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STUDY QUESTIONS 
 
 
I.  FINANCIAL INSTABILITY & CRISES: CAUSES, MODELS, AND PREDICTION 
Financial crises have occurred throughout history, but recently seem to be more global in their impact 
and more virulent in terms of their effects on financial markets and economic growth. Steps taken in 
response to the 2008 Global Financial Crisis and 2020 “Covid Crisis” to help stabilize financial systems 
and support recoveries have dramatically changed the global economic landscape. They have also left a 
legacy that will shape opportunities and risks in the future. This section of the course evaluates the causes 
of financial crises, why they often come as a surprise, and why they can have such devastating 
consequences. It also discusses how these periods of financial instability can affect the business 
environment, By the end of the section, students should be able to look at key macro and financial 
statistics for different countries and evaluate which are at greatest risk of having an economic or 
financial crisis in the future.   
 
I. Introduction: Macro-Financial Stability in a Globalized World 
This class begins with a general overview for the course, before introducing the first section: the risks 
from macro-financial instability in a globalized world. It begins by putting recent events in the historical 
context and discusses different types of crises—including how they present challenges for governments, 
individuals, and companies around the world. This discussion sets the stage for the deeper analysis of the 
causes and consequences of financial crises over the next few weeks. What do these financial cycles 
occur again and again? How has the liberalization of financial markets and new forms of financial 
intermediation contributed to these cycles? Why are financial crises becoming harder to recover from and 
why do they usually have such long-term effects? Increased globalization through trade and capital flows 
has provided substantial opportunities for countries and businesses, but has also increased the risks from 
macro-financial instability.  
 

• Does globalization make countries more prone to crises or safer? What is the difference between 
a recession and financial crisis?  

• Why do crises occur again and again? Can individual countries protect themselves? 
• Why do we care so much about financial crises? How can they have such long-term effects? Will 

the “Covid Crisis” have as long lasting effects—or will this time be different? 
 
II. Exchange Rate Basics: Mexico’s “Tequila” Crisis 
This case describes the background to and direct aftermath of the 1994 Mexican peso collapse—an 
example of a country that embraced globalization and market-friendly reforms that initially seemed to be 
very successful—before leading to a painful financial crisis and sharp currency devaluation. This class 
uses this episode as an introduction to understanding exchange rates and national income accounting—
key concepts that will be used throughout the class. For the assigned reading, you can skim the historic 
detail on Mexico in the case, but spend some time with the data for the 1994 period at the end (which we 
will use for the class discussion). If you are unfamiliar with these concepts or are used to only using the 
US dollar, this will be a lot of material and it will be helpful to review the reference material (at the start 
of the syllabus) on exchange rates, macroeconomic data, and National Income Accounting.  
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• How does a fixed exchange rate become overvalued or undervalued?  
• What are the advantages and disadvantages of having a fixed versus flexible exchange rate? 
• What role did the exchange rate regime play in the peso collapse in December 1994? What other 

factors were important? How important were short-term triggers versus structural problems 
internal to Mexico?  

 
 
III. Financial Crisis Basics I: The Taper Tantrum and India in the BB-NN Model 
This case focuses on the “Taper Tantrum”—when the US Federal Reserve discussed cutting back its 
purchases of US government bonds, generating a sharp financial market reaction, increased borrowing 
costs and large capital outflows from many emerging markets. Many people worrt that another “tantrum” 
could occur today as the US central bank begins to tighten monetary policy. This is also one reason the 
US was slow to taper asset purchases in 2020—a factor contributing to high inflation today. To make this 
example more concrete, the class will focus on the sharp impact of the Taper Tantrum on India. India had 
embarked on a program of structural reform and financial liberalization, supporting a period of rapid 
growth and enthusiasm about India’s prospects. This experience is used to develop the basic framework 
and model for analyzing crises that will be used throughout this course—the BB-NN model. The 
framework is also used by some market analysts to analyze the outlook for emerging markets. This is 
dense material; review the handout on the model carefully (on the reading list) before the class. If you 
have not used this model, listen to the recitation recording before the class and consider attending the 
Q&A session with the TAs for more practice with the model.  
 

