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The world economy is recovering from �nancial disaster. But it will not
return to normal as we know it, says Simon Cox

mean�, which is a statistician’s way of say­
ing that what comes down must go up. But
the next �ve years will not resemble the
�ve preceding the crisis. Not every change
wrought by the �nancial breakdown will
be reversed. The world economy is �tfully
getting back to normal, but it will be a
�new normal�.

That phrase has caught on, even if peo­
ple disagree about what it means. In the
new normal, as de�ned by Pimco’s CEO,
Mohamed El­Erian, growth will be sub­
dued and unemployment will remain
high. �The banking system will be a shad­
ow of its former self,� and the securitisa­
tion markets, which buy and sell market­
able bundles of debt, will presumably be a
shadow of a shadow. Finance will be cost­
lier and investment weak, so the stock of
physical capital, on which prosperity de­
pends, will erode.

The crisis invited a forceful government
entry into several of capitalism’s inner
sanctums, such as banking, American car­
making and the commercial­paper market.
Mr El­Erian worries that the state may
overstay its welcome. In addition, national
exchequers may start to feel some measure
of the �scal strain now hobbling Califor­
nia. America’s Treasury, in particular, must 

The long climb

NEWPORT BEACH, California, is not a
bad place to contemplate the future of

the world economy. Its information o�ce
promises nine miles of pristine sand, �ne
dining for devoted epicureans and an at­
mosphere of laid­back sophistication. Yet
students of economic turmoil will �nd
their subject matter conveniently close to
hand. California’s unemployment rate has
doubled to 12.2% since the start of 2008.
Saddled with the worst credit rating in the
country, the �Golden State� is cutting
spending on schools, prisons and health
care for the elderly, as well as closing parks
and laying o� sta� for three days a month.
It will pay its workers a day late at the end
of the �scal year so that the expense will
show up in next year’s budget. Financial
shenanigans are not the sole province of
the banking industry.

Newport Beach is also the home of
Pimco, the biggest bond manager in the
world, which handles $840 billion on be­
half of pension funds, universities and
other clients. In May the company held its
annual �Secular Forum�, in which it tries
to peer �ve years into the economic future.
After two days of rumination, Pimco’s
laid­back sophisticates concluded that the
�nancial markets may well �revert to
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demonstrate that it is still a �responsible
shepherd of other countries’ savings�. 

The notion of a �new normal� is con­
vincing, even if you do not agree with ev­
ery particular. But some forecasters now
harbour higher expectations. They think
the economy will bounce back to its old
self, almost as if nothing had happened.
They draw inspiration from the work of
the late Milton Friedman, who showed
that in America deep recessions are gener­
ally followed by strong recoveries. He lik­
ened the economy to a piece of string
stretched taut on a board. The more force­
fully the string is plucked, the more sharply
it snaps back.

Friedman’s piece of string represents
the demand side of the economy: the sum
of spending by households, �rms, foreign­
ers and the government. The rigid board
symbolises the supply side. When spend­
ing is strong enough, the economy’s re­
sources are fully employed, allowing it to
realise its full potential. As the workforce
grows, capital accumulates and technol­
ogy advances, this limit expands over time. 

String theory
In a recession demand falls short of supply,
leaving a sorry trail of unemployed work­
ers, shuttered factories and unexploited in­
novations. But when the recovery arrives,
Friedman suggested, it is all the more force­
ful because these resources have been ly­
ing idle, waiting to be brought back into
production. The economy can grow faster
than normal for a period until it reaches
the point where it would have been with­
out the crisis, when it reaches its full poten­
tial again (see chart 1, scenario 1).

Friedman’s story is heartening, but it
can come unstuck in two ways. If the
shortfall in demand persists it can do last­
ing damage to supply, reducing the level of
potential output (scenario 2) or even its
rate of growth (scenario 3). If so, the econ­
omy will never recoup its losses, even after
spending picks up again. 

Why should a swing in spending do
such lasting harm? In a recession �rms
shed labour and mothball capital. If work­
ers are left on the shelf too long, their skills
will atrophy and their ties to the world of
work will weaken. When spending re­
vives, the recovery will leave them behind.
Output per worker may get back to nor­
mal, but the rate of employment will not.

Something similar can happen to the
economy’s assembly lines, computer ter­
minals and o�ce blocks. If demand re­
mains weak, �rms will stop adding to this
stock of capital and may scrap some of it.

Capital will shrink to �t a lower level of ac­
tivity. Moreover, if the �nancial system re­
mains in disrepair, savings will �ow halt­
ingly to companies and the cost of capital
will rise. Firms will therefore use less of it
per unit of output. 

The result is a lower ceiling on produc­
tion. In the IMF’s latest World Economic
Outlook, its researchers count the cost of 88
banking crises over the past four decades.
They �nd that, on average, seven years
after a bust an economy’s level of output
was almost 10% below where it would
have been without the crisis.

This is an alarming gap. If replicated in
the years to come, it would blight the lives
of the unemployed, diminish the fortunes
of those in work and make the public debt
harder to sustain. But even worse scenari­
os are possible. A �nancial breakdown
could do lasting damage to the growth in
potential output as well as to its level. Even
when the economy begins to expand, it
may not regain the same pace as before.

Financial crises can pose such a threat
to national incomes because of the way
they erode national wealth. From the start
of 2008 to the spring of this year the crisis
knocked $30 trillion o� the value of global
shares and $11 trillion o� the value of
homes, according to Goldman Sachs, an in­
vestment bank. At their worst, these losses
amounted to about 75% of world GDP. But
despite their enormous scale, it is not im­
mediately obvious why these losses
should cause a lasting decline in economic
activity. Natural disasters also wipe out
wealth by destroying buildings, posses­
sions and infrastructure, but the economy
rarely slows in their aftermath. On the con­
trary, output often picks up during a period
of reconstruction. Why should a �nancial
disaster be any di�erent?

The answer lies on the other side of the
balance­sheet. Before the crisis the over­

priced assets held by banks and house­
holds were accompanied by vast debts.
After the crisis their assets were shattered
but their liabilities remained standing. As
Irving Fisher, a scholar of the Depression,
pointed out, �overinvestment and over­
speculationðwould have far less serious
results were they not conducted with bor­
rowed money.�

Japan found this out to its cost in the
1990s after the bursting of a spectacular
bubble in property and stock prices. For a
�lost decade� from 1992 the economy stag­
nated, never recovering the growth rates
posted in the 1980s. Richard Koo of the No­
mura Research Institute in Tokyo calls Ja­
pan’s ordeal a �balance­sheet recession�. 

The typical post­war recession begins
when the �ow of spending in the econ­
omy puts a strain on its resources, forcing
prices upwards. Central banks raise inter­
est rates to slow spending to a more sus­
tainable pace. Once in�ation has subsided,
the authorities are free to turn the taps
back on.

But in a �balance­sheet recession�,
what must be corrected is not a �ow but a
stock. After the bubble burst, Japan’s com­
panies were left with liabilities that far ex­
ceeded their assets. Rather than �le for
bankruptcy, they set about paying down
their stock of debt to a manageable level.
This was a protracted slog which, by Mr
Koo’s reckoning, did not �nish until 2005.
In the meantime Japan’s economy stagnat­
ed. By 2002 its output was almost 23% be­
low its pre­crisis trajectory.

Since Pimco’s forum concluded in May,
the world economy has palpably im­
proved. In many ways the new normal is
beginning to look a lot like the old, vindi­
cating Friedman’s plucking model. China
is outpacing expectations. Goldman Sachs
is making hay. The premium banks must
pay to borrow overnight from each other is
now below 0.25%, the level Alan Green­
span, a former chairman of the Federal Re­
serve, once described as �normal�. Com­
panies in Europe and America are selling
bonds at a furious pace. A few months ago
�nancial newspapers were debating the
future of capitalism. Now they are merely
discussing the future of capital require­
ments. Shock has given way to relief. 

