozone’s Stability and Growth Pact allows violations of deficit targets in “pe-
riods of severe economic downturn,” this flexibility is limited by the inter-
pretations of the Eu ro pean Commission (the Eu ro pean Union’s executive 
arm) and Eu ro pean Council (composed of the heads of the EU member 
states, the head of the Commission, and a single executive “president”).40 
If the Commission finds that a country is violating the rules of the pact, 
then the Commission can compel the country to adopt austerity mea sures. 
In practice, the Eu ro pean Union’s most power ful creditor nation, Germany, 
supported austerity. As a result, most Eurozone countries  were restricted 
in their ability to apply fiscal stimulus. As the director general of the Com-
mission’s Economic and Financial Affairs division admitted in 2016, “From 
a purely macroeconomic perspective, the fiscal stance was at times too re-
strictive during the crisis.” 41
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Po liti cal Paralysis

During most of the  Great Recession, the legislative and executive branches 
in the United States  were controlled by dif fer ent parties. Divided govern-
ment induced po liti cal paralysis. In  these conditions, passing any form of 
fiscal stimulus, let alone a package sufficient to overcome the contractionary 
drag of state and local policy, proved difficult. The initial federal stimulus 
was passed when Demo crats controlled both branches. When Republicans 
took control of Congress in 2010, federal policy turned  toward reduced def-
icits. In par tic u lar, the “sequester” of 2010 curtailed government spending 
during the  middle of the  Great Recession.

Lack of Fiscal Space

Fiscal stimulus demands state borrowing at reasonable interest rates. But 
countries in very bad economic shape may be effectively barred from public 
debt markets. In  these countries, fiscal stimulus is not a  viable policy op-
tion; such countries are said to lack “fiscal space.” Thus, the IMF’s 2015 call 
for fiscal stimulus left out two EU states: Greece and Cyprus. Suffering from 
high debt and borrowing costs, neither could get affordable loans and there-
fore neither had the fiscal space to stimulate demand.42

When  there is no fiscal space, fiscal multipliers should be small, or even 
negative. Increased government spending may exacerbate fears of a debt 
crisis and reduce private spending.

The Flawed Idea of Expansionary Austerity

In addition to  these institutional and practical impediments, fiscal stimulus 
 faces an intellectual obstacle. Although the case for fiscal stimulus is strong, 
and most policy experts are convinced of its value in downturns, during the 
recession a vocal minority successfully pressed for austerity on the theory 
that it can have expansionary effects. The idea is that debt reduction fos-
ters business confidence, triggering an increase in overall demand even as 
government demand drops. If the fiscal multiplier is negative rather than 
well over one, then a decrease in government spending expands output 
rather than decreasing it. This theoretical argument for austerity to reduce 
public debt burdens received theoretical support from an article indicating 
that countries with public debt burdens in excess of 90  percent of output 
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grew very slowly relative to countries with more fiscal space.43 This empir-
ical finding was subsequently debunked.44

Especially in 2010 and  after, expansionary austerity was the official posi-
tion of the government in the United Kingdom and in Germany and, through 
German pressure, in much of the Eurozone. This turn to austerity came 
despite the pleas of many prominent central bankers, including the chairs 
of the Federal Reserve, the ECB, and the Bank of  England, for more fiscal 
stimulus.

 After an initial increase due to the American Recovery and Reinvestment 
Act, U.S. government spending also decreased during the  Great Recession. 
Figure 5.2 shows real U.S. government investment and employment num-
bers before and  after the  Great Recession. Real investment (new investment 
minus depreciation of existing investment) plunged, rather than increased, 
from 2010 to 2016, while government employment decreased slightly over 
the same period.

As predicted by the central bankers and many other macroeconomists, 
austerity had harmful consequences for output and unemployment. During 
and  after the  Great Recession, growth in countries that pursued austerity 
lagged growth in countries that stuck to a more relaxed fiscal posture. 
As the IMF’s World Outlook from October 2012 observed, “[Economic] 
 activity has disappointed in a number of economies undertaking fiscal 
consolidation.” 45

Unconventional Fiscal Policy When  There Is No Fiscal Space

Fiscal stimulus that increases aggregate demand and raises public debt is 
not the only fiscal policy that can stimulate at the lower bound. Unlike fiscal 
stimulus, “unconventional fiscal policy” does not increase public debt or gov-
ernment spending. Instead, it aims to increase private sector spending by 
using tax policy to adjust price expectations.  Because unconventional fiscal 
policy does not increase debt levels, it can be implemented by governments 
that lack the fiscal space or constitutional license to increase their debt levels 
or erroneously perceive that they lack the fiscal space to pursue conventional 
fiscal stimulus.46

Unconventional fiscal policy raises inflation expectations by setting forth 
a schedule of sales or consumption tax increases.  After the government an-
nounces the tax increases,  people expect prices to rise in the  future. This 
lowers the real interest rate at the zero lower bound, increasing spending 
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 today. Of course, the increase in taxes also lowers disposable income, po-
tentially reducing consumption. But this effect can be offset by a deficit- 
neutral decrease in income taxes, which  will increase disposable income by 
the same amount as the consumption tax increase lowered disposable in-
come. The end result is a policy combination that raises inflation expecta-
tions and spending without increasing government deficits.

Unconventional fiscal policy suffers from many of the flaws that plague 
ordinary fiscal policy. Po liti cal paralysis  will make it difficult to pass a 
series of consumption tax increases accompanied by deficit- neutral in-
come tax decreases. In addition, this legislative two- step demands con-
siderable expertise and communication skills that may be out of the reach 
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Figure 5.2  Real net government investment decreased dramatically with the onset 
of the  Great Recession and remained below its pre- Great Recession norm through 
2016. This policy response is the polar opposite of the Keynesian recommendation 
of fiscal stimulus during deep recessions.

Data Source: U.S. Bureau of Economic Analy sis, “Real Net Government Investment 
[A889RX1A020NBEA],” retrieved from FRED, Federal Reserve Bank of St. Louis, 
https:// fred . stlouisfed . org / series / A889RX1A020NBEA; U.S. Bureau of  Labor Statistics, “All 
Employees: Government [USGOVT],” retrieved from FRED, Federal Reserve Bank of 
St. Louis, https:// fred . stlouisfed . org / series / USGOVT.
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of legislatures— unconventional fiscal policy works by increasing inflation 
expectations and then delivering on  these expectations. As a result, uncon-
ventional fiscal policy should be attempted only by expert and nimble leg-
islatures that cannot pursue ordinary fiscal policy due to restrictions on their 
borrowing capacity.

Are We ready for the next recession?

Although fiscal policy is the expert’s choice for stimulus at the zero lower 
bound, it failed to stimulate aggregate demand during the recession, largely 
for po liti cal and institutional reasons. As late as early 2017, much of Eu rope 
was still mired in high unemployment despite zero interest rates, yet fiscal 
policy remained largely off the  table. Japan also remains mired at the zero 
lower bound with low growth rates, yet its historically unpre ce dented gov-
ernment debt burden makes additional fiscal stimulus risky.

With conventional monetary stimulus in effec tive at the zero lower bound 
and fiscal stimulus po liti cally and institutionally unfeasible, central banks 
implemented new “unconventional” monetary policy tools. Most macro-
economists did not believe that unconventional monetary policy was the 
best response to the  Great Recession. Instead, it was the only tool available 
in the face of fiscal policy’s failure. But unconventional monetary policy 
proved partially effective (and very risky) at best. Even so, central bankers 
may consider even more radical forms of unconventional monetary policy, 
such as he li cop ter money, in the  future.

When policymakers are implementing unconventional monetary policy 
and considering unconventional fiscal policy, it is past time to revisit our 
macroeconomic policy toolkit still further and consider other unconven-
tional policy tools. Other wise, the next recession may well be as harmful as 
the  Great Recession. Broadly,  there are two macroeconomic policy options 
to mitigate  future episodes of the zero lower bound. First, reform fiscal poli-
cymaking so that governments can use their powers of spending and taxa-
tion to provide effective stimulus during the next recession. Second, develop 
new macroeconomic policy tools that can significantly stimulate demand.

Law is essential to the reforms that  will enable fiscal stimulus in times of 
deficient demand. I discuss relevant proposals in Chapters 6 and 7. I also 
argue that administrative agencies, such as the Internal Revenue Ser vice 
(IRS) in the United States, should use their lawful discretion over policy to 
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stimulate the economy at the zero lower bound. Although this sometimes 
entails an aggressive interpretation of agencies’ roles, recall that central 
banks such as the ECB have been adopting even more aggressive interpre-
tations of their  legal roles in order to support policies of questionable 
efficacy.

Law also offers means to support aggregate demand directly. Indeed, ex-
pansionary  legal policy is well within our power  today, but this power has 
not been exercised. This is the subject of Part II.
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Most economists agree that fiscal stimulus was urgently necessary during 
the  Great Recession. Yet it was, for the most part, unavailable, and 

the fiscal stimulus that was attempted was inadequate for the scale of the 
prob lem. Automatic stabilizers kicked in, which meant that public spending 
and deficits  rose during the  Great Recession. But the demand boost  wasn’t 
nearly enough. Indeed, government employment actually fell during the 
 Great Recession in several countries.

As we have seen, discretionary fiscal policy  faces  great hurdles to enact-
ment and implementation. Many governments are constitutionally required 
to maintain balanced bud gets or keep deficits small. Fiscal policymakers 
often lack expertise in macroeconomics, making it easier for them to be led 
astray by ideas like “expansionary austerity.” And fiscal policy must be im-
plemented through the legislative pro cess, which is often clunky. Monetary 
policy is much nimbler, a product of expert central bank decisions made 
through routine votes deci ded by  simple majorities. But  because the zero 
lower bound undermines monetary policy, the benefits of that nimbleness 
are lost.

The failure of fiscal policy during the  Great Recession  wasn’t caused by 
irremediable flaws in the economic effects of fiscal policy itself. It was a re-
sult of the failure to try  those policies. The trou ble lies in the institutional 
design of fiscal policymaking, which does much to limit policymakers’ ability 
to respond to economic duress. In this chapter, I explore institutional re-
forms that would unshackle fiscal policy to the point where it could provide 
the stimulus required in a liquidity trap.  These include amendments to con-

SIX

Institutional reform of Fiscal Policy
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stitutional balanced bud get requirements, new administrative agencies 
and  legal tools to better implement fiscal policy stabilization, and educational 
reforms to convey to fiscal policymakers the urgency of macroeconomic 
policy.

The question, then, is how to inject lumbering fiscal policy institutions 
with some agility, so that they can respond adequately when demand is low 
and interest rates are at the zero lower bound. What procedures offer a 
good- enough balance between enabling states to formulate optimal fiscal 
policy on the fly and maintaining the demo cratic accountability that legis-
latures require?

repeal Balanced Bud get requirements

Balanced bud get requirements force governments to cut spending in reces-
sions, reducing aggregate demand at the worst time. Yet, even though  these 
requirements automatically destabilize the economy, most U.S. states have 
them in some form. So do most units of local government.  These require-
ments  don’t prevent any kind of government debt; covered entities can issue 
debt for capital expenditures, such as road construction, and some off- budget 
items, such as obligations for  future pension or health care payments, may 
not be included  under balanced bud get requirements.1 But ongoing expenses 
must be met with current revenues. On the  whole, research suggests that 
balanced bud get requirements curtail public spending by U.S. state and 
local governments.2

Deficit restrictions impose less macroeconomic harm in Eu rope, but they 
still constrain spending. At the supranational level, Eu ro pean Commission 
spending, equal to about 1  percent of EU GDP,3 is subject to a balanced 
bud get requirement.4 EU member states themselves are limited by article 
126 of the Treaty of the Eu ro pean Union (Maastricht Treaty), which reads, 
“Member States  shall avoid excessive government deficits.”5 EU institutions 
interpret this provision to limit annual deficits to 3  percent of GDP or less 
during ordinary times (though enforcement of this limitation is often half-
hearted).6 Higher deficits may be permitted during “severe economic 
downturns.”7 Moreover, the Eu ro pean Union evaluates bud get deficits 
 under Maastricht by emphasizing the “cyclically adjusted” or “structural” 
deficit rather than the  actual deficit.8 A cyclically adjusted bud get calcu-
lates surpluses and deficits by assuming output equal to potential and un-
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employment at its normal rate. A government  running a small deficit during 
a recession  will not violate the Eu ro pean Union’s deficit guidelines if its 
 cyclically adjusted deficit remains in balance, with the deficit being attrib-
uted to the business cycle rather than a structural imbalance.

In theory,  these allowances for economic downturns provide some mac-
roeconomic flexibility to EU bud gets. But the deficit restrictions still seem 
to constrain bud gets. EU member countries typically have bud get deficits 
of 2.5–3.0  percent of GDP (see Figures 6.1 and 6.2, histograms showing 
that EU nations’ annual deficits cluster in the range of –2.5 to –3.0  percent).9 
This was true even during the  Great Recession, when the “severe economic 
downturn” clause took effect and the difference between the structural def-
icit and the reported deficit should have been considerable. Eu ro pean re-
covery was feeble, yet  actual (that is, not structural) member- state bud get 
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Figure 6.1  Note the relative frequency of annual government bud get deficits just 
 under –3  percent (the EU deficit target). This bunching implies that countries 
change their be hav ior ( either reducing deficits directly or fiddling with the numbers) 
in response to the target.

Data Source: Organisation for Economic Co- operation and Development, “General 
Government Deficit, Total, % of GDP, 2000–2016.” Customized search for Eu ro pean Union 
Countries (28), years 2000–2016, at https:// data . oecd . org / gga / general - government - deficit 
. htm.
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deficits  after 2008 have continued to cluster at the same 2.5–3  percent of 
GDP (see Figure 6.2). At the very least, this clustering of deficits just below 
–3.0  percent of GDP is circumstantial evidence that treaty obligations have 
some effect on Eu ro pean national bud gets, if only as norms guiding policy 
choices.

Since the  Great Recession, many have called for the abolition of balanced 
bud get requirements, to prevent them from automatically destabilizing 
economies.10 I agree with  these reformers. Upholding balanced bud get re-
quirements in downturns means renouncing fiscal policy stabilization, in-
capacitating an essential macroeconomic tool vital for coping with the zero 
lower bound.

One argument against repealing balanced bud get requirements is that 
shortsighted politicians  will take the opportunity to run excessive deficits. 
However, this prob lem can be mitigated by tweaking current requirements. 
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Figure 6.2  Bunching of EU annual government deficits just above –3% of GDP 
continued through the  Great Recession, even though the EU’s deficit target was 
ostensibly less strict during this period.

Data Source: Organisation for Economic Co- operation and Development, “General 
Government Deficit, Total, % of GDP, 2009–2016.” Customized search for Eu ro pean Union 
Countries (28), years 2000–2016, at https:// data . oecd . org / gga / general - government - deficit 
. htm.
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Instead of scrapping bud get requirements entirely, we can replace them with 
cyclically adjusted versions, as the Eu ro pean Union’s Stability and Growth 
Pact already does. Jurisdictions subject to a cyclically adjusted balanced 
bud get requirement therefore achieve bud get balance when output equals 
potential, run deficits when downturns produce tax shortfalls, and run sur-
pluses in booms.

 Because cyclical adjustment does not force spending cuts in response 
to unexpectedly low revenues, it does not automatically destabilize the 
economy. This allows better fiscal policy from a macroeconomic perspec-
tive. At the same time, as long as estimates of potential output are reason-
ably accurate, cyclical- adjustment requirements should constrain deficits. 
When output is at or above potential, a government that runs deficits vio-
lates bud get rules. In order to return to compliance with the cyclically ad-
justed balanced bud get requirement, the government needs to raise reve-
nues or cut spending. Cyclical adjustment is therefore almost as effective 
as an ordinary balanced bud get requirement in terms of restraining defi-
cits when they  aren’t needed to stimulate demand.

It is true that an opportunistic government could violate the spirit of a 
cyclically adjustment requirement by using overly optimistic estimates of the 
jurisdiction’s economic capacity. For this reason, the jurisdiction’s poten-
tial output should be estimated by an in de pen dent body, such as the cen-
tral bank, not by the legislative or executive branches. Helpfully, institu-
tions like the IMF already calculate cyclically adjusted deficits for most 
countries and publish the methodologies they use for  doing so.11 By re-
lying on established methodologies implemented by third parties such as 
the IMF, jurisdictions could continue to enjoy the institutional check of 
the balanced bud get requirement in ordinary times, while ensuring that 
officials can run bigger deficits only when macroeconomic stimulus is a 
pressing need.

raise Investment Spending

Another way to rescue an economy from a liquidity trap is through capital 
spending. Yet, even though such spending is not subject to balanced bud get 
requirements— governments can spend more than they raise in tax revenue 
in order to build long- lived assets, such as highways and school buildings— 
capital investment is hardly a given during recessions. During the  Great Re-
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cession, governments could have done a  great deal more capital spending. 
With interest rates near zero and plenty of construction capacity waiting to 
be used, costs of infrastructure investment  were at rec ord lows.12 Even in-
frastructure proj ects with meager rates  were cost- justified  under  these con-
ditions, especially given the risks of hysteresis. As we saw in the previous 
chapter (see Figure 5.2), however, real net government investment plunged 
during the  Great Recession. When interest rates  were zero, government in-
frastructure spending went down by almost 50  percent when it should have 
gone up.

 There is good reason to be cautious about capital spending: in a rush to 
stimulate aggregate demand, politicians may binge on bad infrastructure 
proj ects. But this concern can be mitigated by better preparation for li-
quidity traps. When planning infrastructure proj ects, authorities should 
not limit themselves to  those that would be funded in ordinary economic 
times. Instead, they should devote some resources to planning proj ects that 
would be funded only in a liquidity trap. Should a liquidity trap arise, gov-
ernments  won’t be in the position of selecting dubious proj ects for the sole 
purpose of speed. Instead, they can turn to  those already approved  under 
more sanguine circumstances. Given the costs of liquidity traps and their 
relative frequency, some investment in this kind of preparation appears 
justified.13

Such preparedness also improves the prospects for effective fiscal stim-
ulus during liquidity traps. Even legislators receptive to fiscal stimulus in a 
liquidity trap may reject it in practice out of concern for the waste associ-
ated with stimulus. But since liquidity- trap preparedness mitigates waste 
in another spending arena— capital investment— legislators may be more 
willing to support fiscal stimulus than they other wise would be.

design Fiscal rules Sensitive to the Business Cycle

If automatic fiscal stabilizers work better than discretionary ones, then we 
should amp up the effects of automatic stabilizers. The simplest way to en-
hance automatic stabilizers is to increase government spending and income 
tax rates. If government spending is insensitive to the business cycle or even 
countercyclical, then a high share of government spending means that a 
higher proportion of aggregate demand  doesn’t fluctuate with the business 
cycle. Similarly, if progressive income taxes dampen economic shocks by 
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reducing the sensitivity of after- tax income, then higher and more progres-
sive income tax schedules stabilize the economy by more than a smaller and 
flatter income tax burden. During the  Great Recession, scholars concluded 
that Eu ro pean automatic stabilizers  were much stronger than U.S. automatic 
stabilizers.14 The superiority of Eu ro pean automatic stabilizers reflected gov-
ernment’s greater role in the economy in Eu rope and decreased Eu rope’s 
need for discretionary fiscal stimulus.

Big government, however, is not the only means of enhancing automatic 
stabilizers. Governments can also institute fiscal rules that make taxation 
and spending more sensitive to the business cycle at any given government 
size. One approach would be to tether taxation and spending levels to the 
interest rate, unemployment rate, or both.15 If the interest rate is sufficiently 
low and the unemployment rate sufficiently high, then fiscal rules can man-
date lower tax rates and more spending. For example, the U.S. Congress 
could pass a law cutting payroll tax rates by some agreed- upon percentage 
whenever three- month trea sury bills yield less than 0.25  percent interest 
and the unemployment rate at midyear exceeds 150  percent of the previous 
three- year average. The same conditions could be used to trigger additional 
allocations for spending on infrastructure and scientific research.

Indeed, such procedures are already the norm with re spect to certain so-
cial welfare programs. In the United States, spending on unemployment 
insurance rises with the unemployment rate. When a state’s unemployment 
rate exceeds 120  percent of the previous two- year average, the federal gov-
ernment funds up to twenty additional weeks of unemployment insurance 
for benefit recipients, leading to greater overall spending.16  There is no 
reason other fiscal policies  can’t also be contingent on the unemployment 
rate, allowing governments to take fuller advantage of automatic stabilizers 
and avoid the obstacles involved in discretionary fiscal policy.

Although more automatic countercyclical fiscal policy would be helpful 
during a recession, business cycle– sensitive spending rules are no panacea. 
Statutory trigger mechanisms are only as useful as the mea sure ments they 
are based on, but  these may be rendered obsolete by economic changes or 
simply prove over time to be inaccurate or other wise unhelpful. For ex-
ample, using the unemployment rate as a trigger can be tricky  because the 
rate goes down when  people leave the  labor force. This occurred in large 
numbers during the  Great Recession, artificially dropping the official un-
employment rate and therefore any automatic stabilization mechanisms trig-
gered by it.
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Thus, a major challenge inherent to automatic stabilization is that the 
trigger  won’t be a perfect proxy for economic conditions. Just  because the 
law places the interest rate trigger at, say, 0.1  percent, that  doesn’t mean an 
economy with a 0.2  percent short- term interest rate  doesn’t suffer from a 
liquidity trap. And a sudden increase in the ratio of population to employ-
ment may be the result not of a demand deficiency but rather of a social 
shift (for example, baby boomers begin retiring). If stimulus  were needlessly 
applied  under such conditions, the result would be higher inflation and def-
icits, with no appreciable reduction in the unemployment rate.

Empower Fiscal Policy Agencies

Automatic fiscal policy overcomes some of the challenges facing discre-
tionary policy but brings prob lems of its own. One alternative that might 
account for deficiencies in both approaches would be to delegate fiscal policy 
to an agency that can respond decisively to liquidity traps while retaining 
the discretion needed to prevent automatic stabilizers from overheating the 
economy. This agency would in some re spects mirror a central bank, which 
quickly and flexibly makes macroeconomic policy. Not surprisingly, in the 
wake of the  Great Recession, some have revived long- standing calls for such 
an agency.17

How would it work? Fiscal policy agencies would have to be established 
by legislatures, which would set their goals and decide on their appropriate 
sphere of policy action. (Fiscal councils with advisory but not regulatory 
power already exist in many countries.18) The legislature might reasonably 
dictate the following:  whether the cyclically adjusted deficit must be posi-
tive or negative (and to what extent), or  whether it should be zero; what the 
average cyclically adjusted tax and spending rates should be; how to allo-
cate this spending across dif fer ent priorities (for example, defense, social 
welfare, infrastructure); and how the response to business- cycle conditions 
(the change from the average level) should vary across tax and spending 
priorities— that is,  whether deficit increases should come from lower tax 
rates, higher spending, or both.

With this  legal framework, the agency, staffed by fiscal policy experts, 
would be positioned to decide how to respond to economic conditions as 
needed. Just as central banks adjust monetary policy in response to macro 
conditions, so too would the fiscal policy agency adjust taxes and spending. 
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During liquidity traps, it would lower tax rates or raise spending, or both, 
as the guidance demands. In boom times, it would raise tax rates and lower 
spending. And when the economy is producing at capacity, the agency would 
aim to maintain the cyclically adjusted deficit stipulated by the legislature.

A fiscal policy agency offers many benefits.  Because it is in de pen dent of 
the legislative pro cess, it makes discretionary fiscal policy more reliable. 
Such an agency also can take a finer- grained approach to fiscal policy.  After 
all, some types of spending and tax cuts stimulate more than  others. An ex-
pert agency  will be able to advance and emphasize the more effective stim-
ulus options, while a legislature  will be beholden to interests that may pre-
vent it from making the most effective choices.

But delegating fiscal policy to an agency is itself troublesome  because 
 doing so removes a core demo cratic function from the legislature. Fiscal 
policy is not a technocratic exercise. It structures the government’s role in 
the economy, public spending priorities, and efforts at re distribution. Even 
if the legislature retained some control by specifying guidelines for taxa-
tion and spending, the agency would assume an unusually central role in 
national life. It would make decisions for which demo cratic legitimacy is es-
sential, even though it lacks any strong claim on that legitimacy.

We urgently need better fiscal policy, but not at the cost of betraying core 
demo cratic values. The authors of the U.S. Constitution did not have the 
advanced understanding of economics that  today’s social scientists can claim, 
but they understood that giving over fiscal power to a few unelected offi-
cials was inherently unwise. That is why the Constitution reserves the “power 
of the purse” for the legislative branch, the most demo cratic branch of 
government.19

Establish an Office of Fiscal and Regulatory Affairs

Although an agency charged with making fiscal policy arrogates too much 
power from the legislature, space remains for agencies that rationalize coun-
tercyclical fiscal policy. If  every U.S. agency considered the short- term 
fiscal impact of its discretionary actions, then U.S. fiscal policy would be-
come more effective. Governments should therefore establish an Office of 
Fiscal and Regulatory Affairs (OFRA) to coordinate fiscal policy (and  legal 
policy) stabilization. OFRA would enjoy supervisory authority over admin-
istrative decisions with fiscal effects, but it would not be endowed with the 
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power of the purse. The power of the purse would remain with Congress 
or with the diffuse administrative agencies to which Congress has delegated 
limited components of this power. OFRA’s authority would be supervisory.

A model for this sort of office already exists in the United States, where 
government often confronts new policy prob lems by establishing supervi-
sory offices. For example, in the late 1970s and early 1980s, U.S. legislators 
concluded that regulators needed to pay more attention to the costs of their 
regulations in addition to the benefits. Congress created the Office of In-
formation and Regulatory Affairs (OIRA) to address this concern.20 Subse-
quently, President Reagan issued Executive Order 12291 instructing that 
“regulatory action  shall not be undertaken  unless the potential benefits to 
society from the regulation outweigh the potential costs to society.” In ad-
dition to requiring regulators to consider costs of regulation, Executive 
Order 12291 instructed OIRA to oversee cost– benefit analy sis of all signifi-
cant regulations. (Many other countries have since instituted agencies with 
similar tasks.) In practice, this means that, say, if the Environmental Pro-
tection Agency (EPA) overemphasizes environmental protection over costs, 
then OIRA  will insist that the regulation be altered. Through cost– benefit 
analy sis, OIRA institutionalizes a microeconomic perspective on law, even 
though most regulators do not have microeconomic expertise.

Fiscal stabilization policy in the United States and elsewhere needs some-
thing similar to OIRA. An OFRA that examines the macroeconomic ef-
fects of fiscal and regulatory actions and of proposed laws would reduce the 
risk of ill- advised pro- cyclical fiscal designs. OFRA should be staffed by ex-
perts in macroeconomics as well as by experts in law and regulation. In a 
recession with zero short- term interest rates and fiscal multipliers well above 
one, OFRA should instruct  every agency with implicit authority over fiscal 
policy to analyze the macroeconomic effects of its fiscal and regulatory ac-
tions with an eye  toward stimulating spending. OFRA should also super-
vise  these analyses to make sure that they are developed competently and 
consistently.

To bolster its legitimacy, OFRA should be established by Congress. Once 
OFRA is established, executive  orders from the president can guide its func-
tion, much as executive orders have  shaped OIRA.

A new office to coordinate macroeconomic policy enjoys historical pre-
ce dent. Indeed, OIRA itself has macroeconomic origins. Congress created 
the first regulatory coordinating agency, the Council on Wage and Price Sta-
bility, in 1974.21 The Council was authorized to review the decisions of all 
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U.S. agencies in a (failed) effort to control inflation. (See Chapter 10 for a 
discussion and critique of the U.S. experience with price controls.) To compel 
regulators not concerned with macroeconomics to consider the effects of 
their rulings on inflation, President Gerald Ford required that “major pro-
posals for legislation, and for the promulgation of regulations or rules by 
any executive branch agency must be accompanied by a statement which 
certifies that the inflationary impact of the proposal has been evaluated.”22 
President Ford also instructed the chairman of the Council, among  others, 
to develop criteria for developing and evaluating  these “inflation impact 
statements.”23 When OIRA was founded in 1981, it absorbed the economists 
formerly employed by the Council to evaluate  these inflation impact state-
ments.24  There is thus a long history in the United States of requiring regu-
lators to consider the macroeconomic implications of their decisions and en-
abling a centralized office to review  these evaluations.

Teach  Lawyers Macroeconomics

Effective fiscal policy stabilization in a democracy requires policymakers 
to have some macroeconomic literacy. In par tic u lar, legislators and mem-
bers of the executive branch of government need to be attuned to the busi-
ness cycle and to recognize when the zero lower bound constrains mone-
tary policy and requires fiscal stimulus. To improve fiscal policy stabilization, 
we therefore need to consider not just how fiscal policy is crafted and im-
plemented but also who is responsible for the crafting and implementation 
and  whether they have the requisite expertise to make good policy. If they 
 don’t, then we have to think about what sort of changes would improve the 
economic knowledge base in legislatures.

 There is good reason to believe politicians  don’t have the expertise nec-
essary to make the sound countercyclical policy we need from them. Many 
legislators simply lack the training to do so. They are, for the most part, not 
economists, but  lawyers. Twenty- five of the forty- five U.S. presidents 
(56  percent) have been  lawyers. What is true for executives is also true for 
legislatures. In the 114th U.S. Congress (2015–2016), for example, 159 mem-
bers of the House (36  percent) and 54 members of the Senate (54  percent) 
held law degrees. And in 2010, approximately one- third of the German 
Bundestag’s members  were  lawyers.25

 These  future politicians  don’t study macroeconomics in law school. In the 
United States, microeconomics is pervasive in  legal education, but macro-
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economics is almost nowhere to be found. In introductory courses on fed-
eral income taxation, for example, law students learn a  great deal about how 
taxation distorts incentives with re spect to savings and the  labor supply— the 
province of microeconomics. But prominent tax casebooks rarely discuss 
macroeconomic stability as a goal of tax policy, much less explain how tax 
policy might usefully change at the zero lower bound. One reason politi-
cians failed to pass and implement adequate fiscal stimulus during the  Great 
Recession may be that many of them never learned why a stimulus package 
would be desirable when interest rates are zero. And even if they did learn 
macroeconomics at some point, its importance  wasn’t emphasized or even 
mentioned during their most impor tant training period before assuming an 
impor tant role in public policy.

Happily, we can change this: we can teach macroeconomics to  lawyers 
and  others whose backgrounds make them ripe for po liti cal  careers, such 
as master of business administration students. They, too, are primarily fo-
cused on microeconomics.  Lawyers and  others considering po liti cal  careers 
need not be macro experts; they just need to realize the urgency of stim-
ulus during prolonged recessions.

Macroeconomic education, like improved fiscal policy institutions, should 
improve fiscal policy in  future episodes of the zero lower bound on interest 
rates or other constraints on monetary policy. But the hard slog of institu-
tional reform is not the only way law and macroeconomics can improve 
fiscal policy. A macroeconomic lens reveals many existing opportunities for 
fiscal stimulus that  were overlooked during the  Great Recession.
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We do not necessarily need significant institutional reforms such as 
 those discussed in Chapter 6 for agencies to play a larger role in fiscal 

policy. In many cases, a change of attitude from the administrators  will suf-
fice. If po liti cal inefficiency, rather than a lack of fiscal space, limits discre-
tionary fiscal policy, then regulators and administrators should apply some 
of the discretion they already exercise over fiscal policy to stimulate the 
economy at the zero lower bound on interest rates.

Although most agencies do not enjoy the discretion over policy exercised 
by central banks, they invariably enjoy considerable discretion over impor-
tant policy dimensions. So long as the agency does not “abuse” its discre-
tion, it enjoys very wide latitude in making decisions. When the IRS instructs 
employers to withhold a certain amount of income taxes from employees 
making a given amount of money, for example, its choice of withholding 
amounts is effectively discretionary.  Unless the taxpayer can show evidence 
of improper be hav ior within the agency, courts leave the choice of with-
holding amounts to the IRS, much as they leave the choice of short- term 
interest rates to the Federal Reserve.

To this point, con temporary administrative agencies outside the central 
bank have rarely taken macroeconomic conditions into account when making 
decisions affecting fiscal policy. If agencies instead used their discretion to 
stimulate demand during liquidity traps, they could do much to recharge 
an economy in recession, without any  legal change.

Recall that the Obama administration recognized the need for short- term 
fiscal stimulus, as demonstrated by its successful 2009 push for the Amer-

SEVEn

Expansionary Fiscal Policy  
by Administrative Agencies
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ican Recovery and Reinvestment Act (ARRA) and repeated requests for fur-
ther stimulus mea sures thereafter. But the administration was unable to 
induce Congress to pass additional stimulus mea sures  after ARRA, even as 
the  Great Recession and its painful aftermath lingered. In other moments 
of congressional re sis tance, the Obama administration turned to aggressive 
administrative action. When Congress failed to pass a law on climate change, 
the administration developed the Clean Power Plan. When immigration re-
form was stymied, the administration put forward Deferred Action for 
Childhood Arrivals, a more aggressive interpretation of executive authority 
than any that I  will pres ent  here. It is striking that the Obama administra-
tion did not turn to its discretionary authority when Congress refused to 
enact economic stimulus. To the extent that executive authority can be used 
to stimulate the economy, it should be.

To ensure that expansionary fiscal policy by administrative action does 
not run amok, I then propose limiting princi ples for expansionary fiscal 
policy by administrative action. First, regulators and administrators cannot 
break the law in pursuit of fiscal expansion at the zero lower bound. Instead, 
they should stimulate spending in a liquidity trap only when the law already 
grants the agency discretion over two options, one of which raises spending 
more than the other. Second, expansionary fiscal policy by agencies needs 
the coordinating hand of macroeconomic experts. The Office of Fiscal and 
Regulatory Affairs discussed in Chapter 6 should direct agencies in their 
pursuit of expansionary fiscal policy.

Fiscal Stabilization via the IrS

In the United States, Congress delegates significant authority over income 
tax laws to the IRS, which has issued thousands of pages of regulations and 
other administrative guidance explaining which tax laws apply to whom and 
 under what circumstances. When a new IRS regulation or guidance results 
in greater tax collection, fiscal policy effectively tightens. When IRS decisions 
decrease government revenue, aggregate demand is effectively stimulated. 
But the IRS does not currently make macroeconomic effects a serious as-
pect of its deliberation on  these decisions.  Here, I offer two suggestions 
for how it might, so that the IRS can use its legitimate statutory authority 
actively to stimulate demand in liquidity traps. Tax authorities in other 
jurisdictions should enjoy similar stimulus opportunities.

 EBSCOhost - printed on 2/10/2023 1:13 PM via . All use subject to https://www.ebsco.com/terms-of-use



116 ■  L AW And MACroEConoMICS

Offers in Compromise

The IRS has considerable discretion to work with  people unable to pay their 
tax liability. This is known as “offers in compromise.” As the IRS explains, 
“An offer in compromise allows you”— the taxpayer— “to  settle your tax debt 
for less than the full amount you owe. It may be a legitimate option if you 
 can’t pay your full tax liability, or  doing so creates a financial hardship. We 
consider your unique set of facts and circumstances: Ability to pay; Income; 
Expenses; and Asset equity.”1 In 2015, the IRS accepted payments of $205 
million in exchange for forgiving liabilities worth an undisclosed amount but 
likely much more than $205 million.2

Tax collectors could and should use this discretion over offers in com-
promise to stimulate an economy stuck in a liquidity trap. At the zero lower 
bound, the IRS should adopt a laxer standard for accepting offers in com-
promise from individuals unable to pay their full tax liability. This  will cause 
tax revenues to fall over the long run, but taxpayers unable to pay their bills 
will have more disposable income and have resolved an impor tant source 
of economic uncertainty. If they consume more as a result, aggregate de-
mand  will rise.  Because the IRS also possesses the authority to set its own 
standards vis- à- vis offers in compromise, it can use this power to stimulate 
demand without any changes in law.