• Should India’s balance of payments in 2012 have been a cause of concern? Why or why not? 
• What caused the Indian rupee to collapse in the summer of 2013? How important were short-term 

triggers versus structural problems internal to India? 
• Where was India in the BB-NN model in in 2012 (using 2011/2012 data) just before the “taper 

tantrum”?  
• What changed in the BB-NN model over the course of 2013 to put additional pressure on India? 

Where was India in August of 2013—and what changed in the model? What should Rajan do? 
• Why was there no “tantrum” in 2021 when the US Federal Reserve began tapering? Will there be 

a “tantrum” in 2022 if the Federal Reserve starts unwinding its balance sheet and selling bonds?  
 
 
IV. Financial Crisis Basics II: Bubbles and Iceland’s 2008 Meltdown 
This class shows how financial liberalization can lead to excesses, misallocation, and severe financial 
crises in advanced economies as well as in the emerging markets studied in past classes. Financial 
liberalization allows greater capital inflows from abroad, which can in turn help foster overborrowing, 
leverage, overvalued currencies, and asset prices bubbles. Weak regulation of the financial system, moral 
hazard, corruption/crony capitalism, and investor psychology can aggravate these risks. The results can be 
speculative bubbles in everything from tulip bulbs to housing prices to fishing licenses. Once the excesses 
exist, a seemingly small piece of news can generate a sharp and massive unwinding of positions, collapse 
in financial institutions and freefall in prices. The extreme excesses—and then collapse—in Iceland’s 
financial system in 2008 provides a colorful (and painful) example of these financial challenges at the 
heart of most crises. For the case reading, skip the historic background on pages 2-5 as well as the debate 
on EU membership—focus on the financial challenges in the 2000s. The optional reading, in Boomerang 
by Michael Lewis, is an easy read and entertaining description on the excesses behind Iceland’s crisis. 
 

• Where was Iceland in the BB-NN model in 2005? What happened at the end of 2008? 
• Should Iceland’s balance of payments in 2012 been a cause of concern? Why or why not? 
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• If you were a Moody’s analyst in May of 2008, would you have recommended downgrading 
Iceland’s Aaa sovereign debt rating?  

• What are the costs and benefits of capital account liberalization? What role did liberalization play 
in causing recent crises (including for Iceland)? Why does capital account liberalization often 
generate asset bubbles and pricing that seem far removed from “fair value”?  
 

 
V. Financial Crisis Basics III: Contagion and the Global Financial Crisis 
In 2007 most commentators believed that problems in the U.S. subprime market would be contained to 
the U.S. housing market, with only minor spillovers to other sectors of the U.S. economy and the rest of 
the world. A year later, major banks in Europe needed bailouts, growth collapsed in most advanced 
economies and emerging markets, and the world experienced its worst recession since the Great 
Depression. This class compares the causes of the 2008 Global Financial Crisis to those discussed earlier 
in the class. Although many of the vulnerabilities were the same—the virulence of the 2008 crisis 
highlighted the vulnerabilities from leverage in not only banks, but also non-bank financial 
intermediaries. A key difference in 2008 was also the extent of global financial contagion—when events 
in one country quickly spread around the world. The class discusses the channels by which financial and 
economic contagion can occur and why it often comes as a surprise. The optional HBS Case on the 
Financial Crisis provides a detailed play-by-play for people interested in more details—but is not 
necessary for the class discussion.  
 

• Were the causes of the 2008 crisis in the US substantially different than the crises in Mexico, 
India and Iceland? Was the US current account deficit a concern? 

• Was foreign financing of the US deficit a key cause of the crisis? What happened to this foreign 
financing during the crisis? 

• How can banks that appear to be well capitalized suddenly become insolvent? 
• What is financial contagion? How are crises transmitted across countries? Why did a crisis that 

originated in the U.S. housing market in 2008 cause such widespread global contagion? 
 
 
VI. Predicting Crises 
This class takes the concepts, models and country-specific lessons from previous classes and shows how 
they can be used to evaluate in real-time whether a country is likely to experience a bout of financial 
instability or full-blown crisis. The first handout is a reference on indicators to evaluate whether a country 
is vulnerable to a crisis and will be a useful reference for much of the semester. The main assignment 
describes unidentified countries that could be vulnerable. Come to class prepared to discuss which 
countries you think will experience a crisis and why. Use the reference material in the first reading for the 
assignment. We will spend a substantial portion of class discussing these anonymous countries and 
students will be cold-called to provide assessments. Also, review the material on exchange rates that is 
background reading for the class (available at the start of the reading packet). 