The persistence of debt
But the relief is likely to be short­lived. Just
over a year ago, the day Lehman Brothers
�led for bankruptcy, the world economy
fell o� a precipice. When you are falling,
you do not look up. Only when you hit
bottom can you stop and contemplate the 

1After the fall
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cli� you must now climb. 
This special report will argue that al-

though a �new normal� for the world
economy is now in sight, it will be di�erent
from the old normal in a number of ways.
Demand in rich countries will remain
weak and emerging economies will not be
able to compensate. The report will ex-
plain why many governments will have to
keep their stimulus packages going for lon-
ger than expected, or face entrenched un-
employment that will permanently lower
their economic potential. Public debt will
rise so that private debt can fall. The banks,
the report will show, will remain cautious

about lending again, which will slow up
the recovery but also make companies
more careful about their investment; and
the securitisation markets that became so
fashionable during the boom will recede,
though not disappear altogether. 

A persistent shortfall in demand will
weigh on supply. By the time this crisis is
over, as many as 25m people may have lost
their jobs in the 30 rich countries that be-
long to the Organisation for Economic Co-
operation and Development (OECD). The
danger is that several million may never re-
gain them. The mobilisation of capital will
be �tful as the �nancial system copes with

past mistakes and impending regulation.
The travails of �nance, in turn, may pre-
vent the recovering economy from back-
ing and exploiting innovations. 

Like Japan’s bubble years, the years that
led to the global �nancial crisis have left a
heavy legacy of debt on the balance-sheets
of banks and households, especially in
Britain and America. It is this legacy that al-
lows past losses to depress future gains.
Fisher, again, put it best: �I fancy that over-
con�dence seldom does any great harm
except when, as, and if, it beguiles its vic-
tims into debt.� There is no better example
of that than American consumers. 7

IN �THE Adventures of Ozzie and Harri-
et�, a situation comedy that ran on Amer-

ican television from 1952 to 1966, Ozzie Nel-
son, his wife and their two sons played
�ctionalised versions of themselves.
Tucked away in their shingled Californian
home, the Nelson family became synony-
mous with the 1950s: happy and square.

Christina Romer, chair of President Ba-
rack Obama’s Council of Economic Advi-
sors, in a speech in May asked whether
America could grow without bubbles.
�Yes we can� was her (predictable) conclu-
sion. But it was telling that she had to reach
back to the era of Ozzie and Harriet for her
best examples. Throughout the 1950s, she
pointed out, America experienced
�healthy� growth and �sensible asset mar-
kets�. And from 1962 to 1967, as the show
came to an end, America grew by an im-
pressive 5% a year, with a balanced budget
and modest trade surpluses.

During the Ozzie and Harriet era, Amer-
ica’s households saved over 8% of their dis-
posable income. In the decadent years
from 2002 to 2007, by contrast, that rate av-
eraged only 2.7%. Americans had an alibi
for their meagre saving: the rising value of
their homes. To take just one example, Oz-
zie and Harriet’s house in Los Angeles,
where the family lived and the show was
set, jumped in value from about $2m in
2002 to over $3.5m in 2007, according to
zillow.com, a property site.

American households sat and watched
their wealth grow without straining to add
to it. Their collective net worth increased
from $42.1 trillion in 2001 to $63.9 trillion in

2007. But since then they have looked on in
horror as their wealth plunged to $51.1 tril-
lion in the �rst quarter of 2009. According
to Martin Baily and his colleagues at the
McKinsey Global Institute, a think-tank,
the crisis destroyed a bigger proportion of
household wealth, in real terms, than was
lost during the Depression. 

These epic losses produced a �behav-
ioural convulsion�, in the phrase of Bruce
Kasman of JPMorgan Chase. Households
cut their spending abruptly at the end of
last year. By the second quarter of 2009
their saving had risen to 5% of disposable
income. Every extra percentage point of
saving reduces annual spending by about
$109 billion, so aggregate demand contract-
ed violently. The question now is whether
the convulsion is over. 

Proceed with caution

There are reasons to hope so. Households
whose members are still working, but
stopped spending anyway, should resume
shopping. The economy should also bene-
�t from some catch-up purchases. But even
households that kept their jobs lost some
of their savings. By the end of the �rst
quarter 14m American households (27% of
mortgage-holders) owed more than their
homes were worth, according to estimates
by Deutsche Bank. 

As these facts sink in, household saving
rates will return to Ozzie and Harriet levels
and beyond, according to analysts such as
David Rosenberg of Gluskin She�. He
thinks the saving rate could exceed 10%. Ac-
cording to this view, the past decadent de-

cade will give way to a new era of thrift,
reminiscent of the strait-laced 1950s. 

Will American consumers pick up
where they left o� two years ago, or 50
years ago? The most likely answer lies
somewhere in between. If Mr Rosenberg is
right that American households now in-
tend to save over 10% of their disposable
income, the obvious question is: what are
they waiting for? To be sure, consumers of-
ten respond sluggishly to events, but this
crisis has not suddenly crept up on people.
Surveys reveal a collapse in consumer con-
�dence last winter. Whatever economies
people mean to make, they should already
be in train. 

Consumers may take another quarter
or two to back down from spending com-
mitments that are hard to revoke instantly.
If you have a year-long contract on your
fancy mobile phone, one economist points

From Ozzie to Ricky

The crisis was a big setback for American consumers. Will it usher in a new era of thrift?
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2 out, you will have to wait to replace it with
a cheaper model. Taking such delays into
account, the saving rate may still be shy of
its peak, but not by much.

There is a second reason why American
households will not retreat all the way
back to the Ozzie and Harriet era. The high
saving in those decades was partly invol­
untary: people su�ered from credit con­
straints imposed by a sleepier �nancial
system that was not bent on lending
against every dollar of household wealth
or future income.

By the early 1980s Americans had large
amounts of equity locked away in their
houses. In 1982 their property was worth
106% of GDP and their debts amounted to
less than 50% of that sum. Two pieces of
legislation, the Monetary Control act of
1980 and the Garn­St Germain act of 1982,
unlocked this wealth. The new laws made
it easier for households to re�nance their
mortgages and borrow against the value of
their homes. 

What followed was a �borrowing
shock of huge macroeconomic magni­
tude�, according to Je�rey Campbell of the
Federal Reserve Bank of Chicago and Zvi
Hercowitz of Tel Aviv University. Shortly
after the legislation was passed, house­
hold debt began to rise much faster than
take­home pay. Ozzie Nelson’s youngest
son, Rick, who pursued a career in country
rock music after the show ended, was a
trendsetter, sinking into debt in the early
1980s after an expensive divorce. 

By one measure the borrowing shock
continued for 25 years: household debt
peaked at 138% of disposable income in
2007. But the shock came in two distinct
waves. In the �rst, households took advan­
tage of the lifting of credit constraints to
borrow more freely. They purposefully in­
creased their debt relative to the value of
their assets. In the second wave, which be­
gan in the mid­1990s, asset bubbles tempt­
ed households to borrow more heavily as
�rst their shares and then their homes rose
in value. It was only after the value of their
property holdings plunged from 2006 on­
wards that their debts became so onerous.
The �rst wave of borrowing, then, was a ra­
tional response to a liberalising policy. The
second was a regrettable response to an
unsustainable bubble. 