During the  Great Recession, however, the IRS accepted fewer offers in 
compromise. The value of IRS accepted offers- in- compromise reached a 
twenty- year nadir in 2010. Instead of accepting more offers to quickly re-
solve financial uncertainty during the  Great Recession, the IRS continued 
with business as usual. It thereby passed up an opportunity for fiscal 
stabilization.

It is pos si ble that taxpayers would abuse this system by delaying paying 
taxes when times are good, in hopes that they can secure a better deal on 
their obligations during a liquidity trap. This is a real risk, and the IRS should 
reject offers from taxpayers who appear to be using the program opportu-
nistically. But the risk should not be exaggerated. Liquidity traps are un-
predictable events; a taxpayer would be ill advised to delay a settlement in 
the expectation that the economy  will deteriorate.

Withholding Schedules

While the offers- in- compromise program offers an illustrative but relatively 
small example of the IRS’s unused capacity for fiscal stimulus, the IRS’s piv-
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otal role in the administration of the income tax system means that its ca-
pacity for discretionary fiscal stabilization policy is quantitatively significant. 
For example, the IRS could provide a multibillion- dollar stimulus to aggre-
gate demand by adjusting the tax- withholding schedule provided to em-
ployers.3 The schedule, listed in Publication 15, dictates how much tax an 
employer must withhold from an employee given the employee’s income 
and  family status. The withholding amount for each employee changes 
each year with the publication of a new schedule in Publication 15, even 
if the employee never changes his or her tax information about depen-
dents and exemptions. At pres ent, the schedule prescribes over- withholding 
for the vast majority of employees, and the value of excessive withholding 
is refunded to taxpayers when they file their returns. The value of over- 
withholding is eco nom ically significant, with the IRS issuing over $315 bil-
lion in refunds in 2016.4 For some taxpayers, this  doesn’t make much 
difference. But among the cash- strapped, over- withholding delays consump-
tion, reducing demand.

Excessive withholding can therefore be destructive during a liquidity trap. 
In  these conditions, the IRS should adjust the withholding schedule so that 
it culls less from each paycheck. With more income in their pockets, em-
ployees  will have opportunities to spend just when the economy is in a li-
quidity trap. This is a desirable policy  because it prevents hysteresis, which 
becomes more damaging the longer aggregate- demand deficiencies linger. 
In other words, escaping a liquidity trap now is better than escaping it  later. 
Moreover, some evidence suggests that taxpayers are more likely to save 
from a large refund check than to save from weekly earnings, which means 
that lower withholding may not just change the date of consumption but 
may also expand it.5

 Because Congress has delegated to the IRS discretion over compiling the 
withholding schedule (for example, the IRS offers employers more than one 
method for calculating withholding amounts),6 the agency can move 
spending forward without breaking any laws or testing demo cratic legiti-
macy. Indeed, in 1992, the IRS did just this without congressional approval: 
it reduced withholding rates with the aim of providing economic stimulus.7 
Unfortunately, the IRS refrained from this sort of activism during the  Great 
Recession, even though the need for stimulus was much greater than in 
1992.

In addition to lowering withholding to boost aggregate demand at the 
zero lower bound, the IRS can raise withholding to delay spending and in-
crease saving when excessive aggregate demand  causes rising inflation. To 
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the degree that contractionary fiscal policy is needed, the IRS could provide 
it without  running into the sorts of prob lems legislatures face, such as dith-
ering and po liti cal opportunism. The IRS also possesses a good mea sure of 
expertise, employing many professional economists and policy experts in 
its Office of Research, Applied Analytics, and Statistics.

IRS Notice 2008-83

During the  Great Recession, the IRS generally avoided using its discretion 
over tax administration to stimulate the economy— with one  giant excep-
tion, IRS Notice 2008-83. With this Notice, the IRS increased the tax- shelter 
value of money- losing assets—an incredibly valuable change given the ubi-
quity of impaired assets during the 2008 Financial Crisis. According to some 
early reports, Notice 2008-83 increased projected deficits by as much as 
$140 billion.8 Congress subsequently overrode the Notice’s guidance. Con-
gress’s decision reflected a widely held perception that Notice 2008-83 in-
volved a strained interpretation of the law and that a “Notice”— a relatively 
informal form of administrative action— was an inappropriate procedure 
for such a momentous and ill- founded change.9

Notice 2008-83 represents expansionary fiscal policy by administrative 
agency taken too far. Instead of putting all its eggs in one illegitimate form 
of expansionary fiscal policy by regulation, the IRS should have trained its 
attention to areas where its discretion was better established and the non- 
macroeconomic merits of its rulings more ambiguous.

Notice 2008-83 provides a cautionary tale about the dangers of 
 expansionary fiscal policy by administrative agency. But the Notice also 
demonstrates the IRS’s discretionary power over federal revenues. If this 
discretionary power  were exercised to stimulate the economy in more legiti-
mate ways, then the IRS could become a power ful agent of fiscal stimulus.

Agency discretion over Spending and Stimulus

Tax authorities can use their discretion only over one side of the fiscal policy 
equation: revenue collection. But we can turn to other agencies to exercise 
discretion over explicit and implicit spending decisions. In a liquidity trap, 
they should use this discretion to stimulate the economy.
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Spend What’s Allocated

Even if a legislature has appropriated money for spending, agencies are in 
many cases in charge of the spending. Agencies unfamiliar with the urgency 
of fiscal stimulus can stymie fiscal stimulus explic itly authorized by the leg-
islature. During the  Great Recession, Congress made several attempts to 
assist homeowners by reducing the value of mortgage obligations. The 
Troubled Asset Relief Program (TARP) of 2008, for example, authorized 
over $45.6 billion in spending for “housing support programs” that would 
help struggling homeowners reduce debts.10

This makes perfect sense: deficit- financed spending increases output 
during a liquidity trap. But the appropriated money was not spent. As of 
the first quarter of 2017, only $23.7 billion had been spent.11 By contrast, 
the more famous part of TARP— a $204.9 billion appropriation to support 
financial institutions through capital purchases— was spent in its entirety.

If  there was $45.6 billion in funding, why  wasn’t  there $45.6 billion in 
debt forgiveness? According to scholars and policymakers familiar with the 
issue, the prob lem was administrative and  legal.12 Just as money for shovel- 
ready infrastructure proj ects ran into obstacles to implementation, so did 
the money for debt relief.

Part of the failure can be blamed on the Federal Housing Finance Ad-
ministration (FHFA), a government agency that guarantees and owns mort-
gage loans via its control over the nationalized credit and investment firms 
Fannie Mae and Freddie Mac. Through 2012, the FHFA refused to forgive 
any principal on mortgages it owned, even though this forgiveness was sub-
sidized by TARP funds appropriated for the “reduction of loan principal.”13 
This decision was momentous. By putting more than half of the mortgage 
market off limits for principal forgiveness, the FHFA dramatically curtailed 
the scope of systematic debt forgiveness.

The FHFA was the worst offender, but it was not the only agency whose 
obstructionism prevented the expenditure of congressionally appropriated 
funds for debt relief. The Trea sury Department also deserves, and has re-
ceived, blame for the flaws in its mortgage- adjustment effort, the Home 
Affordable Modification Program (HAMP). As Neil Barofsky, the Special 
Inspector General for TARP, explained:

Trea sury’s bungling of HAMP and its refusal to heed our warnings and  those 
of the other TARP oversight bodies resulted in the program harming many 
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of the  people it was supposed to help. . . .  Trea sury had failed to ensure that 
the [loan] ser vicers had the necessary infrastructure to support a massive 
mortgage modification program. . . .  Worse, though Trea sury provided 
vari ous “directives” to the ser vicers, they shifted constantly, making com-
pliance all but impossible. Documentation guidelines, for example,  were 
changed routinely, exacerbating a quickly emerging prob lem with the ser-
vicers’ incompetent  handling of borrower documents.

Another big prob lem was that Trea sury kept changing the terms by which 
ser vicers had to evaluate borrowers for modifications.  These terms  were 
called the Net Pres ent Value (NPV) test. . . .   Under HAMP, if the NPV test 
for a par tic u lar loan was positive, the ser vicer was required to offer a modi-
fication. But Trea sury  couldn’t figure out the right formula for the test, which 
was at the heart of its entire program, changing it nine times in the first year 
alone.14

 Others believe HAMP failed  because of a lack of commitment on the part 
of government officials. Sheila Bair, head of the Federal Deposit Insurance 
Corporation, lays blame at the feet of Obama’s top economic advisor, Larry 
Summers, and Tim Geithner:

HAMP was a program designed to look good in a press release, not to fix 
the housing market. Larry and Tim  didn’t seem to care about the po liti cal 
beating the president took on the hundreds of billions of dollars thrown at 
the big- bank bailouts and AIG bonuses, but when it came to home  owners, 
it was a very dif fer ent story. I  don’t think helping home  owners was ever a 
priority for them.15

If  these assertions are correct, then it is not surprising that the funds ap-
propriated for debt relief  were not spent. Administrative incompetence and 
weak commitment  will sink almost any program, no  matter how well funded.

Administrative incompetence is inevitable, and some policies, when put 
in practice, are revealed to have bugs. But  these prob lems can be overcome. 
If a policy enjoys high priority, then it is more likely to be administered by 
energetic and competent staff who can surmount obstacles. During a li-
quidity trap, fiscal stimulus policies deserve priority. Obstacles to govern-
ment spending programs need to be overcome quickly to revive demand 
before hysteresis and po liti cal instability ensues.
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The Administration of Social Welfare Benefit Programs  
and Take-up Rates

Just as tax guidance implicitly determines fiscal policy, so does the admin-
istration of social welfare programs. This is clear in the low “take-up” rates 
that bedevil such programs in the United States. Of  those eligible for ben-
efits at any given time, only a fraction sign up. Many housing benefit pro-
grams, for example, have take-up rates below 50  percent, and even a widely 
taken up program like the Earned Income Credit (EIC) enjoys take-up rates 
below 90  percent.16

Low take-up rates reduce government spending. In 2010, the U.S. state 
and federal governments spent over $900 billion on public benefits programs 
aside from Social Security and Medicare. A 5  percent increase in take-up 
rates would therefore translate into a spending increase of tens of billions 
of dollars.

One cause of low take-up is the approval procedure used to decide who 
gets which benefits. For instance, agencies may require in- person interviews 
in order to vet potential beneficiaries. This  will reduce the number of fraud-
ulent beneficiaries, but it  will also reduce take-up among eligible individuals, 
who may not be able to interview for any number of reasons, including work 
obligations. Vetting is therefore a balancing act and sometimes a cruel one. 
Deserving recipients of social welfare programs may lose access to programs 
 because they cannot get through the hoops designed to prevent false take-up. 
But no agency disburses social welfare funds without undertaking some 
form of vetting, implying that this trade- off is thought to be a necessary one.

As long as welfare agencies vet applicants for social welfare programs, eli-
gibility should depend on the business cycle. At the zero lower bound, pro-
viding a benefit to the indigent yields a greater social benefit than it would 
in ordinary times  because the increase in indigent spending is subject to a 
greater multiplier effect than in ordinary times. At the zero lower bound, 
higher take-up rates raise aggregate demand and output. In ordinary times, 
by contrast, higher take-up leads to higher inflation and interest rates without 
raising output. If we assume that the costs of false take-up are constant 
across the business cycle, then agencies should aim for higher take-up in 
liquidity traps. The balance tilts  toward comparatively high true and false 
take-up rates at the zero lower bound and  toward lower true and false take-
up rates during more robust economic times. Agency vetting procedures 
for social welfare programs should adjust accordingly.
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But what about the concern about accountability reflected in the tight 
legislative control over fiscal policy in most democracies? If administrators 
use their discretion over policy to expand fiscal stimulus at the zero lower 
bound, then legislators lose some of their control over fiscal policy. As a re-
sult,  doesn’t the fiscal stimulus proposed in this section threaten core 
demo cratic values?

We should be concerned about administrative encroachment into fiscal 
policy. But the recommendations presented in this chapter do not arrogate 
a new power to bureaucracies. Agencies already exercise considerable dis-
cretion with re spect to income tax withholding rules or procedures to qualify 
for public benefits. The fiscal stimulus recommended in this section uses 
this existing discretion  toward a new end— macroeconomic policy— rather 
than unilaterally increasing administrative power. Moreover, expansionary 
fiscal policy diffuses the administrative response to inadequate aggregate 
demand across agencies, a more legitimate solution than concentrating 
macroeconomic power in a single agency such as a central bank or a fiscal 
agency with the power of the purse.

Which Spending Programs?

If social welfare programs always spent a fixed amount, then higher take-
up rates induced by administrative discretion redistribute government 
spending rather than increasing it. As a result, agencies should not use their 
discretion to expand spending in “discretionary” spending programs, which 
are subject to fixed annual bud gets. But many social welfare programs are 
“entitlements.” An entitlement program (for example, Medicare) guarantees 
benefits to all members of a group without regard to bud getary limits. When 
more  people take up an entitlement program, the government spends more. 
Aggregate demand therefore rises when agencies use their discretion to raise 
take-up rates in entitlement programs, as they should do in liquidity traps.

The suggestion that administrative agencies use their discretion to expand 
eligibility for social welfare programs at the zero lower bound assumes that 
higher spending on social welfare programs increases aggregate demand. 
Some disagree with this assertion with re spect to specific programs. In The 
Re distribution Recession, Casey Mulligan argues that, by extending 
unemployment- insurance eligibility beyond the usual period of twenty- six 
weeks  after termination to as long as one year, the U.S. government incen-
tivized unemployed  people to stay out of work. This led to a needlessly pro-
longed bout of high unemployment.17
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Mulligan’s view— that extending unemployment benefits increases unem-
ployment and reduces output—is widely disputed. The best recent empirical 
study suggests that increases in the duration of unemployment benefits nei-
ther raise nor lower the unemployment rate.18 As a result, Mulligan’s claims 
about unemployment insurance are unsubstantiated (as are claims that un-
employment benefits lower unemployment by increasing aggregate demand). 
But even if we accept Mulligan’s argument entirely, it does not apply to all 
social welfare programs. Although some social welfare programs, like unem-
ployment insurance and disability insurance, plausibly reduce  labor supply, 
other programs, like the Earned Income Credit in the United States, in-
crease  labor force participation. As a result, even  those who reject fiscal in-
terventions that encourage leisure should support expanding eligibility for 
the EIC at the zero lower bound. Expanding the EIC raises employment 
incentives and stimulates aggregate demand at the zero lower bound.

Limiting the Scope of Expansionary Fiscal Policy  
by Administrative Action

Using the power of the regulatory state to stimulate the economy offers mac-
roeconomic benefits, but it also creates risks. If agencies implement expan-
sionary fiscal policy haphazardly, then we may get opportunistic or exces-
sive fiscal stimulus. In this section, I consider how to mitigate  these risks.

Expansionary Fiscal Policy Actions Cannot Exceed Preexisting 
Bounds on Administrative Discretion

Expansionary fiscal policy by administrative action introduces the risk of 
rogue administrators. If an IRS administrator, for example, thinks that the 
government collects too much tax revenue, then the administrator may use 
the excuse of expansionary fiscal policy to implement  these idiosyncratic 
preferences.

To mitigate this risk, expansionary fiscal policy should be restricted to 
an agency’s legitimate preexisting discretion. In delegating authority to an 
agency, the legislature specifies a set of policies that are mandatory for 
the agency, a set of policies that are prohibited, and a set of policies that 
are left to the agency’s discretion. Alongside  these formal requirements, 
agencies develop norms regarding what policies are mandatory, prohibited, 
or discretionary. Expansionary fiscal policy uses this third, discretionary, 
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set of policies to stimulate the economy. We have seen it done: in the early 
1990s, the IRS used its discretion to tweak withholding rates, stimulating 
the economy. This act was within the bounds of existing norms. Agencies 
cannot and should not implement fiscal stimulus by pursuing policies pro-
hibited by the legislature or by existing norms, but when they stay in bounds, 
they can achieve useful results. With this restriction, expansionary fiscal 
policy by legislative agency introduces no additional risk of rogue admin-
istrative be hav ior.

Where officials are already pushing the limits, they can go no further— 
another reason we need not be concerned about rogues. Consider that IRS 
officials who think the government collects too much tax already exercise 
their discretion over tax policy to reduce collections.19 If  these officials al-
ready exercise their discretionary authority in  favor of taxpayers, then they 
 will have no scope for expansionary fiscal policy at the lower bound. Law 
and norms confine  these administrators from overreaching, regardless of 
 whether stimulus is a concern.

Indeed, IRS Notice 2008–83 demonstrates how law and norms constrain 
agencies in their attempts to pursue expansionary fiscal policy. When the 
IRS  violated norms in its pursuit of expansionary fiscal policy, law inter-
vened. Congress overturned the notice at the same time it enacted a mas-
sive fiscal expansion.

Only administrators who do not already use their discretion to the limit 
enjoy leeway to implement expansionary fiscal policy at the zero lower bound. 
As a result, expansionary fiscal policy by administrative agency does not ex-
pand the scope of administrative discretion. Instead, it directs this preex-
isting discretion in a new way.

Coordinating Expansionary Fiscal Policy  
by Administrative Agency

Restricting expansionary fiscal policy to actions within agencies’ preexisting 
discretion limits the scope for rogue be hav ior. But it does not ensure that 
agencies implement expansionary fiscal policy wisely. Agencies do not em-
ploy macroeconomic experts. Left to their own devices, each agency may 
put a dif fer ent weight on the imperative to stimulate, leading to inconsis-
tent and less effective stimulus.

A law and macroeconomics “czar,” such as my proposed OFRA, reduces 
 these risks. When OFRA’s experts determine that aggregate demand is in-
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adequate and that fiscal multipliers are well above one, they should instruct 
agencies to use their discretion over spending and revenue collection to 
stimulate.

OFRA should also facilitate consistent application of expansionary fiscal 
policy by administrative agencies. By publishing official estimates of policy- 
relevant fiscal multipliers and reviewing agencies’ use of  these estimates, 
OFRA would ensure that all agencies use consistent and sensible macro-
economic estimates in pursuing expansionary fiscal policy.

In  doing so, OFRA would do for macroeconomic externalities— spending 
multipliers greater than one— what OIRA now does for the externalities as-
sociated with climate change. Almost  every regulation issued by a govern-
ment agency affects carbon emissions, but most agencies have no expertise 
in estimating the harm associated with such emissions. To calculate a con-
sistent “social cost of carbon,” OIRA convened an interagency expert working 
group. Once the working group figured out its cost estimates, all govern-
ment agencies  were instructed to use them when evaluating proposed reg-
ulations for their effect on climate change. OIRA thereby facilitated con-
sistent climate change policy across regulatory agencies.20 OFRA should do 
something similar with re spect to macroeconomic externalities by calcu-
lating a “social benefit of spending,” which estimates fiscal multipliers during 
prolonged downturns.

Wrapping up Part I

Throughout this chapter and indeed Part I, we have seen the vanishingly 
small boundary between monetary policy, fiscal policy, and law. If uncon-
ventional monetary policy potentially violates the EU constitutional order 
and the interpretation and administration of tax laws alters fiscal policy, then 
the line between monetary policy, fiscal policy, and  legal policy cannot be 
neatly identified.

We also saw that government agencies generally failed to take advantage 
of myriad opportunities for fiscal stimulus. This failure to act reflects the 
absence of law and macroeconomics from the policy discussion. If macro-
economic policy is the province of legislators and central bankers but not 
 lawyers and other administrators and regulators, then we should not be sur-
prised when  these other actors miss chances to improve macroeconomic 
policy at the zero lower bound. By emphasizing the interaction between law 
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and macroeconomics, I hope to enable more effective fiscal and monetary 
stabilization policy in the  future. Opportunities for fiscal stimulus abound, 
but we need a law and macroeconomic lens in order to see them.

Having explored the role of law, regulation, and administration in fiscal 
policy and monetary policy, I turn in Part II to law’s potential for stimu-
lating demand through private channels— without directly altering govern-
ment spending or revenue generation. I begin with the case of the Key-
stone oil pipeline in 2010–2011, a moment when expansionary policy was 
badly needed and when law could have provided it.
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T he partial interchangeability of law and fiscal policy is plain to see. For 
example, when governments want to protect the earth from climate 

change, they could turn to regulation (law), but they may prefer taxation and 
government spending (fiscal policy). Most countries use a combination of 
both law and fiscal policy to address the threat of climate change or other 
“externalities” that result from economic be hav ior. In the United States, gov-
ernment spending supports research into carbon mitigation technologies, 
such as improved batteries. Gasoline taxes reduce consumption of oil. Tax 
expenditures subsidize usage of solar panels, electric cars, and energy- 
efficient appliances.  These provisions use fiscal policy to mitigate carbon 
emissions. On the  legal and regulatory side, the United States (or parts 
thereof) imposes fuel- efficiency standards on cars and introduced the Clean 
Power Plan to cap carbon dioxide emissions from power plants. (The Trump 
administration issued proposed rules that rescinded the Clean Power Plan 
regulations in 2018.1)

Economists and  lawyers debate the microeconomic merits of taxation and 
regulation. Each type of policymaking offers a number of con spic u ous 
strengths and weaknesses. For our purposes, this debate is beside the point. 
What  matters is that governments use law and fiscal policy as substitutes 
for implementing environmental policy and in many other policy domains.

As with environmental policy, so too with macroeconomic policy. Just as 
economic be hav ior  causes climate change externalities that justify regula-
tion, so too does spending generate “aggregate demand externalities” at the 
zero lower bound that call for  legal or regulatory intervention. The outsized 

EIGHT

Expansionary  Legal Policy:  
The Case of the Keystone Pipeline
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spending multipliers that characterize the zero lower bound on interest rates 
capture the size of  these aggregate demand externalities.

As we saw, during the  Great Recession, legislative in effec tive ness and 
fears of public debt limited expansionary fiscal policy. The zero lower bound 
on interest rates rendered conventional monetary policy in effec tive. In  these 
circumstances, policymakers should have turned to  legal and regulatory 
tools, just as they often do in other areas of policy.

When governments use law and regulation specifically to stimulate flag-
ging aggregate demand, I call this expansionary  legal policy. Expansionary 
 legal policy expands the scope of the response to inadequate aggregate de-
mand. Instead of relying on one or two stimulus instruments, like mone-
tary and fiscal policy, expansionary  legal policy offers multitudes: if almost 
 every  legal decision affects spending, then almost  every  legal decision of-
fers an opportunity to make macroeconomic policy.

The restaurant economy offers a  simple example of how expansionary 
 legal policy operates. Say the restaurant economy suffers a negative shock, 
so  people buy fewer meals. The government might respond by enacting a 
mandate— backed up by penalties— requiring  every consumer to purchase 
additional meals. An appropriately designed mandate can bring demand for 
meals back into balance with supply.

Like expansionary fiscal policy, expansionary  legal policy raises demand 
for goods and services—at least in theory. In real ity, expansionary  legal 
policy, like expansionary monetary and fiscal policy,  faces a number of in-
stitutional obstacles. In this chapter and the next, I explore the virtues and 
vices of expansionary  legal policy by focusing on the regulatory approval pro-
cess surrounding the Keystone oil pipeline from 2005 to 2018.

The Keystone Pipeline and Law and Macroeconomics

In 2005, TransCanada, an energy com pany based in Alberta, proposed 
building a pipeline to bring oil from Western Canada’s “oil sands” to the 
U.S. Gulf Coast.2  Because the pipeline crossed the U.S.– Canada border, 
the pipeline required approval from the U.S. Department of State, which 
the com pany formally sought in 2008.3 Executive Order 13337, issued to 
interpret the State Department’s role in implementing several laws passed 
by Congress, charged the State Department with determining  whether 
the pipeline was in the “national interest,” a “determination that includes 
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economic, environmental, national security and foreign policy implica-
tions.” 4 At first, it looked like the State Department would sign off on 
the  proposal, but the department dithered  after 2010. Congress inter-
vened and, in late 2014, passed a law approving construction, which Presi-
dent Obama then vetoed. Soon  after, sixty- two senators voted to overturn 
the veto, just shy of the margin needed. Meanwhile, the State Department 
pro cess continued, and in late 2015, President Obama announced that the 
proposal had been rejected, “ending a seven- year review that had become 
a symbol of the debate over his climate policies.”5 Shortly  after his inau-
guration in 2017, President Trump issued a memorandum calling for re-
consideration of the denial.6 This time, the State Department approved 
construction.7

Why We need Law and Macroeconomics: The Inadequacy  
of Conventional Cost– Benefit Analy sis

The Keystone pipeline proposal sparked enormous and continuing contro-
versy  because it demanded trade- offs among impor tant goals of the  legal 
and regulatory systems.8 On the one hand, the pipeline offered many ben-
efits, including the provision of reliable oil supplies for the United States 
(before the “shale oil” revolution), 40,000 new temporary jobs, promotion 
of good relations between the United States and Canada, and the efficiency 
gains of transporting oil from a location where it was relatively cheap to one 
where it was relatively expensive.9

On the other hand,  there  were several noteworthy harms.  Because fuels 
from the Canadian oil sands emit more carbon dioxide per unit than other 
types of oil, the construction of the pipeline would have hastened climate 
change caused by excessive carbon dioxide in the atmosphere. Although ad-
ditional emissions associated with Keystone would have been less than 
1  percent of total U.S. emissions, the pipeline nonetheless reflected new in-
vestment in the fossil- fuel economy of the sort that climate activists op-
posed. Pipeline construction also created risk of oil leaks that could damage 
the fragile and unique ecosystems of the Nebraska Sandhills and Native 
American Tribal Lands near the pipeline.

Conventional cost– benefit analy sis— the kind typical of law and 
economics— evaluates impor tant features of proj ects such as Keystone.10 On 
this view, approving Keystone produces benefits for oil consumers and pro-
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ducers. The difference in dollar value between oil in the Canadian oil sands 
and oil on the U.S. Gulf Coast, multiplied by the amount of oil Keystone 
transports, constitutes the primary benefit of Keystone. In addition, Key-
stone approval yields diplomatic benefits with Canada.  These benefits are 
hard to quantify, but cost– benefit analy sis requires that they be quantified. 
Keystone’s costs include construction, the environmental harm caused by 
additional carbon- dioxide emissions, and the cost of mitigating and cleaning 
up oil spills.  These costs are also difficult to quantify, but they are given a 
dollar value nonetheless (in spite of strident criticism).11

Conventional cost– benefit analy sis ignores job creation and friction in the 
 labor market.12 Workers and capital are treated as the costs of a given proj ect, 
and it is assumed that any worker or capital not devoted to that proj ect  will 
be put to (slightly less) productive use elsewhere.13

Law and macroeconomics enhances our understanding of costs and 
benefits by accounting for friction in the  labor market. But ignorance of 
labor- market frictions is just one symptom of a more general prob lem. 
Conventional cost– benefit analy sis overlooks macroeconomics entirely. 
Any cost– benefit analy sis that fails to consider a policy’s effect on aggregate 
demand is at best incomplete. Macroeconomic variables such as unemploy-
ment and output deserve consideration.

Keystone’s Potential Effect on Aggregate demand

In 2011, the State Department described Keystone’s short- run effects:

During construction,  there would be temporary, positive socioeconomic im-
pacts as a result of local employment, taxes on worker income, spending by 
construction workers, and spending on construction goods and ser vices. The 
construction work force would consist of approximately 5,000 to 6,000 
workers, including Keystone employees, contractor employees, and construc-
tion and environmental inspection staff. That would generate from $349 
million to $419 million in total wages. An estimated $6.58 to $6.65 billion 
would be spent on materials and supplies, easements, engineering, permit-
ting, and other costs.14

With a zero lower bound multiplier estimate of 1.7, this construction, 
in turn, would produce another several billion in additional third- party 
spending— positive aggregate demand externalities from the initial spending.
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Approval of Keystone would have increased aggregate demand by a con-
siderable amount for just one proj ect. For comparison, the Congressional 
Bud get Office estimated that the ARRA added 750,000 jobs to the economy 
in the second quarter of 2012,15 when construction of Keystone would have 
been in full swing. Approving Keystone alone would therefore have been 
associated with a short- run employment stimulus, including jobs indirectly 
created, equal to 5  percent of the effect of the primary U.S. fiscal response 
to the  Great Recession.

The Macroeconomic Cost– Benefit Analy sis of Keystone

Positive effects on aggregate demand do not, alone, mean that Keystone 
should have been approved. The macroeconomic consequences of Keystone 
 ought to be one consideration among many. Moreover, the effect of Key-
stone on output and employment is not immutable. It depends on the state 
of the economy. At certain times, an aggregate demand boost is helpful and 
at other times not.

During ordinary economic conditions, with interest rates well above zero, 
effects on aggregate demand should play  little role in the cost– benefit 
analy sis of proj ects such as Keystone. When the economy is  running at or 
near capacity, infrastructure investments do not translate into large increases 
in output. Instead, they shuffle production from one proj ect to another, such 
that one is built at the expense of another. The outcome is higher interest 
rates and higher prices rather than higher output.  Under  these circum-
stances, it is reasonable to assume, as conventional cost– benefit analy sis 
does, that most workers and capital  will find alternative uses. Thus, when 
interest rates are well above zero, cost– benefit analy sis should largely ignore 
aggregate demand—as it currently does.

Say the restaurant economy is operating at capacity, yet some worker- 
consumers petition the government for permission to smoke cigarettes in 
the restaurant, which are currently banned. Smoking in the restaurant gives 
smokers $100 worth of plea sure but creates externalities— second hand 
smoke— that cause harms worth $150 to other diners. Approval of the petition 
means that  people who want to smoke in the restaurant just would buy meals 
in place of  people who would buy them in the absence of second hand smoke. 
 Because smoking in the restaurant harms third parties more than it benefits 
smokers and does not affect output, the government should deny the petition.
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But if  there is excess capacity in the restaurant— for instance, at the zero 
lower bound— the government should consider allowing smoking  because 
the increased purchases of meals  will use up that excess capacity and in-
crease aggregate demand. A comparison of the benefits of smoking to 
smokers with the harms imposed by smoking on third parties no longer 
 settles the issue. Instead, the government also needs to consider the effects 
of the petition on aggregate demand. Allowing smoking in the restaurant 
prob ably changes aggregate demand for meals. Demand for meals from 
smokers increases while demand for meals from nonsmokers decreases. If 
the net effect is to increase demand for meals, then approval for the peti-
tion increases output and employment, providing benefits to workers and 
restaurant  owners. The government still needs to compare the benefits of 
allowing smoking to workers with the harm caused by smoking, but macro-
economic conditions dictate that the effects of the petition on aggregate de-
mand also deserve consideration.

In the case of Keystone, the government effectively rejected the smokers’ 
application while restaurant  tables went empty. Deferring approval in 2010–
2011, when interest rates  were zero and unemployment high, meant con-
struction workers who would have been employed sat idle. Other resources, 
too,  were mothballed; they  weren’t put to good use elsewhere.

Construction purchases also create an indirect “aggregate demand exter-
nality” at the zero lower bound on interest rates, which they  don’t have in 
ordinary economic conditions.16 When a private purchaser such as Trans-
Canada buys  labor and capital, the income that results has impor tant mul-
tiplier effects as the workers that TransCanada employs to build the pipe-
line increase their own purchases, sending output and employment still 
higher.  These effects are an external effect of TransCanada’s purchasing de-
cisions that TransCanada does not internalize. This multiplier is highest at the 
zero lower bound  because inadequate aggregate demand (reflected in the 
zero rate of interest), and not capacity constraints, limits output and employ-
ment. When we take this business cycle– sensitive externality into account, 
our cost– benefit analy sis changes, as it would if we took any other externality 
into account. Constructing Keystone may be efficient— with benefits ex-
ceeding costs—in a liquidity trap  because the positive aggregate demand 
externalities associated with construction at the zero lower bound exceed 
the negative externalities that decide the issue in ordinary times.

Robert Haveman and coauthors, among  others, have done just such a 
cost– benefit analy sis, analyzing a generic construction proj ect with macro-
economic outcomes in mind.17 They find that,  under plausible assumptions, 
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the total costs of construction of a proj ect like Keystone at full employment 
are reasonably well approximated by the nominal costs of construction, 
which assume no change in employment. In other words, building Keystone 
in 2018’s robust economic conditions has  little discernible macroeconomic 
effect. In a liquidity trap with high unemployment— the conditions of 2009–
2015— they estimate that the total cost of constructing a proj ect may be less 
than 50  percent of the nominal cost.18 The results suggest that Keystone, 
given its negative externalities, was prob ably not worth approval during the 
Trump administration. But the social costs of Keystone in 2011  were much 
less than the costs in 2017, suggesting that the proj ect should perhaps have 
been approved earlier.

The State Department was unable to provide such an estimate  because 
its work assumes that the economic effect of a proj ect does not vary over 
time.19 As we saw throughout Part I, however, this assumption is often wrong. 
In a liquidity trap, output capacity exceeds the output demanded. Supply 
exceeds demand, so an increase in demand  will be accommodated, and de-
mand multiplier effects are high. At full employment, by contrast, inputs 
and capacity constrain output. Increases in demand do not raise overall 
output but rather reallocate output from one source of demand to another. 
Demand multiplier effects are low.

A better and more macroeco nom ically sensitive economic impact analy sis 
of Keystone accounts for  these time- varying effects. Haveman’s research 
provides what the State Department  doesn’t. He uses estimates of the like-
lihood that employees hired for a proj ect  will avoid unemployment, which 
allows the cost– benefit analy sis to adjust with the business cycle. According 
to Haveman’s estimates, the state of the business cycle is an enormously 
impor tant determinant of the true costs and benefits of regulations. To ig-
nore the state of the business cycle when deciding on Keystone would be as 
imprudent as ignoring Keystone’s effects on the environment.

Empirical Evidence for the Effectiveness  
of Expansionary  Legal Policy

On the basis of the State Department’s analy sis, we can be reasonably 
sure that, during a liquidity trap, the proximate effects of Keystones con-
struction on aggregate spending would be positive. But uncertainty per-
sists with re spect to secondary effects.20 For instance, a concern for any 
demand stimulus proposal is business and consumer confidence. When the 
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government uses fiscal policy to increase spending, citizens may worry 
about deficits and reduce consumption and investment in response. Simi-
larly, expansionary  legal policy may make consumers and investors ner vous. 
If the resulting reductions in consumption and investment exceed the in-
crease in spending, then stimulus  will fail. We must account for confidence 
and a range of other  factors if we are to be reasonably sure that good policy 
is in the offing.