• How can you tell if an exchange rate is overvalued or undervalued using the statistics in the 
assignment?  

• What statistics would you suggest monitoring as early indicators of a crisis?  
• Which of the countries in the assignment are most likely to have a crisis? Why? 
• Which of the countries in the assignment appear to be in a good macroeconomic position? Why? 
• Do you think it is possible to develop a quantitative “early-warning system” to predict the timing 

or probability of crises? Why or why not? 
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VII. COVID-19: Was This Time Different?  
After a prolonged recovery from the 2008 Global Financial Crisis, countries around the world were 
finally expected to experience a period of solid and synchronized growth in 2020. Then the Covid-19 
pandemic hit. What started as a health emergency quickly caused unprecedented volatility in financial 
markets and a “dash for cash” that froze liquidity for the world’s safest asset (US Treasuries). An 
unprecedented policy response by central banks and finance ministries stabilized financial markets, but 
lockdowns and mobility restrictions caused a much sharper global recession than experienced in 2008. 
The “sudden stop” in capital flows was even more severe than during the Taper Tantrum and Global 
Financial Crisis, and many people predicted another period of contagion and series of financial crises 
across emerging markets. A variety of support packages, however, helped stabilize financial markets and 
then provided a “bridge” to workers and firms, leading to a rapid rebound in many countries. These 
responses also generated a new set of challenges as supply chains could not keep up with the recovery and 
a combination of health concerns and continued Covid risks prevented many people from returning to 
work. There is a heated debate about whether some challenges (such as the inflation spike) are just a 
short-term disequilibria or a more permanent impact on potential supply (as occurred during many past 
financial crises). This class sets the stage for the more detailed analysis of different policy responses in 
the next section of the course. For people who followed events closely over the last two years, you can 
skim the HBS Case which provides an overview of events in the early stages of the pandemic and focus on 
the other readings. 
 

• How were the initial effects of the Covid-19 crisis similar the financial crises studied earlier? 
How were they different? How are the effects on companies different than during traditional 
financial and economic crises? 

• Will Covid-19 be the trigger that interacts with underlying vulnerabilities to spark another round 
of financial crises? Or is this time different?   

• Will the recovery from the 2020 recession be different than after the 2008 crisis? Why or why 
not? Can the generous support packages reduce scarring and the traditional long-lasting effects 
that usually follow financial crises?  

• What are the advantages and disadvantages of different approaches adopted in different countries 
to supporting incomes, labor markets and companies?  

 
 
II. ACHIEVING MACRO & FINANCIAL STABILITY IN A GLOBALIZED WORLD 
Governments around the world reacted to the Covid-19 pandemic with unprecedented fiscal and 
monetary stimulus. Some new programs had never been used before—while others built upon what were 
thought to be “once-in-a-lifetime” responses to the Global Financial Crisis. This expansion of 
government interventions sparked a heated debate on the benefits and costs of these programs and who 
should be making these decisions. This section of the course looks at various policy options to recessions 
and crises—including monetary policy, fiscal policy, exchange rate policy, reserve management, 
macroprudential regulations, and capital controls. It evaluates what factors determine how a country 
chooses between these different policies, including how the options are even more limited in currency 
unions (such as the Euro area). By the end of this section, students should not only be able to understand 
how each of these policies works, but also be able to predict what policies a country is likely to choose in 
response to different events. The ability to predict policy responses is crucial for businesses to be able to 
plan for how the macroeconomic environment could change, including the possible effects on pricing 
decisions, input costs, borrowing options, access to foreign currency, restrictions to supply chains, and 
broader risks to cross-border transactions.  
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VIII. Fiscal Policy, the US Stimulus and the IS-LM Model  
Many governments launched massive fiscal packages to support growth and reduce unemployment in 
response to Covid. The key frameworks to evaluate these types of policy responses are the AS-AD and 
IS-LM models. This class introduces the easiest version of these models (for large economies). Review 
the model handout and watch the TA video before class—especially if you have not seen these 
models before—as they will be developed further and quickly become more complicated in the next 
class. With interest rates expected to remain lower than in the past (which makes it easier to finance 
deficits and harder for central banks to provide stimulus by lowering interest rates), there is renewed 
interest in using fiscal policy. Some analysis suggests that the “fiscal multiplier” is larger today and 
thereby more effective than in the past. Fiscal policy can also be useful to improve the supply potential of 
a country and accomplish other goals. This class will focus on how fiscal policy works, the different 
forms for fiscal policy, and its recent use and effectiveness. We will focus on the recent debate over 
Biden’s “Build Back Better” plan to highlight the key economic issues. An important and closely related 
discussion of the long-term issues around debt will be saved for a future class.  
 