Consumer spending, according to a
model laid out by Christopher Carroll,
now on Ms Romer’s Council of Economic
Advisors, re�ects the push and pull of im­
patience and anxiety. Impatience pushes
households to spend. Anxiety leads them
to build up a �bu�er stock� of wealth,

which will be some multiple of their nor­
mal income, as a hedge against misfortune.
The crisis has depleted that bu�er. House­
holds’ net worth now amounts to 487% of
their disposable income, down from a
peak of 639% in 2006 and a historical aver­
age of about 500% (see chart 2, previous
page). To restore their wealth to this long­
run average, households would have to re­
pay about $1.4 trillion of debt. At their pre­
sent rate of saving, these balance­sheet re­
pairs will not be �nished until 2012.

Bu�ng up
But households may not be satis�ed with a
500% bu�er. Now that credit is tighter and
employment less secure, they may feel
they need a fatter cushion to calm their
forebodings. This cushion would take
even longer to accumulate, and would re­
quire a permanently higher saving rate to
maintain. According to Mr Carroll’s theory,
households’ saving rates should jump in
response to the crisis. As their bu�er of
wealth slowly builds up again their saving
rate will gradually subside, but it will not
return to the negligible rates witnessed be­
fore the crisis. 

Consumption accounts for over 70% of
American spending. Thus even if house­
holds do not go back to 1950s saving rates,
their balance­sheet repairs will still weigh
heavily on demand in the economy as a
whole. An increase of �ve percentage

points of saving would leave the economy
with a $545 billion gap to �ll. 

America’s housebuilding industry has
left another hole. Residential investment
in the second quarter of 2009 was 56% be­
low its peak. The industry will not, and
should not, return to its pre­crisis size,
when it accounted for 6.1% of GDP. But if
homebuilding recovers about half of the
ground it has lost since then, it will be
about $216 billion below its peak.

Crudely put, therefore, American
spending is about $760 billion short of the
amount required to return the economy to
full employment. Martin Feldstein of Har­
vard University, who makes a similar cal­
culation, calls this shortfall a �black hole�.
If no other source of spending takes over to
�ll the gap, then sales will stagnate, em­
ployment will fail to recover and house­
hold incomes will falter.

There is no secret about the other po­
tential sources of demand. Government
spending and business investment ac­
counted for 18% and 12% of GDP respective­
ly at the economy’s peak in 2007. This re­
port will examine both in later sections.
Exports contributed 12%, but American
spending on imports subtracted all of that
and more. For many years before the crisis
the world economy revolved happily
around the American consumer. But to es­
cape this slump, it will have to look else­
where. Many eyes now turn to China. 7
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HOW hot is Hohhot? A city of 1.5m and
counting, Hohhot is the capital of In­

ner Mongolia, the fastest­growing region
in China. High­rise buildings are marching
across the �atlands and swish malls are
springing up, o�ering global favourites
(Häagen­Dazs ice cream) and local ones
(Genghis Khan wine). Near the 16th­cen­
tury Xilituzhao lamasery, home to Bud­
dhist monks for over 400 years, one street
appears untouched. But behind the brick
shopfronts, the houses have been demol­
ished to make room for blocks of �ats.
Even the teenaged Buddhist monk greeting
visitors to the lamasery owns a touch­
screen phone he bought in Shenzhen.

This is what �rebalancing� is supposed
to look like. Economic activity migrates
from the coasts to inland regions, such as
Inner Mongolia. Investors throw up
houses instead of factories, and the econ­
omy relies less on investment spending
and more on consumer demand. But de­
spite the best e�orts of Hohhot’s shoppers,
China’s demand still falls well short of
supply. The country’s current­account sur­
plus may be $297 billion this year, accord­
ing to the Economist Intelligence Unit
(EIU), a sister company of The Economist.
That would amount to half of Asia’s sur­
pluses and 30% of those around the world.

The counterparts to these surpluses are
de�cits in places such as Britain, Spain and
most notably America. But since the crisis
took hold, the macroeconomic gyroscope
has begun to level out dramatically. Ameri­
ca’s external de�cit has halved from $804
billion in 2006, the equivalent of 6% of
GDP, to $395 billion (at an annual rate) in
the second quarter of 2009, about 2.8% of
GDP. And China’s surplus, though hefty, is
not as big as it was. 

Unfortunately this is mostly the wrong
kind of rebalancing. Countries are level­
ling down, not up. Rather than increasing
its exports to match its prodigious imports,
America is squeezing its foreign purchases.
Between the fourth quarter of 2007 and
the second quarter of 2009 its exports fell
by $215 billion (in 2005 dollars, at an annu­
al rate) and its imports fell by $440 billion. 

In its boom years, America spent more
than enough to keep itself fully employed.
Its cutbacks in spending since then have

fallen more heavily on foreign than on do­
mestic production. Foreigners have borne
about 30% of the blow. 

To adjust upwards, the surplus coun­
tries would have to expand their spending
to �ll the vacuum left by American con­
sumers and housebuilders, but that does
not seem likely. For China’s exporters to �ll
this gap, its $297 billion surplus would
have to swing to a $463 billion de�cit. That
would require a dramatic fall in its saving
rate, which amounted to over half of GDP

in 2008. Spending more and saving less is
not the worst macroeconomic imperative
a country might face. But China’s thrift is
well entrenched.

Households make the biggest contribu­
tion (see chart 3). According to Eswar Pra­
sad of Cornell University and Marcos Cha­
mon of the IMF, the thriftiest among them
are the young and the old. Urban house­
holds headed by 25­year­olds save almost
30% of their disposable income, as do
those headed by 60­year olds. This pattern
is quite di�erent from that in most coun­
tries, where the young borrow against fu­
ture income and the elderly run down the
savings they accumulated in their high­
earning middle years.

One reason why the Chinese save is be­
cause they have to pay for things such as
education and health care which in other
countries are provided by the state. �It’s
not saving; it’s self­taxation,� says Paul
French of Access Asia, a consumer­re­
search �rm in Shanghai. The government
has promised to spend 850 billion yuan
($125 billion) in 2009­11 to widen health­in­
surance coverage and improve public clin­
ics and hospitals. It is also reforming the
pension system which now leaves out
over half of urban workers and 90% of
their rural counterparts. 

Another reason why the Chinese save
is because they �nd it hard to borrow. Only
a small proportion (11% of younger house­
holds) have a mortgage, and those that do
scrimp and save to try to pay it o� in �ve
years. Mr French has been invited to din­
ners celebrating a couple’s last repayment. 

He has another, more novel theory to
explain young people’s thriftiness. In a
country where young men considerably
outnumber young women, a bachelor

needs a car and a �at before a girl will even
look at him, Mr French says. In Shanghai,
the �rst question about a suitor is, �How
many square metres is his apartment?�

There is some scholarly evidence to
support Mr French’s hunch. According to
Shang­Jin Wei of Columbia University and
Xiaobo Zhang of the International Food
Policy Research Institute, households with
sons accumulate assets, especially houses,
in order to compete in the marriage mar­
ket. This bids up asset prices for everyone
else, forcing them to save more as well. The
two authors reckon that this competition
accounts for about half of the increase in
the household saving rate in 1990­2007. 

China’s elephantine industry
A long queue of lorries laden with coal is
waiting to pass through the toll booth to
Zhuo Zi Shan, a town not far from Hohhot.
�Every day is like this,� says the toll opera­
tor. A road sign tells drivers not to exceed
the permitted load limit. It shows a lorry
buckling under an elephant.