At pres ent, we  don’t have good empirical evidence about such indirect 
effects of  legal policy on aggregate demand. But we do have empirical evi-
dence about the size of indirect spending effects in another context— the 
fiscal multiplier. As we saw earlier, an ample lit er a ture shows that,  under 
liquidity trap conditions, increases in government spending translate into 
significant increases in output, even accounting for “confidence” and other 
indirect effects. If this is true of spending directly transacted by the gov-
ernment, then it is also likely to be true of spending induced by the govern-
ment via its regulatory authority. In the absence of contrary evidence, we 
should assume that the multiplier on spending induced by  legal action equals 
the government spending multiplier. This would be so with re spect to Key-
stone and any other proj ect requiring government approval.

Indeed, we have reason to believe that the  legal spending multiplier 
should be higher than the government- spending multiplier. When the gov-
ernment runs a deficit, consumers should anticipate higher tax obligations 
in the  future and reduce consumption in response, limiting the positive 
impact on demand and output. Empirical evidence supports this hypoth-
esis, finding particularly high multipliers when an increase in spending is 
not accompanied by a  future obligation to repay, something that occurs 
when spending is funded by a much larger jurisdiction (for example, U.S. 
states spending federal money or regional- development spending in EU 
countries funded from the EU bud get).21 Spending induced by a decision 
to approve Keystone also would not raise  future public debt or tax obliga-
tions, so it should result in a high multiplier.

Expansionary  Legal Policy does not Mean deregulation

Rejection of Keystone can be framed as the imposition of an infinite tax on 
the pipeline’s construction.  After all, regulation is often thought of in the 
same way as taxes: both impose costs that make it more difficult to consume 

 EBSCOhost - printed on 2/10/2023 1:13 PM via . All use subject to https://www.ebsco.com/terms-of-use



EXPAnSIonAry LEGAL PoLICy ■  137

and invest. As a general  matter, lower taxation is expansionary, increasing 
disposable income and thereby encouraging consumption and production.22 
Reasoning by analogy, we might assume that deregulation, like lower taxa-
tion, stimulates the economy. Expansionary  legal policy, then, is another 
term for deregulation to combat deficient demand at the zero lower bound.

But this is not actually how regulation or expansionary  legal policy works. 
Regulation is not in all cases equivalent to a tax. Instead, a considerable 
amount of regulation imposes spending mandates. A mandate resembles a 
hybrid program of taxation and spending. The government imposes a tax 
that equals the costs of complying with the mandate and then spends the 
receipts to bring the regulated party into compliance. Although this pro-
cess is deficit- neutral, it has a positive effect on aggregate demand  because 
taxes paid from savings are spent. Thanks to regulation, money that other-
wise would languish at the zero lower bound is put to productive use.

This princi ple could have been applied to Keystone as well. Instead of 
simply banning or approving Keystone, the State Department could have 
approved the pipeline  under conditions that further increase aggregate de-
mand. Indeed, it sought to do so, before the proj ect was scuttled. In 2011, 
the State Department negotiated for higher building standards than  those 
prescribed in the original Keystone application. The heightened standards 
would have reduced the risk of environmentally damaging pipeline spills, 
providing, according to the State Department, “a degree of safety over any 
other typically constructed domestic oil pipeline.”23 TransCanada agreed, 
saying it would “adopt 57 project- specific special conditions for design, con-
struction, and operations.”  These included improved monitoring systems, 
expanded pipeline testing, and enhanced construction requirements. Com-
plying with  these conditions entailed hiring more  labor and using more 
capital than an unconditional approval of the original pipeline application 
would have. The conditions therefore increased aggregate demand.

The value of the added construction mandates depended on the business 
cycle. To evaluate construction mandates, we compare the direct costs they 
impose with the environmental benefits they offer. At the zero lower bound, 
the true costs of production may be as  little as half of the headline costs, as 
construction utilizes spare  labor and capital. Therefore, the mandates’ ben-
efits are more likely to exceed their costs at the zero lower bound than at 
other times.

As with Keystone, so too with many other regulatory mandates. During 
the  Great Recession, for example, the EPA formulated a regulation requiring 
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power plants to install costly pollution scrubbers to minimize mercury and 
other harmful emissions. The EPA estimated that the pollution regulation 
would create 46,000 jobs in the short run but very few in the long run.24 
This regulation was especially desirable when interest rates  were constrained 
by the zero lower bound, as they  were during the  Great Recession.

At the zero lower bound, we need to consider the effects of regulatory 
decisions on aggregate demand. Regulatory interventions that increase 
spending, like the approval of the Keystone pipeline conditional on height-
ened environmental safety requirements, become more desirable at the zero 
lower bound  because they increase output and employment by bringing idle 
productive capacity back online. The business cycle– dependent value of 
 legal policy parallels the business cycle– dependent value of fiscal policy. The 
optimal fiscal policy changes with the business cycle, with programs that 
increase aggregate demand, such as government infrastructure investment, 
becoming more valuable at the zero lower bound than at other times. If we 
change our evaluation of fiscal policy with the business cycle, then we should 
also change our evaluation of regulation— unless, that is, the prob lems we 
introduce by tying law with macroeconomics exceed the benefits (a condi-
tion that applies to expansionary fiscal policy as well as to expansionary  legal 
policy). Chapter 9 therefore explores the difficulties of incorporating mac-
roeconomic considerations into the regulatory evaluation of Keystone.
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Just  because we can stimulate aggregate demand through the regulatory 
pro cess  doesn’t mean we should. Like monetary and fiscal policy,  legal 

decisions require tradeoffs. One desirable goal may be achieved at the sac-
rifice of another. Our  legal institutions also are not optimized for the pur-
pose of implementing expansionary  legal policy; certain weaknesses make 
them imperfect vehicles for stimulus. The Keystone pipeline, again, provides 
a case in point. Approval would have been eco nom ically useful during the 
recession, yet obstacles got in the way.  These point to potential challenges 
of using law for macroeconomic ends.

In this chapter, I explore a range of objections that might be raised to 
expansionary  legal policy. All reflect realistic concerns, but some  ought to 
be taken more seriously than  others.

Macroeconomics and the Goals of Law

When regulatory decision makers consider macroeconomic effects, they may 
be unable to avoid compromising on other goals of law. I consider three of 
 these: microeconomic efficiency, justice, and equity.

nInE

The Costs of Expansionary  Legal Policy
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Does Expansionary  Legal Policy Compromise  
Microeconomic Efficiency?

Let us begin with the heroic assumption that all the costs and benefits of 
Keystone can be quantified, so that we can express all goals of approval using 
a single metric, such as dollars.1 Assume further that the best analy sis sug-
gests that, in ordinary macroeconomic times, the costs of Keystone exceed 
their benefits. Might we not reasonably argue, then, that Keystone  ought 
never be built? What the cost– benefit analy sis tells us is that Keystone fails 
the test of microeconomic efficiency— specifically, “Kaldor- Hicks efficiency” 
(which associates efficiency with the largest economic pie).2 In other words, 
 those made better off by building Keystone  aren’t so much better off that 
they could, in theory, compensate  those left in worse shape. Some win from 
Keystone, but the size of the  whole economic pie shrinks.

It seems, then, that Keystone is microeco nom ically inefficient. And 
 because we generally assume that microeconomics does not depend on mac-
roeconomic conditions (other wise, microeconomics would no longer be 
microeconomics), a decision to approve Keystone at the zero lower bound 
should also decrease the size of the economic pie.

But this is only the case if we hew to a time- invariant Kaldor- Hicks defi-
nition of efficiency. We need not. Law and macroeconomics revises what 
we mean by efficiency— making efficiency depend on macro conditions. At 
the zero lower bound, maximizing the size of the economic pie entails dif-
fer ent policies than what would be called for in ordinary economic condi-
tions. Indeed, Hicks (the efficiency definition’s second namesake) himself 
emphasized that “classical” economics does not apply at the zero lower 
bound. Instead, Keynesian economics applies, meaning that policies that 
maximize the size of the economic pie at the zero lower bound differ from 
the efficient policy  under ordinary circumstances. Adjusting our cost– benefit 
analy sis to account for the differential economics of liquidity traps brings 
us closer to Kaldor- Hicks efficiency, properly understood, than the assump-
tion that efficiency is time invariant.

Of course, if Keystone is inefficient in ordinary times, it may still be inef-
ficient during a liquidity trap. Law and macroeconomics  doesn’t render the 
cost– benefit analy sis that would apply in a better- functioning economy er-
roneous, merely incomplete. Every thing that  matters in a healthy economy 
 matters at the zero lower bound. If the environmental harms associated with 
Keystone are sufficiently grave, then even lower construction costs associ-
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ated with a liquidity trap  will be insufficient to make the proj ect efficient. 
Macroeconomic considerations simply alter cost– benefit analy sis on the 
margin. Using law and macroeconomics to inform cost– benefit analy sis 
 favors decisions that enhance spending at the zero lower bound but does 
not necessitate them.

Still, the marginal effects of macroeconomic considerations can be very 
impor tant, such that a degree of microeconomic inefficiency would be ac-
ceptable. Gauti Eggertsson argues that liquidity traps may require, and have 
at times required,  legal interventions that appear egregious from a classical 
microeconomic perspective:

Can policies that are contractionary according to the neoclassical model, be 
expansionary once the model is extended to include [macroeconomic con-
siderations]? For example, can facilitating mono poly pricing of firms and / or 
increasing the bargaining power of workers’  unions increase output? . . .  The 
answer is yes  under the special “emergency” conditions that apply when the 
short- term nominal interest rate is zero and  there is excessive deflation. . . .  
 These special “emergency” conditions  were satisfied during the  Great De-
pression in the United States.3

The microeconomic cost of scrapping antitrust restrictions against collusion, 
restrictions that are almost universally acknowledged to be efficient in or-
dinary times, is far higher than that of approving a much- debated pipeline 
proj ect. If even antitrust restrictions can be sacrificed at the zero lower 
bound, then surely the microeconomic inefficiencies of borderline proj ects 
can be endured.

Eggertsson also argues that the microeconomic inefficiencies caused 
by regulatory changes at the zero lower bound are prob ably less costly 
than feared. Microeconomic inefficiencies limit supply capacity, but the 
costs of this limitation may be irrelevant in a liquidity trap  because the 
economy is not producing at capacity. So long as the reduction in supply does 
not bring capacity below aggregate demand, then only a policy’s aggregate- 
demand effects— not its microeconomic effects on supply— matter for 
efficiency.

Another microeconomic- efficiency prob lem stems from bad incentives. 
Varying law according to the business cycle  will encourage investors to sit 
on controversial proposals such as Keystone and submit them at the zero 
lower bound. Should this happen, law and macroeconomics might deliver 
many unwanted proj ects.
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Regulators need to be cognizant of  these pos si ble incentive effects, but 
they are unlikely to be very costly. For one  thing, even if regulators ease up on 
approvals at the zero lower bound, the precise regulatory regime they impose 
 will not inevitably ensure better returns for investors. Regulators may pair 
their approvals with spending mandates they would omit in ordinary times 
 because the additional spending associated with the mandates has desirable 
aggregate- demand influences at the zero lower bound.  These mandates 
may reduce, rather than increase, the returns earned on some proj ects.

Another  factor mitigating the incentive to delay is the unpredictability of 
liquidity traps. Although  there is good reason to believe that the zero lower 
bound  will become more common in the  future, forecasting liquidity traps 
with precision is not pos si ble. Investors waiting for them may find themselves 
long delayed. Fi nally, if  there is incentive for investors to defer  until liquidity 
traps, that actually may be socially desirable. Investing when the economy is 
at full capacity raises prices, producing inflation and destabilizing the 
economy. By contrast, investing during a liquidity trap reduces the costs of 
unused capacity, stabilizing the economy. Business cycle– sensitive regula-
tion induces the private sector to choose the stabilizing route.

In total, introducing law and macroeconomics into the policy equation 
may complicate the search for efficient laws and regulation, but it does 
not abandon Kaldor- Hicks efficiency, the primary criterion of microeco-
nomics. Instead, law and macroeconomics refines our understanding of 
Kaldor- Hicks efficiency so that efficient policies depend on the business 
cycle.

Challenges to Justice and Deontological Goals of Law

If all costs and benefits of Keystone can be expressed in dollar terms, then 
the pipeline’s environmental harms can be calculated and weighed against 
other considerations. But many argue that deontological goals defy quanti-
fication. According to this view, it is a  mistake to put a price on environ-
mental conservation, justice, and other goods protected by law.

This is a power ful criticism, but it is not limited to macroeconomics. Any 
economic efficiency perspective on law must balance deontological goals 
with the goal of increasing the size of the pie. So long as we continue to use 
economics to evaluate policy with tools like cost– benefit analy sis,  there is a 
role for law and macroeconomics in improving the evaluation.
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Moreover, the critique goes too far. Part of the  legal and regulatory pro-
cess is balancing between competing values and interests. Quantification 
imposes some rigor on this pro cess. While the critics are right that any dollar 
value we put on justice or environmental conservation should not be taken 
too seriously, they are wrong to argue that this implies that quantification 
should never be attempted. Rejecting quantification does not eliminate the 
necessity of balancing deontological objectives in making policy decisions. 
Instead, it makes the same trade- offs less explicit, weakening the decision- 
making pro cess.

Fears of In equality  under the Law

At least in theory, law prizes equality. Similarly situated  people should 
be treated the same way  under law. The same goes for proposals seeking 
approval. If law  were sensitive to the business cycle, it would seem to vio-
late the princi ple of equality  under the law. How can it be fair that Keystone 
gets approved at the zero lower bound on interest rates but an other wise 
identical proj ect gets denied in periods of normal economic activity?

I submit that  there is actually no in equality  here,  because the two pro-
posals are not the same. Keystone developed during a liquidity trap differs 
from Keystone developed at other times. While the proj ect itself may look 
the same, its social cost differs dramatically between zero interest rates and 
ordinary times.  There is nothing inherently inequitable about favoring a pro-
posal that uses an economy’s spare capacity over a proposal that merely 
reshuffles that capacity.

Imperfect Policy for Hard Times

Earlier, I observed that fiscal- policy stabilization may come at the expense 
of other goals of fiscal policy. When governments introduce fiscal stimulus, 
they upset a delicate balance between the costs of taxation and the benefits 
of public goods and re distribution. Yet even ardent critics of discretionary 
fiscal policy in ordinary times, such as James Buchanan, agree that when 
“the economy is caught in a liquidity trap,” “the creation of a deficit in the 
government’s bud get seems clearly to be dictated by rational policy norms, 
requiring only the acknowl edgment that full employment and expanded real 
output are appropriate objectives.” 4
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Expansionary  legal policy similarly upsets a delicate balance between 
many competing goals of law. At the zero lower bound, however,  there are 
no good options.  Either we upset other policy goals or the economy remains 
mired in a terrible slump, with potentially disastrous long- term po liti cal and 
economic consequences. Given the stakes, it makes no less sense to con-
sider law for macroeconomic purposes than to call on fiscal policy for the 
same ends.

Institutional Weaknesses of Expansionary  Legal Policy

The potential of expansionary  legal policy is  great, and the downsides seem 
no more discouraging than  those of our major stimulus tools, as long as each 
is used  under proper conditions. But given the realities of policymaking, can 
law and macroeconomics actually deliver? Can our institutions successfully 
provide expansionary  legal policy, or are they capable only of monetary and 
fiscal stimulus?

Below, I evaluate law and regulatory policy on institutional grounds 
mostly familiar from my earlier discussions of fiscal and monetary policy, 
including (1) monetary offset, (2) expertise, (3) uncertain effects, (4) time 
lags, (5) risks of po liti cal opportunism and arbitrariness, (6) demo cratic 
legitimacy, (7)  spillovers, and (8) coordination prob lems. I then compare 
 these three kinds of macroeconomic policy in institutional terms.

Although the obstacles are considerable, I argue that the case for busi-
ness cycle– sensitive laws and regulations remains compelling in some con-
texts, such as Keystone’s 2010–2011 proposal. In other cases discussed in 
 later chapters, I reach the opposite conclusion— that law and regulation are 
not well suited to macroeconomic policy. For example, I argue that law—
in the form of price and wage controls— was the wrong institutional mech-
anism for coping with the high inflation of the 1970s. At the zero lower 
bound, however, with monetary policy impotent and fiscal policy potentially 
constrained by gridlock or fear of excessive debt, some forms of expansionary 
 legal policy are justified.

Monetary Offset

In ordinary economic times, the aggregate demand stimulus associated with 
approving proj ects such as Keystone  will raise inflation. In response, the 
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central bank  will raise interest rates, curtailing the demand- fueled increase 
in output caused by approval. However, if expansionary  legal policy is con-
fined to the zero lower bound,  there is no risk of monetary policy offset. 
The central bank  will accommodate the increase in aggregate demand as-
sociated with a regulatory decision that increases spending  because the 
economy is producing below its potential and the stimulus brings output 
closer to capacity and reduces deflationary pressures. Thus, expansionary 
regulatory policy at the zero lower bound  will not suffer from monetary 
offset.

Expertise

 Lawyers, administrators, and regulators generally have  little expertise in 
macroeconomics. Macroeconomics is not taught in law schools, nor is it a 
focus of students of public policy.  After law school,  lawyers rarely confront 
macroeconomic policy questions. Attorneys and regulators often argue about 
 whether a  legal outcome is microeco nom ically inefficient, unfair, inequi-
table, or morally wrong. They seldom, if ever, consider the macroeconomic 
effects. Compared with central bankers who regularly consider the macro-
economic effects of policy, the State Department officials and administrators 
making the decision about Keystone  were macroeconomic naifs.

But when compared with fiscal policymakers— that is, legislators— 
administrators and regulators, in the State Department and elsewhere, look 
much better. The State Department’s 2011 review of Keystone was informed 
by more than twenty U.S. federal and state administrative agencies. The 
report contained expert analy sis of Keystone’s effects on, among other 
 things, “Environmental Justice, Green house Gas Emissions, Geology and 
Soils,  Water Resources, Wetlands, Terrestrial Vegetation, Fisheries Re-
sources, and Socio economics.”5 Keystone’s proposal may not have reached 
the desks of any macroeconomists, but it was scrutinized by more experts 
than a legislature could practically attend to.

The lack of macroeconomic expertise brought to bear on Keystone  doesn’t 
reflect institutional weakness; it is correctable. If the Office of Fiscal and 
Regulatory Affairs (OFRA) proposed in Part I deployed its macroeconomic 
expertise to inform the Keystone cost– benefit analy sis, then the debate over 
Keystone would have been more macroeco nom ically informed than most 
policy decisions. At the moment, the experts called in to the regulatory 
decision- making process— from agencies such as the EPA, which advised 
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the State Department on Keystone— are rarely macroeconomists.6 This re-
flects priorities, not institutional structures. If agencies  were supported by 
supervisory agencies like OFRA to consider the macroeconomic effects of 
regulations, then they could easily find macroeconomists to advise their 
policy calculus.

The prob lem of expertise is also mitigated by the narrow application of 
expansionary  legal policy to liquidity traps. Liquidity traps are clearly indi-
cated by zero short- term interest rates. Only when central bankers, con-
strained by the zero lower bound, can no longer make conventional mone-
tary policy would regulators be in a position to consider  legal stimulus. It 
should therefore be fairly easy for regulators to identify when the time for 
macroeconomic considerations is at hand.

Uncertain Effects

Which laws and regulations increase or decrease spending? This question 
has to be answered on a case- by- case basis  because law’s effects on spending 
depend on the conditions of each  legal ruling. Imposing mandates on the 
construction of Keystone increases spending so long as TransCanada accepts 
the added costs. If the mandates become so onerous that the pipeline is not 
worth building, then the mandates diminish spending.

In the case of Keystone, the direct effects of the regulatory decision are 
relatively straightforward. Permit approval increases construction spending, 
relative to denial. Secondary effects of approval could undo the direct ef-
fects, but only if  these secondary effects are strongly negative. Thus, even 
in the absence of empirical evidence, “armchair empiricism” may be enough 
to support permitting Keystone during a deep recession. We  don’t need per-
fect certainty to embrace 42,000 jobs, the State Department’s estimate, at 
a time when the economy needed them. Confidence in Keystone’s macro-
economic impact was also enhanced by the conditions attached to approval. 
 These conditions, which would have increased spending while curbing leaks, 
might have imperiled stimulus by making the proj ect too expensive for 
TransCanada to take on. But the com pany agreed to them.

We cannot always be so certain about the aggregate- demand effects of 
regulatory decisions. But this is a reason to approach expansionary  legal 
policy with caution, not an excuse for law and regulation to ignore aggre-
gate demand altogether. In conventional law and economics, armchair em-
piricism in the face of uncertain effects is common. When we  don’t have a 
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reliable, empirically driven estimate of law’s effects on microeconomic ef-
ficiency, conventional law and economics calls on  legal actors to casually pre-
dict  those effects; but this has not prevented us from using microeconomics 
to evaluate law. Indeed, intuitions about the effects of a law on overall 
spending  will often be clearer than the law’s effects on efficiency, which de-
pend on trading off several possibly offsetting effects. If we can build a 
field— law and economics— around evaluating law from a microeconomic 
perspective, then, given the stakes, we should not shrink from exploring law 
and macroeconomics as well.

Nor should we discard law and macroeconomics over some false certainty 
regarding monetary and fiscal policy. They, too, can be unpredictable. For 
example, during the “taper tantrum” of 2013, Fed policy was far more con-
tractionary than intended. A small decrease in quantitative easing was ac-
companied by a very large and unexpected increase in long- term interest 
rates. Likewise, the impact of fiscal policy is not guaranteed. During the 
recession, advocates of expansionary austerity argued sincerely that reduced 
deficits would so inspire confidence that fiscal contraction would actually 
stimulate the economy. Real ity proved other wise.

Monetary and fiscal policy comes with no guarantees, yet few economists 
and policymakers argue  these policy tools should therefore be discarded. 
Likewise, the mere fact of uncertain macroeconomic effects should not pre-
clude the use of law and regulation for macroeconomic purposes.

Time Lags

As we have seen, one of the most significant obstacles to good fiscal policy 
is timing. Legislation moves so slowly that it often  can’t keep up with fluc-
tuations in aggregate demand.  Legal policy  faces the same obstacle. De-
mand shocks may be too short- lived for  legal policy to provide an effective 
response. Many recessions last for only six months or a year, while changes 
in law and regulation often come at a much slower pace. The decision on 
Keystone’s approval, for example, was delayed for six years. And even if Key-
stone had been approved in 2011, construction would have continued  until 
2013.7 If a recession ends before the effects of a  legal decision on aggregate 
demand are realized, then law and regulation offer an inadequate tool for 
responding to macroeconomic fluctuations.

What does this mean for expansionary  legal policy? Outside of the zero 
lower bound, it means that  legal intervention is not a wise approach to 
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macroeconomic policy. Regulators should not be asked to account for macro-
economic conditions that  will change significantly during the life of a proj ect.

Regulation’s lengthy lags are not as serious a prob lem when intervals of 
inadequate aggregate demand last many years, an outcome we can reason-
ably anticipate at the zero lower bound or  after a financial crisis. To return 
to Keystone, the per sis tence in 2011 of the liquidity trap, as well as other 
negative macroeconomic indicators, made it likely that elevated U.S. unem-
ployment would persist through 2013, as it, in fact, did. Regulators there-
fore should have considered Keystone’s macroeconomic implications in de-
ciding the proj ect’s fate:  there was ample strong evidence that, even at this 
late date, Keystone would have had a noticeable, positive macroeconomic 
effect.

Small reforms could help to promote regulatory consideration of macro-
economics at moments when law can have a rapid impact on spending. One 
option would be to provide regulators annual timelines of costs and bene-
fits for given proj ects. At pres ent, cost– benefit and feasibility analyses usu-
ally condense the costs and benefits of regulation into a single number. Al-
though this simplifies decision- making, it does so by eschewing the business 
cycle. A timeline enables regulators to account for the business cycle by indi-
cating when job losses, gains, and other benefits and costs of a regulation 
 will emerge. Using this information, decision makers can figure out how to 
appropriately adjust the costs of approval in order to achieve stimulus when 
it is needed. If a proj ect increases employment rates in the near term but 
has  little effect on employment in the long run, as with Keystone, then it 
 will be more attractive at the zero lower bound than its long- run “jobs cre-
ated” figure indicates. Good regulatory decisions rarely are made without 
good information. Providing regulators with job creation timelines is a step 
 toward good decisions.

In addition, some regulatory interventions are less subject to the prob-
lems of delay than  others. Formulating entirely new rules to stimulate the 
economy is hard. Delaying the application of rules that impede spending 
 until the economy is more robust or hastening the implementation periods 
of rules that stimulate demand so that spending is concentrated in the bust 
are easier, and more timely, interventions. By focusing on timelier interven-
tions, regulators can have meaningful impacts on spending within time 
frames appropriate for episodes of the zero lower bound.

Thus, the time lags associated with regulatory intervention need not al-
ways impede that intervention.
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Risks of Po liti cal Opportunism and Arbitrariness

When we introduce another regulatory consideration— here, macro-
economics—we give the regulator another degree of freedom. Even if the 
regulation looks bad on grounds of, say, equity, environmental harm, or mi-
croeconomic efficiency, the regulator may approve it on macroeconomic 
grounds. But  these grounds could just be a smokescreen to regulate ac-
cording to the regulator’s personal preferences. Do we  really want to give 
regulators this sort of opportunity to abuse the law as they see fit?

 There is risk in this sort of opportunism. Say the proj ect aiming for regu-
latory approval pres ents an environmental threat so grave that it should 
never be allowed to proceed—no  matter the business cycle. In the midst of 
a liquidity trap, an administration unconcerned about the environment, per-
haps  because it has been “captured” by polluters, could use macroeco-
nomics as an excuse to approve a damaging proj ect.

But we  shouldn’t exaggerate just how much risk is associated with the 
macroeconomic criterion. For one  thing, the incremental impact on regu-
latory discretion is small. Regulators already enjoy a lot of leeway to impose 
their preferences. In 2017, for example, the Trump State Department ap-
proved Keystone, without regard to the business cycle. This approval re-
versed the State Department’s rejection of the pipeline during the Obama 
administration. If the regulatory pro cess already entails considerable dis-
cretion, then introducing macroeconomics into policy does not open the 
floodgates to discretion. The floodgates  were already open.

We also need to keep in mind that the imperfections of regulatory stim-
ulus, which may include a degree of opportunism, are not in and of them-
selves fatal to my proposal that  legal decisions account for the business cycle. 
What  matters is how the deficiencies compare to  those of fiscal policy, the 
other option at the zero lower bound. I submit that, when it comes to po-
liti cal opportunism, the comparison  favors regulation over fiscal policy 
passed by legislators. Unlike politicians, regulators are largely insulated from 
the pressures of elections, so they have less reason to abuse their discretion 
for po liti cal gain. Indeed, we delegate authority over monetary policy, our 
principal macroeconomic policy tool outside of the zero lower bound, to 
central banks precisely  because we think that administrators are less prone 
than legislators to po liti cal opportunism.

If opportunism is our concern, then we should readily prefer  legal expan-
sion to the alternative of fiscal policy. And given the stakes in a liquidity 
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trap— financial and social upheaval— a relatively small incremental increase 
in regulatory opportunism is a cost worth bearing.

The requirement to explain decisions plays an impor tant role in con-
straining law and regulation from both opportunism and arbitrariness. A 
regulatory decision does not simply resolve an issue. It also explains the de-
cision. This explanation guides  future regulatory decisions and shapes pri-
vate parties’ expectations about government responses to their own pro-
posals. For example, the lengthy “Basis for Decision” included in the 2017 
approval of Keystone  will be valuable to  others proposing similar proj ects 
to regulators in the  future  because it explains why the State Department 
ultimately approved the proj ect.8

If we use macroeconomic policy to shape regulatory decisions, then we 
complicate the explanations offered for decisions by regulators. In par tic-
u lar, we distort the signal that  future regulators and private- sector actors 
receive from approval or denial. What if Keystone had been approved in 
2011?  Future regulators and private- sector actors might not know if the 
permit was approved  because of the state of the business cycle or  because 
of the under lying quality of the pipeline proposal.

Yet such complications are pretty well baked into the law already. The 
basis for decisions that explain what is and is not in the “national interest” 
are already so complex and multifaceted that adding macroeconomics to the 
evaluation is not blurring what used to be a clear line. To say that injecting 
macroeconomics  will complicate regulatory explanations is like saying that 
a few drops of food coloring  will make the ocean blue.

Expansionary  legal policy uses preexisting  legal discretion  toward a new 
purpose— stimulus. If regulators and other  legal officials abuse this discre-
tion, then expansionary  legal policy becomes unlawful. The goal of stim-
ulus is no dif fer ent than the many other goals of regulation— regulators can 
pursue it only when stimulus is consistent with the regulator’s  legal man-
date. By comparison with central banks, who enjoy almost untrammeled dis-
cretion to pursue the macroeconomic policy they see fit, regulators’ scope 
for expansionary  legal policy appears narrow.

Indeed, macroeconomics would not unduly complicate a decision  because 
its implications are much more focused than the issues already  under 
consideration. When interest rates are zero, regulators should  favor actions 
that promote spending more than they  favor the same actions in ordinary 
economic conditions. That is  simple. By comparison, evaluating a proj-
ect’s effects on national security demands appraisal of many more  factors, 
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and what ever determination is reached  will be open to argument and in-
terpretation. The pre ce dents created by the current regulatory pro cess are 
already much more opaque than any that business cycle considerations 
would introduce.

An office for law and macroeconomic policy such as OFRA (see Chapter 6) 
would further reduce the risk of arbitrariness and opportunism. When stim-
ulus is needed, OFRA should both announce an estimate for the multiplier 
that all administrative agencies should apply and review agency decisions 
to make sure that they use this estimate in practice. With common stan-
dards and supervision, regulators’ scope for arbitrariness and opportunism 
would be significantly curtailed.

Demo cratic Legitimacy

Expansionary  legal policy suffers from limited demo cratic legitimacy. The 
regulators at the State Department who deci ded on Keystone (influenced 
by the presidents in power)  were unelected.

Unlike the power of the purse, however, macroeconomic policy is not a 
core demo cratic function. Our most power ful tool of macroeconomic policy, 
monetary policy, is already delegated to the “agencies” we call central banks. 
The demo cratic legitimacy prob lem associated with expansionary  legal 
policy cannot be the use of regulatory power for macroeconomic ends. 
Moreover, many regulatory bodies enjoy more demo cratic legitimacy than 
the central bank  because they are less in de pen dent than the central bank. 
Elected officials, such as the president of the United States, choose many 
of the regulators and can fire the most se nior of them at  will. As a result, 
expansionary  legal policy improves the demo cratic legitimacy of macroeco-
nomic policy. (When democracies are not healthy, demo cratic responsive-
ness can be a vice rather than a virtue.)

Perhaps, then, the prob lem is that, by considering macroeconomics in 
making regulatory policy, the regulators acquire too much power? But 
asking regulators to consider macroeconomics does not arrogate new powers 
to the regulator. Instead, it uses power already granted to the regulator in 
a new way. Executive Order 13337, which defined the State Department’s 
role, ordered that the State Department evaluate Keystone’s “economic, en-
vironmental, national security, and foreign policy” effects. (Presidents issue 
executive  orders to govern the operations of the executive branch, subject 
to authority granted by statute.) This executive order, which references 
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“economic effects,” gave the State Department all the authority it needed to 
consider macroeconomic effects.

Executive Order 13337, rather than the consideration of macroeconomics, 
creates the demo cratic legitimacy prob lem by giving the State Department, 
an unelected part of government, incredibly broad authority. In order to re-
duce the prob lem of demo cratic legitimacy, we should reduce the scope of 
the State Department’s authority in general, rather than focusing on the dif-
ficulties posed by expansionary  legal policy.

Moreover, the prob lem with regulatory power is not necessarily demo-
cratic legitimacy. Agencies like the State Department of the United States 
are part of the executive branch of government, which enjoys demo cratic 
legitimacy in the United States through presidential elections. Instead, the 
prob lem is more accurately described as regulatory arbitrariness caused by 
the open- ended executive order.

If expansionary  legal policy is implemented by the legislature, then  there 
is no concern about demo cratic legitimacy. For example, if a legislature com-
plements increased infrastructure spending in response to a recession with 
the passage of more rapid regulatory approval procedures in order to en-
sure that the spending is shovel ready, then the change in regulatory pro-
cedures enjoys a degree of demo cratic legitimacy unusual for any aspect of 
regulation.

Spillovers

When a job is created as a result of expansionary  legal policy in Nebraska, 
such as approval for Keystone, the new hire purchases additional goods and 
ser vices produced locally and in other jurisdictions. As a result, the bene-
fits of expansionary  legal policy in Nebraska spill over to neighboring juris-
dictions, such as Kansas. Although the benefits of expansionary  legal policy 
are diffuse, the costs tend to be concentrated in the home area. Only re-
gions hosting portions of Keystone face risks of oil spills, for instance.

When a federal regulator makes the decision, as in Keystone, then this 
asymmetric geographic distribution of costs and benefits should not 
hinder policy. Although the costs of expansionary  legal policy are concen-
trated while the benefits are more diffuse, the regulator considers both the 
diffuse benefits and the concentrated costs equally when making policy. 
Although Nebraska may come out  behind with re spect to Keystone, it 
 will also benefit from demand spilllovers from expansionary  legal policy 
elsewhere.
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When Nebraska regulators choose to make or avoid expansionary  legal 
policy, by contrast, then the asymmetry of diffuse benefits and concentrated 
costs hinders policy. If they focus only on Nebraska, Nebraska regulators 
may reject Keystone at the zero lower bound even if the national benefits 
exceed the costs  because Nebraska reaps only some of the aggregate demand 
benefits but bears all of the costs. Even this concern, however, should not be 
exaggerated. As discussed in Part I, increased aggregate demand creates 
many jobs at the local level in a liquidity trap, meaning that Nebraska regula-
tors have ample incentive to engage in expansionary  legal policy.

Coordination Prob lems

If we use regulation to stimulate the economy in liquidity traps, then we 
need to calibrate regulatory decisions to get the right amount of stimulus. 
This would be easy if  there  were one regulator, with a  simple set of rules, 
making just a few decisions. But many regulators, following several rule-
books, are involved in making thousands of regulatory decisions each year. 
Keystone represents just one impor tant regulatory decision among thou-
sands. If the economy  were mired in a liquidity trap, and  every regulator 
changed policy in order to stimulate aggregate demand, the result might 
be excessive aggregate demand, causing inflation to rise.

The OFRA proposed in Part I addresses this weakness of expansionary 
 legal policy. If OFRA observes some agencies putting more weight on 
 expansionary  legal policy than justified by its estimate of the “aggregate de-
mand externalities” of spending, then OFRA should use its supervisory 
powers to mitigate this prob lem.

OFRA, like any agency,  will be imperfect. Coordinating expansionary 
 legal policy  will remain more difficult than coordinating fiscal policy or mon-
etary policy. But the difficulty of coordinating expansionary  legal policy 
suggests an advantage for  legal policy as well as a disadvantage. A system with 
overlapping policy instruments is not just clunkier than a one- dimensional 
system. The diffuse system is also more robust. If a preferred macro policy 
tool fails by overstimulating or understimulating, then we can use another 
tool to offset the failures of the first. If monetary and fiscal policy prove in-
adequate, the ability of law, however imperfectly coordinated, to respond 
to inadequate aggregate demand may prevent economic depressions and 
recessions that threaten the social order.

