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knell for large, legacy companies. New
business models can be built on the loyalty
that GE has spent decades building among
its customers. “These assets are amazingly
powerful, and if you can just find a way to
unlock them, it becomes a great advan-
tage,” Lakhani says. But monetizing such
assets “requires new business models.”

For the past two years, Lakhani and
Tansiti have taught a popular new elective
course on digital innovation, and they’re
writing a book on the subject. The main
takeaway, they say, is that these transitions
are blurring the boundaries that once cor-
doned off the tech industry.

Take the highly publicized case of Nest,

the connected thermostat company that
Google bought for $3.2 billion in 2014. Nest
offers customers convenience: smartphone
users with remote access need never again
wonder whether they turned down the
heat before they left for vacation. By giv-
ing individuals more dynamic control over
energy usage, Nest helps customers save—
potentially disrupting the traditional,
$3-billion thermostat market. But from
Google’s perspective, Lakhani and Iansiti
wrote in HBR, Nest creates value that goes
far beyond just the sum of the savings on
each person’s energy bill. Google has, more
significantly, bought access to an unparal-
leled data set about how energy is gener-

ated, consumed, and wasted—an opening
into a s6-trillion energy sector (see “The
Risk of Inaction,” May-June 2015, page 68).

The Internet of Things promises to
change the way consumers live. But the
industrial shift—forcing companies far
beyond Silicon Valley to join the tech
world—might be even more signifi-
cant. ~STEPHANIE GARLOCK
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ECONOMIC INSTRUMENTS

Dealing with Debt

THE GREAT RECESSION fades from memo-
ry, but its effects linger. Nations around the
globe still carry its legacy in the form of sub-
stantial public and private debt. How gov-
ernments have dealt with such “debt over-
hangs” in the past 200 years is the subject of
a paper by Carmen Reinhart, Zombanakis
professor of the international financial sys-
tem at Harvard Kennedy School; Vincent
Reinhart of the American Enterprise Insti-
tute; and Kenneth S. Rogoff, Cabot professor
of public policy. The authors say that many
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observers have forgotten about some of the
tools that even advanced economies have
used in the past to lessen their obligations.

The aftermath of the recent recession was
unusual, Carmen Reinhart pointed out in an
interview, in that the levels of debt incurred
were more characteristic of the accrued
sums confronted in postwar periods like
those following World Wars I and II, but
the inherent recovery mechanisms typically
seen at war’s end—the return of a larger
labor force, the deployment of resources to

economic goods rather than wartime pro-
duction—did not apply. The reason that
debt levels are now so high has everything
to do with context, she explained. In addi-
tion to government debt, there was mas-
sive private borrowing by individuals and
the financial sector in advanced economies
around the world before the crisis; they
took advantage of low interest rates to fi-
nance spending—a process now repeating
itself in emerging Asia and elsewhere, she
said. When sub-prime borrowers defaulted
on their mortgage payments, financial in-
stitutions were left with the debt. Pension
funds also carry large liabilities on their
books, mainly related to demographic pres-
sures associated with an aging workforce.

During the ensuing recovery, much of
the private and institutional debt was con-
verted to government debt (both in the
United States and abroad, notably in Ire-
land and Spain), through assistance to dis-
tressed financial institutions and through
mortgage-relief programs for qualified
homeowners, for example. That’s a posi-
tive development, Reinhart said, because
officially held debt (i.e., held by a govern-
ment, multilateral institution, or central
bank) can be restructured more easily
than privately held debt.

Today, the debt levels in many advanced
economies exceed 100 percent of gross
domestic product (GDP). In the United
States, for example, government debt is
currently 105 percent of GDP, a level from
which most governments have histori-
cally tried to retreat (as a hedge against
the possibility that they might need to bor-
row during a future catastrophe). The ideal
exit strategy from large debt overhangs,
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according to the Reinharts and Rogoff, is
through growth—but that is often diffi-
cult to achieve. When an economy grows,
even if the absolute level of debt remains the
same, it slowly becomes a smaller proportion
of GDP. Productivity gains have driven ex-
pansion in many economies—the “iconic
example,” Reinhart noted, being Ireland in
the 1990s. Foreign investment there led to
modernization and massive gains in eff-
ciency, fueling substantial growth. But that
way out, however ideal, is just one of many
means by which governments, including
advanced economies, have managed debt.

