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1.

How can the economy recover? Of the three books under review, Raghuram Rajan’s Fault Lines says almost nothing about the question. He seems mainly concerned with preventing future bubbles, going so far as to call for an immediate rise in interest rates despite the depressed state of the economy. Nouriel Roubini and Stephen Mihm warn that recovery may be very slow—but they offer no solution, instead criticizing the solutions proposed by others. Only Richard Koo has something positive to propose—but his answer appears outside the realm of political possibility. 

Most of the time, we count on central banks to engineer economic recovery following a slump, much as they did after the 2001 recession. Normally, when recession strikes, the Fed, the European Central Bank, or the Bank of England cuts the short-term interest rates it controls; market-determined longer-term rates fall in sympathy; and the private sector responds by borrowing and spending more. 

The sheer severity of the slump after the 2008 housing bust means, however, that this normal response falls far short of what’s needed. One way to revive the economy is to consider the so-called Taylor rule, a rule of thumb linking Fed interest rate policy to the levels of unemployment and inflation. Applying the historical Taylor rule right now, with inflation very low and unemployment very high, would mean that the Fed’s main policy rate, the overnight rate at which banks lend reserves to each other, should currently be minus 5 or 6 percent. Obviously, that’s not possible: nobody will lend at a negative interest rate, since you can always hold cash instead. So conventional monetary policy is up against the “zero lower bound”: it can do no more. We’re in the classic Keynesian liquidity trap, in which the economy is so awash in liquidity that adding more has no effect. What’s left? 

One answer is fiscal policy: the government can step in to spend when the private sector will not. We’ve already argued—in the first part of this review1—that a rise in government deficits played a key role in preventing the crisis of 2008 from turning into a full replay of the Great Depression. Why not use more deficit spending to push for a full recovery? 

That’s a question that deserves more serious consideration than it has received so far. Leave aside the political considerations: if you believe that deficit spending is an effective way to reduce unemployment—as, for example, Roubini and Mihm clearly do—why not advocate going all the way and spending enough to restore full employment? 

Yet that is a recommendation few economists have been willing to make.2 Instead, even those with a clearly Keynesian view of how the economy works tend to balk at following that view to its logical conclusion. Thus, according to Ryan Lizza of The New Yorker, back in December 2008 Larry Summers prepared a memo for the president-elect that made the case for fiscal stimulus to fight the recession—but then explicitly rejected the idea that the stimulus should be large enough to restore full employment. Summers argued that too much spending might create worries about the US government’s long-run fiscal position, and thus lead to a sharp rise in US borrowing costs.3 

In their Crisis Economics Roubini and Mihm similarly seem to shy away at the last minute from the implications of their own analysis. In Chapter 7, titled “Spend More, Tax Less?,” they begin by making a strong case for Keynesian fiscal stimulus. They argue that the New Deal’s error was spending too little on recovery, and that World War II ended the Great Depression precisely because it led to truly enormous deficit spending. But the clarity of their argument then dissolves into a fog of cautions and caveats, mainly focused on warnings that deficit spending might drive up interest rates. Such warnings are, of course, very much the fashion these days. 

But Richard Koo, the chief economist of the Nomura Research Institute, will have none of that. At a time when demands for fiscal austerity are all the rage, Koo takes quite a different view. Most economists discussing Japan’s experience over the past two decades treat it as a cautionary tale: year after year of large budget deficits, steadily rising public debt, yet still no full recovery. Koo, however, sees Japan as a qualified success story. In his view, the financial wreckage that occurred when Japan’s bubble economy of the 1980s burst could easily have led to a depression-level slump. Japan, however, managed to avoid that fate. The key, he argues, was those much-maligned budget deficits. Japan’s fiscal gap, he declares, “is a perfect example of a good deficit,” which sustained the economy while the private sector gradually restored its balance sheets to health. The only times Japanese policy went wrong, in Koo’s view, were those occasions when policymakers tried to return to budget orthodoxy, in each case setting off a new recession.

Koo argues that today, with the world as a whole in balance-sheet recession, the governments of major economies need precisely to run large fiscal deficits, and to continue doing so until the private sector is ready to spend again. Only then, with the economy no longer dependent on government support, would it be appropriate to shift to deficit reduction. 