Indeed, we saw the robustness advantage of multiple macroeconomic 
policy tools in Part I. When fiscal policy failed to stimulate at the zero lower 
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bound, central banks responded with unconventional monetary policy, even 
when the policy’s constitutional legitimacy was in question. The availability 
of multiple policies, however imperfect, enabled a better policy response to 
the  Great Recession than would have been available if fiscal policy, the text-
book lever at the zero lower bound, had been relied upon exclusively.

The possibility of monetary offset of excess regulatory stimulus reduces 
the costs associated with poor coordination of expansionary regulatory 
policy. If lack of coordination drove regulatory policy to overstimulate the 
economy, the result would likely be monetary offset, with the central bank 
responding to inflation by raising interest rates. This would represent a net 
loss: regulation would grow more complicated thanks to the introduction of 
macroeconomics, but  there would be no aggregate- demand benefit to com-
pensate. But this would be the sole cost of overstimulating by regulation. 
 There would be  little risk of macroeconomic excess leading to inflation.

As with other institutional weaknesses of law and regulation, the prob lem 
of coordination is not so fearsome that we must forgo expansionary  legal 
policy entirely. We have to balance the downsides of coordination prob lems 
with the potential of a novel macroeconomic policy tool and with the painful 
real ity of inadequate aggregate demand at the zero lower bound. And it is 
not clear that the prob lem is large in the first place. Not only are we a long 
way from regulatory overstimulus, but the experience of the  Great Reces-
sion also suggests that more is needed. Most observers believe fiscal policy 
provided too  little. If regulators overcorrect, approving too many Keystone 
pipelines and causing inflation, then  there  will be a good argument for im-
posing limits on regulatory stimulus.  Until then, we should be willing to 
experiment with liquidity- trap fixes rather than worry that they  will be too 
effective.

When Should Law and regulation Consider Macroeconomics?

That law and regulation affect aggregate demand is uncontroversial. But 
should judges and regulators actively use law to stabilize the economy? Not 
in ordinary economic conditions. The institutional weaknesses of law and 
regulation as a tool of macroeconomic policy make conventional monetary 
policy a better instrument of stabilization in  these circumstances. Unlike 
 legal policy, monetary policy is determined by in de pen dent experts with the 
power to move quickly in response to macroeconomic conditions. There-
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fore,  there should generally be a presumption against expansionary  legal 
policy. In the circumstances I describe  here, however, the presumption may 
be overcome.

The Zero Lower Bound

The case for expansionary  legal policy strengthens (as I’ve suggested 
throughout Chapters 8 and 9) at the zero lower bound. The value of ex-
pansionary  legal policy increases at the zero lower bound while the costs 
decrease.

The value of stimulus rises at the zero lower bound for several reasons. 
Mitigating widespread unemployment, hysteresis, and the attendant risks 
of po liti cal upheaval justifies reliance on clunky instruments like law and 
regulation in a way that mitigating a short recession or stabilizing inflation 
does not. This becomes especially true when our default macroeconomic 
stimulus instrument— using monetary policy to change interest rates— 
becomes impotent, as at the zero lower bound. Desperate for effective 
stimulus tools during the  Great Recession, central banks turned to uncon-
ventional monetary policy techniques that are risky, have questionable ef-
ficacy, and undermine central bank legitimacy. If central banks perceive 
the need for macroeconomic stimulus to be so urgent that they have pur-
sued unconventional monetary policy nonetheless, then arguments for 
any alternative macro policy tools, including law, should be seriously 
entertained.

While the benefits of expansionary  legal policy rise at the zero lower 
bound, the costs go down. The unusually long duration of liquidity traps, 
for example, mitigates the costs imposed by the slow- moving nature of  legal 
policy. Although regulators usually should avoid accounting for macroeco-
nomic conditions, they should do so enthusiastically at the zero lower bound. 
That is  because liquidity traps tend to be prolonged. While most recessions 
are brief and soon corrected by relatively rapid recoveries, prolonged pe-
riods of economic weakness tend to follow financial crises, triggering zero 
interest rates. The last two episodes of zero short- term interest rates in the 
United States, the  Great Depression and the  Great Recession, lasted longer 
than five years. Japan is arguably the textbook case of secular stagnation, 
with growth anemic and interest rates stuck near zero since the 1990s. At 
this time scale, expansionary  legal policy can effectively stimulate the 
economy even if it moves slowly.
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In addition, liquidity traps are signaled by a relatively objective and easy- 
to- observe indicator— zero short- term interest rates (for example, ninety-
 day government bills yielding approximately zero interest). And zero short- 
term interest rates are also almost always associated with depressed 
macroeconomic conditions, as demonstrated in Figure 9.1. In the United 
States, three- month U.S. Trea sury rates have fallen as low as 0.0  percent 
to 0.5  percent only twice, from 1934 to 1942 (the  Great Depression) and 
from December 2008 to December 2015 (the  Great Recession). Other 
than  these two periods of prolonged depressed growth and low employment 
rates, the three- month U.S. Trea sury rate has not reached zero in the last 
 century.

We observe similar correlations between zero interest rates and anemic 
growth and employment in other industrialized democracies. In the United 
Kingdom and Japan, short- term interest rates reached 0   percent to 
0.5  percent in late 2008— the nadir of the  Great Recession— and remained 
 there through 2017, reflecting chronic low growth in Japan and Brexit tur-
moil in the United Kingdom. In the Eurozone, interest rates on overnight 
bank deposits reached 0.5  percent in 2011—at the heart of the Euro crisis— 
fell into negative territory in 2014, and remained fractionally below zero 
through 2017, reflecting continued economic weakness. The rare exceptions 
to this rule, such as Germany and North Dakota during the  Great Recession, 
which experienced robust growth with zero interest rates, reflect out- of- sync 
conditions between the jurisdiction and the currency  union it is a part of, a 
prob lem I discuss shortly. If Germany had used its own currency instead 
of the Euro, then the Bundesbank would almost certainly have raised 
short- term interest rates above zero during the latter part of the  Great 
Recession.9

 Because of the availability of the zero lower bound as a proxy for de-
pressed economies, regulators and judges do not need to be macroeco-
nomic experts in order to diagnose the need for expansionary  legal policy. 
They need only observe zero short- term interest rates.

The observability of the zero lower bound also reduces the risk that reg-
ulators and judges opportunistically and arbitrarily use expansionary  legal 
policy. Instead of picking and choosing among macroeconomic indicators, 
they must demonstrate that aggregate demand is depressed by pointing to 
zero interest rates and explain why their judgment should increase spending. 
If  these explanations are lacking, then arbitrary decisions  will be reversed 
upon appeal. By cabining expansionary  legal policy to well- defined periods 
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and practices, the zero lower bound reduces the risk of arbitrariness and 
helps clarify the law.

Although periods of zero interest rates have been rare in the past, they 
have been particularly impor tant. Moreover, the secular decline in interest 
rates from 1980 to the pres ent (presented in Figure 9.1) means that episodes 
of the zero lower bound  will likely be more common in the  future than they 
have been in the past. Recent research estimates that zero lower bound “ep-
isodes are likely to be substantially more frequent . . .  occurring nearly 
40  percent of the time.”10

 Because short- term interest rates can fluctuate from day to day, a strict 
rule of zero interest rates to consider expansionary  legal policy looks un-
wise. Instead, I recommend that expansionary  legal policy be considered 
when short- term interest rates fall below 0.5  percent. But the presumption 
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Figure 9.1  Short- run interest rates have hit the zero lower bound in the United 
States during only two periods: the  Great Depression (1933–1942) and the  Great 
Recession (2008–2015).

Data Source: Board of Governors of the Federal Reserve System, “3- Month Trea sury Bill: 
Secondary Market Rate [TB3MS],” retrieved from FRED, Federal Reserve Bank of 
St. Louis, https:// fred . stlouisfed . org / series / TB3MS.
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against expansionary  legal policy should be strong when interest rates 
exceed 0.5  percent and weaker as rates hits zero or below.

 After Financial Crises

In Chapter 4, I explained that the liquidity trap and secular stagnation 
accounts  were not universally accepted. Instead, many blame the “debt su-
percycle” for causing prolonged recessions. When asset values go down dra-
matically, prolonged recessions ensue  because borrowers can no longer 
maintain their spending by obtaining credit. With aggregate demand inade-
quate, production falls and unemployment rises. Lower production triggers 
more defaults and a further decline in asset values, and the cycle continues.

The debt supercycle and zero lower bound accounts of prolonged periods 
of economic weakness are not mutually exclusive. Using the zero lower 
bound as a trigger for expansionary  legal policy  will effectively respond to 
some financial crises  because episodes of the zero lower bound often follow 
financial crises (as in the  Great Depression and the  Great Recession).

The debt supercycle and zero lower bound explanations are not equiva-
lent, however. According to the debt supercycle theory, economies should 
suffer prolonged recessions  after financial crises even if interest rates do not 
go down to zero. Advocates of the debt supercycle theory of prolonged re-
cessions should support expansionary  legal policy in the aftermath of  every 
financial crisis, even if interest rates do not go to zero.

Although interest rates may exceed zero during a financial crisis, mone-
tary policy loses efficacy. Even if the central bank lowers short- term interest 
rates during a financial crisis, rates for ordinary borrowers may not follow 
short- term rates downward  because the primary transmitters of interest rate 
decreases into the economy, financial institutions, do not work effectively. 
Likewise, a decline in the value of collateral renders many willing borrowers 
ineligible to borrow at any interest rate. As a result, expansionary monetary 
policy cannot quickly mitigate recessions  after a financial crisis. Finding 
other stimulus tools, such as  legal policy, therefore becomes more urgent.

Like episodes of the zero lower bound, the aftermath of financial crises 
lingers. Reinhart and Rogoff document that,  after a typical financial crisis, 
“unemployment rises for almost five years.”11 They also show that, even  after 
unemployment stops rising, “growth is sometimes quite modest in the after-
math” of a recession resulting from a financial crisis. The United States, 
for example, actually beat expectations in this regard during the Great 
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Recession, with peak unemployment in 2010, but unemployment remained 
well above pre– Great Recession norms— indicating deficient aggregate 
demand— through 2015.

With recoveries delayed  after financial crises, law offers a realistic stim-
ulus instrument in their aftermath. Even though expansionary  legal policy 
moves slowly, it can operate effectively at horizons of five years or more.

Financial crises are also relatively easy to identify— though not as easy 
as the zero lower bound. Objective indicators of financial crises include the 
failure of many financial institutions and an increase in “spreads” (differ-
ences in interest rates) between ordinary borrowers and sovereign bor-
rowers. In order to justify expansionary  legal policy in the long recessions 
that follow financial crises, regulators and judges should demonstrate that 
a financial crisis has occurred by pointing to  these indicators.

Fiscal Policy Is Hamstrung

At the zero lower bound or  after a financial crisis, conventional monetary 
policy cannot stimulate moribund economies. As  we’ve seen, the standard 
macroeconomic policy prescription in such cases is expansionary fiscal 
policy. But expansionary fiscal policy is limited by a lack of fiscal space, def-
icit restrictions, and legislative gridlock.

Expansionary  legal policy offers the most utility when both monetary and 
fiscal policy are hamstrung. As a result, law and macroeconomic efforts 
should be most active when fiscal policy is not responding to the zero lower 
bound. If fiscal policy is responding to the zero lower bound with stimulus, 
then law and regulation should stand back  because the legislature— a more 
demo cratically legitimate instrument of government than judges and 
regulators—is addressing the prob lem of inadequate aggregate demand 
and excess unemployment.

In the right conditions, even the legislature may pursue expansionary 
 legal policy. When market conditions or constitutional restrictions prevent 
fiscal stimulus, even an active legislature lacks tools to stimulate aggregate 
demand. In response, the legislature should consider  legal reforms that stim-
ulate aggregate demand. In the aftermath of many previous financial crises, 
for example, governments implemented large- scale debt relief laws (discussed 
in Chapter 11).

Policies enacted by the legislature enjoy maximum demo cratic legiti-
macy and are therefore preferable to expansionary  legal policy implemented 
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by regulators or judges. Relying on the legislature, however, also limits 
policymaking expertise and subjects expansionary  legal policy to legislative 
gridlock. To mitigate  these costs, legislatures routinely grant regulators 
and judges wide discretion over some decisions— discretion that can be 
used to pursue expansionary  legal policy.

Where Regulators and Judges Already Exercise a Lot of Discretion

In order to minimize opportunism, re spect for the rule of law and demo-
cratic legitimacy, regulators or judges should pursue expansionary  legal 
policy when they are implementing vague  legal “standards” rather than ap-
plying clear  legal “rules.” “The national interest”— the standard the U.S. 
State Department applied to Keystone—is an already vague test that en-
ables regulators or judges to consider context. Adding macroeconomics to 
“the national interest” with re spect to Keystone adds  little risk that  isn’t al-
ready  there. As a result, adding macroeconomic considerations to an al-
ready blurry standard neither adds much risk of opportunism nor does it 
arrogate extra power to unelected regulators and judges.

Modifying a rule, by contrast, makes opportunism more likely. Rules 
dictate how a  legal actor is supposed to make decisions without reference to 
context. For example, a speed limit indicates that any speed over the limit 
is unlawful, even if the driver is driving safely. As such, a speed limit re-
stricts police discretion and thus the opportunity for police to indulge their 
preferences in enforcement. ( Because speed limits are not uniformly en-
forced,  these benefits are attenuated in any case.)

If we tried to stimulate the economy by changing rigorous enforcement 
of speed limits to allow police to consider the business cycle effects of en-
forcement in addition to a driver’s speed, then expansionary  legal policy 
makes opportunism easier. With the introduction of expansionary  legal 
policy, our ability to evaluate police action diminishes, making it easier for 
opportunism to go undetected. As a result, expansionary  legal policy should 
be implemented by adjusting standards rather than adjusting rules.

Out- of- Sync Jurisdictions in a Currency Union

We have seen in Chapter 3 that stabilization options are limited in jurisdic-
tions that are part of currency unions— such as U.S. states, Eurozone coun-
tries, and countries that maintain a currency peg.  These jurisdictions do 
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not control monetary policy, which is subordinated to the purpose of facili-
tating trade.

In  these jurisdictions, monetary policy is controlled by a central bank for 
the entire currency  union or by the central bank of the country that main-
tains the reference currency. If, say, a jurisdiction’s economic cycle is at-
tuned to the cycle of the  whole currency  union, then  there is  little cost as-
sociated with the loss of monetary policy. If, however, the jurisdiction’s 
economy is poorly correlated with the economy of the  whole currency 
 union, then the jurisdiction may suffer for the loss of monetary control.

If the jurisdiction is suffering from a recession when the rest of the cur-
rency  union’s economy is thriving, then contractionary monetary policy (ap-
propriate for the currency  union as a  whole) may entrench the recession 
and cause hysteresis and po liti cal unrest. Moreover, constitutional bud get 
restrictions limit the ability of many jurisdictions, such as U.S. states and 
Eurozone countries, to pursue fiscal stabilization. To avoid a painful down-
turn, the jurisdiction should consider expansionary  legal policy in spite of 
its institutional flaws. And if the jurisdiction is thriving when the rest of the 
currency  union’s economy is struggling, then the jurisdiction should con-
sider contractionary  legal policy in order to mitigate the costs of the boom.

The experience of North Dakota during the  Great Recession exemplifies 
this sort of poor correlation, the only condition in which contractionary  legal 
policy makes sense. In the midst of the  Great Recession, the state under-
went a shale oil boom, which induced  labor and housing shortages, traffic 
congestion, environmental degradation, and sharply higher prices  there.12

Monetary policy did not respond to the strain caused by the isolated 
boom,  because the economy in most of the United States was stumbling, so 
the Fed kept rates low—at zero, in fact. North Dakota’s fiscal response was 
also hamstrung by a combination of public need and poor design. While the 
state ran bud get surpluses at the height of the boom, it also reduced taxes, 
stimulating rather than contracting aggregate demand. Thanks in part to 
the tax cuts, the state faced a crunching deficit  after the oil price collapsed 
in late 2014 and early 2015.13 North Dakota’s hands  were also tied in terms 
of government spending. Cuts would have reduced aggregate demand, but 
 doing so would have been extremely difficult. The boom put  great strain on 
the provision of public goods; curtailing them in the midst of the boom 
would have induced a lot of suffering and po liti cal backlash.

Lacking fiscal means of restraining an overheating economy during the 
boom, and lacking control over monetary decisions, North Dakota should 
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have considered contractionary  legal policy. For instance, the state could 
have imposed more exacting standards for obtaining pipeline permits during 
the boom. (Although the Keystone pipeline did not go through North 
 Dakota, other pipeline proposals  were put forward, including the contro-
versial Dakota Access Pipeline.) A slower pace of pipeline construction 
would have reduced inflationary pressures and enabled the North Dakota 
 labor and housing markets, as well as investment in public goods such as 
roads and schools, to catch up to the sudden increase in demand caused by 
the oil boom.

Unlike at the zero lower bound, identifying and remedying inappropriate 
macroeconomic policy in a currency  union requires macroeconomic exper-
tise from regulators and judges. They must know (1)  whether the jurisdic-
tion is in recession or boom, (2)  whether the currency  union as a  whole is in 
recession or boom, and (3)  whether macroeconomic policy is inappropriate 
in the jurisdiction as a result of a mismatch in business cycles. In addition, 
the regulator or judge needs to be confident that the macroeconomic mis-
match  will linger in order to justify turning to  legal policy.

 Because  there are no  simple and verifiable indicators for all of  these vari-
ables, the risks of opportunistic or arbitrary law loom larger than they do at 
the zero lower bound. As a result, regulators and judges should engage in 
 legal policy stabilization to respond to macroeconomic conditions in out- of- 
sync jurisdictions in a currency  union only if macroeconomic conditions in 
the jurisdiction are truly dire.

I’ve argued for expansionary  legal policy at the zero lower bound, in the 
aftermath of financial crises, and when a jurisdiction’s economy is wildly out 
of sync with the economy of the rest of a currency  union. But I’ve provided 
only one example of expansionary  legal policy— approving the Keystone 
pipeline in 2011 but not in 2017. And even Keystone represents a hy po thet-
i cal, rather than real, example of using law for macroeconomic ends.

In Chapter 10, I focus on two periods in which macroeconomic policy 
often meant law rather than fiscal or monetary policy— the New Deal of 
Franklin D. Roo se velt in response to the  Great Depression and the price 
controls implemented by President Nixon in response to the “ Great Infla-
tion” of the 1970s. The New Deal was a partial success, while the price con-
trols mostly failed.  These cases show us that (1) law can be an impor tant tool 
of macroeconomic policy and (2) the institutional weaknesses of law as a 
macroeconomic policy instrument mean that we should use law sparingly.
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L aw and regulation played almost no role in the macroeconomic policy 
response to the  Great Recession. But policymakers have not always 

spurned law, as  we’ll explore in this chapter. The New Deal response to the 
 Great Depression consisted largely of  legal interventions rather than fiscal 
stimulus. And the U.S. “stagflation” of the 1970s was met with the full force 
of law. As inflation exceeded 6  percent a year, Congress authorized the Eco-
nomic Stabilization Act of 1970. Using his authority  under this Act, Presi-
dent Nixon imposed a set of wage and price controls. In both cases, macro-
economic challenges prompted  legal responses.

Why have we forgotten about law as a macroeconomic policy tool? The 
simplest explanation is that previous  legal interventions for macroeconomic 
purposes have not worked well. Price controls failed during the 1970s. The 
rec ord of the New Deal attempts at expansionary  legal policy was better. 
Although the Supreme Court ruled the National Recovery Administration—
the centerpiece of the efforts to stimulate the U.S. economy through  legal 
means during the  Great Depression— unconstitutional, the U.S. economy 
dramatically rebounded shortly  after Congress enacted the (mostly  legal) re-
forms of the first “hundred days” of Franklin D. Roo se velt’s presidential 
administration in 1933. Even the New Deal efforts at law and macroeco-
nomics, however, did not reflect the macroeconomic “state of the art.”

For the most part, I agree that price controls and central planning are 
like magic bullets that too often miss their targets. But I submit that we 
should not therefore eschew macroeconomic tools of law entirely.  Legal 
intervention is potentially dangerous, but it can also provide a power ful 

TEn

Law and Macroeconomics: 
Lessons from History
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remedy. The New Dealers had the right intuitions about turning to law and 
macroeconomics at the zero lower bound. Indeed, even their unfocused at-
tempts at  legal stimulus worked impressively from 1933 to 1937. If  future 
law and macroeconomic interventions enjoy better grounding in macroeco-
nomic theory and directly adjust aggregate demand in conditions when 
other macro tools are wanting, then we can expect law and macroeconomics 
to become an invaluable policy option.

The Law and Macroeconomics of the new deal

Whereas lawmakers balked at expansionary  legal policy during the  Great 
Recession, such an approach was almost self- evident to President Franklin D. 
Roo se velt and other New Dealers amid the  Great Depression. The signa-
ture piece of legislation passed during the first hundred days of Roo se velt’s 
administration was the National Industrial Recovery Act (NIRA). Upon the 
passage of the NIRA, Roo se velt declared:

History prob ably  will rec ord the National Industrial Recovery Act as the 
most impor tant and far- reaching legislation ever enacted by the American 
Congress. It represents a supreme effort to stabilize for all time the many 
 factors which make for the prosperity of the nation and the preservation of 
American standards.

NIRA inaugurated sweeping  legal changes. The goal of many was to in-
crease prices in order to facilitate spending: if  people expected prices to rise 
in the  future, then real interest rates at the zero lower bound would decrease 
even if nominal rates stayed at zero; with real rates lower, spending would 
increase. To this end, NIRA suspended antitrust laws that prevented the 
formation of cartels. It strengthened  labor  unions. And it created the Na-
tional Recovery Administration, an agency charged with reducing unem-
ployment by imposing standards of fair conduct on most employers. Time 
magazine named the Administration’s chief, Hugh Johnson, “Man of the 
Year” in 1933.

President Roo se velt and Congress also passed other laws and regulations 
with impor tant macroeconomic effects during the first hundred days. Upon 
taking office, FDR declared a “bank holiday,” temporarily closing banks to 
prevent bank runs. Congress ratified FDR’s declaration with the passage of 
the Emergency Banking Act shortly thereafter. It worked. The bank hol-
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iday effectively suspended depositors’ contractual rights to their money, but 
this extraordinary invasion of contractual rights “ended the bank runs that 
had plagued the  Great Depression.”1 The Emergency Banking Act also 
weakened the United States’ adherence to the gold standard, decreasing de-
flationary pressures.

The Supreme Court ruled NIRA unconstitutional in A.L.A. Schechter 
Poultry Corp. v. United States  because the law delegated too much con-
gressional authority to the National Recovery Administration.2 In addition, 
the Court held that the legislation  violated Congress’s powers  under the 
commerce clause of the Constitution, reasoning the Court disavowed 
just two years  later.

Even  after the demise of NIRA, the United States continued to pursue 
law and macroeconomics. As Steven Ramirez explains, much of the New 
Deal  legal apparatus, such as the introduction of corporate income taxation 
and the National  Labor Relations Act of 1935 (NLRA), sought to stimulate 
the economy.3 As originally conceived by President Roo se velt, the corpo-
rate income tax reached only cash rather than profits and encouraged cor-
porations to spend rather than hoard cash.4 The NLRA aimed to empower 
 unions so that workers’ wages would increase. This would raise inflation ex-
pectations, stimulating spending.

Many have criticized NIRA— and, to a lesser extent, the NLRA—on mi-
croeconomic grounds. In ordinary times, suspending antitrust laws re-
duces output, decreasing the economy’s potential even as prices increase. 

For many, the New Deal policies also appeared flawed from a macroeco-
nomic perspective. Notably, most of the  legal interventions did not aim to 
stimulate aggregate demand directly. In a 1933 open letter to President 
Roo se velt, John Maynard Keynes acknowledged that raising the price level 
through the suspension of antitrust law might indirectly stimulate aggre-
gate demand in theory but criticized Roo se velt’s economic policy for exces-
sive reliance on this effect.5 Instead, Keynes preferred policies that directly 
increased aggregate demand. He argued that increases in “governmental 
expenditure,” not increases in the price level,  were the “prime mover” of re-
covery. Keynes wrote of “the failure of [FDR’s] administration to or ga nize 
any material increase in . . .  expenditure during your first six months in 
office.”

The early New Deal thus looks like a failure on both macroeconomic and 
microeconomic grounds. But we should not be too hasty in condemning this 
early example of expansionary  legal policy. In the short run, NIRA and the 
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other  legal interventions of the first hundred days dramatically increased 
inflation expectations and stimulated spending.6 The U.S. economy, which 
shrank an incredible 30  percent from 1929 to 1933, rebounded noticeably 
in 1933–1936, growing by more than 10  percent per year before slumping 
again in late 1937. Although NIRA likely decreased economic potential over 
the long run, Gauti Eggertsson argues that the U.S. economy was not con-
strained by potential in 1933 but rather by inadequate demand. As a result, 
NIRA’s indirect aggregate demand- enhancing effects outweighed its harm 
to long- term potential.

I do not disagree with  those accusing New Dealers of making  legal in-
terventions that imposed considerable microeconomic harm. But this is 
not a reason to condemn law and macroeconomics generally. From the 
macro perspective, the New Deal was at least a short- term success. In spite 
of their flaws, New Deal laws helped U.S. output rebound. Other  legal and 
regulatory interventions, which directly increase aggregate demand while 
imposing smaller microeconomic harms, should offer economies even 
more stimulus than NIRA did, without NIRA’s long- term harms to poten-
tial output.

The rise and Fall of Price Controls

 After World War II, law continued to play a vital role in macroeconomic 
policy. As described in Chapter 3, the Bretton Woods system of international 
macroeconomics was premised on capital controls, which subordinated fun-
damental princi ples of law, such as the enforcement of contracts, to macro-
economic needs. By using law to restrict international capital flows, the 
Bretton Woods regime enabled countries to enjoy stable exchange rates 
while retaining control over monetary policy.

Bretton Woods came to an end with the “Nixon Shock” delivered on 
 August 15, 1971. Unwilling to undertake the painful macroeconomic reforms 
needed to support an overvalued dollar, President Nixon suspended the 
United States’ participation in the international currency system. But the 
suspension of Bretton Woods did not end the reliance on law and macro-
economics. Instead, President Nixon replaced one law and macroeconomics 
regime— capital controls— with another— price controls. In the same 
speech that suspended the Bretton Woods currency system, Nixon imposed 
price controls authorized by the Economic Stabilization Act of 1970. Presi-
dent Nixon’s Executive Order 11615 sought to tame inflation by initially 
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freezing all U.S. prices and wages for a period of ninety days.  After the 
ninety days ended, all increases in wages and prices needed to be approved 
by governmental “pay boards” and “price commissions.”

Wage and price controls seemed to succeed at first. Just before the im-
position of price controls, inflation exceeded 4  percent a month on an an-
nualized basis.  After the price freeze, inflation quickly fell below 4  percent. 
In mid-1972, during the second phase of price controls, inflation dropped 
 under 3  percent.

But by 1974, annual inflation had exploded to more than 10  percent. It 
remained high into the 1980s. Consumers faced shortages of gasoline, meat, 
and other goods and  were forced to queue for them.7

To reduce inflation, the government fi nally turned to monetary, not  legal, 
policy.  Under the leadership of Chair Paul Volcker, the Fed tightened 
monetary policy sharply, raising short- term interest rates from roughly 
11   percent in 1979 to 20   percent in 1981. Inflation in the United States 
plummeted from more than 13   percent annually in 1981 to slightly over 
3  percent in 1983. Since then, it has never exceeded 5  percent. But taming 
inflation came at the high cost of successive severe recessions, with unem-
ployment reaching its post– World War II peak in 1982.

Criticisms of Wage and Price Controls

Wage and price controls are potentially power ful tools of contractionary 
 legal policy, at least in the short run. But price controls do not offer the only 
means of quelling high inflation. In addition, price controls did not prove 
effective over the long run. Contractionary monetary policy, and not price 
controls, quelled rampant inflation in the United States and elsewhere. And 
price controls also caused significant microeconomic harms. Thus, the 
failure of price controls supports the conclusion that we should consider 
using law for macroeconomic ends only when monetary alternatives are in-
accessible. Indeed, price controls illustrate many of the institutional weak-
nesses of law and macroeconomics.

Lack of Expertise

Experts, who know that inflation is caused by a money supply that is ex-
panding too quickly and aggregate demand that exceeds capacity at the 
current inflation level, know that price controls are not a long- term solution 
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to inflation. But price controls offer an intuitively direct “solution” to the 
prob lem of rising prices. As a result, nonexperts engaged in law may prefer 
price controls to better alternatives for controlling inflation.

Inequity and Microeconomic Inefficiency

When we use law for macroeconomic purposes, we sacrifice goals of eq-
uity, justice, and microeconomic efficiency. If the sacrifice is too  great, 
then we should refrain from using law as a macro policy lever. That was the 
case in the 1970s: price controls imposed excessive efficiency and equity 
costs.

Wage and price controls necessarily come at  great cost  because they de-
grade the capacity of the price system to do its essential task: coordinate 
the market economy.8 When coordination breaks down, shortages and ra-
tioning result.  These impose serious microeconomic harm. (If the price 
mechanism perfectly coordinated the economy, then  there would be no re-
cessions, also known as coordination failures. Thus, price is not a perfect 
coordination mechanism. But price works better than price controls.)

To reduce  these harms, sophisticated regulators developed clever price 
control mechanisms that restricted average prices without undermining the 
price system entirely. But  these mechanisms introduced complications in 
addition to improving incentives. In par tic u lar, complicated price control 
mechanisms wreaked havoc with contract terms and engendered consider-
able litigation.

The body formed to implement price controls in the United States in the 
1970s, the Cost of Living Council, did its best to keep a lid on prices while 
retaining incentives for producers to produce. Although it might have placed 
a price ceiling on all oil produced in the United States, a  simple price cap 
would have reduced incentives to produce additional oil. Instead, the regu-
lator separated oil production into two categories and capped only one of 
them. “Old oil”— the amount produced in the previous year— was subject 
to a price freeze. If an oil producer produced the same amount of oil in the 
current year as in the previous year, then all of the producer’s production 
for this year would be considered “old oil” and subject to a price cap. In 
order to create incentives to produce additional oil, however, the price of 
“new oil” was uncontrolled. A producer’s new oil equaled the excess of this 
year’s oil production over last year’s production. Additional production was 
therefore rewarded with a higher price than steady production. To give even 
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stronger incentives to increase production, each barrel of new oil enabled 
the producer to relabel a barrel of its old oil as new. If a producer produced 
one more barrel of oil than last year, then it would be allowed to sell two 
barrels of oil at an uncontrolled price (one barrel of new oil and one barrel 
of old oil relabeled as “new”).

This creative pricing system aimed both to limit inflation and to stimu-
late oil production. By regulating the price of old oil for which producers 
already had the capacity to produce, the Council hoped to limit inflation. 
But with the price of new oil uncontrolled, firms  were also incentivized to 
keep producing in spite of the price caps. Indeed, the ability to relabel old 
oil as new made producers’ incentives to increase production stronger than 
they would have been in an economy without any price controls. If the in-
genious scheme worked, producers would have  every reason to increase their 
output, but the average price of all barrels of oil (new and old) would be 
lower than it would have been without price controls.

Although it looks good on paper, the scheme proved less  viable than its 
architects hoped. In order to mitigate the harm caused by price controls, 
the Council needed to calculate the value of old oil for  every producer and 
mea sure its new oil production, a crushing administrative task. The system 
also created inefficiencies and inequities, as illustrated by a contract law 
 battle between Gulf Oil and Eastern Airlines.9

Before the imposition of price controls, Eastern signed a contract indexing 
the purchase price of Gulf oil at certain airports to an oil price mea sure 
calculated by Platt’s Inc.’s OilGram. When price controls  were imposed, 
Platt’s had to revise its indexing method. Platt’s deci ded to index according 
to old oil, which slanted the contract in Eastern’s  favor. Now the airline could 
buy oil from Gulf at the old oil price, making Gulf oil cheaper than oil from 
many other suppliers at the same airports, who  were selling new oil. Instead 
of turning the profit it other wise would have, Gulf wound up losing from 
the contract, a direct result of the price controls.

In addition to creating an unfair outcome, the contract incentivized in-
efficiency. Before the price controls, Eastern did not usually fill its tanks 
with Gulf fuel at airports subject to the contract. A full tank added weight 
to the airplane, reducing efficiency. But when the price controls artificially 
lowered the contracted price of Gulf fuel, Eastern began filling its tanks 
when it had access to Gulf’s product. Gulf’s fuel was so cheap that Eastern 
 didn’t mind wasting it. Gulf eventually took Eastern to court over the con-
tract, and in 1975 a federal court deci ded that Eastern could continue to 
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fill its airplanes with Gulf oil at the desirable price. This inefficiency and 
the litigation that ensued  were all direct results of the price controls.

Uncertain Effects

The effects of price controls proved volatile and unpredictable. They may 
have been beneficial in the short run but failed to restrain inflation over the 
longer term. If we cannot rely on price controls to restrain inflation over 
the long run, then we should refrain from using them for purposes of long-
 run macroeconomic policy.

Po liti cal Opportunism

Like any legislative effort, price controls are subject to po liti cal calculation. 
Such was the case in Congress, according to William N. Walker, the gen-
eral counsel of the Cost of Living Council. “Congressional Demo crats had 
championed the Economic Stabilization Act, enacted in 1970 over Nixon’s 
opposition,” Walker wrote. “Congress assumed a conservative President like 
Nixon would never invoke the authority and they intended to use it to em-
barrass him.”10 In turn, Nixon’s decision to implement the authorized con-
trols “was aimed at deflecting Demo cratic criticism of his economic per for-
mance as the countdown began to the 1972 elections,” Walker alleges.

The imposition of price controls was po liti cally popu lar, but it harmed 
the economy, without restraining inflation. Price controls and other such 
instruments, which enable politicians to impose long- run harms in exchange 
for short- run benefits, should be discouraged. Indeed, price controls epito-
mize the high institutional costs that may be associated with using law for 
macroeconomic ends.

reconsidering Wage and Price Controls: The Case of Greece

While wage and price controls proved costly and in effec tive forms of con-
tractionary  legal policy, even they are worth considering if the macroeco-
nomic alternatives are sufficiently dire.  Under the right conditions (which 
 will be rare), price controls offer a power ful tool for overcoming price ri-
gidities that keep output below potential in depressed economies. If even 
the most unlikely tools of law and macroeconomics, such as price controls, 
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occasionally have their uses, then we should never dismiss law and macro-
economic interventions absolutely. Rather, we need to compare  legal solu-
tions to macroeconomic prob lems with fiscal and monetary alternatives.

Greece is a signature case. The term “ Great Recession” fails to convey 
Greece’s strug gles from 2009 to the pres ent. Unemployment  there peaked 
at a remarkable 29  percent in 2013 and remained well above 20  percent into 
2018. Seven years into the  Great Recession, Greek output was 26  percent 
smaller in real terms than at its pre- recession height. For comparison, U.S. 
output during the  Great Depression bottomed out at 25  percent below its 
peak. Seven years  after the onset of the  Great Depression, real output in 
the United States had fully recovered. Greek social indicators, such as plum-
meting birthrates and a sharp increase in incidence of depression and sui-
cide, testify to the  human cost of Greece’s economic tragedy.

