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Debt and Growth in a Time of Controversy

Salim Furth, PhD

he weight of the evidence indicates that high debt
Tslows growth, but there is no magic threshold
above which any country at any time will experience
slower growth. This truth has been illustrated in
the recent controversy around “Growth in a Time of
Debt,” an academic paper by Carmen Reinhart and
Kenneth Rogoff.!

Reinhart, Rogoff, and Rebuttals. “Growth in
a Time of Debt” has been widely cited in the policy
world for its conclusion that gross debt above 90 per-
cent of gross domestic product (GDP) is associated
with lower economic growth. “Growth in a Time of
Debt” argues that episodes of high debt tend to last
along time.

Thomas Herndon and two professors at the
University of Massachusetts attempted to replicate

“Growth in a Time of Debt” and found an Excel error
and some controversial choices in using the data.?
Some of those who disliked the paper all along are
now declaring its findings “debunked.”?

The replication by Herndon et al. was valuable,
demonstrating once again the importance of peer
review. They fixed the Excel formula error and
showed that with newly available data, Reinhart and
Rogoff’s numbers could be improved, producing a
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less stark but no less compelling result. They did not,
however, “debunk” the paper, nor did their analysis
speak to the many other papers on the same topic,
several of which are more rigorous than “Growth in
a Time of Debt” and come to similar conclusions.

Debunking Debunked. In their paper and sub-
sequent discussions, Reinhart and Rogoff report the
average performance of low-, medium-, high-, and
very-high-debt countries using two statistics: medi-
an and mean average. They emphasize the median
because it is less sensitive to extremes. In the repli-
cation paper, however, Herndon et al. do not mention
medians; instead, they focus only on mean averages.

The most embarrassing mistake that Reinhart
and Rogoff made was to exclude five countries from
calculations of mean averages. On its own, that
increased the mean average growth for very-high-
debt countries just one-third of one percentage point.
That error is worth correcting, but it is not enough to
change any of Reinhart and Rogoff’s conclusions. It
certainly does not “debunk” the paper, since it leaves
intact the finding that the economic performance of
very-high-debt countries is significantly inferior to
those of other countries.

Another criticism was that Reinhart and Rogoff
did not include some early post-war years of data.
Reinhart and Rogoff responded that they included
all the data that they had gathered and vetted at the
time. Some data that they had gathered had not been
vetted in time for the 2010 paper. In later work, they
have included more years and adjusted their num-
bers accordingly.* Herndon et al’s updated calcu-
lation, since it is based on a larger data sample, can
improve the precision of Reinhart and Rogoff’s esti-
mates without assigning any blame.
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Herndon et al. also disagree with Reinhart and
Rogoff’s weighting choice, which is admittedly
extreme: It weighs each country equally regardless
of the number of data years available. Herndon et al.,
however, go to the opposite extreme, weighing each
year equally without accounting for the fact that
national trends persist across years, and find that
it diminishes the mean average difference between
very-high-debt and other countries. But they do not
report any difference in the median.

In the end, all of Herndon et al.’s corrections and
critiques show that countries with debt above 90
percent of GDP grow on average 2.0 percent less per
year than low-debt countries and 1.0 percent less
per year than countries with debt levels between
60 percent and 90 percent of GDP. Those numbers
are quite similar to Reinhart and Rogoff’s original
median differences of 2.6 percent and 1.3 percent.
Qualitatively, Reinhart and Rogoff’s work remains
fully intact, even when their data are in hostile
hands.

Correlation and Causation. Herndon et al.
revive a well-known—and accurate—critique of
Reinhart and Rogoff’s work: It does not address

causality. Does high debt cause low growth? Does
low growth cause high debt? Does a third factor
cause both simultaneously? Because economics
cannot be tested in a laboratory, economists must
use economic theory and rigorous statistical meth-
ods to discern whether a measured correlation
reflects an underlying causal relationship.

Reinhart and Rogoff, and some of their interpret-
ers, may at times have oversold “Growth in a Time
of Debt.”® On its own, that paper does not tell a caus-
al story. It is important to recall that Reinhart and
Rogoft’s great contribution has been to build a 200-
year database of sovereign debt and economic crises.

But other authors have taken seriously the ques-
tion of causation, using lagged data and econometric
techniques, most notably Manmohan Kumar and
Jaejoon Woo° and Stephen Cecchetti, Madhusudan
Mohanty, and Fabrizio Zampolli,” whose contribu-
tions have been discussed previously.? Others have
attempted to find “instrumental variables,” an
approach that is problematic when dealing with a
phenomenon as broad as GDP growth. Using one
set of instruments, Cristina Checherita and Philip
Rother find that there is a negative effect on growth
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once debt reaches approximately 100 percent of
GDP.? Ugo Panizza and Andrea Presbitero use a dif-
ferent set of instruments but cannot advance the
discussion.!®

In a more recent paper, Panizza and Presbitero
review the literature on this topic, citing dozens of
other papers written in the past three years." They
conclude that with the data limitations, estimates
of debt drag are bound to be imprecise. They make
the excellent point that debt threshold effects should
generally be different across countries—a point that
Reinhart and Rogoff also made in “Growth in a Time
of Debt.”1

Does Debt Hurt Growth? “Growth in a Time of
Debt” showed that very-high-debt countries grow
more slowly, on average, than other countries. That
finding remains valid after a vigorous and hostile

critique, but that single paper was never more than a
small part of the broader understanding of how debt
can hurt growth.

In the United States, the question is not whether
gross debt at 90 percent of GDP is acceptable. With
gross U.S. debt now over 100 percent of GDP, that
milestone has been passed. Rather, the question is
whether the nation will continue on a path that prom-
ises to take us to debt at 200 percent of GDP within
25 years. If the U.S. continues to borrow at profligate
levels to pay for routine spending, it may not be able
to borrow to defend itself in an unforeseen war or to
ease the pain of the next great recession."

—Salim Furth, PhD, is Senior Policy Analyst in
Macroeconomics in the Center for Data Analysis at
The Heritage Foundation.
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