• How is fiscal policy supposed to work? What are the challenges and longer-term concerns?  
• How should an optimal fiscal stimulus be designed? What are the advantages and disadvantages 

of different approaches?  
• What determines the fiscal multiplier? Is the role and effectiveness of fiscal policy different 

during a financial crisis? Is the role and effectiveness different during a pandemic? 
• What are the arguments for Biden’s “Build Back Better” fiscal package in the US today? What 

are economic concerns with this package?  
 

 
IX. Monetary Policy I: Conventional Policy and Setting Interest Rates  
Most large countries have traditionally relied on monetary policy as their primary tool for stabilizing 
growth and keeping inflation stable. This “first-line-of-defense” has many advantages over fiscal policy, 
including being set by technocrats and not generating an increase in debt burdens. This class develops the 
basic framework used by central bankers to set interest rates and focuses on “conventional” monetary 
policy—leaving a discussion of the newer “unconventional” tools to the next class. This class also 
discusses how monetary policy works in the IS-LM and AS-AD model, including the more complicated 
version of this model (for “small-open economies”)—which shows how the effectiveness of both 
monetary and fiscal policy can depend on a country’s exchange rate regime, size, and links to the rest of 
the world. Carefully review the handout on the small economy IS-LM model in advance and/or 
watch the recitation as we will apply the model in class but not go over the background material. 
 

• How is monetary policy supposed to work in a large economy? What are the challenges and 
longer-term concerns? How does this change for a small-open economy?  

• What are the key variables that you should watch to determine if a central bank should lower (or 
raise) interest rates? 

• What are the pros and cons of monetary versus fiscal policy? How does this change for a small-
open economy (according to the IS-LM model)? What determines which policy is more 
appropriate at any time?  

• Was monetary or fiscal policy the more appropriate response to the COVID pandemic? How does 
your answer vary across countries? 

 
X. Monetary Policy II: Unconventional Policy and Inflation Puzzles 
With interest rates near zero in many economies in 2009 and in 2020, many countries adopted 
“unconventional” forms of monetary policy to provide stimulus—such as quantitative easing, forward 
guidance, negative interest rates, and various credit and liquidity support programs. This has caused 
central banks to accumulate massive stocks of government assets and intervene in markets in ways that 
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could involve large losses. Some of these actions were critical to stabilize financial markets in 2008 and 
again in 2020, but many of these actions are controversial and have led to a political backlash against 
central bank independence. The “Phillips curve” (a tradeoff between unemployment and inflation), which 
has been central for evaluating when to adjust monetary policy, seems to have broken down, raising 
questions about whether we need a new framework for monetary policy. Just as inflation was much lower 
than expected in much of the 2010’s, however, inflation has recently picked up to the highest levels since 
the 1970s/1980s in many countries—prompting a debate about whether this is “transitory”. If these high 
levels of inflation persist, it could require sharp increases in interest rates that could destabilize financial 
markets and undermine the recovery. The last three articles in the reading (which can be skimmed) raise 
different issues around the recent acceleration in inflation.  
 

• How was the response by central banks to the Covid-19 pandemic different than before 2008? 
How was it different than during the 2008-2009 Global Financial Crisis?  

• What are the advantages and disadvantages of “unconventional” monetary (as compared to the 
“conventional” tool of adjusting interest rates? 

• Why has it been so hard to raise interest rates over the last decade? Is the Phillips curve 
framework (which assumes a relationship between inflation and slack) still useful for setting 
monetary policy? 

• Why has inflation picked up so quickly in 2021/2022? Is this pickup “transitory” or more 
persistent? What is the appropriate response by central banks? 
 