Many economists blame Greece’s astronomic unemployment rates on pre-
vailing wages. Greeks who do work are paid too much in relation to overall 
 labor productivity, and  those who  don’t work demand too much to get back 
into the  labor market. Since Milton Friedman’s seminal analy sis of this issue, 
the conventional macroeconomic prescription for a country in Greece’s po-
sition has been currency devaluation, which would be accomplished by ex-
pansionary monetary policy.11 By devaluing its currency, Greece would, in 
a single stroke, make its  labor and capital more competitive, enabling it to 
increase exports and mitigate the depression.

However, as a member of the Eurozone, Greece does not control its own 
currency. It cannot devalue its currency in order to make its economy com-
petitive with its neighbors’. Instead of devaluing its currency, Greece was 
forced to “internally devalue” by allowing wages and other prices to decline. 
A market- led pro cess of wage declines, however, moves fitfully and pain-
fully, leading to further reduction in output.  Because the market system 
cannot coordinate rapid downward wage and price adjustment, inefficien-
cies such as sky- high unemployment also follow. As Friedman explained, 
“Wage rates tend to be among the less flexible prices. In consequence, . . .  
a policy of permitting . . .  [wages] to decline is likely to produce unemploy-
ment rather than, or in addition to, wage decreases.”

Greeks have borne witness to the accuracy of Friedman’s prediction. 
Instead of lowering wages, many Greek employers chose to keep nom-
inal wages fixed and instead cut employment. Prices and wages have since 
decreased, but the pro cess has been agonizingly slow and eco nom ically 
painful.
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Even with currency devaluation off the  table, Greece need not have left 
macroeconomic management to market forces:  there are other ways of com-
bating the notorious downward inflexibility of wages. Expansionary  legal 
policy was still available. And law—in par tic u lar, price controls— offered 
yet another alternative, an instrument for lowering real wages and prices 
rapidly and in a more coordinated fashion than isolated market actors could 
achieve. If Greece had passed a law requiring all nominal wages, prices, and 
domestic debts to be briefly reduced by a significant amount— say, 10  percent 
for three months— then real wages and prices would have adjusted as quickly 
as if Greece had devalued its currency. (A simpler alternative would cut 
wages by 10  percent, but leave other prices un regu la ted.) In one stroke, a 
regime of price controls would have made Greek  labor and production 
more competitive relative to  those of other Eurozone countries.12

 There would have been, as one might expect, trade- offs. Any devaluation— 
whether through currency devaluation or legally imposed deflation— puts 
the financial system at risk. And devaluing via price controls adds an addi-
tional complication. Greek banks’ domestic assets would lose value, but for-
eign liabilities  wouldn’t, taxing the banks’ solvency. A financial meltdown 
would, of course, exacerbate the depression. In addition, Greek products in-
cluded inputs from outside the country. The cost of  these inputs would not 
have changed, even as the domestic revenues of  those firms would lose value. 
 Either Greek businesses would have to bear this painful shock— which 
might cause many to collapse—or be able to adjust their individual price 
deflation to reflect the foreign component of their inputs, which would make 
legally imposed deflation very complex. More broadly, devaluation squeezes 
the profits of importers who charge consumers in domestic currency but pay 
their suppliers in foreign currency. Fi nally,  there is no  simple way to deter-
mine what debt is domestic, and therefore subject to price controls, and what 
is foreign. This means that  lawyers would have had to draw fine lines be-
tween what accounts are subject to price controls and what are not. To miti-
gate  these harms, Greek price controls would have needed the cooperation 
of the Eu ro pean Central Bank and Greece’s most impor tant creditors.

But desperate times called for desperate mea sures. Greece was suffering 
an unpre ce dented economic cataclysm, with both supply- side (uncompeti-
tive  labor costs) and demand- side (aggregate demand short of supply ca-
pacity) dimensions. Eu ro pean monetary policy was stuck at the zero lower 
bound, limiting monetary stimulus. Greek fiscal policy also had no scope 
for stimulus, as national debt levels  were astoundingly high. And in spite of 
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the horrendous costs, neither Greece nor the “troika” of the IMF, ECB, and 
Eu ro pean Commission  were willing to accept a Greek exit from the Euro-
zone, which would enable direct devaluation. (Like a legally imposed do-
mestic deflation, “Grexit” would also require difficult determinations of what 
assets would remain denominated in Euros versus drachmas.)

Legally mandated deflation  didn’t have to be perfect. It just had to be 
better than internal devaluation, which proved incredibly costly. Mandated 
deflation would have used law to coordinate a rapid change in prices, po-
tentially facilitating less painful adjustment to the prob lem of wages dispro-
portionate to productivity. And unlike the Nixon- era price controls in the 
United States, which targeted inflationary symptoms rather than inflation’s 
 causes, mandated deflation in Greece would have directly addressed one 
of the central prob lems of Greek macroeconomic underper for mance: the 
downward rigidity of prices.

Amid the worst economic crisis in modern history, a short period of 
legally mandated deflation, so long as it was developed cooperatively by 
Greece and the troika, was prob ably worth the accompanying risks.

As  we’ve seen in this chapter, law and regulation plays a more prominent, 
if checkered, role in the history of macroeconomic policy than many appre-
ciate. The New Deal’s primary response to the  Great Depression was  legal, 
not monetary or fiscal. An extraordinary incursion into contract law (the 
bank holiday) facilitated the end of a series of bank runs. And even though 
the NIRA increased aggregate demand only indirectly (by raising inflation 
expectations to encourage more spending in the pres ent), inflation expec-
tations and spending  rose rapidly  after its passage, contributing to a remark-
able recovery.

In the aftermath of World War II, industrialized democracies created 
an international macroeconomics regime with law—in the form of capital 
controls—at its heart. The Bretton Woods era witnessed historically unpre-
ce dented growth rates in industrialized democracies and rapid increases in 
international trade (facilitated by the fixed exchange rates established by 
Bretton Woods). Although  there are many  causes of this economic miracle, 
the success of the Bretton Woods economy proves that a macroeconomic 
regime that leans heavi ly on law is consistent with a “Golden Age of 
Capitalism.”

Given this historical success, the choice of law— price controls—to ad-
dress the primary macroeconomic ailment of the 1970s— inflation— looks 
less surprising. Unlike the New Deal and Bretton Woods, price controls 
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failed as macroeconomic policy. They harmed microeconomic efficiency 
without controlling inflation.

Wage and price controls demonstrate the power and the peril of law and 
macroeconomics. By intervening in the price system, law can respond di-
rectly to the most pressing macroeconomic prob lems. At its best, law can 
coordinate macroeconomic rebalancing when other tools for such coordi-
nation, such as monetary or exchange- rate policy, prove wanting. But given 
the major downsides of wage and price controls, they should be used only 
when the macroeconomic policy toolkit is almost bare, as in Greece from 
2010 to 2017.

During its long history,  legal policy stabilization has been plagued by the 
absence of theoretical grounding. Although the NIRA and the Nixon- era 
price controls sought to improve macroeconomic conditions, macroeco-
nomic theory did not guide their design. (Bretton Woods, by contrast, en-
joyed expert macroeconomic input. Keynes himself was one of its chief ar-
chitects.) Without theoretical guidance, neither NIRA nor price controls 
implemented programs whose primary effect was to adjust aggregate de-
mand, compromising the effectiveness of each policy.

Effective law and macroeconomics requires more attention to macroeco-
nomic theory. In Chapter 11, I develop three types of expansionary  legal 
policy that increase aggregate demand without causing microeconomic dis-
tortions as severe as suspending antitrust law or limiting the use of price as 
a coordination mechanism.  These policies, and  others like them, offer stim-
ulus alternatives when monetary and fiscal policy are hamstrung.
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In this chapter, I apply the lessons about law and macroeconomics devel-
oped in the previous chapters. I formulate novel  legal tools that stimulate 

aggregate demand without requiring comprehensive legislative action or in-
creasing government bud get deficits.  These tools provide options for stim-
ulating moribund economies at the zero lower bound.

The tools I describe  here— countercyclical utility- rate regulation, ad-
justing debtor– creditor law for the business cycle, and changing the law of 
remedies with the business cycle—do not exhaust the universe of expan-
sionary  legal policy options. Almost  every law and regulatory policy could 
be modified to stimulate (or depress) aggregate demand. Instead, the tools 
illustrate how law and regulation can provide eco nom ically meaningful stim-
ulus when monetary and fiscal policy are hamstrung.

One impor tant category of expansionary  legal policy that I sidestep  here 
is interventions in the  labor market.  Legal interventions in the  labor market, 
such as minimum wage laws, could have impor tant effects on unemploy-
ment and aggregate demand. When the economy is producing below ca-
pacity, changes to  labor law offer a potentially power ful tool of expansionary 
 legal policy.

Changing  labor law, however,  causes two countervailing effects. Consider 
the effect of lowering minimum wages at the zero lower bound. Lower min-
imum wages cheapen low wage  labor, potentially reducing unemployment 
and thus increasing aggregate demand. Lower minimum wages, however, 
also reduce the purchasing power of minimum wage workers who would 
be employed at any minimum wage level. Reducing the income of  these 

ELEVEn

Expansionary  Legal Policy options
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cash- strapped workers reduces aggregate demand.  These effects may cancel 
out. Indeed, we see exactly this with re spect to unemployment insurance. 
The best empirical evidence suggests that the unemployment- increasing ef-
fects of work disincentives caused by more generous unemployment bene-
fits offset the unemployment- decreasing effects of the increase in spending 
associated with higher benefits.1 As a result,  labor market interventions like 
unemployment insurance offer less potent stimulus tools than might be sus-
pected. (They may be highly desirable on other grounds, however.) I there-
fore focus my attention on expansionary  legal policy mea sures that stimulate 
the economy in a more theoretically and empirically robust manner.

Countercyclical utility regulatory Policy

Distributing electricity, natu ral gas,  water, and other essentials to consumers 
is expensive. Much of the cost is incurred in building the distribution 
network itself; once installation is complete, the costs of supply go down 
considerably. When, say, an electricity grid is established, the marginal 
costs are just the cost of producing the electricity consumed. But the massive 
fixed costs of building the production and distribution network means 
 there is  little economic sense in multiple suppliers competing for the same 
consumers.

 These qualities place utilities in an unusual category: “natu ral monopo-
lies.” Typically, laws preventing anticompetitive practices would intervene 
to protect consumers from monopolist utilities.  After all, monopolies inef-
ficiently reduce output and raise prices. But  because it would be extraordi-
narily expensive to develop multiple distribution networks for the same 
ser vice, governments instead allow natu ral monopolies to persist and regu-
late their prices to reduce inefficiencies. Utilities gain the security of local 
mono poly and steady returns on capital, and consumers gain from govern-
ment oversight to prevent price gouging and efficient provision of distribu-
tion networks. When utility regulators work effectively, utilities charge 
prices reflecting the average costs of supply and distribution, not mono poly 
power.

This is, in theory, an elegant solution to what could be a vexing prob lem. 
But the current U.S. utility regulation framework pro cess has perverse mac-
roeconomic effects. Specifically, utility prices rise when aggregate demand is 
low, further reducing consumer spending and exacerbating sluggish demand. 
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Instead of exacerbating business cycles, utility regulators should mitigate 
them, adjusting utility rates with an eye on their aggregate demand effects.

 Today’s Utility- Rate Regulation

As it stands, utilities are regulated according to a “cost of ser vice” framework. 
Utilities periodically propose rates to regulators, who then set the rates so that 
utility investors earn a competitive, but not excessive, return on their capital. 
By providing a competitive return, regulators enable the capital formation 
necessary to construct and maintain high fixed- cost distribution networks.

Regulators scour the market to decide what prices are acceptable and as-
sess utilities’ investment levels to ensure they are reasonable. Other wise, 
utilities could raise profits by undertaking unnecessary investment to jus-
tify higher prices.

Many considerations underlie final utility pricing. For instance, the state 
of Connecticut prescribes that its Public Utilities Regulatory Authority ac-
count for “economy, efficiency and care for public safety and energy security” 
and “promote economic development within the state with consideration 
for energy and  water conservation [and] energy efficiency.” Furthermore, 
the law stipulates that the “level and structure of rates be sufficient, but no 
more than sufficient, to allow public ser vice companies to cover their oper-
ating costs including, but not limited to, appropriate staffing levels, and 
capital costs, to attract needed capital and to maintain their financial 
integrity.”2 

This system makes for unusual pricing. Usually, when demand for a 
commodity falls, prices drop over the medium-  to long- term. But utilities 
are dif fer ent. When demand goes down, as in recessions, prices  don’t natu-
rally follow. In fact, the opposite happens. In order to cover their costs amid 
lower sales, utilities may ask to raise prices. This appears to be what hap-
pened in the United States during the  Great Recession and the recession 
of 2001. As Figure  11.1 shows, U.S. electric power output during both 
downturns fell, but retail prices  rose sharply before stabilizing. Un regu la ted 
 wholesale electricity prices, by contrast, declined dramatically between 
2008 and 2010. In March– April 2010, average  wholesale electricity prices in 
two deregulated U.S. markets (Mas sa chu setts and California) languished 
more than 50  percent below their March– April 2008 levels.3

From the perspective of stabilizing aggregate demand, this price pattern 
is unfortunate. Utilities tend to be necessities; most consumers can cut down 
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only slightly when prices increase. Higher prices for utilities therefore act 
like a tax hike: just about every one feels the pain. Utility price spikes reduce 
discretionary income and, thus, aggregate demand.

Business Cycle– Sensitive Utility- Rate Regulation

Utility regulators could work differently. They could account for aggregate 
demand when considering rate proposals. At the zero lower bound, regula-
tors could reject rate increases. And if their quadrennial reviews of utility 
prices happen to occur during a liquidity trap, they could demand lower 
rates.  After the slump is over, regulators could then allow higher rates to 
enable the utility to cover its cost of capital over the business cycle.4
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Figure 11.1  Observe the rapid increase in utility prices coinciding with the 
beginning of the last two recessions.

Data Source: U.S. Bureau of  Labor Statistics, “Consumer Price Index— All Urban 
Consumers— Electricity,” retrieved from Federal Reserve Bank of St. Louis, https:// fred 
. stlouisfed . org / series / CUSR0000SEHF01; Board of Governors of the Federal Reserve 
System, “Industrial Production: Utilities: Electric Power Generation,” retrieved from Federal 
Reserve Bank of St. Louis; https:// fred . stlouisfed . org / series / IPG22111S.
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Reducing utility rates at the zero lower bound raises the discretionary in-
come of utility consumers. With less spending on utilities, consumers spend 
more on every thing  else. If utilities respond to lower rates by reducing their 
cash holdings, then lower rates in a liquidity trap directly stimulate the 
economy. Instead of cash sitting on utility balance sheets, aggregate de-
mand increases as consumers spend much of their increased discretionary 
income.

While business- cycle sensitivity should raise output and employment at 
the zero lower bound, it  doesn’t affect output in ordinary times. This may 
seem counterintuitive,  because higher utility prices impede aggregate de-
mand in ordinary economic times. But in ordinary times, aggregate demand 
does not determine output. Interest rates and prices adjust to aggregate de-
mand fluctuations, leaving output and unemployment unchanged.

If utilities respond to lower rates by reducing dividend payments at the 
zero lower bound, however, then we can no longer be certain that business 
cycle– sensitive utility regulation stimulates the economy. Utility consumers 
spend more at the zero lower bound, but the utility’s investors earn less and 
spend less.  Here, we have to consider the propensity of individual market 
participants to spend. On balance, we would expect utility customers to have 
a higher propensity to spend an additional dollar than utility investors. This 
is  because utility customers often do not have access to capital markets and 
so cannot borrow in hard times. Their spending is therefore determined by 
their discretionary income. Decreases in utility rates increase discretionary 
income and should thus increase spending by  these customers.

By contrast, utility investors, even the proverbial “ widows and orphans,” 
can more easily offset decreases in discretionary income by borrowing or 
by selling stock rather than reducing consumption. Dividend recipients also 
tend to be wealthier than the average consumer, increasing their propen-
sity to save an additional dollar rather than spend it on essentials. Indeed, 
a considerable body of empirical research supports the prediction that the 
rich spend less of an incremental dollar than the poor.5 In total, the con-
sumption of utility investors should be less sensitive than the consumption 
of utility customers to short- run changes in discretionary income at the zero 
lower bound. As a result, aggregate demand should increase in response to 
lower utility rates at the zero lower bound.

 Because the utility still earns its costs of capital over the course of the 
business cycle, its investment patterns should not change as a result of busi-
ness cycle– sensitive regulation. Utility investment depends on long- range 
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risk- adjusted returns, which  will be unaffected by the change in regula-
tion. Investment theory requires assets whose returns are more correlated 
with aggregate income to receive a higher average return. Therefore, the 
utility’s average profits over the business cycle must increase if regulators 
impose business cycle– sensitive utility regulation. Higher utility profits in 
ordinary times need to more than offset lower profits at the zero lower 
bound.

Ultimately, better access to capital markets and investors’ higher propen-
sities to save suggest that the stimulus effect of lower utility prices at the 
zero lower bound  will hold, even though utility companies and investors  will, 
for a time, make less money.

Magnitude of Effects

For many families, utility rates  matter as much as tax rates or transfer 
spending. In 2010,  house holds in the second quintile (twentieth to fortieth 
percentiles) of the U.S. income distribution earned an average of almost 
$27,000 before taxes.  These  house holds spent an average of over $1,600 on 
electricity and natu ral gas alone.6  These  house holds paid an average of 
slightly over $1,000 in combined U.S. income taxes and social security taxes.7 
Their utility bills exceeded their tax bills. The discrepancy is even larger 
for the lowest quintile in the income distribution, who spent approximately 
$1,200 on electricity and natu ral gas in 2010 but paid only a net $194 in fed-
eral income and social security taxes.

 Because lower- income and lower- wealth  house holds have high marginal 
propensities to consume, “conventional wisdom” holds that stimulus pro-
grams targeted at  these  house holds have “particularly strong” effects.8 In 
the United States, the Obama administration prioritized decreases in Social 
Security taxes as a stimulus mea sure over other tax reductions  because 
low-  to middle- income  house holds pay substantial amounts of Social Secu-
rity taxes. From 2008 to 2010, net income tax and Social Security payments 
by  house holds in the first income quintile decreased from $357 to $194. For 
the second quintile of income, average combined Social Security and in-
come tax payments decreased from $1,667 to $1,082.

 These tax reductions provided an impor tant aggregate demand stimulus 
 because  these  house holds consumed much of the increase in discretionary 
income. But business cycle– sensitive utility regulation alone could provide 
a comparable stimulus. If retail electricity prices decreased by 7   percent 
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 between March 2008 to March 2010 instead of increasing by over 7  percent 
(as they did, in fact), then business cycle– sensitive electricity regulation pro-
vides roughly the same stimulus effect as tax reductions for the lowest 
quintile of the income distribution and almost half as much stimulus as 
the tax decreases for the second quintile. This one expansionary  legal policy 
tool alone thus offers quantitatively meaningful stimulus at the zero lower 
bound.

Implementability

Business cycle– sensitive rate regulation complies with the utility regulators’ 
statutory responsibilities, which broadly mirror  those assessed in Connect-
icut: economy, efficiency, and economic development. At the zero lower 
bound, lower utility rates stimulate the economy, resulting in higher output 
and lower unemployment. This increases “efficiency” and “development.” 
Raising utility prices outside the zero lower bound enables utility investors 
to cover their operating and capital costs. Indeed, the higher returns of or-
dinary times could more than make up for lost profits at the zero lower 
bound.  Under this scheme, utility regulators can maintain fidelity to statu-
tory guidelines without falling afoul of the imperative for investor returns. 
 Because the statutory mandate to regulators is already extremely broad, 
including another consideration— macroeconomics— cannot be said to 
obfuscate a previously clear  legal pro cess.

Utility regulators enjoy several advantages over legislators when it comes 
to making business cycle– responsive policy. First, public utility boards are 
small. Connecticut’s authority, for example, consists of only three  people. 
Smaller organ izations, such as utility regulators and the Fed, can respond 
more quickly to changing macroeconomic conditions. Second, public utility 
regulators tend to be experts about the economics of utility companies. Reg-
ulators also can acquire macroeconomic expertise readily through board 
appointments. Lawmaking bodies, by contrast, gain macroeconomic exper-
tise only if voters elect macroeconomists. Even if no one with macroeco-
nomic expertise is appointed to the regulatory body, professionals on public 
utility boards can become informed on the macroeconomic implications of 
utility prices much more rapidly than can the legislature. We should there-
fore be confident that regulators  will be more likely to successfully execute 
a business cycle– responsive program than a legislative body operating in an 
ever- changing spending environment.

 EBSCOhost - printed on 2/10/2023 1:13 PM via . All use subject to https://www.ebsco.com/terms-of-use



182 ■  L AW And MACroEConoMICS

In the United States, state law largely governs utility rate regulation. 
 Because some of the stimulus effects of lower utility rates spill over into 
other jurisdictions, state- appointed utility regulators may not champion 
business cycle– sensitive regulation as much as a national regulator would. 
Although this is a concern, state- level stimulus programs at the zero lower 
bound provide impor tant within- state stimulus effects, meaning that reg-
ulators  will retain substantial incentive to stimulate the economy even if 
they care only about the within- state effect. Moreover, business cycle– 
sensitive utility regulation also provides states with a rare tool for macro-
economic policy that is tailored to state, rather than national, economic 
conditions.

Keeping utility rates down at the zero lower bound and allowing them 
other wise to rise in order to maintain profits over the business cycle also 
shifts risk beneficially.  Under this system, utility consumers face less risk 
and utility investors more. This is a positive outcome  because the latter al-
most certainly have a higher capacity to bear risk. By shifting risk in this 
way, consumer spending becomes less sensitive to the business cycle, stim-
ulating aggregate demand at the zero lower bound.

While business cycle– sensitive utility regulation offers an empirically 
impor tant and institutionally realistic option for expansionary  legal policy 
at the zero lower bound, it  doesn’t come without costs. Such sensitivity adds 
complexity to the regulatory pro cess. Instead of aiming for a competitive 
annual rate of return, regulators must seek out rates over the business 
cycle— a more involved pro cess. This is especially tough  because utilities 
must be allowed a higher average rate of return to compensate for a new 
undesirable pattern of returns (lower when incomes are down, higher when 
incomes are up).

But we should not exaggerate the burdens of added complexity. Even 
 today, regulators set utility prices in a complicated environment. As a re-
sult, utilities do not, in fact, always earn their cost of capital on an annual 
basis. But utilities still manage to operate. Moreover, incentive prob lems 
(we  don’t want utilities to expand their capital stock ad infinitum while 
earning a constant rate of return) and green- energy priorities (we want 
to encourage the use of environmentally friendly sources of power) mean 
that utility regulators already must consider many  factors when deciding on 
rates. Asking sophisticated regulators to consider one additional  factor—
the business cycle— seems a small price to pay for a useful new macro-
economic policy tool.
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The Law of debtors and Creditors

If our goal is to use law to stimulate aggregate demand at the zero lower 
bound, then it is impor tant to understand why aggregate demand falls in 
the first place. The sources of a crash in demand point to potential remedies. 
And a significant source, according to some scholars, is debt. The question 
for our purposes is how law can be used to modify demand- killing debts.

How Debt Affects Aggregate Demand

Atif Mian and Amir Sufi emphasize the role of mortgage and  house hold debt 
in causing the  Great Recession.9 They show that the drop in housing values 
caused precipitous spending declines among borrowers, reducing aggregate 
demand.

Their basic insight is that debt amplifies the effects of changing home 
prices on spending and output, so that total consumption declines as a re-
sult of the decrease in home values. To see why, let’s say we live in a world 
of savers, who tend to accumulate wealth rather than spend it, and bor-
rowers, who have a high propensity to spend what ever they have. Although 
the real world is more complicated, this simplification adequately captures 
the overall economic balance sheet, with lending on one side and borrowing 
on the other.

Without debt, changes in asset value affect spenders and savers evenly. 
If housing values go down by 10  percent and nobody owes any debt, then 
every one’s housing assets shrink by 10  percent. Borrowers and savers reduce 
spending accordingly.  Because borrowers have a higher marginal propen-
sity to spend than savers, they are likely to reduce their consumption by 
more than savers even though the value of their asset has changed by the 
same amount.

With debt, however, changes in housing values affect savers and spenders 
asymmetrically. Suppose a saver lends $80,000 to a borrower to buy a home 
worth $100,000. The saver’s wealth is the value of the loan— $80,000. The 
borrower’s housing wealth is the excess of the  house’s value over the debt 
obligation, or $20,000 = $100,000 −  $80,000. The $80,000 debt must be paid 
off in full before the borrower can enjoy any equity. With debt, a 10  percent 
decline in home values, from $100,000 to $90,000, leaves the value of 
the saver’s assets unchanged.  Because the saver enjoys a debt claim to the 
first $80,000 in  house value, the reduction in housing values from $100,000 
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to $90,000 has no affect. The borrower’s wealth, by contrast, falls by 
half as a result of the 10   percent decline in housing values, from 
$20,000 = $100,000 −  $80,000 to $10,000 = $100,000 −  $90,000. Even though 
housing values have fallen by only 10  percent, the borrower’s wealth has 
fallen by more than the saver  because the borrower bears the entire risk of 
changes in housing values above $80,000.

With debt, the value of the borrower’s assets becomes very sensitive to 
changes in the value of assets overall while the value of the saver’s assets 
becomes relatively stable.  Because the borrower has a higher marginal 
propensity to consume out of wealth than the saver in any case, debt makes 
the economy more sensitive to changes in asset values. Changes in asset 
values primarily affect the balance sheets of the  people who are most likely 
to increase or decrease spending in response. As a result, total spending 
fluctuates more in response to changes in asset values with debt than 
without.

In general, Mian and Sufi argue, when housing values go down in an 
economy where debt levels are high, spending declines precipitously  because 
borrowers lose a  great deal of wealth. This reduces their spending directly. 
 These losses also limit borrowers’ access to credit, reducing their spending 
further and amplifying the debt supercycle. The resulting shortage of ag-
gregate demand may cause a recession or depression, as in the United States 
during the  Great Recession, according to Mian and Sufi’s findings. Spending 
on durable goods such as cars fell most in areas with the highest levels of 
mortgage indebtedness and in areas with the greatest decline in housing 
values.10

If debt throttles aggregate demand, then  there is a straightforward solu-
tion to deep recessions caused by inadequate demand: debt forgiveness.

The distribution of wealth— and therefore spending capacity— between 
debtors and creditors is largely determined by bankruptcy law. If bankruptcy 
law and court rulings  favor debtors, then spending  will be higher than if 
the law  favors creditors, who have lower propensity to spend. In ordinary 
economic conditions, pro- debtor law would shift the pattern of aggregate 
demand but would not increase output by much  because changes in aggre-
gate demand primarily cause changes in interest rates rather than changes 
in output. At the zero lower bound, however, pro- debtor bankruptcy laws 
do not just reshuffle aggregate demand; they increase it.

Mian, Sufi, and coauthor Francesco Trebbi have looked into the evidence.11 
U.S. states offer valuable test cases  because they differ in their foreclosure 
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laws. In some states, foreclosure sales must take place through the judicial 
system and are subject to extensive and costly review. Other states  handle 
foreclosure proceedings outside the judicial system. Mian, Sufi, and Trebbi 
find that this variation has a large effect: in states that make foreclosure 
more difficult, foreclosures happen much less frequently— about half as 
often as in the other states.12 The authors also find that, during the  Great 
Recession, increased foreclosure sales caused substantial declines in 
home prices and spending as proxied by auto sales. The claim that the law 
of debtors and creditors affects spending is thus more than theoretical. It 
has sound empirical footing.

In light of this research, Mian and Sufi argue that reducing borrowers’ 
debt obligations can mitigate demand slumps. They  favor widespread debt 
forgiveness and recommend legislative changes in bankruptcy law to enable 
it during recessions.13 The idea is that eliminating or reducing repayment 
obligations puts money in the hands of borrowers— people with high pro-
pensities to spend.

If this approach strikes the reader as novel, that is only  because many 
governments have forgotten how to forgive. State action to reduce debt and 
thus induce debtors to spend is a tried- and- true response to demand crises. 
During the  Great Depression, for example, the U.S. federal and state gov-
ernments passed many laws improving borrowers’ access to credit or re-
stricting creditors’ rights to repayment. Congress established the Federal 
Housing Administration, which guaranteed mortgage loans, enabling bor-
rowers to access private credit markets that would other wise have been 
closed to them. Congress also created the Home  Owners Loan Corpora-
tion, which lent money at low interest rates to homeowners who could not 
meet their mortgage obligations, effectively paying off portions of the home-
owners’ debt by reducing their interest burden.

Some states  were more assertive, restructuring loan contracts themselves 
to  favor borrowers over creditors. Famously, Minnesota passed a law tem-
porarily limiting banks’ rights to foreclose on homes, even if their  owners 
 were in default on their mortgages. Bankers sued, arguing that the law 
 violated the contracts clause of the U.S. Constitution, but the Supreme 
Court sided with Minnesota. The justices ruled, “If state power exists to 
give temporary relief from the enforcement of contracts in the presence of 
disasters due to physical  causes such as fire, flood or earthquake, that power 
cannot be said to be non ex is tent when the urgent public need demanding 
such relief is produced by other and economic  causes.”14
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Mian and Sufi propose that policies such as  these could have substan-
tially mitigated the effects of the  Great Recession. But their proposals are 
po liti cally unrealistic. The recommended policies demand action from the 
same legislatures that failed to deliver fiscal stimulus during the  Great Re-
cession and from the same administrators who  were unable to spend the 
tens of billions allocated for debt forgiveness by TARP. Debt forgiveness is 
a good idea when unemployment is high and interest rates are at or near 
zero, but we cannot expect legislatures to simply take up the cause or ad-
ministrators to understand it without more sustained focus on law and 
macroeconomics.

But all is not lost. Although comprehensive intervention into credit mar-
kets requires legislative action, legislatures have already vested considerable 
discretion over bankruptcy law to courts and regulators. Although courts 
cannot overturn settled bankruptcy law, they make many decisions on the 
margins of existing law. At the zero lower bound, a pro- debtor tendency 
among judges in marginal cases can provide significant stimulus without re-
quiring legislative approval.

The Role of Bankruptcy Law

Bankruptcy law provides debtors with a “fresh start” and solves a collective 
action prob lem among creditors. When a debtor is insolvent, each creditor 
has an incentive to seize the debtor’s assets in order to secure repayment 
before the other creditors. But if  every creditor rushes to seize critical as-
sets (such as the debtor’s car or factory), then the debtor’s earning capacity 
suffers. To maximize the debtor’s earning capacity and the return to credi-
tors as a  whole, bankruptcy law imposes a collective decision- making pro-
cedure for restructuring the debt of insolvent debtors. Instead of pursuing 
repayment individually, each creditor and the debtor resolve their disputes 
collectively through bankruptcy.

In the United States, an insolvent debtor follows one of three bankruptcy 
“chapters” (Chapters 7, 11, and 13). Most personal debtors file for Chapter 7 
bankruptcy, which benefits debtors by discharging debts entirely. Chapter 7 
seizes and sells the debtor’s assets (subject to some “exemptions”) to repay 
creditors. The U.S. bankruptcy code instructs judges to dismiss Chapter 7 
filings in the case of “abuse” and instructs judges to presume abuse if a 
debtor’s income exceeds a specified percentage of debts and expenses. The 
code vests bankruptcy judges with the discretion to allow a Chapter 7 filing 
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to continue in spite of income over the threshold if the debtor shows “spe-
cial circumstances that justify additional expenses.”

If an insolvent personal debtor is ineligible for Chapter 7 or hopes to re-
tain some assets, then the debtor typically files for Chapter 13 bankruptcy. 
Chapter 13 allows the individual debtor to keep some assets but requires 
the debtor to make ongoing payments to existing creditors rather than dis-
charging obligations completely. To confirm a Chapter 13 plan, the bank-
ruptcy judge must determine that the plan is “feasible” and has been offered 
“in good faith.”  Needless to say, judges enjoy discretion in making  these 
determinations.

While insolvent personal debtors choose between Chapter 7 and 13 
bankruptcy, insolvent business debtors choose between liquidation  under 
Chapter 7 and reor ga ni za tion  under Chapter 11 of the bankruptcy code.15 
Many businesses that first file for Chapter 11 reor ga ni za tion subsequently 
convert their bankruptcy filing to a Chapter 7 liquidation. Indeed, credi-
tors can compel a debtor to convert a Chapter 11 reor ga ni za tion into a 
Chapter 7 liquidation if the creditors demonstrate that conversion is “in the 
best interests of creditors.”16 Bankruptcy judges exercise considerable dis-
cretion in applying the “best interest of the creditors” test.

Student Loan Forgiveness

In the United States, the federal government funds or guarantees most stu-
dent loans— and  there are a lot of student loans. In 2015–2016, federal 
loans or guarantees accounted for 90  percent of $107 billion in student bor-
rowing.17 More than $1.2 trillion in student loans  were outstanding as of 
2015,18 the vast majority  either disbursed directly by the federal government 
or guaranteed by it.

With this expansive government role, widespread forgiveness of student 
debt held or guaranteed by the government offers an excellent means of 
stimulating aggregate demand without intervening in private credit mar-
kets. In a sense, this is fiscal policy  because when the government writes 
off a loan or makes good on a guarantee, its debt rises. Unlike conventional 
fiscal policy, however, student loan forgiveness occurs through the  legal 
system, making that forgiveness a form of expansionary  legal policy.

Bankruptcy law treats student loans differently than other loans. Unlike 
most debt, student debt is not generally dischargeable in bankruptcy.19 But 
judges still exercise considerable discretion over student loan discharge. If 
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a judge rules that repayment of student loans  causes “undue hardship,”20 
then the student loans become dischargeable. “Undue hardship” provides 
a vague standard recognized as leaving much to the judgment of the court.21 
Judges have no qualms exercising this discretion  either. Rafael Pardo’s re-
search shows that

Legally irrelevant  factors unrelated to the merits of a debtor’s claim for re-
lief (e.g., the level of experience of the debtor’s attorney and the identity of 
the judge assigned to the debtor’s case) influence the extent to which a debtor 
obtains a discharge of her student loans. Importantly, such  factors appear 
to have a stronger effect than the handful of legally relevant  factors associ-
ated with discharge outcomes.22

Although they  haven’t so far, bankruptcy judges could, in theory, use this 
discretion to account for the macroeconomic environment. They should. 
When short- term interest rates are zero and employment rates are low, 
judges should be more inclined to find undue hardship and discharge stu-
dent debt than they would in ordinary economic times.

A variable undue hardship standard that adjusts to the business cycle of-
fers two advantages over a nonadjustable standard. First, in a depressed 
economy, well- paying jobs are scarce, making it more likely that repayment 
of student debt constitutes an undue hardship. Attention to the wider 
economy just gives the debtor her due, recognizing that, in the midst of re-
cession, it  really is harder to pay off loans. Second, student loan forgiveness 
promotes aggregate demand and output at the zero lower bound.