China’s industry is heavier than it
should be. Energy and capital are both arti­
�cially cheap. Fuel is subsidised explicitly;
capital implicitly by a repressed banking
system that remunerates savers poorly. Be­
cause it overuses these inputs, Chinese in­
dustry underemploys labour. Despite the
country’s reputation as the workshop of
the world, employment has grown by just
1% per annum in recent years, even as the
country’s GDP has raced ahead at double­
digit rates. So the share of wages and other 

The hamster­wheel 

The more China spends, the more it saves

3An excess of thrift
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household income in GDP has fallen from
72% in 1992 to 55% in 2007. This is perhaps
the biggest single reason why China’s con­
sumption accounts for only 35% of GDP. It
is not because households save so much of
their income (although they do), but be­
cause household income accounts for such
a small slice of the national cake.

The other side of this equation is the
large share of national income that �ows
to capital, in the form of pro�ts. Corporate
pro�ts amounted to 22% of GDP in 2007.
These earnings mostly stay with the com­
panies that generated them. Almost 45% of
listed companies did not pay a dividend
last year, according to Wind Info, a �nan­
cial­information �rm. China’s state­
owned enterprises now provide a modest
pay­out to the government, but until last
year they paid nothing at all.

China’s big corporations can hold on to
their pro�ts because aggrieved share­
holders have little clout with them. Chi­
na’s small �rms retain earnings because
they need them. They are neglected by
China’s banks, which prefer to make big
loans to large companies. This forces un­
derserved small companies to rely on their
own savings to �nance their ventures.

It is saving by companies, not house­
holds, that accounts for most of the in­
crease in China’s thrift over recent years.
They plough these savings back into in­
vestment, which keeps pro�ts high as a
share of national income, thereby adding

further to corporate saving. The economy
scampers along in a hamster’s wheel of
high investment and high thrift. 

The government’s stimulus package an­
nounced last November has rescued Chi­
na from the global downturn. It has also in­
cluded some welcome spending on social
infrastructure, from clinics to passenger
trains. But it has not liberated China from
its investment cycle. In the �rst half of this
year investment accounted for 87% of Chi­
na’s growth, according to Standard Char­
tered Bank.

This cycle unbalances China’s econ­
omy, but why should it also unbalance the
world economy? After all, capital spending
adds to domestic demand. If investment is
strong enough, it will suck in imports and
narrow China’s current­account surplus.
Other countries can provide the coal to �ll
China’s lorries and the architects to design
its futuristic cityscapes. 

Yet investment eventually bears fruit,
adding to the economy’s capacity to pro­
duce things which Chinese companies
then struggle to sell at home. China’s
policymakers solve this problem by keep­
ing the yuan competitive and selling their
excess output on world markets instead.
Overinvestment leads to underconsump­
tion, which the Chinese authorities solve
through undervaluation of the currency.

The exporters that bene�t from the
cheap yuan provide a disproportionate
share of China’s jobs. Many are small �rms

lacking access to bank loans, which forces
them to rely on labour more than capital.
These �rms gravitate towards the export
market by default because their larger, bet­
ter­connected rivals often have the lucra­
tive domestic markets sewn up. 

What would happen if the government
repealed these cosy monopolies and freed
entry into services? In the short run such
reforms might cost jobs, according to Kai
Guo and Papa N’Diaye of the IMF. They
might draw resources away from labour­
intensive export industries such as cloth­
ing. But after six or seven years employ­
ment would more than recover. The au­
thors reckon that services could usefully
employ another 70m people.

Don’t mention exchange rates
Instead, China’s policymakers are trying
hard to coax the country’s coastal export­
ers back to life. They have prevented the
yuan from appreciating against the dollar
for over a year. The country’s currency
policy has long been a source of frustra­
tion for its trading partners, particularly in
America. But in recent diplomatic ex­
changes between the two countries the
�exchange­rate question� was quietly
dropped. America’s government is now
being careful about what it wishes for. It
must calculate whether it really wants Chi­
na to stop buying dollars or whether it
wants China to keep buying its debt. It is,
after all, issuing rather a lot of it. 7

PASSENGERS pose for photographs in
front of the bulbous �Harmony� train,

which will whisk them from Beijing
through neighbouring Hebei Province at
almost 300km an hour. All the seats on
board are taken. One man sits on a collaps­
ible stool, another makes do with a folded
sheet of newspaper.

China has the busiest railways in the
world, according to the World Bank. It car­
ries a quarter of the world’s tra�c on 6% of
its track. With a bit of help from the bank,
the government is extending the high­
speed line by 355km to Zhengzhou in He­
nan Province and then all the way to
Guangzhou, 2,100km from Beijing on the
South China Sea. The scope of the project
is �breathtaking�, says John Scales of the

bank’s Beijing o�ce. But an o�cial at the
Ministry of Railways shrugs. �We have so
many big projects,� he says, �why are you
looking at the small ones?� He is more ex­
cited about the Beijing­to­Shanghai line,
which will cut the journey time between
the two cities from ten hours to four.

In China no one wonders if the govern­
ment’s 4 trillion yuan ($585 billion) stimu­
lus package, announced last November, is
working. Some 1.5 trillion yuan of the total
is devoted to transport. The package will
raise China’s investment in rail to $90 bil­
lion a year for two years. America’s stimu­
lus package, by contrast, musters only $8
billion for high­speed rail, with some extra
requested in this year’s budget.

Only 30% of China’s stimulus will

come from the central government. Most
of the rest will be �nanced by the country’s
banks, which are only too happy to help.
Before the crisis hit, the government was
trying hard to restrain runaway lending. To
stimulate the economy, all it had to do was
to remove those restraints. Banks lent 7.3
trillion yuan in the �rst half of this year,
about 50% more than in the whole of 2008.
Together with the government’s own
spending, this push accounted for 75% of
China’s growth in the �rst quarter, accord­
ing to Louis Kuijs of the bank.

In the G20 as a whole, budget de�cits
have swung from 1.1% of the group’s collec­
tive GDP in 2007 to 8.1% in 2009, says the
IMF. The G20’s economies are already
bene�ting from tax cuts, but spending is 

A �ne balance

The ins and outs of stimulus packages
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taking longer to feed through. By mid­July,
the IMF calculates, Canada had paid out
81% of its planned stimulus for this year,
France 60% and America 41%. 

To make a positive contribution to
growth, stimulus spending must increase
each year (in dollar terms, if not as a per­
centage of GDP); otherwise the economy
will su�er from ��scal drag�, which re­
duces growth. America, for example, will
face a �scal drag of 2.5% of GDP in 2011, ac­
cording to Alec Phillips of Goldman Sachs,
if lawmakers let the 2001tax cuts expire.

The crisis will place a heavy toll on the
public �nances, according to the IMF. Eco­
nomic decline and �scal rescues will in­
crease gross government debt in the ad­
vanced G20 countries from an average of
79% of GDP before the crisis to 120% fore­
cast for 2014. 

These gloomy projections raise the risk
that governments will ��nd it more conve­
nient to repudiate their debt or to in�ate it
away�, the IMF’s researchers note. The
same thought has occurred to the rating
agencies. Ireland, where the government’s
guarantees to the �nancial sector amount
to 250% of GDP, has been stripped of its tri­
ple­A rating by Standard & Poor’s. 

For America, the rating agency that real­
ly matters is in Beijing. �We have lent a
huge amount of money to the US. Of
course we are concerned about the safety
of our assets,� said China’s prime minister,
Wen Jiabao, in March. 

In assuaging these worries, govern­
ments will have to balance two risks. They
may tighten their purse­strings too soon,
withdrawing a stimulus that is still need­
ed. But if they keep spending heedlessly,
they will saddle the economy with a

heavy burden of public debt which may
crowd out private investment.