XI. Other Tools for Turkey: Exchange Rates, Reserves, Macroprudential Policy and Capital 
Controls  

In some circumstances, monetary and fiscal policy are limited or ineffective (such as due to constraints in 
the open-economy IS-LM model or large debt burdens) and countries turn to other policies to support 
growth, maintain price stability, and address financial vulnerabilities. This class will use the example of 
Turkey (both at the start of the Covid pandemic and more recently) to show the challenges for these 
smaller, open economies. It will evaluate several additional policy options: exchange rate adjustment, 
reserve management, macroprudential policy, capital controls and more “unorthodox” approaches. In the 
readings, focus on the advantages and disadvantages of each policy—both in general and for Turkey in 
2020. The class will also link to the discussion on exchange rates from the beginning of the course and at 
the start of the packet. (Review this material if needed.) The class will also include a discussion of 
macroprudential regulation—a set of tools that gained prominence after the Global Financial Crisis—and 
which were first tested during Covid—with some success and some flaws.  
 

• What are the pros and cons of letting an exchange rate automatically adjust to a shock 
(depreciate/appreciate) or setting a fixed exchange rate at a new level? What are the costs and 
benefits of using reserves to stabilize an exchange rate?  

• What are the costs and benefits of capital controls? Of macroprudential regulation?  
• What are the pros and cons of each of these policies for Turkey in the summer of 2020? 
• Did the greater use of macroprudential regulations over the last decade work as expected during 

the Covid pandemic? What were the unintended consequences and lessons learned?  
 

XII. Predicting Country Responses  
This class links together the insights from throughout the semester to work through how different 
countries evaluate which of the various economic tools they should use given their current vulnerabilities 
and the global economic environment. More specifically, the class will focus on the period in the spring 
of 2020, as the world realized that Covid could not be contained. Markets froze up, the cost of borrowing 
(especially in dollars) spiked, and most countries experienced sharp capital outflows. How should 
different countries respond? What are the advantages and disadvantages of the different tools discussed 
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over the past few weeks? How does each country’s macroeconomic situation (evaluated using the 
framework from the first part of the course) affect the tradeoffs involved with each tool?  How do these 
tradeoffs and decisions change for countries in the Euro area? Most of the class will be spent looking at 
the situations of different countries (in the handout) and discussing their options and how they are likely 
to respond.  
 

• Use the framework developed in the class on “Predicting Crises” to evaluate each country’s 
vulnerabilities and constraints. Then evaluate which of the policy tools discussed above would 
have made sense in the spring of 2020. Which of these options makes the most sense for each 
country: monetary policy (tighter or looser), fiscal policy (tighter or looser), exchange rate 
adjustment, reserve management, macroprudential regulation, capital controls or anything else?  

• How does membership in a currency union such as the Euro area affect a country’s decisions? 
• What other political, historical, or institutional factors are important in evaluating how a country 

responds? 
 
 
 
III. LONGER-TERM GLOBAL ECONOMIC CHALLENGES 
Over the decade after the 2008 Global Financial Crisis, policymakers focused on strengthening financial 
systems and supporting recoveries, and over the last two years they have prioritized responding to Covid. 
This has meant insufficient attention to many longer-term challenges and risks faced by many economies 
around the world. Moreover, many of the emergency policies adopted in response to both of these events 
will further aggravate these imposing long-term challenges—particularly the accumulation of debt. The 
pandemic, however, has raised awareness of the need to focus on and prepare for major challenges in 
advance—or suffer much worse consequences. This section of the class will use the models and 
frameworks developed through the semester to analyze several longer-term challenges. We will also 
incorporate a deeper discussion of the political and institutional factors that determine how these 
challenges are (or are not) addressed in different countries. This includes a closer look at the 
implications for different companies and individuals, as well as how to build support for economic 
policies that have short-run costs and distributional implications, but large aggregate benefits over time. 
 
 
XIII. Currency Wars and Model Review 
The last section of the course discussed how many countries rely on currency movements as an important 
tool for adjusting to shocks—including during the initial stages of the Covid pandemic. The first section 
of the course, however, showed how sharp currency movements can lead to a vicious cycle of increased 
debt payments, higher inflation, and even defaults and financial crises. In 2021, as many emerging market 
currencies strengthened, some countries intervened to maintain competitiveness—raising concerns about 
another round of “currency wars”. The US Treasury scrutinizes currency regimes in other countries twice 
a year when it releases its controversial “currency manipulation report”. This class reenacts the arguments 
that instigated the initial use of the term “currency wars”, with students playing the role of different 
countries. This class reviews and ties together the key models and themes from the course (the BB-NN 
model, IS-LM model, AS-AD model, assessing country options and pros/cons of reserve accumulation, 
exchange rate management, monetary policy, and capital controls, etc). This class therefore provides an 
excellent review for the upcoming exam. A key insight is how many policies used recently and 
considered to be optimal from the viewpoint of one country can have “spillovers” on others, and 
sometimes decrease global welfare.   
 