In addition to expansionary  legal policy, student loan forgiveness could 
also become a target of expansionary fiscal policy by administrative agen-
cies (see Chapter 7). Presently, when a bankruptcy filer seeks discharge of 
student debt, a private nonprofit corporation  under contract with the U.S. 
Department of Education pursues repayment, if necessary by litigation. The 
com pany, Educational Credit Management Corporation (ECMC), has only 
one goal: to minimize government losses on loans. According to a New York 
Times report, it pursues that end with such singular focus that it has at-
tempted to collect even from severely ill debtors and debtors caring for 
 others with costly medical bills.23

The Department of Education can and should change ECMC’s be hav ior 
by allowing public policy considerations to inform recovery strategies. If a 
debtor seeks discharge of student loans during a liquidity trap with high un-
employment, then the department could presumptively accept discharge 
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in bankruptcy rather than challenge it. At the very least, contracts with 
ECMC should allow the department to provide policy guidance on ECMC’s 
bankruptcy litigation strategies— guidance that should attend to the busi-
ness cycle.

 Because  there are $1.2 trillion in student loans outstanding, business 
cycle– sensitive discharge policy— implemented by  either the judiciary or 
by the Department of Education— could have an empirically impor tant 
stimulus effect. If even 5  percent of student debt  were discharged at the 
zero lower bound, cash- strapped individuals would gain $60 billion to 
spend precisely when stimulus is most needed to raise output and lower 
unemployment.

Personal Bankruptcy Forgiveness

As significant as student debt forgiveness might be, much more stimulus can 
be achieved through changes to private credit markets. Bankruptcy judges 
exercise authority over the loans of all debtors who file for bankruptcy, con-
firming or rejecting Chapter 7 and Chapter 13 personal bankruptcy plans. 
(Personal debtors rarely file  under Chapter 11.)

Chapter 13 plan confirmation standards such as “feasibility” and “good 
faith” are difficult to apply. Judges vary in their beliefs about the good faith 
of debtors and the merits of their bankruptcy plans, with significant effects 
on outcomes. Research indicates that a bankruptcy judge in the 95th per-
centile for confirmation likelihood (a pro- debtor judge) approves over 
50  percent of Chapter 13 plans. A judge in the 5th percentile approves less 
than 40  percent of plans.24 Applying the same rules, bankruptcy judges come 
to dif fer ent outcomes.

 There thus exists considerable discretion with re spect to Chapter 13 bank-
ruptcy. Bankruptcy judges could use this leeway to account for the busi-
ness cycle. At the zero lower bound, they could all behave like pro- debtor 
judges, raising aggregate demand by confirming more Chapter 13 plans and 
forgiving more debt. This would give borrowers— again,  people with high 
marginal propensities to consume— more resources.  Because debtors filed 
for relief for almost $200 billion in debt in the United States in 2010,25 a 
10 percentage- point increase in Chapter 13 confirmation rates would pro-
vide substantial stimulus without exceeding the range of discretion currently 
exercised by bankruptcy judges.
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Liquidation versus Reor ga ni za tion in Business Bankruptcy

Bankruptcy judges also exercise discretion in determining  whether requests 
by creditors to convert a Chapter 11 business reor ga ni za tion into a Chapter 7 
liquidation is in “the best interests of creditors.” (Businesses rarely file  under 
Chapter 13). Recent research indicates that Chapter 11 filing with a ran-
domly assigned judge who is in the 95th percentile for converting a reor ga-
ni za tion into a liquidation has a 55  percent chance of being converted into 
a liquidation.26 An other wise identical Chapter 11 filing with a bankruptcy 
judge in the 5th percentile has only a 25  percent chance of conversion into 
a Chapter 7 liquidation. Business bankruptcy judges apply the same stan-
dards to produce dif fer ent outcomes, exercising considerable discretion.

Zach Liscow suggests that bankruptcy judges use this discretion to  favor 
the creation or preservation of jobs during recessions.27 The idea  here is that 
reducing returns to the creditors of a bankrupt firm— that is, allowing the 
firm to reor ga nize and continue rather than liquidate— may enable that firm 
to keep more employees on staff. If the reor ga nized firm and its employees 
have a higher propensity to spend than the investors whose return is re-
duced, then rulings against creditors and in  favor of reor ga ni za tion raise 
aggregate demand. And at the zero lower bound, increases in aggregate de-
mand translate into increases in output.

In the United States, tens of thousands of businesses file for bankruptcy 
 every year.28 Although most of  these are small, in 2015 almost a hundred 
 were publicly traded companies. If keeping jobs via reor ga ni za tion has the 
positive effects on aggregate demand that Liscow hypothesizes, then busi-
ness bankruptcy rulings offer another impor tant mechanism for the appli-
cation of expansionary  legal policy.

Implementation

Unlike most of the expansionary  legal policy discussed in this part, judges, 
and not regulators, implement changes in emphasis in the law of debtors 
and creditors. Judges are not macroeconomic policy experts, so we should 
not rely on them to fine- tune business cycles. Moreover, judge- made  legal 
stimulus cannot be coordinated and supervised by a law and macroeco-
nomics oversight body such as OFRA. For  these reasons, expansionary 
 legal policy implemented by judges should be subject to tighter restrictions 
than expansionary  legal policy implemented by regulators.
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To ensure that judges implement expansionary  legal policy without ex-
ceeding their legitimate discretion over bankruptcy law, appeals courts 
should not consider the state of the business cycle when reviewing a bank-
ruptcy judge’s attempt at expansionary  legal policy. Instead, they should re-
verse a bankruptcy judge’s pro- debtor decision when that decision violates 
the preexisting law. Only when an appeals court would affirm a pro- debtor 
ruling in ordinary circumstances should the appeals court affirm a pro- 
debtor ruling made for the purpose of stimulating the economy.

Even with this restriction, we should be wary of expansionary  legal policy 
implemented by judges. For the most part, judges should avoid expansionary 
 legal policy. But bankruptcy judges occupy a central place in resolving the 
debt crises that are the proximate cause of most prolonged downturns. As 
a result, bankruptcy judges are uniquely well placed to implement expan-
sionary  legal policy. Moreover, judges do not need  great acumen to know 
when debt burdens are unusually high and interest rates are close to or at 
zero. We should feel confident trusting bankruptcy judges to undertake 
expansionary  legal policy in  those conditions.

If debt is more likely to be discharged or invalidated at the zero lower 
bound, then should we not be wary about opportunistic debtors filing bank-
ruptcy or challenging debts during downturns? Indeed, judges would have 
to be alert to such abuses. But  there is good reason to suspect the risks  here 
are more theoretical than real. Filing bankruptcy entails significant social 
and financial costs, even if one is successful. So  great are  these costs that 
most of  those who would benefit financially from bankruptcy do not file.29 
As long as statutes do not change,  these incentives  will hold even if judges 
are more apt to side with debtors. Moreover, debtors cannot file for bank-
ruptcy repeatedly, restricting the most opportunistic from exploiting time- 
varying bankruptcy rules.

A more pressing concern is that easy debt discharge during liquidity traps 
 will spook creditors at precisely the moment when the economy needs more 
lending. Creditors  will not lend money during liquidity traps if they fear that 
it  will be quickly discharged. Lenient discharge standards therefore should 
be limited to debts incurred before the economy hit the zero lower bound. 
Judges should be less inclined to use their discretion to discharge credit 
agreements formed during a liquidity trap.

 EBSCOhost - printed on 2/10/2023 1:13 PM via . All use subject to https://www.ebsco.com/terms-of-use



192 ■  L AW And MACroEConoMICS

Expansionary Policy through the Law of remedies

In addition to deciding who wins and who loses a  legal dispute, courts 
fashion remedies. Remedies vindicate the  legal rights of the winning party. 
In fashioning remedies, courts exercise enormous discretion, as we  will see 
below. And dif fer ent remedies have disparate effects on aggregate demand. 
“Injunctive” remedies, which require or proscribe actions, sometimes pro-
mote aggregate demand (when spending is required) and sometimes stifle 
it (when spending is forbidden or delayed). In fashioning remedies, which 
are famously subject to considerable judicial discretion, courts should pro-
mote aggregate demand at the zero lower bound.

Two Kinds of Remedies

When a court decides that a plaintiff ’s rights have been  violated, it can re-
spond with two basic classes of remedies: liability- rule protection and 
property- rule protection. If the liability rule is applied, the defendant pays 
damages. If the court  favors property- rule protection, the defendant is or-
dered to cease what ever be hav ior has caused the suit. Almost  every  legal 
right can be protected by  either a property rule or a liability rule.

Say a developer intends to build a block of apartments. The neighbors 
worry that noise from the building  will be a nuisance and that the struc-
ture  will block the view from their homes, hurting the existing homes’ 
market value. Faced with imminent construction, the neighbors sue to halt 
the developer. The court first has to decide if the developer has the right to 
build or the neighbors have the right to be  free of the nuisances associated 
with the development. If the court sides with the neighbors, then it must 
further decide how it  will remedy this right.  Under property- rule protec-
tion, the court issues an injunction restricting construction. The developer 
cannot build  unless it finds a way to comply with relevant nuisance rules or 
 else the neighbors agree to waive their right, prob ably in exchange for a set-
tlement. Alternatively, the court might  favor liability- rule protection for 
the neighbors, estimating the reduction in the neighbors’ home values and 
compensating them for this reduction in value. In this case, construction 
could continue, but the developer must pay damages to the neighbors.

The relative advantages of property and liability rules are the subject of 
a foundational debate in law and economics. Much has been written about 
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the microeconomic efficiency of each kind of remedy in vari ous contexts. 
What has rarely been considered are the macroeconomic ramifications of 
each kind of remedy.

Macroeconomic Effects of the Choice of Remedies

When courts use property rules to stop economic activity, they reduce 
spending, or at least delay it. In ordinary economic conditions, this effect 
of property rules is irrelevant. The workers who would have contributed to 
the now- barred activity find other employment. At the zero lower bound, 
however, injunctive remedies can have serious direct costs  because workers 
taken off a proj ect  won’t find other jobs. If the neighbors successfully halt 
the proposed development in a liquidity trap, the construction workers 
tasked with building it  won’t have another job to turn to.

My argument has been that, at the zero lower bound and amid high un-
employment, courts should  favor the rule that promotes spending. When it 
comes to lawsuits, this usually means favoring the liability rule, which en-
ables a proj ect to move forward as long as the entities responsible for it can 
pay damages.

Preferring damages over injunctions in construction disputes offers the 
possibility of meaningful stimulus. At the start of the  Great Recession, con-
struction spending in the United States exceeded $1 trillion annually. If 
5  percent of this construction is subject to injunction, then a shift to dam-
ages at the zero lower bound could enable $50 billion in spending. Plain-
tiffs’ rights retain liability rule protection, limiting the scope for inefficient 
proj ects to go forward.

The same logic applies to the law of preliminary injunctions, which tem-
porarily prohibit activities subject to ongoing litigations. In some cases, a 
party to a suit may plan to take action before a verdict is reached. The op-
posing party, usually the plaintiff, may ask for a preliminary injunction to 
preserve the status quo  until the  legal issue can be resolved. For example, 
it may take a while to determine  whether the developer has the right to build 
or the neighbors have the right to be  free of nuisances. The law of prelimi-
nary injunctions determines what happens while that right is being litigated: 
Can construction move forward, or must it wait?

Courts grant preliminary injunctions when they determine: first, the 
plaintiff has a substantial likelihood of success on the merits; second, the 
plaintiff  faces a substantial risk of irreparable damage if the injunction is 
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not granted; third, the balance of the harms weighs in the  favor of the party 
seeking the preliminary injunction; and, fi nally, injunction serves the public 
interest.

Law and macroeconomics suggests that courts should be less inclined to 
grant preliminary injunctions during liquidity traps.  Doing so halts spending, 
reduces aggregate demand, and raises unemployment. The forgone output 
is multiplied significantly. Granting the injunction during a time of robust 
growth, by contrast, has much smaller effects on nonparties. During a li-
quidity trap, the balance of the harms weighs less in  favor of the party 
seeking the injunction, and the public interest is less well served by an in-
junction. Again, liability- rule protection would be more beneficial, enabling 
the stimulus that the property rule prevents.

 There are, however, some cases in which property rule remedies promote 
spending. Consider the seminal 1921 contract- law case Jacob and Youngs 
v. Kent, heard by the New York Court of Appeals. The case concerned an 
alleged breach by a developer, Jacob and Youngs, who contracted to build a 
 house for a wealthy landowner, George E. Kent. The contract required Jacob 
and Youngs to install in the  house a par tic u lar brand of piping— Reading 
Pipe. However, the developer used other brands identical in quality. When 
Kent found out, he withheld payment. Jacob and Youngs sought to recoup 
what it thought it was owed.

Both sides agreed that the developer breached the contract. The dis-
pute was, in part, over remedies. The developer argued that “substantial 
per for mance” had been provided, so that the remedy should be nominal 
monetary damages. Kent argued that per for mance was defective, and the 
remedy should provide property- rule protection, possibly including an in-
junction requiring the builder to knock down the newly constructed home 
and reconstruct it with Reading brand pipe. Justice Benjamin Cardozo, 
writing for the majority of New York’s high court, ruled in  favor of the de-
veloper. In essence, the court favored liability- rule protection of Kent’s 
right to Reading brand pipe and assessed the monetary damages at zero. 
Traditional law and economics scholars, as well as academics writing from 
other perspectives, continue to dispute the appropriate remedy in Jacob and 
Youngs.30

With re spect to macroeconomic outcomes, the effects of the ruling are 
more clear- cut. An injunction requiring the developer to spend to knock 
down and rebuild the  house would have raised aggregate demand. Awarding 
Kent money damages, by contrast, left spending flat. Money damages shift 
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wealth around, but not necessarily spending. At the zero lower bound, there-
fore, a court concerned with macroeconomics facing a Jacob and Youngs– 
like case should prefer the injunctive remedy. In such cases, courts are ef-
fectively in a position to follow Keynes’s suggestion that, in depressions, we 
should pay  people to dig holes and fill them up. Keynes was being facetious, 
but in the circumstances we are concerned with— high unemployment at 
the zero lower bound— there is merit to the idea.

Implementation

Judges are generally ill suited for expansionary  legal policy. As a result, judges 
should generally steer clear of attempting to stimulate the economy. In the 
case of some remedies, however, existing  legal standards call for the con-
sideration of macroeconomic  factors. In  these cases, judges need to consider 
remedies in order to fulfill their  legal obligation.

In articulating the standard for issuing a “preliminary injunction,” the 
U.S. Supreme Court explained that “courts must balance the competing 
claims [by plaintiff and defendant] of injury and must consider the effect 
on each party of the granting or withholding of the requested relief. In ex-
ercising their sound discretion, courts of equity should pay par tic u lar re-
gard for the public consequences in employing the extraordinary remedy 
of injunction.”31

If courts ignore the effects of an injunction on aggregate demand, then 
they fail to consider the “public consequences” of the injunctions that they 
issue. Injunctions often delay spending. And this delay has public conse-
quences, as injunctions against spending cause third parties economic 
harm at the zero lower bound while injunctions that  favor spending benefit 
third parties. Moreover,  these harms are “irreparable”— another impor tant 
consideration for preliminary injunctions. Spending  after the merits have 
been resolved, when the multiplier may well be lower, does not redress the 
harms third parties suffered  because of the original injunction. As a result, 
courts need to consider macroeconomic effects when issuing preliminary 
injunctions.

Many dif fer ent actors in the  legal system can help to ensure that reme-
dial decisions are appropriate to macroeconomic conditions. Courts should 
promote aggregate demand during liquidity traps by favoring damage rem-
edies instead of injunctions against economic activity. Although judges are 
unlikely to be macroeconomic experts, they should be able to identify 
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periods of zero short- term interest rates. In addition to judges, government 
plaintiffs, such as zoning boards suing developers, can tailor their remedial 
requests to the state of the business cycle by requesting damages, rather 
than injunctions of economic activity, at the zero lower bound. (If a plaintiff 
does not request an injunction, then the court is unlikely to grant one.) By 
 doing so, government plaintiffs can protect their interests through damages 
without standing in the way of much- needed spending.

As in other cases we have examined, relying on business cycle– varying 
remedies to stimulate the economy raises the risk of opportunism. De-
velopers whose proj ects  will be forestalled by property- rule injunctions 
in ordinary times may commence proj ects at the zero lower bound in 
hopes of profiting from the increased likelihood that the proj ect  will be 
allowed to move forward in the face of potential lawsuits. If the proj ect 
is a harmful one, then its construction at the zero lower bound consti-
tutes inefficient be hav ior prompted by  legal variation over the business 
cycle.

Judges, exercising their “sound discretion,” should be wary of such op-
portunism and make efforts to thwart it. But, in practice, opportunism may 
not pose  great risk. Importantly, varying remedies over time does not alter 
 legal rights. If a developer’s proj ect violates neighbors’ rights, then the de-
veloper  will have to pay damages equal to the harm caused by the proj ect. 
 Unless the developer expects the court to underestimate the value of the 
harm, the developer  will not have incentive to push through an inefficient 
proj ect at the zero lower bound. In addition, holding back spending  until 
liquidity traps are pres ent may in fact be efficient be hav ior worth encour-
aging. Incentivizing spending during liquidity traps fosters private stimulus 
at precisely the time it is most needed.

In this chapter, I developed three examples of expansionary  legal policy— 
utility rate regulation, bankruptcy law, and the law of remedies—to illus-
trate the tool’s potential. Each policy offers the potential for meaningful 
stimulus worth billions of dollars—and none of the interventions require leg-
islative approval. Instead, they direct preexisting regulatory or judicial dis-
cretion  toward a new policy end— macroeconomic stimulus.

Law pervades economic life. As a result, the three examples developed 
 here only scratch the surface of expansionary  legal policy. If  every judge and 
regulator worked through the macroeconomic implications of their actions 
and chose the option that stimulated aggregate demand in close cases at 
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the zero lower bound, then expansionary  legal policy could end or mitigate 
prolonged periods of economic weakness, even if monetary and fiscal policy 
 were hamstrung.  There would be collateral damage— judges and regulators 
are flawed policymakers, with re spect to macroeconomics and every thing 
else— but the potential gains are well worth pursuing.
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We should not be surprised that central banks dominated the making 
of macroeconomic policy during the  Great Recession. While other 

institutions charged with macroeconomic policy, such as legislatures, bal-
ance macroeconomic stability with numerous other goals, central banks 
focus primarily on macroeconomic stability. Unlike legislatures, central 
banks also enjoy the ser vices of macroeconomic policy experts. Fi nally, cen-
tral banks make decisions rapidly.  Because of  these advantages, jurisdic-
tions naturally preferred central banks’ macroeconomic policies to the 
alternatives.

relying on Central Banks to Address All Macroeconomic Ills 
Threatens Their Legitimacy

This dependence on central banks never came  free. The structure that pro-
duces central banks’ focus, expertise, and agility also limits their demo-
cratic legitimacy. But this cost seemed bearable. Although the institution 
of central banks proved controversial for much of modern history, polities 
in nearly  every industrialized democracy gradually accepted central- bank 
control over monetary policy and short- term interest rates  after World War 
II. So long as fiscal policy remained the province of the legislature, central- 
bank control over monetary policy was acceptable. Indeed, so noncontro-
versial was central banking that many democracies imposed constraints on 
the primary alternative— fiscal policy— through deficit restrictions.

Conclusion: Five Lessons  
of Law and Macroeconomics
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This consensus crumbled during the  Great Recession. At the zero lower 
bound, conventional monetary policy proved impotent; interest rates could 
go no lower. With fiscal policy neutered by deficit restrictions, legislative 
inertia, and debt fears, equally hamstrung central banks  were left facing a 
cataclysmic recession on their own. In response, they  adopted aggressive 
unconventional monetary policy, creating money on an unpre ce dented scale 
to buy assets they had formerly shunned.

The pursuit of unconventional monetary policy was a reasonable response 
to fraught macroeconomic conditions. It prob ably prevented the  Great Reces-
sion from being even worse. But unconventional monetary policy  didn’t work 
that well. The  Great Recession and its aftermath lingered for most of a de-
cade. Po liti cal  orders frayed in almost  every industrialized democracy. Un-
conventional monetary policy may also have fueled asset price  bubbles whose 
eventual bursting could cause yet more damage. Even if unconventional mon-
etary policy prevented worse outcomes, such as the hasty demise of the Eu ro-
pean monetary  union, we cannot rely exclusively on unconventional monetary 
policy to mitigate  future recessions. More aggressive forms of unconventional 
monetary policy, such as he li cop ter money, might work better. But they would 
suffer even more egregiously from a lack of demo cratic legitimacy.

Indeed, unconventional monetary policy already threatens central bank 
legitimacy. The ECB’s Outright Monetary Transactions program, which may 
have saved the Eurozone from collapse, placed the ECB in a newly promi-
nent role in policymaking, creating  legal tension that effectively forced 
an amendment of the Maastricht Treaty. The ECB’s actions also proved po-
liti cally costly. They fed into a narrative of an undemo cratic elitist Eu ro pean 
proj ect. Many commentators attribute the rise of the populist Alternative 
für Deutschland party in Germany to anger over the ECB’s unconventional 
policies. Similarly, the Federal Reserve’s use of its balance sheet to rescue 
Bear Stearns, AIG, and other financial institutions helped fuel the rise of 
populist movements such as the Tea Party and Occupy Wall Street.  These 
movements and their po liti cal heirs (including President Trump in the 
United States) not only reject central banks’ use of unconventional mone-
tary policy but also question central banks’ long- established control over 
short- term interest rates. We have good reason to worry that  future uncon-
ventional monetary policies  will trigger backlash that threatens even tradi-
tional areas of central bank authority.

If central banks cannot survive the next episode of the zero lower bound 
by pushing bound aries ever further, then what to do?  Doing nothing should 
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not be an option— the pop u lism that thrived in the wake of the  Great Re-
cession (and the  Great Depression before it) endangered too many cherished 
institutions of the Western po liti cal order, not just central banks. In the re-
mainder of this conclusion, I pres ent princi ples for a robust law and macro-
economics policy alternative.

We Have Many Stimulus options at the Zero Lower Bound

At pres ent, expansionary fiscal policy offers the textbook cure for depressed 
aggregate demand at the zero lower bound. But the  Great Recession dem-
onstrated the perils of relying on discretionary fiscal stimulus. Constitutional 
deficit restrictions, fears about unsustainable debt burdens, and po liti cal 
frictions combined to keep fiscal stimulus well below the levels recom-
mended by macroeconomists at institutions such as the IMF and most cen-
tral banks.

The failure of discretionary fiscal stimulus exhausted the menu of con-
ventional policy responses to the zero lower bound. As a result, public policy, 
with the exception of unconventional monetary policy, did not respond 
decisively to the prolonged economic tragedy of the  Great Recession.

Expansionary fiscal policy offers a less attractive response to deep reces-
sions  under the debt- supercycle theory of prolonged recessions. If a de-
pressed economy is held back by a lack of spending caused by excess debt, 
then increasing spending by issuing yet more debt is highly risky. We need 
alternatives that do not raise our cumulative indebtedness.

If  there is only one lesson that I hope  future policymakers take from this 
book, it is that this apathetic policy response was unwarranted. Almost  every 
law, regulation, or other form of public policy affects aggregate demand. If 
monetary and fiscal policy prove incapable of stimulus, we should turn to 
our other tools of public policy.

Indeed, the historical response to macroeconomic prob lems leaned on 
law heavi ly. The New Deal relied primarily— and successfully—on law and 
regulation, rather than government spending or tax cuts, to raise inflation 
expectations and spending. The post– World War II global economic order 
subordinated laws governing capital investments to the macroeconomic goal 
of promoting stable exchange rates.

The use of law to solve macroeconomic prob lems  didn’t always succeed. 
Price controls, which used law and regulation rather than monetary policy 
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to subdue inflation, failed. But the failure of some attempts at law and mac-
roeconomics does not justify  doing nothing at the zero lower bound. In-
stead, policymakers need to search for expansionary  legal policy options that 
are more likely to achieve their desired macroeconomic end. The proposals 
developed in this book— ranging from “nudges” such as altering income tax– 
withholding rules, to radical interventions such as price controls— just begin 
to explore the universe of law and macroeconomics policy options.

Dif fer ent policies respond to dif fer ent constraints on fiscal stimulus. If 
debt limitations constrain expansionary fiscal policy, then legislatures should 
pursue private- sector stimulus, adjusting law and regulation to encourage 
the private sector to spend more. And if po liti cal gridlock prevents effec-
tive expansionary fiscal policy, then regulators and judges should consider 
using the policy discretion they already enjoy to promote spending in addi-
tion to their other goals.

At the Zero Lower Bound, All Policymakers Should Consider 
Stimulating Aggregate demand

Expanding the goals of law and regulation to include macroeconomic sta-
bility adds complexity. Policymakers prefer to limit the number of prob lems 
they solve with one  legal instrument. It is hard enough to know how to 
pursue a single aim, such as justice. As a result, regulators, administrators, 
judges, and other policymakers usually “stick to their knitting,” emphasizing 
a limited set of goals. And while legislatures address multiple goals, they 
often delegate impor tant tasks to more focused experts.

But this approach fails at the zero lower bound. The expert entity charged 
with macroeconomic stability— the central bank— loses traction. If every one 
continues with business- as- usual and ignores macroeconomics, recessions 
linger, with potentially catastrophic economic and po liti cal consequences. 
To mitigate a recession at the zero lower bound, every body— from legisla-
tures to judges— needs to consider the effects of their decisions on spending 
in addition to other  factors.

We should not exaggerate the complications associated with this new per-
spective. As it stands, policymakers rarely focus exclusively on one goal. 
Utility regulators, for example, already consider rates of return on invest-
ment, public safety, energy security, economic development, and energy 
and  water conservation when setting rates. At worst, countercyclical utility 
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regulatory policy adds some complication to an already- complex decision; 
it  doesn’t render a previously clear- cut policy calculus obscure. What is true 
for utility regulation  will also be true of many other regulatory and  legal 
decisions.

We need an Institution That Focuses on Law and Macroeconomics

By itself, asking policymakers to expand their horizons offers an inadequate 
response to recessions at the zero lower bound. Even if policymakers seem 
to understand the case for expansionary policy, they  will likely forget over 
time. Outside the zero lower bound, they  will return to other goals. When 
the next episode of the zero lower bound arrives, they  will be hesitant to 
consider stimulus and again insist that the central bank come to the rescue.

Macroeconomic concerns need an institutional home, to ensure that they 
receive the attention they deserve. This might be the Office of Fiscal and 
Regulatory Affairs I’ve advocated, or some other law and macroeconomics 
czar. OFRA would make certain that expansionary  legal and fiscal policy 
by administrative agencies follows expert economic advice and is applied 
consistently across dif fer ent substantive areas of law and regulation.

The perspective offered by OFRA, like that offered by central banks, can 
also inform judicial decision- making in the rare cases when judges should 
consider expansionary  legal policy. In addition to using zero short- term in-
terest rates as a trigger for macroeconomic considerations, judges can also 
observe OFRA and central bank suggestions. If both OFRA and the cen-
tral bank indicate that aggregate demand is inadequate, then judges should 
have more confidence in taking decisions that promote aggregate demand.

We Should Apply Law and Macroeconomics Perspectives When 
the Economy Is robust as Well as When It Is Ailing

Outside the zero lower bound, OFRA should have less policy input. But the 
office would still perform an invaluable function. Bad macroeconomic policy 
at the zero lower bound often follows less from bad motives than from inat-
tention to macroeconomics in ordinary times.

Examples unfortunately abound. When Congress repeatedly instituted 
new va ri e ties of tax expenditures, it did not intend pro- cyclical fiscal policy. 
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 After all, tax expenditures offer a valuable fiscal policy tool, enabling gov-
ernment to channel private spending rather than spend directly. An inad-
vertent by- product of tax expenditures, however, is that government subsi-
dies track private spending. If private spending falls, effective government 
spending through tax expenditures follows, exacerbating the fall in aggre-
gate demand and prolonging a recession. Likewise, experience- rated gov-
ernment insurance programs and cost- plus utility regulation  were never in-
tended to destabilize the economy. But the logic of  these programs often 
means that rates go up when the economy strug gles, further dampening ag-
gregate demand.

To prevent the passage of similarly destabilizing laws in the  future, OFRA 
should evaluate proposed legislation and regulation from a macroeconomic 
perspective. If a proposed rule is likely to destabilize the economy by raising 
government revenue or lowering government spending during recessions, 
then OFRA should highlight this cost

Law is staggeringly power ful, affecting almost  every decision. It is puz-
zling, then, that we no longer consider the macroeconomic effects of impor-
tant  legal tools such as tax expenditures or try to address macroeconomic 
prob lems with  legal interventions. An institutional home for law and mac-
roeconomics would help change this inadequate status quo—an urgent pri-
ority now that central banks no longer enjoy the power to single- handedly 
keep the macroeconomy stable.
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The restaurant analogy usefully illustrates some of the basic concerns of macro-
economics, but of course it  doesn’t capture all of the key relationships. To enable 
interested  lawyers to “speak the language” of macroeconomics and facilitate 
the link between law and the macroeconomic research frontier, I therefore de-
velop law and macroeconomics in terms of the IS- LM (Investment / Savings— 
Liquidity / Money) model, first developed by Hicks. Unlike the basic IS- LM 
model I emphasize  here, most academic research in macroeconomics uses New 
Keynesian dynamic stochastic general equilibrium (DSGE) variants of the IS- LM 
model.1

The IS- LM model constitutes the simplest useful formal macroeconomic model 
and forms the starting point for modern Keynesian economics. The IS- LM model 
describes macroeconomic fluctuations in the context of two interlocking markets— 
goods and money. Goods benefit  people and governments directly. Money 
facilitates the purchase of goods.  People hold savings in the form of bonds from 
borrowers, which yield interest, or money, which  doesn’t. The IS curve maps 
equilibrium points in the goods market (where the cumulative demand for 
goods— and services— equals production), and the LM curve maps equilibrium 
points in the money market (where demand for money equals its supply). (A third 
market, the market for bonds, which fund investment,  will be in equilibrium if 
the markets for goods and money are in equilibrium.) Interest rates and economic 
output (of goods and ser vices) adjust to bring both the goods and money markets 
into equilibrium, meaning that the output of goods must equal the demand for 
goods, and the supply of money must equal the demand for money.

Appendix
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Chapter 1

Together, the IS and LM curves determine equilibrium in the macroeconomy, 
which occurs when the two curves intersect, meaning that the markets for both 
goods and money are in equilibrium.2  These equilibria are partially determined 
by the interest rate, which plays two key roles.3 (For now, I assume that prices 
are fixed, meaning that the nominal rate of interest equals the real rate.) First, 
the interest rate equilibrates the market for goods, so that private and public 
spending equals  actual production of  those goods.4 This is the investment- saving, 
or IS, curve. Second, the interest rate equilibrates the money market so that the 
demand for money (for example, cash and checking accounts) equals the supply 
of money— the amount of cash in the economy. (Unlike money, bonds offer in-
terest, which induces  people to hold savings in the form of bonds rather than more 
liquid money.) This is the liquidity- money, or LM, curve.5

The interest rate— a single variable— cannot equilibrate two dif fer ent markets 
alone. Instead, interest rates and output move jointly to equilibrate the two markets.6 
Reflecting this joint determination of output and interest rate, the IS and the LM 
equations are mapped onto a grid (Figure A.1), with the x- axis mea sur ing national 
income and / or economic output Y and the y- axis representing the interest rate i.

The IS curve (IS1 in Figure A.1) displays the set of output and interest- rate 
combinations at which demand for goods (spending) equals output of goods.  Every 
point on the IS curve thus represents an equilibrium point in the goods market. 
At lower interest rates, demand for goods is higher  because  people want to invest 
more. In order for the goods market to be in equilibrium, output must be cor-
respondingly higher. The IS curve is therefore downward sloping; lower interest 
rates correspond to higher levels of output.7

Expressed as an equation, the IS curve becomes

 Y = C(Y − T) + I(i) + G (IS),

where Y is output; C(Y − T) is the amount of consumption (as a function of in-
come and taxation, T; I(i) is investment as a function of the interest rate, i; and G 
is government spending.

The LM curve represents the set of output and interest- rate levels at which 
the demand for money equals the supply of money (equilibrium in the market 
for money). As output rises,  people demand more cash to facilitate more transac-
tions. But the supply of cash is fixed by the central bank and the banking system. 
To keep the demand and supply of cash in equilibrium when demand for cash is 
high, we need a higher interest rate, which decreases the demand for cash (rela-
tive to the demand for bonds). The LM curve is therefore upward sloping. Ex-
pressed as an equation, the LM curve is denoted as
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 (M
P ) = L(i, Y) (LM),

where (M
P ) (the real money supply) is the nominal money supply, M, divided by 

the price level, P; and L(i, Y) is demand for real money balances as a function of 
the interest rate and output.

The economy is in equilibrium when IS = LM. When this condition does not 
hold, output and the interest rate adjust accordingly.

Fluctuations in the IS- LM Model

Say the economy starts out with a combination of output and interest rates at 
which the goods market is in equilibrium but the demand for money exceeds the 
supply of money, represented as point A in Figure A.1 (point A is on the IS1 curve 
but off the LM1 curve).  Because demand for money exceeds supply at point A, 
the interest rate has to rise, output has to fall, or both, reducing demand for cash 
so that it equals supply. In order to reach equilibrium in both the IS and LM mar-
kets, output needs to decrease and interest rates need to rise along the IS curve 
 until we reach the unique output and interest rate combination at point B (with 
output of Y1 and an interest rate of i1). Point B, where the IS1 and LM1 curves 
intersect, is an equilibrium point for both the goods and money markets.

Interest Rate, i
IS1

LM1

i0

i1
i2

LM2

A

B
C

Y2

Income, Output, Y

Y1

IS2

Figure A.1  Point A is an equilibrium point for the goods market but not for the 
money market. Money demand exceeds supply. Interest rates increase and output 
declines  until the economy hits point B, where both the goods and money markets 
are in equilibrium. Output equals Y1 at point B and interest rates equal i1. Decreases 
in demand for goods at any interest rate can shift the IS curve inward (from IS1 to IS2). 
This moves the economy’s equilibrium point from point B to C, with lower output 
(Y2 < Y1) and lower interest rates (i2 < i1).

 EBSCOhost - printed on 2/10/2023 1:13 PM via . All use subject to https://www.ebsco.com/terms-of-use



208 ■  APPEndIX

The IS- LM model offers a theory of fluctuations. If  there is a negative shock 
to demand— for example, bad weather reduces consumption (reducing consump-
tion C), or animal spirits diminish investment (reducing I)— then aggregate de-
mand decreases for  every interest rate. This corresponds to a leftward or inward 
shift in the IS curve from IS1 to IS2. While the economy used to be in equilib-
rium at point B, with  actual output Y1 equal to potential output, output now ex-
ceeds spending. A combination of output and interest rates (for example, at point 
B and all other points on IS1) that once constituted equilibrium in the goods 
market now implies that output exceeds desired spending. Reduced output and 
interest rates  will bring the goods and money markets back into equilibrium 
at point C, where the IS1 and LM2 curves intersect (with output of Y2 and an 
interest rate of i2).

The initial decrease in aggregate demand from IS1 to IS2— the horizontal 
 distance between the two IS curves, IS1(i1) − IS2(i1)— does not translate into a 
one- for- one reduction in output (from Y1 to Y2). Instead, some of the reduction in 
aggregate demand is offset by a reduction in interest rates, which in turn stimu-
lates demand for investment. A reduction in the interest rate therefore offsets 
some of the effects of an initial decrease in output demand.