According to Richard Koo of the Nomu­
ra Research Institute, the �rst risk is the
greater. Governments, he argues, have to
borrow the money that banks, businesses
and households save or repay because no
other part of the economy is willing to do
so. If the funds go unborrowed, the �ow of
income will be interrupted, and anything
that weakens GDP only makes the govern­
ment’s liabilities harder to sustain. 

Mr Koo is right that the public �nances
should not be considered in isolation from
the rest of the economy. If households are
determined to save and businesses are not
prepared to invest, it falls to the govern­
ment to borrow and spend. The govern­
ment’s debt must rise so that the private
sector’s can fall. They are on opposite sides
of a see­saw. 

Putting public and private borrowing
together, it becomes clear that America as a
whole is no more improvident now than it
was before. The dramatic increase in gov­
ernment borrowing since 2007 has been
more than o�set by the reversal of borrow­
ing by households and businesses.

This give­and­take between public and
private debtors helps explain why the
yields on government bonds in many rich
countries are still well below their pre­cri­
sis levels. Indeed, economists �nd it sur­
prisingly hard to demonstrate the clear link
between heavy public debt and higher
bond yields that would justify fears of
crowding out. There may be a threshold of
debt beyond which bond markets sudden­
ly take umbrage. And buyers may also balk
at so much borrowing from so many gov­
ernments at once. Nonetheless, a recent

study by Silvia Ardagna of Harvard and
her co­authors showed that an increase in
public debt from about 120% of GDP to
145% raises long­term interest rates by a
mere 0.86%.

A government will �nd it easier to han­
dle its debt if it can convince markets that it
will succeed in doing so. So it should lay
out a strategy for restoring the public �­
nances to calm the markets and forestall a
rise in bond yields. The commitments
should oblige the government to tighten
the budget when the economy improves.

A sliver of cheese
By 2014 only two advanced economies�
South Korea and Norway�will have prim­
ary budget surpluses (before interest pay­
ments) big enough to ensure �scal sustain­
ability, according to the IMF’s projections.
Everyone else will have to tighten. The IMF

reckons that in order to reduce America’s
gross debt from 112% of GDP in 2014 to 60%
in 2029, the government will have to tight­
en its primary balance from minus 12% of
GDP in 2009 to a surplus of over 4%. 

The scale of these repairs is daunting.
Only a handful of countries have ever ac­
complished such a �scal feat, and it has
never been tried by so many countries at
once. In Sweden, a left­leaning govern­
ment achieved a dramatic �scal turna­
round between 1994 and 1999. In a paper
for Bruegel, a Brussels think­tank, Jens
Henriksson, a former o�cial in the Swed­
ish �nance ministry, lays out the lessons.
He recommends cutting spending the way
the Swedes cut their hard cheeses, slicing a
�ne layer o� the top of the whole budget.
That is better than cutting it like a cake, be­
cause deep slices cause resentment among
the sliced and complacency elsewhere.

Governments will not be able to close
their �scal gaps through spending cuts
alone. Mr Henriksson’s government also
raised revenues by 1.7% of GDP from 1994 to

4A sea of red ink

Source: IMF
*Before interest payments

†To keep public debt under control

As % of GDP, forecasts

    Budget
   Budget surplus
 Debt Debt    deficit*    required† 
Country 2009 2014 2009 in 2014

United States 88.8 112.0 -12.3 4.3

Japan 217.4 239.2 -9.0 9.8

Germany 79.8 91.4 -2.3 2.8

France 77.4 95.5 -5.3 3.1

Britain 68.6 99.7 -10.0 3.4

G20 100.6 119.7 -8.6 4.5
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MITHU SINGH, from the district of Raj­
samand in Rajasthan, used to polish

diamonds in Surat, the centre of India’s
gem industry, which processes 90% of the
world’s diamonds. In better times he
earned over 300 rupees ($6) a day. But last
summer the industry came to a standstill.
Mr Singh became one of perhaps 200,000
gem and jewellery workers laid o� in the
wake of the global slowdown. 

The �third wave� of this crisis, which
began in the �nancial markets and quickly
moved to the broader economy, is now
striking the labour market, according to
Dominique Strauss­Kahn, the head of the
IMF. In Cambodia 30,000 workers were
laid o� in the clothing industry as the col­
lapse in trade took hold, according to the
World Bank. In South Africa the closure of
mines and smelters has cost 40,000 peo­
ple their jobs. In China an estimated
670,000 small �rms went out of business
in the coastal cities of Guangzhou, Dong­
guan and Shenzhen. 

Mr Singh went back to his village in Ra­
jasthan with about 200 others returning
from Surat. He thought he would work in
the �elds. Instead, like many of his col­
leagues, he found a job building roads un­
der India’s National Rural Employment
Guarantee act (NREGA), which is meant to
o�er 100 days of work a year, at the mini­
mum wage, to any household that needs it.
Last year the government spent almost
twice what it had budgeted on the scheme.

Its budgetary battle against joblessness
is being repeated the world over. The
OECD reports that 16 of its members have
introduced wage subsidies, hiring bonuses
or jobs on the public payroll to stem the
sharp rise in unemployment. Spain, for ex­

ample, has introduced an ¤8 billion pub­
lic­works programme. Britain will give
�golden hellos� of up to £2,500 to �rms
that recruit people who have been unem­
ployed for more than six months.

The OECD fears unemployment in its
member countries will keep rising until
well into next year, by which time it will
have risen by up to 25.5m since the crisis
struck. So far the damage is greatest in
America, Britain, Ireland and Spain, where
the collapse in housebuilding cost many
construction workers their jobs. In Swe­
den and Germany the worst is yet to come.
And mass unemployment could be here to

stay for some time. It took America nine
years to restore employment after the 1979
oil­price shock, the OECD points out.
France never recovered completely.

The danger is that higher unemploy­
ment will become entrenched. Milton
Friedman argued in 1968 that economies
gravitate towards a �natural� rate of unem­
ployment, pinned down by slow­moving
supply­side factors such as the strength of
unions or the geographical mobility of
households. In the short run joblessness
will follow the ups and downs of the busi­
ness cycle. But once swings in demand
have played themselves out, the natural
rate will gradually reassert itself.

Iron law
In 1986 Mr Friedman’s thesis was contested
by Olivier Blanchard, now at the IMF, and
Lawrence Summers, now head of Presi­
dent Obama’s National Economic Coun­
cil. The labour market, they said, may suf­
fer from �hysteresis�, a term taken from
physics. Just as iron remains magnetised
long after a magnet is removed, so employ­
ment may su�er lasting e�ects from
swings in demand. The two economists
suggested that a protracted rise or fall in ac­
tual unemployment might also shift the
underlying natural rate.

The potential causes of hysteresis are
poorly understood. Messrs Blanchard and
Summers argued that pay deals are negoti­
ated by the workers who keep their jobs
(the �insiders �), who will demand wages
that are too high to make the newly jobless
(the �outsiders�) attractive to employers,
but not so high as to threaten their own po­
sitions. Others have argued that workers’
skills atrophy and they become more de­

Separation anxiety

The crunch may entrench unemployment

5Grim, and getting grimmer

Source: OECD
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1998. Raising taxes will be necessary, but it
is also tricky. A premature increase in Ja­
pan’s consumption tax in 1997 may have
aborted that country’s recovery. 

Higher taxes can pose a threat to supply
as well as demand. According to Peter Lin­
dert of the University of California, Davis,
America gets away with its clumsy tax
code only because its overall tax burden is
relatively low. In the new normal, Ameri­
ca’s tax take will move closer to European
levels and the mix will have to become

more e�cient.
Jens Arnold of the OECD has ranked

taxes according to the damage they can do
to growth. He �nds that taxes on immov­
able property harm growth the least and
those on corporate pro�ts hurt it most.
Consumption taxes are better than income
taxes, and �atter rates are better than steep­
ly progressive ones.

