
Deficits and Inflation

G.M. Angeletos, C. Lian and C. Wolf

Discussion by Karel Mertens (FRB Dallas)

FRBSF February 21, 2025

The views expressed do not necessarily reflect the views of the Federal Reserve Bank of Dallas

or the Federal Reserve System.



This Paper

How and by how much does inflation responds to deficit shocks?

Ricardian Equivalence

Non-Ricardian models

(NK +) Fiscal Theory of the Price Level

NPV of surpluses provides nominal anchor

HANK (Blanchard 1985 perpetual youth)

Monetary policy provides nominal anchor



Inflationary Effects of Pandemic Transfers

FRB-US (via L. Summers) Angeletos-Lian-Wolf
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Figure 6: Output and inflation impulse responses (left and middle) to the post-covid fiscal deficit
shock (see text) and πδε (right) as a function of κ, under two different assumptions on the monetary
policy reaction: fixed real rates (purple) and fixed nominal rates (orange).

equal to $0.844tr (payments to households as part of the ARP Act). We restrict attention to payments

to households because our theoretical analysis only directly speaks to the propagation of this kind

of fiscal deficit increase. We then furthermore assume that there is no fiscal adjustment (i.e., we set

τd = 0), consistent with actual legislation so far (e.g., see the review in Anderson and Leeper, 2023).31

We study impulse responses to this fiscal deficit shock under two different assumptions on the

monetary policy reaction. First, we keep real rates fixed. The resulting impulse responses will identify

the causal effect of the fiscal expansion in isolation; i.e., what is the incremental impetus to inflation,

keeping the monetary policy stance—in terms of real rates—exactly as observed in the data? Second,

we keep nominal rates fixed. This counterfactual keeps the monetary stance in policy instrument

space as in the data, and thus—since the fiscal deficit will be inflationary—embeds the effects of ad-

ditional monetary accommodation, i.e., a decline in real interest rates.

Results. The results from our policy experiments are reported as the purple and orange lines in Fig-

ure 6. Consider first the overall magnitudes. Given the size of the deficit shock, the simple textbook

FTPL accounting would predict a cumulative discounted inflation response of around 16%. We see

that both policy experiments in our setting predict material dampening relative to that upper bound,

consistent with our results in Sections 6.2 - 6.3. The burst in inflation is furthermore, in both cases,

concentrated in the first couple of years after the fiscal deficit shock.

We next investigate further the role of the monetary policy response by contrasting the two sets of

31We assume that the two stimulus packages are surprises. We obtain very similar results under the opposite extreme
of perfect foresight, see Appendix B.3. The precise numbers for the payments to households in our policy experiment are
taken from Committee for a Responsible Federal Budget (2024).
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2 Persistent Deficits and Debt Dynamics

3 A Look at Debt Dynamics in the GFC and Pandemic

4 Causal Effects of Deficit Shocks: An Empirical Exploration



Textbook NK

Conventional wisdom (ϕ > 0, τd > 0) unambiguously delivers better outcomes.
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HANK (Perpetual Youth)

Hawkish monetary policy makes inflation more persistent
Active fiscal (ϕ < 0, τd = 0) arguably delivers better outcomes.
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Textbook NK and Persistent Deficit Shock

Debt dynamics now qualitatively different (Canzoneri, Cumby, Diba (2001))
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Perpetual Youth NK and Persistent Deficit Shock

Debt dynamics still qualitatively different with wealth effects
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Debt, Deficits and Inflation in the GFC
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Debt, Deficits and Inflation in the GFC
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Debt, Deficits and Inflation in the Pandemic
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Debt, Deficits and Inflation in the Pandemic
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Common (parsimonious) framework explaining both episodes challenging.



Debt, Deficits and Inflation in the Pandemic
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Empirical Effects of Deficit Shocks: An Exploration

What are debt dynamics following a deficit shock empirically?

Quarterly 1960-2024 VAR in S/Y pot , D/Y pot , Y /Y pot , π, where S is
primary surplus and D is market value of government liabilities

Instrument with ‘cyclically-adjusted’ innovations in primary surplus

(S/Y pot)innov = τy (Y /Y pot)innov − deficit shock

[Similar to Blanchard and Perotti 2001]

Consider τy = 0, 1, or 2

Think of Canzoneri, Cumby, Diba (2001) as τy = 0.



τy = 0

Not an AD shock, surely reverse causality.
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τy = 1 (OLS estimate)

Deficit shock is AD shock (sort of), real market value of government debt
increases.
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τy = 2

Deficit shock is AD shock, real market value of government debt declines.
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Deficits and Inflation: Concluding thoughts

This is an excellent, thought-provoking paper.

Very important work on existential questions in monetary/macro

Important to know the “how” as well as the “how much”