Potential Output, Inflation, and the Long- Run  
Effects of demand Shocks

The IS- LM model assumes prices are fixed, while output levels and interest rates 
adjust to changes in spending. The assumption of fixed prices gives a reasonable 
approximation of short- run economic be hav ior, but it is not realistic over long 
periods of time. If the economy’s potential output, determined by exogenous 
 factors such as the size of the  labor force, the capital stock, and the economy’s 
technological sophistication, is given by Y1, then a shift in the IS curve from IS1 
to IS2, moving the economy from point B to C, moves output to Y2, well below its 
potential. This creates an output gap equal to Y1 − Y2.

Over the long run, the spare capacity implied by the output gap puts down-
ward pressure on prices. As prices decrease, demand for cash holdings de-
creases, as a given amount of cash facilitates more transactions. This shifts 
equilibrium in the money market. The LM curve moves from LM1 to LM2—
at any output level, we need a lower interest rate to balance the (reduced) 
demand for cash with supply. In turn, the shift in the LM curve reduces in-
terest rates. With interest rates lower, output increases. Prices continue de-
creasing and output continues increasing  until output returns to its potential 
level Y1, and we are at long- run (stable price) equilibrium as well as short- run 
equilibrium.
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In the long run, flexible prices thus enable the economy to respond to shocks 
to aggregate demand and bring output back to potential. In the short run, how-
ever, the IS- LM model assumes prices are fixed, so output does not return to 
capacity.

Modern macroeconomics focuses on the relationship between inflation and 
output relative to potential instead of the relationship between prices and output 
relative to potential. In addition to being a function of output relative to poten-
tial, inflation is also a function of inflation expectations. The Phillips curve rep-
resents this relationship as follows:

​ π = b(Y − YPOT) + πe (PC),

where π is inflation, b is the sensitivity of inflation to output above or below po-
tential, YPOT is potential output, and πe is expected inflation.

Chapter 2

In the IS- LM model depicted in Figure A.1, the goods and money markets begin 
in equilibrium at point B, where IS1 = LM1. If, regardless of the interest rate, de-
mand for spending falls due to a loss of confidence— for example, C(Y − T) or I(i) 
in equation (IS) decrease— then B is no longer an equilibrium point in the goods 
market. Instead, output exceeds demand. Inventories accumulate and output de-
creases. The negative shock to demand shifts the IS curve from IS1 to IS2. The new 
equilibrium level of output for both the goods and money markets is now at point 
C. At C, output has decreased from Y1 to Y2, even though potential output is Y1.

In response to this decrease, the government could increase its own demand 
for goods by, for instance, passing an infrastructure- spending law, raising G in 
equation (IS) by an amount equal to the decrease in C(Y − T) or I(i). This new 
source of demand would once again shift the equilibrium in the goods market. 
Assuming perfect information and policy success, the increase in G returns the 
IS curve to IS1  after a short period at IS2. Equilibrium is restored at point B, and 
output returns to potential (Y1).

According to Hicks, the LM curve should be steep when interest rates are sub-
stantially greater than zero,  because  people need to hold a certain amount of 
money to facilitate consumption and investment but other wise prefer to keep sav-
ings in the form of bonds. A steep LM curve in Figure A.2 implies that shifts in 
the IS curve from IS1 to IS2 primarily change interest rates rather than output. 
(The difference in Y between point A and point B is much smaller than the dif-
ference in i.) Thus, fiscal stimulus largely raises interest rates in ordinary times, 
as government spending “crowds out” private investment.
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Chapter 3

The LM curve represents equilibrium points in the money market— where de-
mand for money equals its supply. The central bank influences the supply of 
money, M. By increasing the supply of money, the central bank shifts the LM 
curve rightward or outward (from LM1 to LM2) in Figure A.2. At any given point 
on the old LM curve (LM1), such as point A, the increase in money supply means 
that  there is now more money available than would be demanded at that interest 
rate and output level. Point A (and any other point on LM1) no longer represents 
an equilibrium in the money market. Instead, output has to be higher (bringing 
more demand for money to facilitate more transactions) in order to bring the 
supply and demand for money back into balance.

The central bank does not enjoy perfect control over the money supply. Instead, 
the central bank controls base money. The monetary base includes currency and 
private bank reserves held with the central bank. In addition to the monetary 
base, the money supply is determined by the “money multiplier,” which involves 
the financial system.

The central bank controls base money but not the money multiplier. The money 
multiplier depends upon capital requirements, reserve requirements, and bank 
confidence. Banks  will lend more out of each additional dollar in deposits when 
capital and reserve requirements are lower and when banks are more confident. 
The central bank therefore does not enjoy perfect control over the money supply. 
So long as the money multiplier remains constant, an increase in base money  will 
shift the LM curve outward from LM1 to LM2, as described above. But other 
 factors, such as reserve requirements, also shift the LM curve.

Law, Macroeconomics, and the LM Curve

Financial regulation plays an impor tant role in determining the LM curve. Any 
law or regulation that affects the tendency of a financial institution to lend more 
or less money out of an additional dollar of deposits shifts the LM curve.

Financial regulation comprises the most well- developed existing area of law 
and macroeconomics. Unfortunately, most  legal lit er a ture on financial regulation 
does not explic itly model financial regulation’s role in shifting the LM curve, 
making it harder to link the financial regulation lit er a ture to macroeconomics 
more generally.

Monetary Stabilization Policy

The central bank uses its control over the money supply to stabilize inflation and 
keep output equal to potential. Suppose that the economy represented in 
Figure A.2 starts at an equilibrium at point A, with output of Y1 and an interest 

 EBSCOhost - printed on 2/10/2023 1:13 PM via . All use subject to https://www.ebsco.com/terms-of-use



APPEndIX ■  211

rate of i1. A decrease in demand then shifts the IS curve inward from IS1 to IS2. 
In order for both the goods and money markets to be in equilibrium, the economy 
must shift to point B. Output goes down to Y2 and the interest rate declines to i2.

If potential output equals Y1, then the negative shift in demand moves output 
below potential to Y2. By the Phillips curve, inflation declines. Over enough time, 
prices continue to decline  until output returns to potential. The central bank also 
uses monetary policy to hasten the economy’s return to potential and to keep in-
flation stable. By increasing the supply of base money (conducting expansionary 
monetary policy), the central bank shifts the LM curve from LM1 to LM2. The 
increase in money supply  causes interest rates to fall and output to increase. The 
economy’s new equilibrium is point C, with output of Y1 and an interest rate of 
i3. Expansionary monetary policy stabilizes the economy  after a fall in demand 
and brings output back to its potential.

Evidence for the Efficacy of Monetary Policy

A  great deal of evidence indicates that changes in the money supply affect output 
as predicted by the theoretical arguments described  here. Although joint causality 
prob lems— monetary policy responds to changes in output in addition to causing 

Interest Rate, i IS1
LM1

LM2A

B
C

IS2

Y2 Y1

Income, Output, Y

i1

i2
i3

Figure A.2  At point A, the economy is in equilibrium with output of Y1 (equal to 
potential output) and an interest rate of i1 well above zero. A demand shock hits the 
economy, decreasing demand for goods at any interest rate. The IS curve shifts 
from IS1 to IS2. The new equilibrium in the economy, point B, has output of Y2 
and an interest rate of i2.  Because the LM curve is steeply sloped, output shifts 
relatively  little in response to the decrease in aggregate demand from IS1 to IS2 
(Y1 is only slightly higher than Y2), while interest rates decline a lot (i1 is much 
greater than i2). With output (slightly) below potential, the central bank increases 
the money supply, shifting the LM curve from LM1 to LM2. Economic equilibrium 
moves to point C, with output of output of Y1 and an interest rate of i3.
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changes in output— make it difficult to provide precise estimates for the effi-
cacy of monetary policy, a wide variety of econometric methods indicate that 
when central banks tighten monetary policy, output declines and interest rates 
rise.8

Chapter 4

In the IS- LM model, a collapse in demand— usually a dramatic reduction in 
C(Y − T) or I(i) induced by a financial crisis or some other event, such as po liti cal 
uncertainty—is represented by a significant inward shift in the IS curve. (The 
debt supercycle theory is much more precise about how a financial crisis reduces 
aggregate demand.) With the collapse in spending, the demand and supply of 
goods are no longer in equilibrium on the old IS curve (point A on IS1 in 
Figure A.3). Instead, demand for goods falls short of supply. Inventories accu-
mulate, leading to reductions in supply of goods (output) and layoffs. With enough 
of a reduction in supply of goods, the demand for goods  will once again be equal 
to the supply of goods at the given interest rate. In the new IS curve (IS2), the 
equilibrium level of output is much lower for any given interest rate than it was 
before the crisis struck.

 After the inward shift in the IS curve caused by the collapse in demand for 
goods and ser vices, equilibrium in the economy moves along the LM1 curve from 
point A to point B. Output (Y2) is now far below potential (Y1 > Y2).

The zero lower bound on interest rates implies that the pronounced decline in 
demand decreased output more than it other wise would have. That is  because 
when interest rates are at or below zero, many  people refuse to invest. Instead, 
they hold money; it pays a higher return than a zero- interest bond and is more 
liquid. This “liquidity trap” helped to turn a financial crisis into a near decade- 
long period of economic stagnation and underemployment.

In IS- LM terms, the LM curve is horizontal at an interest rate of zero (see 
Figure A.3). The money market can be in equilibrium at a zero interest rate with 
many different output levels. Additions to the money supply at the zero lower 
bound do not affect output. Instead, changes to the money supply just mean 
more money sitting “ under the mattress.”

If the zero lower bound  were not triggered by the decrease in the IS curve 
from IS1 to IS2, then the decrease in economic output (to Y2) away from potential 
output (Y1) would not have been as dramatic.  Because the LM curve is horizontal 
at the zero lower bound, output is much more sensitive to a decrease in demand 
than it is when interest rates are above zero. In a liquidity trap, decreases in de-
mand for goods translate one for one into decreases in output, without any miti-
gating effect from a change in interest rate. Once the IS curve has shifted so far 
inward that it intersects with the horizontal component of the LM curve (at IS2), 
any further changes to the IS curve (for example, to IS2) cause large shifts in output.
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The liquidity trap is an impor tant source of friction, impeding macroeconomic 
adjustment. When negative shocks to the economy are large, the primary 
macroeconomic- adjustment mechanisms— interest rates and price levels— are es-
pecially unlikely to bring the economy back to its potential. Output can remain 
well below capacity for an extended period of time, as it did in the  Great Reces-
sion. With natu ral adjustment mechanisms less effective, policy interventions be-
come even more essential.

Chapter 5

The Failure of Conventional Monetary Policy

In a liquidity trap, such as point B in Figure A.3, output lags below potential. 
Inflation also falls, according to equation (PC). A central bank charged with 
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Figure A.3  At point A, the economy is in equilibrium with output of Y1 (equal to 
potential output) and an interest rate of i0 well above zero. A significant demand 
shock hits the economy, dramatically decreasing demand for goods at any interest 
rate. The IS curve shifts from IS1 to IS2. The new equilibrium in the economy, 
point B, has output of Y2 and an interest rate of zero.  Because the zero lower bound 
on interest rates has been reached, with a horizontal LM curve, output decreases 
dramatically in response to the downturn in demand (Y2 is much lower than Y1), 
while interest rates decline relatively  little (from i0 to 0). Expanding the money 
supply, shifting the LM curve outward from LM1 to LM2 does not stimulate the 
economy at point B  because of the zero lower bound. Equilibrium stays at point B 
in spite of the monetary expansion, implying a liquidity trap. Expansionary fiscal 
policy, by contrast, which shifts the IS curve from IS2 to IS3, stimulates a consider-
able increase in output from Y2 to Y3.
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keeping inflation stable or output near potential thus wants to stimulate the 
economy.

When the LM curve is not horizontal, expansionary monetary policy shifts the 
LM curve outward: the interest rate associated with any given output level goes 
down. In turn, spending goes up. At interest rates of zero, however, the (hori-
zontal) LM curve cannot shift outward, indicating that traditional monetary ex-
pansion cannot stimulate a depressed economy.

In Figure A.3, an increase in the money supply shifts the LM curve from LM1 
to LM2. If the economy is in equilibrium at point B, however, the increase in the 
money supply does not change the economy’s equilibrium, which remains at B. 
Near point B, increases in the money supply cannot shift the LM curve outward 
 because of the zero lower bound. The curves LM1 and LM2 differ only when in-
terest rates are above zero. The economy is thus trapped at point B, and expan-
sionary monetary policy cannot stimulate it.

Unconventional Monetary Policy

To this point, this appendix has ignored the difference between real interest rates, 
r, and nominal interest rates, i, focusing on nominal rates exclusively by generally 
assuming that prices are fixed, meaning that  there is no inflation.

When inflation exceeds zero, the difference between real and nominal interest 
rates becomes more impor tant. Only nominal interest rates are affected by the 
zero lower bound. Real interest rates, which equal the nominal rate minus infla-
tion, r = i − π, represent the inflation- adjusted returns of bonds. In making sav-
ings and investment decisions, real rates should determine economic be hav ior and 
not nominal rates. (More accurately, expected real rates, re = i − πe, determine sav-
ings and investment be hav ior.  Actual real interest rates can only be calculated 
once inflation is realized, which occurs  after savings and investment decisions 
have already been made.) Expected real interest rates are not formally affected 
by the zero lower bound. Although nominal rates cannot be (much) below zero, 
expected real interest rates can be well below zero if nominal rates equal zero 
and expected inflation is well above zero.

Unconventional monetary policy primarily seeks to lower real interest rates by 
raising inflation expectations rather than lowering nominal interest rates.9 In ad-
dition, unconventional monetary reduces the term premium associated with long- 
dated assets. Unlike conventional monetary policy, unconventional monetary 
policy should not be impaired by the zero lower bound on interest rates. So long 
as the central bank can raise inflation expectations sufficiently, unconventional 
monetary policy should succeed in stimulating a moribund economy.

Unfortunately, research and experience demonstrate that raising inflation ex-
pectations is harder for a central bank than it sounds. In order to raise inflation 
expectations, central banks need to pursue monetary expansion and rising prices 
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not only in the depths of a recession but also afterward.10 Economic actors may 
rationally suspect that central banks, who generally abhor inflation,  will have a 
hard time pursuing inflationary policy  after the recession has ended. As a result, 
even large monetary expansions may prove unsuccessful in raising inflation ex-
pectations. The experience of the  Great Recession, in which inflation expecta-
tions remained anchored in spite of massive increases in central bank balance 
sheets, suggests that this obstacle to effective unconventional monetary policy is 
a significant one.

Fiscal Policy at the Zero Lower Bound in the IS- LM Model 
(Chapters 5–7)

At the zero lower bound, the LM curve is horizontal. An increase in demand 
therefore increases output, without any mitigation by changes in interest rates or 
from contractionary monetary policy. If demand is deficient (IS2 in Figure A.3), 
then using expansionary fiscal policy, which increases G or raises C(Y − T) by low-
ering T, shifts the IS curve from IS2 to IS3 and moves the economy’s equilibrium 
from point B (with output of Y2) to point C (with output of Y3). At both points, 
the interest rate remains zero, but output is much higher at C ( after fiscal stim-
ulus) than at B (without stimulus).

When the economy’s output is well below capacity, an increase in demand does 
not crowd out investment and drive up the interest rate. Instead, a demand in-
crease brings the economy closer to equilibrium, partially relieving the demand 
shortage without making capital scarce. Expansionary fiscal policy is thus much 
more effective at the zero lower bound than it is when the LM curve has a steeper 
slope.

Central banks targeting inflation or output welcome expansionary fiscal policy 
at the zero lower bound  because it brings output closer to potential and reduces 
deflationary pressures.

Chapters 8–11

In the conventional IS and LM curves, governments use their control over G, T, 
and M in equations (IS) and (LM) to keep output Y near potential and inflation 
π near its target. Many other government policies, however, also affect output and 
interest rate in the IS- LM model. As Chapter 8 highlights, for example, the State 
Department’s decision about the Keystone pipeline affects investment demand.

To reflect the role of law and regulation in aggregate demand, rewrite equa-
tion IS as follows:

 Y = C(Y − T,l) + I(i,l) + G (IS),
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where l represents law and regulation along many dimensions. As emphasized in 
Chapter 8, investment spending, I(i,l) is a function of the State Department’s 
stance with re spect to Keystone, a component of l. In Chapter 11, I emphasize 
the role of regulatory decisions on utility rates and bankruptcy law, two more com-
ponents of l, in determining total consumption spending, C(Y − T,l).

Like G, T, and M, l is chosen by government agents, including regulators, 
judges, and administrators. Regulators, judges, and administrators can use their 
control of l to shift the IS curve and stabilize the economy. When they use law to 
stabilize the economy, they are engaging in expansionary or contractionary  legal 
policy.

The effects of expansionary or contractionary  legal policy in shifting the IS 
curve are analogous to fiscal policy. Fiscal policy shifts the IS curve by moving 
G or T, while  legal policy shifts the IS curve by adjusting l. When interest rates 
are well above zero and the LM curve has a steep slope (as in Figure A.2), then 
legally induced shifts in IS have a large effect on interest rates and a relatively 
small effect on output, Y. At the zero lower bound, however, shifts in IS due to 
 legal policy have a large effect on output. If fiscal policy cannot shift the IS curve 
from IS2 to IS3 in Figure A.3  because the government cannot find creditors, then 
expansionary  legal policy of the type described  here can do the job instead by 
shifting  legal policy levers such as utility regulation, bankruptcy law, and the law 
of remedies.
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the value of the tax expenditure in a par tic u lar year. The final estimate is 
likely to be the most accurate  because it involves no projections and relies 
entirely on past events. Data for the value of a tax expenditure in fiscal year 
2007, for example, are therefore collected from the 2009 Office of Manage-
ment and Bud get report. See, e.g., Office of Management and Bud get, 
Fiscal Year 2009: Analytical Perspectives— Budget of the U.S. Government 
(Washington, DC: United States Government Publishing Office, 2008). The 
data should be treated with some degree of skepticism, since they aggregate 
a myriad of  factors, such as changes in marginal tax rates and program 
eligibility as well as business cycle effects.

 33. Between 2004 and 2006, the cost of the exclusion  rose more than 
20  percent. The 2007–2009 increase in the cost of the exclusion was below 
10  percent, with health care costs increasing throughout the period. See 
Office of Management and Bud get, Fiscal Year 2009.

 34. See, e.g., Ann C. Foster And Craig J. Kreisler, Bureau of  Labor Statistics, 
Health Care Spending of U.S. Consumers, by Age: 1998, 2003, and 2008 
(2010), at https:// www . bls . gov / cex / anthology11 / csxanth4 . pdf (2010), 
http:// www . bls . gov / opub / focus / volume1 _ number8 / cex _ 1 _ 8 . htm (last 
updated August 2010).

 35. Hautahi Kingi and Kyle Rozema, “The Effect of Tax Expenditures on 
Automatic Stabilizers: Methods and Evidence,” Journal of Empirical 
Studies 14, no. 3 (2017): 548–568. To arrive at the 23  percent figure, 
I extrapolated from the Kingi and Rozema results. If $132.3 billion (the sum 
of $75.3 billion and $57 billion) of tax expenditures reduce the automatic 
stabilizing properties by 2.03  percent, then the total of $1.5 trillion of tax 
expenditures should reduce the automatic stabilizing properties of the 
income tax code by 23  percent. 2.03% / $132.3 = x / $1500. This rough 
extrapolation assumes that additional tax expenditures reduce the stabi-
lizing properties in proportion to their value.

 36. Some of this analy sis was first developed in Yair Listokin, “The Republican 
Plan to Make the Next Recession Even Worse,” Tax Notes, December 11, 2017.

 37. See  table 1, “Selected Financial Data on Businesses,” in Internal Revenue 
Ser vice, “SOI Tax Stats— Integrated Business Data,” https:// www . irs . gov 
/ statistics / soi - tax - stats - integrated - business - data.

 38. See  table 2.1, “Receipts by Source: 1934–2022,” in Office of Management 
and Bud get, “Historical  Tables,” https:// www . whitehouse . gov / omb / budget 
/ Historicals.

 39. See United States Congress Joint Committee on Taxation, “Estimated 
Bud get Effects of the Revenue Provisions Contained in the Conference 
Agreement for H.R. 1, The American Recovery and Reinvestment Tax Act 
of 2009,” February 12, 2009, http:// www . jct . gov / x - 19 - 09 . pdf.
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 40. The dramatic reduction in the corporate income tax rate is the most 
destabilizing feature of the Tax Cuts and Jobs Act, but it is not the only one. 
The reduction in tax rates on unincorporated business income, which, like 
corporate income, is highly business- cycle sensitive, has a similarly destabi-
lizing effect on the economy. Even an impor tant tax increase associated 
with the TCJA— the elimination of “net operating loss carrybacks”— 
weakened the income tax’s automatic stabilizing properties. The availability 
of loss “carrybacks” to previous years ensured that U.S. corporate income 
tax revenues plunged in proportion to corporate income during the  Great 
Recession. Carrybacks enabled corporations who made annual losses in 
2009 to get a tax refund— that is, a check from the U.S. government—if 
they paid income taxes in 2007 or 2008. (A 2009 expansion of the carry-
back regime further increased refunds associated with carrybacks, but this 
temporary provision constituted discretionary, rather than automatic, fiscal 
policy.)  Because the corporate tax refunds arrived in 2009, the carryback 
structure stimulated the economy by providing cash to corporations exactly 
when they needed it most. Without the carrybacks, corporations would 
have needed to wait  until  future years in order to claim the tax benefit 
associated with having made losses in 2009.

 41. In an impor tant article, David Super analyzes a wide variety of federal state 
bud get interactions for unexpected linkages. See David A. Super, “Rethinking 
Fiscal Federalism,” Harvard Law Review 118 (2005): 2544–2652. Although 
he does not describe the automatic destabilizer that I find  here, he does 
identify many other unintended consequences of this system of federal 
support for state government.

 42. See Kaiser  Family Foundation, Federal and State Share of Medicaid 
Spending, https:// www . kff . org / medicaid / state - indicator / federalstate - share 
- of - spending /  ? currentTimeframe​=​0&sortModel​=​%7B%22colId%22:%22L
ocation%22,%22sort%22:%22asc%22%7D.

 43. Congressional Bud get Office, Federal Grants to State and Local Govern-
ments (2013), https:// www . cbo . gov / sites / default / files / 113th - congress - 2013 
- 2014 / reports / 03 - 05 - 13federalgrantsonecol . pdf.

 44. Medicaid and CHIP Payment and Access Commission, “Medicaid’s Share 
of State Bud gets,” https:// www . macpac . gov / subtopic / medicaids - share - of 
- state - budgets / .

 45. See Phil Oliff, Jon Shure, and Nicholas Johnson, “Federal Fiscal Relief Is 
Working as Intended,” Center for Bud get and Policy Priorities, June 29, 
2009, https:// www . cbpp . org / research / federal - fiscal - relief - is - working - as 
- intended.

 46. This discussion assumes that some busts are inevitable but that booms and 
busts  don’t carry information about long- run risks, which are constant ( after 
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adjusting for the business cycle). If a recession gives information about the 
 future (e.g., a bust  today makes  future busts more likely), then an increase 
in insurance rates is more defensible, even though it destabilizes the 
economy.

 47. 12 USC 1711(f)(4)).
 48. See figure included in Financial Ser vices Committee, “HUD IG: Depart-

ment’s Eight Year Delay Impacts FHA Fund by $15 Billion,” September 17, 
2013, https:// financialservices . house . gov / blog /  ? postid​=​349961.

 49. See Keith Jurow, “FHA Insured Mortgages: A Disaster in the Making,” 
Business Insider, August 9, 2010, http:// www . businessinsider . com / fha 
- insured - mortgages - a - disaster - 2010 - 8; Financial Ser vices Committee, 
“HUD IG: Department’s Eight Year Delay Impacts FHA Fund by $15 
Billion.”

 50. For an empirical analy sis of the destabilizing effects of Florida’s unemploy-
ment insurance system, see Andrew C. Johnston, “Unemployment Insur-
ance Taxes and  Labor Demand: Quasi- Experimental Evidence from 
Administrative Data” (July 2017), http:// conference . nber . org / confer// 2017 
/ SI2017 / PE / Johnston . pdf.

 51. See Eric Lipton, “F.D.I.C. Increases Fees to Insure Bank Deposits,” New 
York Times, February 27, 2009, http:// www . nytimes . com / 2009 / 02 / 28 
/ business / 28banks . html.

3. Law and Monetary Policy When Interest rates  
Are Well above Zero

 1. See N. Gregory Mankiw, Princi ples of Economics, 7th ed. (Nashville: 
South- Western College Publishers, 2014), 550.

 2. Lawrence J. Christiano, Martin Eichenbaum, and Charles L. Evans, 
“Monetary Policy Shocks: What Have We Learned and to What End?” in 
Handbook of Macroeconomics, vol. 1A, ed. John B. Taylor and Michael 
Woodford (Philadelphia: Elsevier, 1999), 65–148. In a more recent review 
of the empirical lit er a ture, Ramey supports this finding but observes that 
true “shocks” to monetary policy have become very rare. See Valerie 
Ramey, “Macroeconomic Shocks and Their Propagation,” in Handbook of 
Macroeconomics, vol. 2, ed. John B. Taylor and Harold Uhlig (Philadelphia: 
Elsevier, 2016), 71–162.

 3. This analy sis was composed before the publication of Paul Tucker’s 
comprehensive 2018 monograph, which develops a theory of legitimate 
del e ga tion of power to central banks. See Paul Tucker, Unelected Power 
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(Prince ton, NJ: Prince ton University Press, 2018). Another impor tant recent 
contribution on this topic is Phillip A. Wallach, To the Edge: Legality, 
Legitimacy, and the Responses to the 2008 Financial Crisis (Washington: 
Brookings Institution Press, 2015).

 4. The Federal Reserve Act, 12 U.S.C. §§ 221–522, December 23, 1913.
 5. Treaty on Eu ro pean Union (Consolidated Version), Treaty of Maastricht, 

art. 127, February 7, 1992, O.J. (C 325 / 5).
 6. Consolidated Version of the Treaty on the Functioning of the Eu ro pean 

Union, art. 130, September 5, 2008, O.J. (C 115) 99.
 7. The theory of optimal currency areas examines the tradeoffs between 

larger and smaller currency  unions. See Robert A. Mundell, “A Theory of 
Optimum Currency Areas,” American Economic Review 51, no. 4 (1961): 
657–665.

 8. During the “ free banking” era in the United States (1837–1864), states, and 
not the federal government or a national bank, regulated the issue of 
currency.

 9. The Bretton Woods Conference of July 1944 negotiated the Bretton Woods 
agreements, which established a regime of pegged foreign exchange rates to 
facilitate global trade and investment.

 10. See Atish R. Ghosh and Mahvash S. Qureshi, “What’s in a Name? That 
Which We Call Capital Controls,” International Monetary Fund, February 
2016, https:// www . imf . org / external / pubs / ft / wp / 2016 / wp1625 . pdf, 17. My 
discussion  here parallels that of the IMF’s working paper, which was 
developed in de pen dently.

 11. Ibid.
 12. J. Bradford DeLong and Lawrence H. Summers, “Fiscal Policy in a 

Depressed Economy,” Brookings Papers on Economic Activity: Spring 
2012, ed. David H. Romer and Justin Wolfers (Washington, DC: Brookings 
Institution, 2012), 233–274.

 13. See Jonathan L. Willis and Guangye Cao, “Has the U.S. Economy Become 
Less Interest Rate Sensitive?,” Economic Review 100, no. 2 (2015): 6, 
https:// www . kansascityfed . org / ~ / media / files / publicat / econrev 
/ econrevarchive / 2015 / 2q15willis . pdf.

 14. Ibid.
 15. Permit Extension Act of 2008, N.J.S.A. 40:55D-136.1–136.6, http:// www . nj 

. gov / dep / landuse / pea . html.
 16. For a discussion of the economic effects of zoning laws on U.S. housing 

prices from the 1970s to the pres ent, see Edward Glaeser, “Reforming 
Land Use Regulations,” Brookings Institution, April 24, 2017, https:// www 
. brookings . edu / research / reforming - land - use - regulations / .
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 17. See Scott Sumner, “Why the Fiscal Multiplier Is Roughly Zero,” Mercatus 
Center, George Mason University, September 11, 2013, https:// www 
. mercatus . org / publication / why - fiscal - multiplier - roughly - zero - 0.

 18. Jason Furman, chair of the U.S. Council of Economic Advisers during the 
Obama administration, summarized the old consensus as follows: “Discre-
tionary fiscal policy is dominated by monetary policy as a stabilisation tool 
 because of lags in the application, impact, and removal of discretionary 
fiscal stimulus.” See Jason Furman, “The New View of Fiscal Policy and Its 
Application,” VoxEU, November 2, 2016, http:// voxeu . org / article / new - view 
- fiscal - policy - and - its - application.

 19. “The Wars of In de pen dence: How to Preserve the Benefits of Central Bank 
Autonomy,” Economist, April 27, 2017, http:// www . economist . com / news 
/ leaders / 21721380 - twenty - years - after - bank - england - was - given 
- independence - powers - central - banks - are.

 20. See Tucker, Unelected Power.
 21. See Jeff Black, Craig Torres, and Jeanette Rodrigues, “Pop u lism Is Shaking 

the Edifice of Central Bank In de pen dence,” Bloomberg, February 27, 2017, 
https:// www . bloomberg . com / news / articles / 2017 - 02 - 27 / age - of - populism 
- shakes - pedestal - of - central - bank - independence.

 22. See Federal Reserve Transparency Act of 2017, 115th Cong., Senate. 16, 
https:// www . congress . gov / bill / 115th - congress / senate - bill / 16. See also 
United States House of Representatives Financial Ser vices Committee, 
“Federal Reserve Reform: The Fed Oversight Reform and Modernization 
Act (FORM Act), H.R. 3189,” https:// financialservices . house . gov / issueshome 
/ issue /  ? IssueID​=​100094.

 23. See Stefan Wagstyl and Claire Jones, “Germany Blames Mario Draghi for 
Rise of Rightwing AfD Party,” Financial Times, April 10, 2016.

 24. See Simon Osborne, “ECB Backlash: Anger as Fifth of German Firms Face 
Negative Interest Rates,” Express, August 10, 2017, http:// www . express . co 
. uk / news / world / 839565 / ECB - European - Central - Bank - Germany - negative 
- interest - rates - eurozone - economic - powerhouse.

 25. United States House of Representatives Financial Ser vices Committee, 
“Federal Reserve Reform: The Fed Oversight Reform and Modernization 
Act (FORM Act), H.R. 3189.”

4. The Painful Costs of Prolonged recessions: Evidence and Theory

 1. See Lawrence Summers, “The Age of Secular Stagnation: What It Is and 
What to Do about It,” Foreign Affairs, February 15, 2016, https:// www 
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. foreignaffairs . com / articles / united - states / 2016 - 02 - 15 / age - secular 
- stagnation.

 2. See David Luttrell, Tyler Atkinson, and Harvey Rosenblum, “Assessing the 
Costs and Consequences of the 2007–09 Financial Crisis and Its After-
math,” Economic Letter 8, no. 7 (September 2013), http:// www . dallasfed 
. org / research / eclett / 2013 / el1307 . cfm. This is a 2013 estimate from the 
Dallas Federal Reserve Bank’s Research Department. The $30 trillion 
figure represents almost two years of lost output. The wide range comes 
from uncertainty about the ultimate length of the recession and likelihood 
of catchup growth. The wide range is also caused by uncertainty about 
“hysteresis.”

 3. See Peter S. Goodman, “Eu rope’s Economy,  after 8- Year Detour, Is 
Fitfully Back on Track,” New York Times, April 29, 2016, https:// www 
. nytimes . com / 2016 / 04 / 30 / business / international / eurozone - economy - q1 
. html ?  _ r​=​0.

 4. For a survey of the research on sources of hysteresis in unemployment 
flows, see Michael W. L. Elsby, Ryan Michaels, and David Ratner, “The 
Beveridge Curve: A Survey,” Journal of Economic Lit er a ture 53, no. 3 
(2015): 571–630.

 5. Summers, “Age of Secular Stagnation.”
 6. Manuel Funke, Moritz Schularick, and Christoph Trebesch, “ Going to 

Extremes: Politics  after Financial Crises, 1870–2014,” Eu ro pean Economic 
Review 88 (2016): 227–260.

 7. The theory of the liquidity trap was first developed during the  Great 
Depression by John Hicks to reconcile Keynesian and classical macroeco-
nomics. Hicks theorized that, in ordinary times, economies  were prone only 
to temporary recessions, in accord with the classical view of the business 
cycle. When interest rates hit the zero lower bound, however, Hicks argued 
that the Keynesian view, in which prolonged recessions or depressions are 
caused by stagnant aggregate demand, becomes more relevant. Since the 
1990s, Paul Krugman has developed a modern version of Hicks’s liquidity 
trap. See Paul Krugman, “This Age of Hicks,” New York Times, July 22, 
2011, https:// krugman . blogs . nytimes . com / 2011 / 07 / 22 / this - age - of - hicks / .

 8. For the most part, no impassable barrier bars interest rates from falling 
below zero—at least in the private sector. Indeed, we saw slightly negative 
interest rates (below zero, but above −1.0  percent) in many countries during 
the  Great Recession— without cash hoarding. But  these episodes are the 
exception that proves the rule. If interest rates of −0.4  percent are a 
newsworthy “act of desperation,” then the zero lower bound on interest 
rates is an impor tant constraint. See Jana Randow and Simon Kennedy, 
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“Negative Interest Rates,” Bloomberg, March 21, 2017, https:// www 
. bloomberg . com / quicktake / negative - interest - rates; Matthew Rognlie, “What 
Lower Bound? Monetary Policy with Negative Interest Rates,” http:// 
mattrognlie . com / negative _ rates . pdf.

Law may restrict the Federal Reserve from paying negative interest rates. 
See Josh Zumbrun, “Four  Legal Questions the Fed Would Face If It 
Deci ded to Go Negative,” Wall Street Journal, February 10, 2016, https:// 
blogs . wsj . com / economics / 2016 / 02 / 10 / four - legal - questions - the - fed - would 
- face - if - it - decided - to - go - negative / . Yet again, we see the intimate connec-
tion between monetary policy and law. I am skeptical of  these  legal qualms, 
which pale in comparison to the  legal uncertainty of the ECB’s Outright 
Monetary Transactions program (discussed in Chapter 5).

 9. Kenneth Rogoff calls the zero lower bound the “curse of cash.” He recom-
mends that, if cash’s zero rate of return constrains interest rates, then one 
response is to abolish cash and similar instruments in  favor of alternatives 
that yield less than zero. The suggestion is intriguing; its radicalism speaks 
to the depth of macroeconomists’ worries about liquidity traps. See 
Kenneth S. Rogoff, The Curse of Cash: How Large- Denomination Bills Aid 
Crime and Tax Evasion and Constrain Monetary Policy (Prince ton, NJ: 
Prince ton University Press, 2016).

 10. For a counterargument that negative interest rates are both achievable and 
constitute “conventional monetary policy, see Miles Kimball, “Negative 
Interest Rate Policy as Conventional Monetary Policy,” National Institute 
Economic Review 234, no. 1 (2015): R5– R14.

