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is no clear guide that will give you
more than a conceptual idea of
what’'s going on.

The third reason we can’t know
how the global economy will per-
form is that future performance de-
pends on what people —policy mak-
ers above all —actually do. There are
choices to be made. 5o far, in the run
up to and through this crisis, most of
the choices made have turned out to
be bad choices. We've ended up with
the worst of all possible worlds at
the moment. If people go on making
bad choices, the result will be a de-
pression lasting many years. If they
make what 1 think are the right
choices, we may still end up with a
severe recession but avoid a severe
depression. Those are, 1 think, the
most important things to under-
stand. Anyonc who claims to know
what’s going to happen is lying.

The Forces at Work in the Current
Predicament

The torces at work in the current
climate are at least moderately clear;
we've got three gigantic things hap-
pening at the same time that are forc-
ing the world economy in this nega-
tive direction. First, for a very long
period, household consumption in
the United States and a number of
other smaller developed counties
(particularly the United Kingdom,
Australia, and Spain) played a very
large role in supporting demand
around the world because these
households were consistently spend-
ing much more than their incomes
and borrowing to make up the dif-
ference in an era of easy credit.

This spending-beyond-one’s-
means was supported by a series of
asset-price bubbles; far and away the
most important in this regard was
the house-price bubble, which has
now ended in these countries, start-
ing in the United States in 2006. Be-
cause households have been losing
wealth, and because of the collapse
in equity markets, people are cutting
back on their spending very quickly.
If they continue to do that, that guar-
antees an enormous recession.

To give you a relevant example,
the average U.5. consumer has been
spending all of his or her income and
borrowing a lot more besides, and

savings rates have hit zero. Con-
sumption has been greater than
household income and has been the
principal source of demand in the
U.S. economy. If households go back
to saving at a more normal rate,
which will be somewhcre in the
neighborhood ot 6% to 8% of dispos-
able income, that alone, if it happens
quickly, will reduce GDP on the de-
mand side by about 5%. That will
teel like a depression. It will certainly
be worse than any recession since
World War {I. The first thing that is
happening 1s immense pressure on
the high-spending households.

The second thing happening is a
reversal of the expansion ot the
credit system and the financial sector
in the world, particularly in the de-
veloped countries. Over the last 25
years or so, the balance sheet of the
financial sector of the United States
has grown about six times faster than
GDP, generating an extraordinary in-

crease in income for the people in the
financial sector. This has led to a
massive increase in leverage and Jow
capital ratios. This expansion of the
balance sheet of the financial sector
financed enormous indebtedness in
households in the United States and
United Kingdom. Household indebt-
edness has doubled in relation to
disposable income over the last
decade.

As a result of the decline in asset
prices and the losses associated with
that and the very smali equity base
of much of the sector, the financial
sector 1s etfectively decapitalized
—i.e., bankrupt. If it werc properly,
rigorously, evaluated, a large part of
it would look bankrupt, and govern-
ment would have to recapitalize it.
Today’s financial sector wants to
lend less, reduce its balance sheet,
and get people to pay back the
money it lent, and that leads to the
third problem: Credit i1s much more

ditficult to obtain than it used to be
as a result of what happened in the
financial system. This, then, is “de-
leveraging.”

You add these three things to-
gether and you have an enormous
contractionary force operating in the
countrices that generated very large
and buoyant demand growth over
the course of the last decade. You
have to ask yourself, if they save
more and spend less, what is going
to offset the contraction? What might
offset it to get us out?

When vou think about that, you
realize 1t can’t be investment. Com-
panies invest less in recession.
Companies will follow households.
That leads you with two sources of
demand: One is government, which
will spend much more. That spend-
ing might be financed by the print-
ing press, or even by the central
bank. That is part of the short-term
solution, in my view. Governments

are creditworthy; everybody wants
to lend to them. Government spend-
ing 1s a temporary solution. It’'s a
good one. 1t will help households to
go through a period when they’re
saving more and improving their
balance sheets.

The other thing that will help these
countries 1s export growth. Most U.S.
growth in the last year or so has been
generated by exports. That leads to
the final big problem: For exports to
grow from economies that are so big,
vou need very strong and vigorous
demand from countries that are not
heavily burdened by debt. Unfortu-
nately, most of these countries have
shown no willingness to increase
their spending at rapid rates, with
the marginal exception of China.