But can governments really continue to borrow and spend? Yes, says Koo: like the world Keynes saw in the 1930s, today’s world is awash in savings with nowhere to go: 

Even in low-savings countries such as the US and the UK, the current recession is the result of the private sector saving more at a time when there are not enough borrowers to go around. In other words, the savings necessary to finance deficit spending are actually generated domestically. Nor is there any risk of crowding out—financial institutions are happy to lend the $100 to the last borrower standing…. 

This is, needless to say, a view very much at odds with the current conventional wisdom—but these days the conventional wisdom is looking very foolish. Ever since the crisis began, establishment figures have warned that the bond markets are about to lose faith in nations with big budget deficits; yet interest rates keep falling rather than rising. At this point all of the major advanced-country governments can borrow long-term at an interest rate of less than 3 percent. These low long-term rates show that markets aren’t worried that current budget deficits will undermine the long-run fiscal viability of these governments. The low rates also suggest that there are no obstacles to a policy of supporting the economy with temporary deficit spending, whether that spending takes the form of investment in infrastructure, aid to the unemployed, or rebates to taxpayers. 

Such falling interest rates are, Koo tells us, exactly what we should have expected given Japan’s experience: even as Japanese debt mounted, the yields on Japanese government bonds steadily fell. “This happened despite dire warnings by fiscal reformists of all colors, who argued that Japanese interest rates would skyrocket and bring the economy crashing down. Their doomsday scenarios never came to pass….” Interest rates remained low, he argues, because during Japan’s balance-sheet slump private borrowers weren’t competing with the government for funds. 

In our view, Koo makes a persuasive case. Unfortunately, it’s not a case currently making any headway in American politics. In particular, at this point there is zero chance of getting any significant stimulus through the US Congress, let alone the kind of large, multiyear stimulus Koo advocates. So are there any alternative policies that might at least help promote recovery? 

If there are any options left, they probably involve actions by central banks, especially the Federal Reserve. As we’ve already noted, conventional monetary policy has reached its limits. But there may still be room for unconventional monetary policies.

Proponents of unconventional policy often quote from a 1999 critique of the Bank of Japan written by none other than Ben Bernanke, in his pre-Fed days.4 Like the Fed today, the Bank of Japan had pushed conventional monetary policy to the limit. But it had not run out of options, Bernanke argued: “Far from being powerless, the Bank of Japan could achieve a great deal if it were willing to abandon its excessive caution and its defensive response to criticism.” As many people have noted, much the same could be said of the Fed today. 

What could the Fed do? It can’t push short-term interest rates on government debt lower. But it could try to reduce other interest rates. Interest rates on long-term government debt normally contain a premium demanded by investors in return for locking up their funds; the Fed could reduce this premium, and hence long-term rates, by buying long-term government debt directly. Interest rates on private debt normally involve an additional premium, because of the possibility of default; again, the Fed could reduce this premium by buying such debt directly. (Such unconventional bond purchases have come to be known, rather confusingly, as “quantitative easing.”) 

The Fed could also try to change expectations by announcing its intention to keep short-term interest rates low for a long time. And there’s a strong case in theory for raising the Fed’s inflation target. Today, the Fed is generally believed to aim at an inflation rate of about 2 percent, which means that investors believe that it will start raising interest rates if inflation looks likely to rise to about that level. Raising that target to, say, 3 or 4 percent would make borrowing more attractive by reducing the real cost of repayments, raising both investment and consumer spending. A higher inflation rate would also reduce the real burden of existing consumer debt, currently about 108 percent of personal income. 

All three of the books reviewed here, however, end up arguing against the use of unconventional monetary policy. This isn’t surprising in the case of Rajan, who doesn’t seem concerned at all about promoting recovery. It’s more surprising in the cases of Roubini-Mihm and Koo, whose underlying analysis would seem to favor bold action from central banks. 

In the case of Roubini and Mihm, rejection of unconventional monetary policy seems of a piece with their unwillingness to follow the logic of their own Keynesianism. Possible changes in policy end up being constrained by fear that the bond markets will lose faith in America: 

As the United States accumulates ever more staggering loads of debt, some of its creditors fear that it may try to deliberately depreciate the dollar by “monetizing” the deficit…. If the United States were an emerging market, it would have long ago suffered a collapse of confidence in its debt and its currency. 

One wonders how they know that creditors have such fears, since the reality is that US interest rates keep hitting record lows; one also wonders why they think a fall in the dollar would be a bad thing, because it would in fact be a boon to US exporters and a stimulus to the economy. 
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