Higher taxes on wages can deter some
people, especially second­earners and
lone parents, from working. Orsetta Causa

of the OECD has estimated that a one­per­
centage­point increase in the marginal tax
rate reduces the hours worked by women
by about 0.7%. In their determination to re­
store �scal stability, governments must be
careful not to undermine growth. In its lat­
est Economic Outlook the OECD shows
that a 1% increase in underlying unemploy­
ment increases public debt by up to 3% of
GDP over ten years. One way to keep the
bond market quiet is to keep the labour
market healthy. 7
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tached from the world of work the longer
they remain jobless.

Economists have not, however, wholly
embraced the concept of hysteresis. Wil­
lem Buiter of the London School of Eco­
nomics points out that if you take the idea
to its logical conclusion, today’s natural
rate must depend on the entire history of
unemployment. Messrs Blanchard and
Summers themselves have been �poor
stewards� of the idea, notes Laurence Ball
of Johns Hopkins University. �When even
the creator of an idea doesn’t seem to be­
lieve it, the idea loses credibility.� 

Making short work of it
Governments, for their part, seem to recog­
nise the danger posed by hysteresis. But
the problem is easier to point to than to
solve. The best way to �ght it is to stop un­
employment rising in the �rst place. 

In Germany policymakers have en­
couraged �rms to cut hours rather than
jobs. If an employee agrees to shorter
hours (Kurzarbeit), the government subsi­
dises his wages to o�set 60% of the loss of
income. The number taking advantage of
the Kurzarbeit scheme has soared since last
autumn, from under 80,000 to over 1.4m in
June. This seems to have slowed the rise in
unemployment, which has edged up from
3m in November 2008 to 3.5m now.

Kurzarbeit now has a long list of imita­
tors. The OECD counts 22 member govern­
ments that subsidise a shorter working
week. These schemes can be costly and
may only delay the inevitable closure of
some unviable companies, says Stefano
Scarpetta of the OECD. In the Netherlands
�rms are required to return half the money
if they eventually �re the subsidised work­
er. Kurzarbeit schemes may also deprive ri­
val companies of a chance to put workers
to better use elsewhere in the economy. Ri­
val �rms will, after all, struggle to tempt a
worker earning 80% of a full­time wage for
50% of the work. Nonetheless, in this crisis,
argues Mr Scarpetta, Kurzarbeit may have
spared some illiquid but solvent compa­
nies from laying o� workers simply to pre­
serve cash.

The tra�c in ideas is also �owing in the
other direction. Germany’s Council of Eco­
nomic Advisers thinks its government
should learn from America’s system of un­
employment insurance. It points out that
most such systems make layo�s arti�cially
cheap for �rms. Companies can o�er less
generous severance packages because
they know that the state will pick up part
of the tab. The solution some American
states have pioneered is to require higher

contributions from companies with a track
record of heavy layo�s. This is justi�ed be­
cause their redundant employees make
the biggest demand on the scheme. In ef­
fect, this method of �experience­rating�
imposes a tax on layo�s, forcing compa­
nies to carry the cost of their �ring habits. 

Not all layo�s can be stopped. So the
next line of defence against hysteresis is to
keep the jobless in the labour force, active­
ly looking for work. After the oil­price
shocks of the 1970s, several European gov­
ernments tried to cut the unemployment
rolls by letting older workers collect early
pensions or draw sickness and disability
bene�ts for which they did not strictly
qualify. By thinning the senior ranks of
companies they hoped to free up jobs for
young people. But the policy was an �ab­
ject failure�, the OECD points out. Many
older people were lost to the labour force
for ever, at the state’s expense, and few

young people were hired to replace them. 
In the latest crisis older workers have

lost their jobs, but they have not dropped
out of the labour force. This is partly be­
cause governments have learnt from their
mistakes by restricting disability bene�ts
and closing loopholes in the early­retire­
ment rules. In countries such as Britain and
America, older workers are also reluctant
to retire until they have replenished the
pension savings they have lost in the �nan­
cial meltdown. 

The desire of many governments to
keep older people at work �ts in with a
broader rethink of their jobs strategy. Over
the past 15 years governments have started
urging the jobless of all ages to �nd work
or get retrained as a quid pro quo for receiv­
ing bene�ts. The aim is to keep bene�cia­
ries motivated to �nd work and to keep
them in close contact with the job market. 

Even asking the unemployed to attend
an interview with a job counsellor seems
to raise their chances of �nding work. A
study in the American state of Maryland
found that a compulsory four­day work­
shop on looking for a job reduced unem­
ployment before the course was even held.
The prospect of attending was enough to
persuade some claimants to get a job. 

Even so, the record of such �active� la­
bour­market policies is mostly dispiriting.
Britain’s Youth Training Scheme, intro­
duced in 1983, probably did more harm
than good. America’s Job Training Pro­
grammes of the same era also seemed to
scar those that took part in them. Some
European variants have done better, but
the bene�ts they confer on their partici­
pants may come at the expense of other
job­seekers.

Yet many countries have persisted with
these policies. Shortly after it came to pow­
er in 1997, Britain’s Labour government in­
troduced the �New Deal�, requiring young
people on bene�ts for more than ten
months to sign up for full­time education,
charity work or a subsidised job in the
private sector. If they refuse, they lose their
bene�ts. The government has since added
New Deals for lone parents, people over
50, disabled people and even musicians.
But studies of these programmes o�er only
lukewarm support, according to David Bell
of the University of Stirling and David
Blanch�ower of Dartmouth College.

As a group, OECD countries in 2007
spent 0.6% of GDP on services to get the
jobless back into work. The Danes spent
over 1.3%; the Americans only a tenth of
that. Since the crisis, 23 OECD members
have provided extra training for job­seek­
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ers and 21extra help with looking for work.
The principal virtue of these policies is

to o�set the e�ects of generous and extend­
ed unemployment bene�ts. These bene�ts
can tempt the jobless into welfare depen­
dency. But that fate is less likely if the job­
less are simultaneously obliged to keep on
actively seeking work. Active labour­mar­
ket policies are a way to minimise the mor­
al hazard that goes hand­in­hand with
comprehensive insurance. They become
more important in a full­blown crisis
when governments want to pay bigger
bene�ts for longer to relieve distress and
shore up demand.

Mr Scarpetta believes that such pro­
grammes may work better during a recov­
ery than in more tranquil times. When the
labour market is strong, he points out, the
people who remain unemployed tend to
be the most di�cult to place. They will
struggle to �nd employment whatever the
government does. After a recession, how­
ever, many motivated, employable people
will be looking for work and may bene�t
from government help to �nd it.

However, a study of Britain’s New Deal
policies by Duncan McVicar of Queen’s
University, Belfast, and Jan Podivinsky of
the University of Southampton reaches
the opposite conclusion. It shows that
these schemes were less e�ective when lo­
cal labour markets were weak, serving
only to push the unemployed o� bene�ts
but not into work. The authors conclude
that these policies �may be least e�ective

where and when they are most needed�. 
In today’s bleak labour market the gov­

ernment will �nd it harder to police bene­
�ts and monitor e�ort. After all, if there are
no vacancies, the agency cannot punish
job­seekers for failing to apply. It becomes
harder to distinguish between conscien­
tious job­seekers and dilatory ones. Such
programmes work best when job­seekers
believe they are masters of their own fate,
rather than �otsam on a macroeconomic
wave. That belief becomes harder to sus­
tain during a severe downturn.