For all these reasons, we can ex-
pect a deep and self-fulfilling reces-
sion— prevented from becoming a
depression by enormous increases in
fiscal deficits to levels of perhaps
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10% ot GDP or more. This will be fi-
nanced perhaps by borrowing from
the central bank. It’s going to take a
long time before demand grows in
the private sector of these debt-
afflicted economies, and I don’t see
anything very strong coming from
the rest of the world.

T'here are two other elements to
what is going on, one of which is
promising, the other interesting. The
promising one is that we no longer
have much, if any, inflation concern.
Commodity prices have collapsed.
That’s shifting income back to house-
holds, making it easier to save and
spend more without cutting back on
their consumption, because their real
incomes are higher. It's also remov-
ing income from the high-saving
countries, which is helpful. Lower
inflation is allowing central banks to
be aggressive in their interest-rate
policy, which should help house-
holds. That is really quite a positive
element.

The second element is what’s hap-
pening in the stock markets. We've
been in a structural bear market at

:m mok tmrly vaiued‘ nr even cheaﬁ, gwen the

understandmg nf ﬂte rlsks

least since 2000. We had an enor-
mous overvaluation, particularly in
the dcveloped world, in 2000. The
aggressive monetary policy used to
offset the impact of the stock market
collapse on the economy in 2001 and
2002 had the consequences we now
see in terms of the balance sheet of
the financial sector.

The collapse of the financial sector
is now leading to a further collapse
in the value of stocks. But I do be-
lieve that stock markets are begin-
ning to look fairly valued or even
cheap, given the proper understand-
ing of the risks. That fact may in time
induce people to start buying stocks,
once the economy improves.

Getting out of this will require ag-
gressive action by governments to
prevent total collapse in demand and
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a total collapse in the financial sys-
tem. They've taken dramatic actions
on the latter, but they have not done
enough on the former to get demand
growing again. I'o get much bigger
fiscal boosts, in my view, we need
much more aggressive action to
make sure newly recapitalized insti-
tutions at least provide financing to
business.

If those things all go well, I think
we can avold a depression, have just
a very deep recession, and see weak
recovery of some kind in 2010 or
2011. But this is bound to be the
deepest global recession since World
War [I, and the first one on which all
the developed countries are in reces-
sion. It's going to be a very slow pro-
cess.

Government Measures:
The Effect on Demand

Once you get into a situation like
the one at present, where interest
rates are so low, you can’t separate
monetary and fiscal policy. Monetary
policy cannot support the economy

..........

by lowering interest rates anymore,
because rates are already so low. But
stimulation can be done either by di-
rectly lending to the business sector,
which increasingly the Federal Re-
serve is doing, or by lending to the
government to spend.

The government can avoid accu-
mulating large debt by the simple
expedient of borrowing short term
from the banking system or from the
Federal Reserve. In the present situa-
tion of extreme liquidity preference,
where everyone wants to hold cash,
there is no inflation risk associated
with that whatsoever. In the long
run, that may be different. It's per-
fectly reasonable for the government
to borrow short term and give the
money to people and thmcrs where
they know it will be spent. They can

spend on investment and projects
that can be done quickly. That would
be a good thing to do. They can fi-
nance the poor, who always spend
money; employment compensation
will be spent. There are plenty of
things you can give money to people
for that will result in spending.

Generalized income tax cuts,
where most tax is paid by the well
off, won’t be a useful way to stimu-
late the economy. But it would at
least give strength to the balance
sheet of the household sector. The
government should do all of these
things on an exceptionally large
scale.

It's important to remember that we
got out of the Great Depression es-
sentially by a huge public-works
project called the Second World War.
['m not recommending war, but it’s a
reminder of what can be done. There
are some risks with such projects. 1f
a country with a large current ac-
count deficit prints money like this,
maybe the currency will be dumped.
It would be better, therefore, if every-
one does it at once. But in a defla-
tionary situation like this, [ think the
United States, perhaps a bit less the
United Kingdom, can get away with
substantial increases in domestic
money, because I don’t think other
countries would dump U.S. cur-
rency; it would destroy their own
competitiveness. If it forced them to
destroy the value of their own stocks
of foreign currency reserves, it would
not be a very good thing.

There are many ways to provide
money to get it spent. Once we get
the household sector back in shape
and the stock market at a reasonable
price, and people again start buying
stocks and finance companies
through the stock market or through
debt, then you will want to see the
government deficit start to diminish.
That’s why I think the best forms of
stimulating the economy have to be
things the government wouldn't ever
do forever.