• In 2010, what was the justification for Brazil to impose capital controls? What were the 
justifications for the United States to adopt a looser monetary policy and for China to accumulate 
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reserves? What are the spillovers/multilateral implications of each of these policies? What are the 
domestic and spillover effects of each in the context of the small-open economy IS-LM 
framework and BB-NN models?  

• How have the different countries’ positions and arguments in the “currency war” changed in early 
2022 as the global economy recovers from the Covid pandemic? 

• Are there countries that should be labeled as a “currency manipulator” today?  
 
 
XIV. Trade Wars, Supply Chains, and Protectionism 
Since World War II, there has been a broad global consensus on the benefits from reducing tariffs and 
promoting trade, supported by a series of global trade rounds and numerous agreements between different 
countries and regions. This shift toward a more seamless flow of goods across borders has been key for 
companies to rely on complex supply chains that shift different stages of production to cheaper locations. 
It has also been critical to reducing inflation, supporting growth, and raising over a billion people out of 
extreme poverty. The rapid integration of low-income countries into the global trading system (especially 
China), however, has raised a number of concerns about whether trade is “fair” and how countries can 
compete when they have different rules, standards, and economic systems. There is also an increased 
realization that even if trade raises overall income levels, the costs to some companies, individuals, and 
whole communities that are negatively affected can be longer lasting and more severe than previously 
believed. These concerns have caused many countries to shift towards more protectionist trade policies 
(particularly in the US) and contributed to a “trade war” between the world’s two largest economies. The 
Covid pandemic also disrupted global supply chains and highlighted how vulnerable different countries 
and businesses are to supply-chain shocks and policy changes in key trading partners.  
 

• What are the arguments for more open trade in general (not focusing on any specific country)? 
What are the key arguments against? How do tariffs work in the IS-LM and BB-NN models? 

• What has changed to shift economies such as the US and China to support trade wars and 
protectionism? How is the rest of the world affected by a “trade war” between the US and China?  

• What is driving the sharp disruptions to global supply chains today? How long will these 
disruptions last? What are the macroeconomic implications? 

• As the global economy recovers, how can countries best balance the benefits of trade with 
legitimate concerns about fairness and the “losers”? 

 
 

XV. Macroeconomic Uncertainty: Measurement, Effects and Company Preparedness 
A constant refrain over the last 15 years has been the “unprecedented uncertainty” in the macroeconomic 
outlook. Policymakers and business, however, must still make decisions and should prepare for different 
outcomes. This class discusses the challenges of operating under heightened uncertainty. It begins by 
discussing the macroeconomic effects of uncertainty (including how to measure it) and the importance of 
considering the whole distribution of outcomes and risk management rather than focusing only on the 
median or modal forecast. Then it uses the example of the 2016 vote on whether the UK should leave the 
European Union to discuss how companies can use the insights developed over the semester to prepare 
for an uncertain macroeconomic environment. After the surprise result of the “Brexit” vote, sterling 
plummeted and uncertainty spiked, the prime minister resigned, and the leading “Brexiters” had no 
concrete plan for what came next. Many forecasters predicted a sharp recession, but the economy initially 
held up well, before deep political divisions led to several “cliff-edge” deadlines when there was a risk of 
a disorderly departure from the EU—contributing to periods of sharply weaker growth and investment. 
Come prepared to be a policymaker or company with a plan for this period of heightened uncertainty. 
For the case reading, skim the historical background on pages 3-7 and focus on the lessons for 
companies.  
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• How does uncertainty affect the economy? How could different types of uncertainty generate 

different economic effects? 
• If you were on the Monetary Policy Committee at the Bank of England, how would you have 

voted on monetary policy in the summer of 2016 (immediately after the Brexit vote and as 
uncertainty spiked and sterling depreciated)? 