As a last resort, the OECD suggests gov­
ernments create jobs in the public sector
for workers who might otherwise become
detached from the labour market. These
job schemes are costly and have a poor re­
cord of preparing people for unsubsidised
employment. But in the current downturn,
says the OECD, they may be the only way
to salvage the ethos of mutual obligation
that its member governments have tried so
hard to instil over the past 15 years.

In its projections for continental Europe
the OECD assumes that two out of every
three workers who remain jobless for
more than a year will be lost to the labour
market thereafter, adding to the country’s
natural rate of unemployment. By the end
of next year, it calculates, that rate will be
9% in the euro area, undoing more than a
decade’s­worth of progress.

Hysteresis has historically been a big­
ger threat in the euro area than in America
or Britain. But America’s labour market

may not be quite as �exible this time. With
14m households owing more than their
homes are worth, moving house to take a
new job will be much harder. 

Those made redundant by the crisis
will not be the only ones who leave their
jobs in the next year or two. Every year on
average about a third of the workers in the
30 member countries of the OECD part
from their employers, and roughly the
same number �nd new ones. In America
the proportion is 45%. Even in bad times
millions of jobs are created, just as in good
times millions are destroyed. It is this pro­
cess of churn that allows economies to re­
new themselves. 

Keep churning
The entry and exit of �rms accounts for
about a third of this turnover in jobs. The
rest is due to successful �rms expanding
their payrolls at the expense of their rivals.
The OECD notes that new hiring goes hand
in hand with the deployment of more cap­
ital. The prospects for jobs, then, depend
on the prospects for investment. 

Mr Singh weathered the diamond­in­
dustry downturns of 1987, 1992 and 1999.
He even saved enough money to set up a
unit of his own, employing 60 people. But
that venture fell victim to the crisis, costing
him about 200,000 rupees in losses. This
time he has had enough. He will turn his
hand to something else. One day he hopes
to open a dhaba, a roadside restaurant. But
to do that, he will need a loan. 7

WHAT year is it? Since the crisis broke,
economists have cast about for the

best historical analogies for the world’s
predicament. Predictably, most pick the
1930s. Others turn to the panic of 1907, the
fourth crash in four decades, which
prompted one European banker to de­
scribe America as a �great �nancial nui­
sance�. It also led to the creation of the Fed­
eral Reserve. But Takatoshi Ito, an
economist at the University of Tokyo,
thinks we are now in the spring of 1999.

In March of that year Japan’s govern­
ment injected ¥7.5 trillion ($63 billion) of
capital into 15 troubled banks, its second
big e�ort to repair their balance­sheets. It
seemed to work. Japanese banks soon

found it easier to borrow and became
more willing to lend. �Everyone breathed a
sigh of relief,� says Mr Ito. �They thought
the worst was over.�

The same relief is now palpable in
America. In May the country’s regulators
unveiled the results of their �stress tests� of
19 banks, having gone through their books
and assessed their vulnerability to future
losses. These tests revealed a capital short­
fall of just $75 billion. That rallied the stock­
market, and the rally, in turn, made the gap
easier to �ll. Several of the stress­tested
banks issued fresh equity, and by the sum­
mer eight felt con�dent enough to repay
the $63 billion of capital the government
had injected into them last year.

The banks themselves now seem to
have more faith in each other. The pre­
mium, or spread, between their overnight
borrowing costs and the Fed’s interest rate
is one measure of their creditworthiness.
In June 2008 Alan Greenspan, a former
chairman of the Federal Reserve, said that
a spread of about 0.25% would show
things were getting back to normal. In Au­
gust this year the spread fell below that. 

But in Japan the period of complacency
did not last. The country remained over­
banked and its banks remained chronical­
ly undercapitalised. After a slide in the
stockmarket halved the value of the banks’
shareholdings, the capital shortfall wid­
ened again. Because they were short of 

Rolling the hoop

Banks will take a long time to recover. So will investment
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capital, Japan’s banks were reluctant to
own up to losses. But until they acknowl­
edged the bad assets on their books, they
could not get rid of them. Instead, they con­
tinued to roll over loans to zombie compa­
nies that had little prospect of repaying
them, according to Takeo Hoshi of the Uni­
versity of California, San Diego, and Anil
Kashyap of the University of Chicago.
Even by the banks’ own reckoning, their
non­performing loans increased from
¥29.6 trillion in the optimistic spring of
1999 to ¥42 trillion three years later. 

When Heizo Takenaka took o�ce as
minister of state for �nancial services in
2002, he decided that recapitalisation was
a necessary but not a su�cient condition
for recovery. Also required was a ruthless
examination of the assets on the banks’
books and the rapid disposal of any bad
loans. Under Mr Takenaka’s leadership the
regulator recapitalised one bank and ca­
joled many others to clean up their books
and raise capital. 

Does the West now need a Takenaka
plan of its own? America’s regulators think
they already have one. Their �stress test�
was an attempt to put a number on the po­
tential dangers lingering on banks’ books.
But not everyone is convinced. Mr Ito
thinks Mr Takenaka would have been
much tougher. 

Mr Takenaka himself thinks the Ameri­
can stress test was �meaningful�. But �hon­
estly speaking, it is very di�cult from out­
side to judge whether they have done it
accurately.� If the economy recovers, non­
performing loans will automatically dis­
appear and all will be well, he says. But if
not, a second round of stress tests may be
needed in the future. 

In America, the worst losses probably
now lie in traditional �whole� mortgages.
These were never spliced, diced and bun­
dled up into marketable securities, so they
have not been marked down to re�ect a de­
pressed market price. They will bleed
slowly instead.

America’s stress test allowed for up to
$185.5 billion of red ink on residential mort­
gages, no small sum. But worse is still to
come, argues Daniel Alpert of Westwood
Capital, an investment bank. He thinks
America’s banks, like Japan’s, will be in no
hurry to recognise these additional losses.
As time passes, house prices may recover,
or banks’ own accumulated pro�ts may
help them withstand the damage. It is like
the child’s game of rolling a hoop with a
stick, Mr Alpert says. Skilled players can
keep the hoop going for a long time.

Outside America many banks remain

in denial, according to Adrian Blundell­
Wignall of the OECD and his co­authors.
Either they do not want to tell the markets
how bad things are, or they themselves do
not really know. By the authors’ calcula­
tions, Europe’s banks need to raise $357 bil­
lion to restore the capital they have lost in
the crisis. That is less than six months of
projected pro�ts, but it ignores potential
losses in south­east Europe and the Baltics,
as well as the risks buried in collateralised
synthetic obligations.

Moreover, adding that much capital
would still leave the banks with highly le­
veraged balance­sheets, holding over $36
of assets for every dollar of equity. To
match America’s gentler leverage ratios,
Europe’s big banks would need to raise
$2.8 trillion of capital, an amount that rep­
resents three­and­a­half years­worth of
projected earnings.

Swedish model
Critics of Japan compare it unfavourably
with Sweden, which su�ered its own
banking bust in the early 1990s. Sweden’s
authorities resolved to identify potential
losses up front so they could distinguish
between sturdy banks and failed ones.
They took control of one insolvent bank in
addition to one that was already partly
state­owned, separated their good assets
from bad and recapitalised them. As the
Swedish economy recovered, the eventual
cost to the taxpayer turned out to be less
than originally feared.

But in a recent report the IMF takes a
second look at the �Swedish model�. It ac­
knowledges that the country’s willingness

to face its banking losses got the bad news
out of the way, but it also points out that
those losses were never very big. It puts the
gross �scal cost of the crisis at 4% of GDP,
as against Japan’s 14%. The smaller the pro­
blem, the easier it is to face it squarely.