The Reinharts and Rogoft include
growth among a set of orthodox meth-
ods for reducing public debt that have
been widely deployed since World War
II. Increased government spending can
stimulate an economy if there are good
investments to make in social or public
infrastructure. Some governments raised
taxes, reduced government spending, or
employed a combination of the two, so the
state ran primary budget surpluses (a def-
icit representing government spending,
minus current income from taxes, that
excludes interest costs). Another strategy,
rarely deployed in the United States, was
to privatize government assets by turning
control of public functions over to private
companies.

— External debt as
a percentage of GDP

Debt levels among 22 advanced
economies (average gross total
external debt, including both public
and private obligations, expressed
as a percent of GDP), have grown
precipitously since 1970.

frequently thought of as exclusively used
by emerging economies, but after World
War I, all of Europe except Finland de-
faulted on its debt obligations to the U.S.
government, including France, Germany,
Italy, and the United Kingdom. So did the
United States, in regard to domestic debt:
during the Great Depression, President
Franklin D. Roosevelt forced conversion
of all privately owned gold currency to the
government at a fixed price, and simulta-
neously forced restructuring of contracts
backed by the metal (the so-called abroga-
tion of the gold clause). Debt may also be
eroded through inflation, but this is more
often an unanticipated, unplanned event.
(Inflation makes it easier to repay bor-
rowed funds, as the value of the currency
erodes.)

Wealth taxes form the other major re-
sponse category to paying down large
public obligations. Perhaps the most sub-
tle and interesting tactic involves “finan-
cial repression,” which occurs when real
interest rates turn Consistently negative.
An example of this “gradual tax” occurs
when large holders of government debt,
such as Treasury bonds, end up accepting
a “risk-free” rate of return that is less than
inflation. There are many reasons why this
may make sense even for the holders of the
debt, whose investment will slowly lose
value. Risk-free assets may be appealing
for very wealthy individu-
als, as a hedge against po-
tential catastrophic losses.
Foreign nations also pur-
chase debt, such as U.S.
Treasury bonds, to keep
their currencies from ap-
preciating against the dol-
lar, thereby ensuring the
health of emerging econo-
mies that rely on exports
to the United States. (In
such cases, the debt holders
don’t care as much about
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But in examining 70 debt episodes across
22 advanced economies from 1800 to 2014,
the authors find far greater reliance than
“many observers choose to remember”
on what they call heterodox approaches
to debt reversal. Among such approaches
is outright default (or restructuring, i.e.,
partial default), usually on external debt
(funds lent from abroad). This option is
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the rate of return, Reinhart
pointed out. “The objec-
tive of asymmetric monetary policies in
export-dependent emerging economies is
to maintain demand for their goods and
services.”

Domestically, the “essence of ‘financial
repressior is to place debt at financial in-
stitutions”—such as banks, pension funds
and insurance companies—*“via regula-
tory changes,” Reinhart continued. In the
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United States, for example, “banks are now
required to hold more government debt
in their portfolios.” Such tactics, which
reach their apex in the advanced econo-
mies of Europe, work because surrounding
countries are also doing it; the lack of al-
ternatives deters leakage of funds to other
economies that offer more attractive rates
of return.

During the recent financial crisis, the
U.S. Federal Reserve Board “was very ag-
gressive in buying toxic assets and re-
storing the workings of the credit mar-
ket,” which is one reason the American
economy is faring relatively well, Reinhart
explained. But in “periphery Europe,” in-
cluding countries such as Greece, Portu-
gal, and maybe even Italy, she predicts fur-
ther restructurings of official debt. “The
main point that we try to make in this pa-
per,” she concluded, “is that governments
have historically used a variety of tools
for dealing with debt,” and tackling the
overhang left by the Great Recession may
require them to consider all the options.
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