 11. The theory of secular stagnation was developed during the  Great Depres-
sion by Alvin Hansen. See Alvin H. Hansen, “Economic Pro gress and 
Declining Population Growth,” American Economic Review 29, no. 1 
(March 1939): 1–15. In the aftermath of the  Great Recession, Larry 
Summers has advocated a modern version. See, e.g., Lawrence H. Sum-
mers, “The Age of Secular Stagnation,” Foreign Affairs, March / April 2016, 
https:// www . foreignaffairs . com / articles / united - states / 2016 - 02 - 15 / age 
- secular - stagnation.

 12. See Michael T. Kiley and John M. Roberts, “Monetary Policy in a Low 
Interest Rate World,” Brookings Papers on Economic Activity, March 23, 
2017.

 13. For an explanation of the debt supercycle theory of the  Great Recession, 
see Kenneth S. Rogoff, “Debt Supercycle— Not Secular Stagnation,” in 
Pro gress and Confusion: The State of Macroeconomic Policy, ed. Olivier 
Blanchard, Raghuram Rajan, Kenneth Rogoff, and Lawrence Summers 
(Cambridge, MA: MIT Press, 2016), 19–28.
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 14. Officially, the  Great Recession began in December 2007. At this time, 
financial markets  were jittery— subprime mortgages  were beginning to 
default— but not in crisis. The Financial Crisis of 2008 transformed what 
many guessed would be an ordinary recession into the worst global 
downturn since the  Great Depression.

5. Law, Monetary Policy, and Fiscal Policy in a Liquidity Trap

 1. Olivier Blanchard, Giovanni Dell’Ariccia, and Paolo Mauro, “Rethinking 
Macroeconomic Policy,” International Monetary Fund, February 12, 2010, 
https:// www . imf . org / external / pubs / ft / spn / 2010 / spn1003 . pdf; Ben S. Bernanke, 
“The Zero Lower Bound on Interest Rates: How Should the Fed Respond?,” 
Brookings Institution, April 13, 2017, https:// www . brookings . edu / blog / ben 
- bernanke / 2017 / 04 / 13 / the - zero - lower - bound - on - interest - rates - how - should 
- the - fed - respond / ; Stephen G. Cecchetti and Kermit L Schoenholtz, “The 
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Appendix

 1. Since the critique of the real business cycle theorists in the 1970s and 
1980s— see, e.g., Finn E. Kydland and Edward C. Prescott, “Time to Build 
and Aggregate Fluctuations,” Econometrica 50, no. 6 (1982): 1345–1370; 
Robert E. Lucas, “Expectations and the Neutrality of Money,” Journal of 
Economic Theory 4 (1970): 103–124; Robert E. Lucas, “Econometric Policy 
Evaluation,” Carnegie- Rochester Conference Series on Public Policy 1, 
no. 1 (1976): 19–46— the Keynesian IS- LM model has been augmented by 
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Michael Woodford, Interest and Prices (Prince ton, NJ: Prince ton Univer-
sity Press, 2003), 9–10 and chap. 3. Neo- Keynesian models derive similar 
(but not identical) conclusions to the IS- LM model, but they derive  these 
conclusions from microeconomic behavioral assumptions rather than the more 
ad hoc assumptions of Hicks and Keynes. IS- LM is still featured in most 
macroeconomics textbooks and is the framework within which many macro-
economic policymakers make their decisions. See N. Gregory Mankiw, 
“The Macroeconomist as Scientist and Engineer,” Journal of Economic 
Perspectives 20, no. 4 (2006): 1–26, http:// scholar . harvard . edu / files / mankiw 
/ files / macroeconomist _ as _ scientist . pdf. As Olivier Blanchard, a noted 
macroeconomist recently observed, “I strongly believe that ad hoc macro 
models, from vari ous versions of the IS- LM to the Mundell- Fleming model, 
have an impor tant role to play in relation to DSGE models.” See Olivier 
Blanchard, “On the  Future of Macroeconomic Models,” Oxford Review of 
Economic Policy 34 (2018): 43–54.

 2. The IS- LM model also implicitly models a third market— the market for 
bonds. Savings can be held as cash or bonds. Cash facilitates transactions, 
but bonds pay interest. The IS- LM model is thus a three- market general 
equilibrium model, where the three markets are (1) goods and ser vices, 
(2) money, and (3) bonds. By Walras’s law, however, a point that represents 
equilibrium in two of  these markets, in this case the goods and money 
markets, also depicts equilibrium in the third (bonds) market. See Paul 
Krugman, “How Complicated Does the Model Have to Be?,” Oxford 
Review of Economic Policy 16 (2000): 33–42.

 3. This discussion follows Paul Krugman’s lucid explanation of the Hicksian 
IS- LM model for readers unfamiliar with economics: Paul Krugman, 
“IS- LMentary,” New York Times, October 9, 2011, https:// krugman . blogs 
. nytimes . com / 2011 / 10 / 09 / is - lmentary / .

 4. Krugman, “IS- LMentary.”
 5. Ibid.
 6. Ibid.
 7. See John R Hicks, “Mr. Keynes and the Classics: A Suggested Interpreta-

tion,” Econometrica 5 (1937): 153 fig.1, 153 n.8, 158.
 8. Lawrence J. Christiano, Martin Eichenbaum, and Charles L. Evans, 

“Monetary Policy Shocks: What Have We Learned and to What End?,” in 
Handbook of Macroeconomics, Volume 1, ed. J. B. Taylor and M. Woodford 
(Amsterdam: Elsevier, 1999), 65–148. In a more recent review of the 
empirical lit er a ture, Ramey supports this finding but observes that true 
“shocks” to monetary policy have become very rare; Valerie Ramey, 
“Macroeconomic Shocks and Their Propagation,” in Handbook of Macro-
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economics, Volume 2, ed. J. B. Taylor and H. Uhlig (Amsterdam: Elsevier, 
2016), 71–162.

 9. By purchasing long- term bonds that they normally shun, unconventional 
monetary policy by central banks also directly lowers the nominal interest 
rates on long- dated assets. Like short- term bonds, long- term bonds must 
yield at least zero nominal interest, however, lest investors migrate to cash, 
limiting this effect. Moreover, this effect may not even succeed in bringing 
interest rates on long- term assets to zero.  Because  there are power ful 
 factors that typically induce a positive relationship between asset term and 
nominal interest rates, zero nominal interest rates on short- term assets may 
require above zero yields on long- term assets. Robert J. Shiller and J. 
Huston McCulloch, “The Term Structure of Interest Rates,” in Handbook 
of Monetary Economics, Volume 1, ed. B. M. Friedman and F.H. Hahn 
(Amsterdam: Elsevier, 1990), 627–722.

 10. Paul Krugman, “It’s Baaack: Japan’s Slump and the Return of the Liquidity 
Trap,” Brookings Papers on Economic Activity 29, no. 2 (1998): 137–206; 
Gauti B. Eggertsson and Michael Woodford, “The Zero Bound on Interest 
Rates and Optimal Monetary Policy,” Brookings Papers on Economic 
Activity (2003): 139–233.
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social costs of, 70–73; economic effects 
of, 1, 7; effect on construction industry, 
64, 65, 193; effects of federal spending 
during, 35; experience of North Dakota 
during, 161–162; failure of fiscal policy 
during, 102–103; Federal Housing 
Administration and, 49–51; fiscal 
stimulus in practice during, 95–100; 
foreclosure and, 184–185; health care 
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coverage decrease during, 44, 45; law 
and, 3–7; as liquidity trap, 10–11, 74; 
monetary policy response to, 1–2; 
mortgage and  house hold debt and, 
183–186; offers in compromise from 
IRS during, 116; po liti cal paralysis 
during, 97; rise of pop u lism in 
aftermath of, 199–200; salaries of 
first- year  legal associates and, 29–30; 
unconventional monetary policies used 
during, 81, 199; undermining of 
po liti cal  orders and, 72–73, 199–200; 
unemployment insurance funds and, 
52; utility prices during, 177–178, 
180–181

Greece: lack of fiscal space during  Great 
Recession in, 97; price controls and 
economic crisis in, 17–18, 170–174

“Grexit,” 173
Growth: effect of  Great Recession on 

annual, 70, 71–72; secular stagnation 
and, 76–77; zero interest rates and, 156

Gulf Oil, contract law  battle with Eastern 
Airlines, 169–170

Hammurabi, 19
Hansen, Alvin, 230n11
Hard currency, 59
Haveman, Robert, 134–135
Health care: business cycle and demand 

for, 223n29; decrease in coverage 
during  Great Recession, 44, 45; 
government subsidies for, 43–45

He li cop ter money, 3, 12, 81–82, 88–89
Hicks, John, 205, 209, 229n7
Home Affordable Modification Program 

(HAMP), 119–120
Home mortgage interest deduction, 

45–46
Home  Owners Loan Corporation, 185
House hold debt,  Great Recession and, 

183–186
Housing market, consumption and 

declines in, 247–248n10
Housing values, debt and, 183–184
Hyperinflation, he li cop ter money and, 88
Hysteresis, 10, 70–71; economic costs of, 

71–72; withholding schedule adjust-

ments and prevention of, 117; zero 
lower bound and, 93

“Impossible trinity” of international 
macroeconomics, 59–60

Incentives, microeconomic efficiency and, 
141–142

Income tax: as automatic stabilizer, 31–32, 
41, 42–46, 107–108; corporate, 46–47, 
225n40; decreasing to offset sales and 
consumption tax increases, 99

India, abolition of high- denomination bills 
in, 88

In equality  under the law, expansionary 
 legal policy and, 143

Inequity, price controls and, 168–170
Inflation: aggregate demand stimulus and, 

144–145; central banks and raising 
expectations about, 214–215; expected, 
29; IS- LM model and, 208–209, 211; in 
Keynesian macroeconomics, 29–30; 
price controls in response to rising, 17, 
166–168; quantitative easing and, 85; 
raising inflation targets, 82–84; real and 
nominal interest rates and, 214

Inflation impact statements, 112
Injunctive remedies, 192, 193; prelimi-

nary, 193–194, 195
Institutional design, 3
Institutional reform of fiscal policy, 

102–113; design fiscal rules sensitive 
to the business cycle, 107–109; 
empower fiscal policy agencies, 
109–110; establish Office of Fiscal and 
Regulatory Affairs, 110–112; raise 
investment spending, 106–107; repeal 
balanced bud get requirements, 
103–106; teach  lawyers macroeco-
nomics, 112–113

Institutional weaknesses of expansionary 
 legal policy, 144–154; coordination 
prob lems, 153–154; demo cratic 
legitimacy, 151–152; expertise, 
145–146; monetary offset, 144–145; 
risks of po liti cal opportunism and 
arbitrariness, 149–151; spillovers, 
152–153; time lags, 147–148; uncertain 
effects, 146–147
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Institutions, discretionary fiscal policy 
made by, 33–34

Interest rates: aggregate demand and, 54; 
central bank control of, 56; IS- LM 
model and, 205, 206, 208, 211; liquidity 
traps and, 74–76; LM curve and, 212, 
213; monetary policy and, 212; money 
market and, 55; negative, 229n8; output 
and, 56–57; real vs. nominal, 214; in 
“restaurant economy,” 26–27; sensitivity 
of construction industry to, 64; 
short- term, 15, 231n4; tethering 
taxation and spending levels to, 108; 
zero, 15, 156. See also Zero lower 
bound; Zero short- term interest rates

Internal Revenue Code Section 105, 
43–44

Internal Revenue Ser vice (IRS): actions to 
take during times of deficient demand, 
100–101; discretionary use of expan-
sionary fiscal policy, 124; fiscal policy 
and, 13; fiscal stabilization via, 115–118; 
Notice 2008–83, 118, 124; offers in 
compromise, 116; Office of Research, 
Applied Analytics, and Statistics, 118; 
withholding schedules, 116–118

International Monetary Fund (IMF): 
calculating cyclically adjusted deficits, 
106; call for fiscal stimulus during 
 Great Recession, 97, 98; capital controls 
and, 60, 61; on cause of  Great Reces-
sion, 1; on failure of austerity, 96; on 
fiscal multipliers, 93; Greece and, 173; 
“Now Is the Time,” 94; readiness for 
next recession and, 3

Interventions in the  labor market, 
175–176

Investment spending: call to raise, 
106–107; IS- LM model and, 215–216

IS (Investment / Savings) curve, 205–206; 
demand and, 212; fiscal policy and, 216; 
output and, 212–213

IS- LM (Investment / Savings— 
Liquidity / Money) model, 7, 205; 
demand in, 212; evidence for efficacy of 
monetary policy and, 211–212; failure of 
conventional monetary policy and, 
213–214; fiscal policy at zero lower 

bound and, 215; fluctuations in, 
207–208; monetary stabilization policy 
and, 210–211; potential output, inflation, 
and long- run effects of demand shocks 
and, 208–209; unconventional monetary 
policy and, 214–215. See also IS 
(Investment / Savings) curve; LM 
(Liquidity / Money) curve

Jacob and Youngs v. Kent, 194–195
Japan: Bank of Japan, 62, 85; continued 

low growth rates in, 100; secular 
stagnation in, 76–77, 155; zero interest 
rates and anemic growth and employ-
ment in, 156

Jobs: conventional cost- benefit analyses 
and creation of, 132; cost- benefit 
analy sis of construction proj ects and, 
134–135; liquidation vs. reor ga ni za tion 
in business bankruptcy and, 190

Johnson, Hugh, 164
Joint causality, monetary policy and, 

56–57
Judges: bankruptcy law and, 19–20, 

186–190; expansionary  legal policy and, 
20, 160, 190–191, 195–196; IS curve 
and, 216

Judicial remedies: damages, 20, 192, 193; 
injunctive, 192, 193, 194–195. See also 
Law of remedies

Justice, expansionary  legal policy and 
challenges to, 142–143

Kaldor- Hicks efficiency, 140, 142
Kent, George E., 194–195
Keynes, John Maynard, 16–17, 165, 174, 

195
Keynesian macroeconomics, 7, 25–30; 

demand and, 26–27; financial fictions 
and, 27–28; fixed prices and variable 
output, 25–26; interest rates and, 26–27; 
potential output, inflation, and long- run 
effects of demand shocks, 29–30; 
shocks and, 27; unemployment and, 26.  
See also IS- LM (Investment / Savings— 
Liquidity / Money) model

Keystone Pipeline proposal, 129–138; 
approval pro cess, 14–15; development 
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during liquidity trap, 143; empirical 
evidence for effectiveness of expan-
sionary  legal policy, 135–136; expan-
sionary  legal policy, deregulation, and, 
136–138; government role in invest-
ment spending and, 215–216; inad-
equacy of conventional cost- benefit 
analy sis, 131–132; lack of macroeco-
nomic expertise brought to, 145–146; 
law and macroeconomics and, 130–131; 
macroeconomic cost- benefit analy sis of, 
133–135; potential effect on aggregate 
demand, 132–133; regulatory burden on, 
243–244n20; spillovers and, 152–153; 
test of microeconomic efficiency  
and, 140–142; time lags in approval  
of, 147–148; Trump and, 131, 149

Kingi, Hautani, 45
Krugman, Paul, 85, 229n7
Kuroda, Haruhiko, 62

Labor- force participation rates,  Great 
Recession and, 70

 Labor market: hysteresis and, 10; 
interventions in, 175–176

Land- use lags, effect on construction, 
64–65

Law: construction industry and, 64–65; 
fixed exchange- rate / capital control 
regimes and, 60–61;  Great Recession 
and, 3–7; macroeconomic effects of, 
14–15; macroeconomics and goals of, 
139–144; New Deal and use of for 
macroeconomic ends, 16–17; reforming 
fiscal stimulus in times of deficient 
demand, 100; role in aggregate 
demand, 215–216; sensitivity of output 
to monetary policy, 63–65; theory of 
prolonged recession and, 78–80. See 
also Macroeconomic  legal interventions

Law of debtors and creditors, 183–191; 
how debt affects aggregate demand, 
183–186; implementation, 190–191; 
liquidation vs. reor ga ni za tion in 
business bankruptcy, 190; personal 
bankruptcy forgiveness, 189; role of 
bankruptcy law, 184–185, 186–187; 
student loan forgiveness, 187–189

Law of preliminary injunctions, 193–194
Law of remedies, expansionary policy 

through, 192–196; implementation, 
195–196; kinds of remedies, 192–193; 
macroeconomic effects of choice of 
remedies, 193–195

 Lawyers, macroeconomic education for, 
112–113, 145

 Legal market, salaries of first- year 
associates, 29–30

 Legal spending multiplier, 136
 Legal stimulus, short- term interest rates 

and, 15
Legislatures: establishing fiscal policy 

agency and, 33, 102, 109–110; 
knowledge of macroeconomics, 145; 
monetary policy and, 57; pursuit of 
expansionary  legal policy, 159–160

Lehman  Brothers, 70, 86
Lending market: expansionary fiscal 

policy and, 92; interest rate and 
stabilization of, 54–55; interest rates 
and, 54–55, 75–76

Leverage cycles, 219n3
Leverage effects, 27–28
Leverage ratio, 219n3
Liability- rule protection, 192–193, 

194–195
Liquidation in business bankruptcy, 190
Liquidity traps: capital spending and, 107; 

cost of, 10; damage remedies and, 
195–196; debt discharge during, 191; 
effectiveness of expansionary fiscal 
stimulus and, 11–12; expertise in 
applying expansionary  legal policy 
during, 146; failure of conventional 
monetary policy and, 213–214; fiscal 
policy in, 91–95; friction and, 213; 
 Great Recession and, 10–11; IS- LM 
model and, 212, 213; microeconomic 
efficiency and, 141, 142; preliminary 
injunctions during, 194; prolonged 
recessions and, 74–76; short- term fiscal 
stimulus for, 78; zero short- term 
interest rates and, 156. See also Fiscal 
policy in a liquidity trap; Monetary 
policy in a liquidity trap

Liscow, Zach, 190
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LM (Liquidity / Money) curve, 205, 
206–207; expansionary monetary policy 
and, 214; financial regulation and, 210; 
interest rates and, 209, 212; money 
market and, 210

Long- term interest rates, 231n4

Macroeconomic cost- benefit analy sis of 
Keystone Pipeline, 133–135

Macroeconomic education, for  lawyers, 
112–113, 145

Macroeconomic effects: of law, 14–15; of 
remedies, 193–195

Macroeconomic  legal interventions, 
163–164; New Deal, 163–166; price 
controls, 163, 166–170

Macroeconomic policy in currency 
 unions, 162

Macroeconomics: goals of law and, 
139–144; legislators and  lawyers 
knowledge of, 145; LM curve and, 210; 
need for institution focused on law and, 
202; new Keynesian, 7; when law and 
regulation should consider, 154–162. 
See also Keynesian macroeconomics

Madison, James, 33
Mandates: on construction of Keystone, 

146; spending, 137
Matching grant programs, as automatic 

destabilizers, 47–49
Medicaid: as automatic destabilizer, 

47–49; automatic fiscal policy and, 41; 
 Great Recession and increase of 
enrollees in, 44

Mian, Atif, 19, 27, 183–186
Microeconomic efficiency, expansionary 

 legal policy and, 140–142
Microeconomic inefficiency, rice controls 

and, 168–170
Minimum wages, 175–176
Minnesota, foreclosure law in, 185–186
Minsky, Hyman, 27
Monetary financing, definition of, 89
Monetary offset, expansionary  legal policy 

and, 144–145
Monetary policy: contractionary, 9; 

discretionary fiscal policy versus, 
40–41; effect of zero lower bound and, 

69–70; evidence for efficacy of, 
211–212; expansionary, 9; failure of 
conventional, 213–214; fiscal policy vs., 
61–66; limitations on, 5; liquidity traps 
and, 11; as primary response to  Great 
Recession, 1–2; reinterpreting 
consensus in  favor of monetary 
stabilization over fiscal stabilization, 
66–68; role of law in sensitivity of 
output to, 63–65; use in ordinary 
conditions, 154–155; zero lower bound 
and, 2, 15. See also Expansionary  legal 
policy; Unconventional monetary policy

Monetary policy in a liquidity trap, 82–91; 
he li cop ter money and, 88–89; negative 
interest rates and, 87–88; quantitative 
easing and, 84–87; raising inflation 
targets, 82–84; unconventional 
monetary policy, central bank in de pen-
dence and law, 88–91

Monetary policy institutions, 57–61; 
capital controls and, 60–61; control of 
monetary policy, 57–58; forgoing 
benefits of monetary policy stabiliza-
tion, 58–60

Monetary policy stabilization, 54–57; 
consensus in  favor of, over fiscal 
stabilization, 66–68

Money: base, 56, 210, 211; fiat, 55; 
interest rate and balance of demand 
and supply of money, 55; interest rate 
and stabilization of savings and 
borrowing, 54–55; quantity theory of, 
232n7; role in economy, 54. See also 
IS- LM (Investment / Savings— 
Liquidity / Money) model

Money market: central banks and, 210; 
interest rates and stabilization of, 75; 
IS- LM model and, 205–206, 207, 
250n2

Money multiplier, 56, 210
Mortgage debt,  Great Recession and, 

183–186
Mulligan, Casey, 122–123
Multiplier effects, 27; leverage effects and, 

28
Multipliers: estimates of, 234n27; fiscal, 

93–94, 136; government spending, 
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36–37;  legal spending, 136; money, 56, 
210

Mutual Mortgage Insurance (MMI) fund, 
50–52

National Industrial Recovery Act (NIRA), 
17, 164–165, 173, 174; unconstitution-
ality of, 165

“National interest” standard: basis for 
decisions in, 15, 150, 160; Keystone 
Pipeline and, 130–131, 160

National  Labor Relations Act (NLRA) of 
1935, 165

National Recovery Administration, 4, 163, 
164, 165

Native American Tribal Lands, Keystone 
Pipeline and, 131

Natu ral monopolies, utilities as, 176–177
Nebraska Sandhills, Keystone Pipeline 

and, 131
Negative interest rates, 229n8; as 

response to liquidity trap, 87–88
Negative- leverage cycle, 77–78
Neo- Keynesian models, 249–250n1
Net operating loss carrybacks, 225n40
New Deal, 200; regulatory agencies, 14; 

successes and failures of, 162, 163–164; 
use of law for macroeconomic ends and, 
16–17, 173

New Jersey, Permit Extension Act of 
2008, 65

Nixon, Richard M.: Economic Stabiliza-
tion Act and, 170; wage and price 
controls and, 14, 17, 163, 166–167

“Nixon Shock,” 166
Nominal interest rates, 214; central banks 

actions lowering, 251n9
North Dakota, experience of during  Great 

Recession, 161–162
Notice 2008–83, IRS, 118, 124

Obama, Barack: American Recovery and 
Reinvestment Act and, 47, 49, 98, 
114–115, 133; Keystone Pipeline proj ect 
and, 14, 131; shovel- ready stimulus 
proj ects and, 4, 38

Occupy Wall Street, 199
Offers in compromise, 116

Office of Fiscal and Regulatory Affairs 
(OFRA), 110–111, 124–125, 145, 151; 
coordination of expansionary  legal 
policy and, 153; need for, 202; role 
during robust economy, 202–203

Office of Information and Regulatory 
Affairs (OIRA), 13, 111, 125

Oil prices, Cost of Living Council and 
regulation of, 168–170

Opportunism. See Po liti cal opportunism
Organisation for Economic Co- operation 

and Development, on tax expenditures 
in member countries, 43

Output: discretionary fiscal policy and, 32; 
expansionary fiscal policy and, 91–92; 
 Great Recession and loss of, 70;  Great 
Recession and lost, 1; interest rates and, 
55, 56–57; IS curve and, 212–213; 
IS- LM model and, 205, 206, 208, 211; 
in Keynesian macroeconomics, 25–26, 
29–30; monetary policy and, 211–212; 
relative to capacity, 29; sensitivity to 
monetary policy, 63–65; zero lower 
bound on interest rates and, 69

Output gap, 26
Outright Monetary Transactions (OMTs), 

89–91

Pardo, Rafael, 188
Pareto efficiency, 244n2
Payroll tax rates, 108
Permit approval, 146
Permit Extension Act of 2008, 65
Personal bankruptcy forgiveness, 189
Phillips curve, 209, 211
Platt’s Inc.OilGram, 169
Po liti cal business cycle, 39
Po liti cal opportunism: automatic fiscal 

policy and, 41; business cycle- varying 
remedies and, 196; discretionary fiscal 
policy and, 39; expansionary  legal 
policy and risk of, 149–151; modifying 
rules and, 160; price controls and, 170

Po liti cal  orders, effect of  Great Recession 
on, 72–73

Po liti cal paralysis: during  Great Reces-
sion, 97; unconventional fiscal policy 
and, 99–100
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Po liti cal upheaval, liquidity traps and, 10
Politicians: automatic fiscal policy and, 41; 

macroeconomic education for  future, 
112–113

Pollution regulation, EPA and, 137–138
Poloz, Stephen, 62
Pop u lism, rise of in aftermath of  Great 

Recession, 73, 199–200
Potential output, IS- LM model and, 

208–209
Powell, Jerome, 62
Preliminary injunctions, 193–194, 195
Prevailing wage: delays in implementing 

fiscal policies and, 38; Greek economic 
difficulties and, 171

Price controls in response to  Great 
Inflation in United States, 4, 14, 17, 
162, 163; criticism of, 167–168; failure 
of, 174, 200–201; inequity and 
microeconomic inefficiency and, 
168–170; po liti cal opportunism and, 
170; rise and fall of, 166–167; uncer-
tain effects and, 170. See also Wage 
and price controls

Prices: in IS- LM model, 208–209; in 
Keynesian macroeconomics, 25–26; 
reduced asset, 28

Private sector spending: IS- LM model 
and, 209; tax expenditures and, 
202–203; unconventional fiscal policy 
and, 98–100

Production, IS- LM model and, 205
Prolonged recessions, 69–80; debt 

supercycle, 77–78; expansionary fiscal 
policy and, 82; liquidity traps and, 
74–76; secular stagnation and, 76–77; 
unconventional monetary policy and, 
81–82. See also  Great Recession

Property- rule protection, 192–195
Public goods, 13; fiscal policy and 

funding, 38, 39; law and, 5
Public- utility regulation. See Countercy-

clical utility regulatory policy

Quantitative easing: Bank of  England and, 
231–232n5; as response to liquidity trap, 
84–87

Quantity theory of money, 232n7

Ramirez, Steven, 165
Reagan, Ronald, 94, 111
Real interest rates, 214
Recessions: debt supercycle theory of 

deep, 16; law and macroeconomics and 
theory of, 78–80; liquidation vs. 
reor ga ni za tion in business bankruptcy 
and, 190; pop u lism and, 73; readiness 
for next, 100–101; utility prices and, 
177–178. See also  Great Recession; 
Prolonged recessions

The Re distribution Recession (Mulligan), 
122

Reduced asset prices, 28
Regulation: as means to address climate 

change, 129; role in aggregate demand, 
215–216

Regulators: IS curve and, 216; pursuing 
expansionary  legal policy, 160

Regulatory agencies: limiting princi ples 
for fiscal stimulus and, 13. See also 
Environmental Protection Agency 
(EPA); Office of Fiscal and Regulatory 
Affairs (OFRA); Office of Information 
and Regulatory Affairs (OIRA)

Regulatory arbitrariness, 152
Regulatory fiscal stimulus, 13
Regulatory interventions, time lags and, 

147–148
Reinhart, Carmen, 6, 158–159
Remedies. See Law of remedies
Reor ga ni za tion in business bankruptcy, 

190
Resource re distribution: fiscal policy and, 

38, 39
Response lags, discretionary fiscal policy 

and, 37–38
“Restaurant economy”: central bank and, 

26; demand in, 26–27; determination of 
output, 25–26; discretionary fiscal 
policy in, 32; expansionary  legal policy 
in, 130; financial frictions and, 27–28; 
fiscal stimulus in liquidity trap, 91–92; 
fluctuations in, 27; government and, 26; 
interest rates and, 26–27; price 
adjustments and output in, 29

Rodrik, Dani, 60
Rogoff, Kenneth, 6, 87, 158–159, 230n9
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Roo se velt, Franklin Delano, 16–17, 163, 
164–166

Royal Bank of Scotland, 70
Rozema, Kyle, 45

Sales tax increases, 98–99
Sanders, Bernie, 73
Savers: changes in housing values and, 

183–184; debt supercycle and, 77–78; 
expansionary fiscal policy and, 92; 
interest rates and, 26–27, 54, 74–76; 
leverage effects and, 28; negative 
interest rates and, 87; secular stagnation 
and, 76

Savings market: debt supercycle theory 
and, 79; interest rates and stabilization 
of, 54–55, 75–76

Schechter Poultry Corp. v. United States, 
165

Secular stagnation, 11, 158, 230n11; in 
Japan, 155; long- term increase in 
government spending and, 78; 
prolonged recessions and

Shocks, 27. See also Demand shocks
Short- term interest rates, 231n4; case for 

 legal stimulus and, 15
Social costs, of  Great Recession,  

70–73
Social Security, decreases in taxes on as 

stimulus, 180–181
Social welfare benefit programs: adminis-

tration of, 121–122; entitlement 
programs, 122

Solar power, tax credits for, 43
Spending, expansionary  legal policy and, 

147, 148
Spillovers, 34–35; expansionary  legal 

policy and, 152–153
Stability and Growth Pact (EU), 96,  

106
Stabilization policies: fiscal, 31, 66–68, 

115–118; length of “short run” and, 30; 
monetary, 54–57, 66–68, 210–211

Stagflation, 163
State Department: analy sis of effects of 

proposed Keystone Pipeline, 130–131, 
145, 150, 151–152; on Keystone 
Pipeline’s effects, 132, 135

State income tax: deductibility of from 
federal taxable income, 8; stabilizing 
effects of, 8

Stimulus policy: agency discretion over, 
118–123; spillovers and, 34–35

Student loan forgiveness, 19, 187–189
Sufi, Amir, 19, 27, 183–186
Summers, Larry, 62, 93–94, 120
Supplemental Nutrition Assistance 

Program (SNAP), automatic fiscal 
policy and, 41

Supply, IS- LM model and, 205

Take-up rates for social welfare benefit 
programs, 121–122

“Taper tantrum,” 147
Taxation: discretionary fiscal policy and, 

32; as means to address climate change, 
129; tethering to interest rates and 
unemployment, 108

Tax code: as automatic fiscal policy, 31–32; 
charitable- giving deduction, 45–46; 
home mortgage interest deduction and, 
45–46; subsidizing health care costs 
through, 43–45

Tax Cuts and Jobs Act (TCJA) of 2017, 
46–47, 225n40

Tax expenditures: automatic fiscal policy 
and, 42–46; by- products of, 202–203; 
charitable- giving deduction, 45–46; 
defined, 42; destabilizing effects of, 8; 
employer- provided health coverage 
deductions, 43–45; home mortgage 
interest deduction, 45–46; pro- cyclical 
business cycle effects of, 31; value of, 
223–224n32

Tax reductions: in response to  Great 
Recession, 3; in response to recessions, 
37, 38; Social Security, 180–181

Tea Party, 199
Time lags, expansionary  legal policy and, 

147–148
Timing, fiscal policy in liquidity trap and, 

92
Trade, monetary policy and, 59
TransCanada, 130, 134, 137, 146
Trea sury Department, mortgage- 

adjustment program and, 119–120
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Treaty of the Eu ro pean Union (Maastricht 
Treaty), 11; discretionary fiscal policy 
and, 33–34; ECB monetary actions 
violating, 81, 88–91; Eu ro pean Central 
Bank and, 58

Trebbi, Francesco, 184
Troubled Asset Relief Program (TARP), 

79, 119, 186
Trump, Donald: Keystone Pipeline 

proj ect and, 131, 149; pop u lism and, 10, 
73, 199; Tax Cuts and Jobs Act of 2017 
and, 46

Tucker, Paul, 11, 67

Uncertain effects: of expansionary  legal 
policy, 146–147; price controls and, 170

Unconventional fiscal policy, 98–100
Unconventional monetary policy: central 

banks and, 11, 81, 100, 199, 251n9; 
effect on real interest rates, 214–215; 
Eu ro pean Central Bank and, 11, 88–91

“Undue hardship” standard, student loan 
forgiveness and, 188

Unemployment: in aftermath of financial 
crisis, 158–159; austerity and, 98;  Great 
Recession and, 1, 70; macroeconomic 
cost- benefit analy sis of Keystone 
Pipeline and, 134–135; in “restaurant 
economy,” 26; tethering taxation and 
spending levels to, 108

Unemployment insurance: effect on 
unemployment and output, 122–123; 
 Great Recession and, 52; tethered to 
unemployment rate, 108

Unemployment payments, automatic fiscal 
policy and, 41

United Kingdom: Bank of  England, 62, 
98, 231–232n5; Bank Recapitalisation 
Fund, 79; Brexit, 10, 73, 156; use of tax 
expenditures in, 43; zero interest rates 
and anemic growth and employment in, 
156

United States: argument for monetary 
policy in, 63; declining estimates of 
GDP during  Great Recession, 71; 
deficit restrictions in, 96, 103; discre-
tionary fiscal policy in, 33; government 
response to climate change, 129; Office 

of Information and Regulatory Affairs, 
13; out- of- sync jurisdictions in currency 
 unions, 160, 161–162; po liti cal paralysis 
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response lags in discretionary fiscal 
policy, 37–38; tax cut in response to 
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controls in, 163, 166–170; zero 
short- term interest rates in, 155, 157. 
See also Tax code

U.S. Constitution: fiscal policy and, 33; 
powers delegated by, 110

U.S. Council of Economic Advisors, 94
U.S. dollar, adoption of as foreign 

currency, 59
U.S. Joint Committee on Taxation: on tax 

expenditures substituting for govern-
ment expenditures, 42

Utility regulation. See Countercyclical 
utility regulatory policy

Volcker, Paul, 167

Wage and price controls, 166–167; 
criticisms of, 167–168; Greece and, 
170–174; inequity and microeconomic 
inefficiency and, 168–170. See also 
Price controls in response to  Great 
Inflation in United States

Wage controls, 163
Walker, William N., 170
Withholding schedules, 116–118
Work disincentives, 175–176

Yellen, Janet, 62

Zero interest rates: aggregate demand 
and, 15; anemic growth and employ-
ment and, 156

Zero lower bound: consensus favoring 
fiscal policy at, 94–95; as constraint on 
monetary policy, 2; constraint on 
monetary stimulus and, 5; effectiveness 
of fiscal policy at, 92–94; expansionary 
 legal policy and monetary offset and, 
144–145; as explanation of recessions, 
158; fiscal multipliers and, 93–94; fiscal 
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IS- LM model and, 212–213, 215; 
liquidity trap and, 69, 74–75; planning 
for, 15–16; policy options to mitigate 
 future episodes of, 100–101; Rogoff on, 
230n9; secular stagnation and, 11, 69, 
76, 77; stimulating aggregate demand 
at, 201–202; stimulus options at, 
200–201; use of expansionary  legal 

policy and, 155–158; utility prices at, 
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Zero short- term interest rates: liquidity 
traps and, 156; spurring use of 
expansionary  legal policy, 157–158; in 
United States, 155, 157

Zoning laws, effect on construction, 
64–65
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