For instance, unemployment com-
pensation helped the economy dur-
ing the Great Depression. Similarly,
funding large-scale investment pro-
grams that, once they’re finished,
they’re finished, should help now. If
you're talking about large, perma-
nent spending increases, say a uni-



versal health-care system, those must
be funded by permanent increases in
laxation or reduction in spend-
ing —not part of this package. In the
long run, when everything gets back
to being healthy, yvou would expect
deficits to shrink. You would expect
the private sector to spend more and
revenue to improve. The govern-
ment’s need to spend diminishes. It
will all go away again.

In the end, it would be sensible for
the United States to move back into
surplus: withdraw the money that
has been printed or start selling
bonds to mop up the moeney. Clearly,
at the very end of the process, gov-
ernment debt will be higher than it is
now, but household indebtedness
will be smaller, with luck.

It’s important to understand that
this clear borderline between private
and government indebtedness
doesn’t work at the macroeconomic
level. There’s a relationship between
the two. When households have
large amounts of debt they can’t pay,
they stop spending. Tt is the govern-
ment that comes in by printing its
own debt, which everyone will then
want, and that’s what’s happening
now. 50 | think the process will be
reversible later on. It has always
been possible to reduce deficits and
debt, provided the policy is reason-
ably disciplined. Right now, it’s a
question of spending and {inancing
by borrowing from the system in the
short term, not worrying about bond
finance, and just making sure we get
through the next two or three years
without a total self-fulfilling and re-
inforcing collapse in the economy:.

In my book Fixing Global Finance, ]
argue that the United States is as
much a victim of others” decisions as
it is the cause of its own misfortune.
Over the course of the past decade,
the world’s developing nations fell
into this strange habit of giving sur-
plus money to the United States in
the form of loans. Really, they should
be spending it domestically, and de-
veloped nations should be spending
more in developing nations. This is a
much healthier flow of capital.

On this point, many serious pro-
fessional economists—there are ox-
ceptions—would agree with me, yet
this is seen as a controversial view.
The United States is embedded in the

global economy. [t's the biggest econ-
omy, but it’s still smaller than the
rest of the world. It's roughly one-
fourth of the global economy and the
rest is three-fourths, What the rest of
the world does has an enormous ef-
fect on the United States. It's not just
one-way. It so happens that, for rea-
sons [ lay out at length in my book,
the rest of the world undertook a se-
ries of actions. In response to a tinan-
cial crisis of an earlier decade, they
kept the exchange rate down and
started to generate large export sur-
pluses and so to export capital. This
was particularly true of China but
not only of China. That, in my view,
created strong deflationary and re-
cessionary pressure in the United
States.

Import surpluscs are withdrawal
from a country —domestic demand
going abroad. The U.5. Federal Re-
serve, not totally consciously, chose
to offsct this deflationary pressure in
the early 2000s by greatly expanding
domestic demand; it was purely ac-
cidental. The same thing followed
from the Bush tax cuts in the early
part of his administration. The
United States was responding to
these external pressures. I don't
think it responded intelligently, un-
tortunately. In this response, the
United States allowed this later fi-
nancial mismanagement. And so, in
the end, a large part of the domestic
U.S. counterpart of this lending
turned out to be borrowing by fun-
damentally insolvent households
with assets that were fundamentally
overpriced, intermediated by a fi-
nancial system that turned out to be
undercapitalized.

If you think of that combination, it
was the worst way to try to stimulate
the economy. It would have been
better for the United States to run

bigger fiscal deficits in this period
and invest the proceeds in bridges
and roads and railroads and what-
ever capital investment made sense.
The investment it did undertake was
to build houses that nobody needs.
It’s a sad story. The big macro-picture
1s, however, an important indication
of the way the United States is not
master of its own fate.

This gets to the second big point. If
we are going to get out ot this
cleanly, the U.S. economy neceds to
rebalance. We don’t have to go back
to a big borrowing binge. We can’t
run tiscal deficits of 8%-10% of GDP
forever. That’s clearly unsustainable
and will sooner or later destroy the
credit and the currency. So the
United States has to save more at
home, and it has to have a balance in
the current account and reduce its
debt that way. But the United States
and the other countries can only do
that without having a huge depres-
sion if other countries in the world
voluntarily expand demand in rela-
tion to their potential supply and
move into current account deficits
themselves.

The big question now is whether
other countries with large surpluses
understand that they are going to
have to adjust to and expand de-
mand. The issue is not simply one of
expanding U.S. fiscal deficits; it’s
also one of seeing that the longer-
term adjustments in the world econ-
omy are golng to have happen. See-
ing those adjustments will take
American intellectual and political
leadership. u
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