• How would you have prepared for the Brexit vote if you were one of the following companies 
based in the UK in early 2016 (just before the vote): a manufacturing company (cars/Jaguar)? a 
consumer goods company (Burberry/ Cadbury/Diageo)? a macro hedge fund or insurance 
company? a local retailer or grocery store (Peter Jones /Tesco)? A high-skill service company 
(engineering/design/Arup)? 

• How has uncertainty around Covid affected economic activity? How is Covid-related uncertainty 
different than Brexit uncertainty? Or uncertainty about energy prices? 

 
 
XVI. Deficits and Debt I: Sustainability 
The massive fiscal packages to support economies during Covid are unprecedented in scale and 
generating record budget deficits (even when scaled relative to GDP). Even if these deficits are 
temporary, they will further add to debt levels that were already well beyond what has traditionally been 
associated with crises in many countries. Lower interest rates, however, have substantially reduced the 
interest cost of debt and could allow higher debt levels to be sustainable. The large asset purchase 
programs by central banks may also have alleviated pressures for governments to reduce debt levels—but 
may challenge the independence of central banks and lead to further pressure for central banks to “bail 
out” governments during the next recession. This class explores the accumulation of different types of 
debt around the world and develops a framework to understand debt dynamics. It focuses on 
understanding different views—such as why some people are not worried about large debt burdens, while 
others see them as a ticking time bomb. The next class will continue this discussion and focus on 
solutions and strategies to address high debt burdens.  

• What determines if a debt burden is sustainable? What has changed in this debate over the last 
decade? Why are some people not worried about high debt levels in many advanced economies 
today?  

• What can the world learn from Japan’s experience with high debt? 
• How are budget deficits, national savings, investment and current account balances related?  
• Do large increases in government spending and record budget deficits make sense today to 

respond to the Covid pandemic in countries that already have large debt levels? What country 
characteristics are important to answer this question? 

 
 
XVII. Deficits and Debt II: Solutions 
This section continues the discussion on deficits and debt, but shifts to the policy options for different 
countries. Some alternatives for addressing high debt levels include: expansionary monetary policy 
(inflation), fiscal austerity (through spending cuts or revenue increases), raising growth/supply, and 
financial repression.  The homework assignment provides a concrete example of the difficult tradeoffs 
involved in adjusting fiscal policy to put debt on a sustainable path in the US—a country which has an 
easier situation than many others. The class will also discusses options such as debt relief and debt 
restructuring—approaches which may be required for a number of emerging markets and developing 
economies over the next decade. Many of the issues around debt sustainability have no “right” answers 
and require making difficult choices and tradeoffs…  
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• What are the key options for putting debt on a sustainable path? In addition to fiscal policy, is 
there a role for monetary policy? A role for exchange rate policy? 

• What policies and institutions are most useful in order to put debt on a sustainable path? How 
does this debate change in countries that do not have independent currencies and central banks 
(such as the euro area)? 

• What are the advantages and disadvantages of debt restructuring? Why do countries usually avoid 
restructuring until there are no other options?  

• Are there better ways to structure debt to improve sustainability? 
 
 

XVIII. Outlook for Global Economy  
This final class will bring together many of the themes discussed throughout the semester to discuss the 
outlook for the global economy. What are the major opportunities and challenges for which every 
individual, business, and government should prepare? Covid-19 has generated major structural changes—
some of which may be temporary (inflation?) while others could aggravate existing long-term challenges 
(such as around debt and globalization). The pandemic could also stimulate structural shifts that are 
positive developments (such as speeding up the adoption of new technologies and more efficient ways of 
working that raise productivity). As highlighted throughout the semester, different countries will adapt to 
these changes in different ways—with their policy options partly based on their pre-existing 
characteristics and economic constraints. How these major shifts and risks in the global economy evolve, 
and how different countries response, will be critical for where and how businesses should operate over 
the next decade—and beyond. 
 

• Will the effects of the Covid Crisis be short-lived? What could prevent different economies from 
bouncing back quickly? Even for countries that recover quickly, what are the longer-term risks, 
challenges, and opportunities? 

• Will the Covid Crisis accelerate the ongoing shift to “deglobalization”? What will be the longer 
term consequences? 

• Why is productivity growth so critical for the outlook? How could COVID affect productivity 
growth? 

• What are the major risks and opportunities for the global economy over the next decade? What 
indicators will you track to evaluate if these will materialize? What How can businesses prepare? 
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