Moreover, the report concludes that
Sweden’s recovery owed more to a bu­
oyant world economy than to a revival of
the banks. The devaluation of the krona
and the resurgence of Sweden’s trading
partners led to an export boom in 1993.
Bank lending did not start growing again
until two years later. 

Tetsuro Sugiura of Mizuho Research In­
stitute reaches a similar conclusion about
the Takenaka plan. He thinks it helped, but
only because the economic circumstances
were propitious. It is easier to be uncom­
promising in a forgiving economy.

Perhaps the true lesson of Japan and
Sweden is that governments should insist
on honesty from their banks only if they
are prepared to pick up the bill. And they
should get tough with the �nancial institu­
tions only when the economy is getting
easier on them. 

Mr Sugiura thinks America and Europe
are following in Japan’s footsteps. Restor­
ing the banks to health �could be a long
and patient process�, he says. It was not un­
til March 2006, seven years after the crisis
was declared over, that Japan’s banks at
last had enough capital. But Western banks
tend to be far more pro�table than their
Japanese counterparts, which should al­
low them to earn their way out of their
losses more quickly. They can roll the hoop
at four times the speed.
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IN THE �nal chapter of his �General The­
ory�, Keynes foresaw �a somewhat

comprehensive socialisation of invest­
ment�. In a capitalist society investment
depends on the animal spirits of entrepre­
neurs and the constancy of investors,
who must commit their funds to uncer­
tain ventures for extended periods.
Keynes doubted that either force would
reliably ensure enough investment to
keep the economy fully employed, espe­
cially during turbulent times.

In the thick of the crisis his prediction
appeared to be coming true. By the spring
of this year the world’s governments had
injected $432 billion of capital into their
banks, according to the IMF, and guaran­
teed bank debts worth $4.65 trillion.
America now holds a 34% stake in Citi­
group, or �Citigov�, as the �nancial blogs
call it. The British government owns 43%
of Lloyds Banking Group and 70% of Roy­
al Bank of Scotland.

State­owned banks in India have in­
creased their share of lending to 74% of
the country’s total (excluding the regional
rural banks). Sonia Gandhi, the president
of India’s ruling Congress party, says that
�every passing day bears out the wisdom�
of her mother­in­law’s decision, as prime
minister 40 years ago, to nationalise the
banks. Brazil’s state development bank,
the National Bank for Economic and So­
cial Development, expects its disburse­

ments to grow by over 40% this year. Chi­
na’s prodigious investment this year is
largely at the government’s behest. Ac­
cording to calculations by Louis Kuijs of
the World Bank, investment steered by the
state in the �rst four months of 2009 was
39% up on the same period last year.

The end of a neoliberal era
The heavy infusion of public money into
private banking was shocking at the time.
But perhaps people should not have been
so surprised. Banks are inherently fragile
institutions, borrowing short and lending
long. When they break, the damage is nev­
er con�ned to them alone, so govern­
ments cannot a�ord to remain aloof. 

State interventions in this crisis were
di�erent in degree from previous rescues,
but not in kind. In America the govern­
ment has long been prepared to take over
and recapitalise failing institutions if nec­
essary. For example, in 1984 America’s
Federal Deposit Insurance Corporation
seized control of the country’s seventh­
largest bank, Continental Illinois. The
state also stepped in to save a number of
Texan �nancial institutions in the 1980s
and the Bank of New England in 1991.

Germany’s government now owns
25% of Commerzbank and 90% of Hypo
Real Estate. Even before the crisis over 40%
of the banking system’s assets were
owned by various levels of government.

Yet the state’s visible hand did not keep
banks out of trouble. Germany’s Landes­
banken, wholesale banks owned by re­
gional governments, hold about a �fth of
the banking system’s assets but su�ered
43% of the write­downs in the crisis. 

By this summer 33 American banks
had repaid the capital the government
had injected into them. The new era of
state ownership seemed to be passing al­
most as quickly as it had arrived. But the
state still has a large stake in the �nancial
system beyond its explicit ownership of
shares. It now owns the risk of any of the
bigger institutions failing. Governments
will do their utmost to avoid a repeat of
anything like the bankruptcy of Lehman
Brothers and the ensuing chaos. 

This means that large, complex �nan­
cial institutions operate with an implicit
state guarantee, giving them an edge in
borrowing money and expanding their
business. That will only make them a big­
ger liability for the government in the fu­
ture. The IMF points out that it was the top
�ve American banks, with the biggest as­
sets, which also had the lowest capital ra­
tios. These same banks su�ered the big­
gest loan losses in the crisis. They received
almost two­thirds of the government’s
capital injections as they increased their
market share to 63.5%. For them, the risk of
insolvency has been somewhat compre­
hensively socialised.

Governments will remain big
stakeholders in banksGandhian banking

If banks in Europe and America spend
the next two or three years licking their
wounds, they will be reluctant to expand
their loan books. This is bound to hamper
the recovery. Of the 54 banks surveyed by
the Federal Reserve in July, 19 said they had
tightened their lending standards for large
and medium­sized companies over the
past three months. Only two said they had
eased them. 

Some industries are more vulnerable to
tighter credit than others. Cash­rich com­
panies with short investment cycles can
grow by ploughing their pro�ts back into
their business. Even in countries with so­
phisticated �nancial systems most invest­
ment is self­�nanced. Some companies,
however, rely heavily on outside money.

Their business may require large invest­
ments that are slow to bear fruit, forcing
them to borrow heavily up front.

The manufacturing industries most
vulnerable to �nancial disruption are com­
puters and electronics, electrical equip­
ment, plastics and chemicals, according to
a recent study by the IMF. These industries
�nance less than half of their investment
from their own pro�ts. Prakash Kannan of
the IMF has calculated that �rms in these
industries grow about 1.5 percentage
points more slowly after a �nancial crisis
than �rms which rely on internal funds.
This is particularly true of �rms that lack
tangible assets which might serve as collat­
eral for a loan. 

Self­employed entrepreneurs are also

heavily exposed. Many rely on their
houses as their main collateral. A second
mortgage is probably the biggest single
source of start­up �nance in Britain and
America. Between 2005 and 2007 the
number of self­employed people in Brit­
ain, for instance, rose by 227,000, to 4.15m.
Perhaps half of that increase is due to rising
house prices, say David Blanch�ower of
Dartmouth College and Chris Shadforth
of the Bank of England. 

In the post­crisis period, it seems safe to
say, companies will rely more heavily on
their own resources. On the face of it, that
may be no bad thing. Pro�table �rms will
grow, and since they will be borrowing less
of the money they invest, they will be less
likely to default on their loans. But the 
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companies richest in cash are not always
those with the best investment opportuni­
ties, whereas promising �rms may struggle
to raise the money they need.

The problem shows up most clearly in
developing economies, where the �nan­
cial system often fails to channel funds to
companies that could make the best use of
them. Indeed, �nancial self­reliance is a
hallmark of underdevelopment, which
condemns �rms to the �drudgery of gener­
ating funds internally,� as Raghuram Rajan
and Luigi Zingales of the University of Chi­
cago put it. In Mexico, for example, small
�rms with less than $200 invested in them
had rates of return as high as 15% a month
(an annualised return of over 400%), ac­
cording to one 2003 study, suggesting they
were starved of capital. By contrast, rates
of return for �rms with more than $900 in­
vested were often negative, suggesting
they had overinvested in themselves.

Working it o�
Many companies in the rich world must
now feel the same way. Given their greatly
diminished sales, their investment in ca­
pacity now looks excessive. In the euro
area manufacturing in July was operating
at only 69.5% of its full capacity, far below
its long­run average of 81.5%, according to
the European Commission. In America it
was running at 66.6% of potential in Au­
gust, 13 percentage points below normal.
Entrepreneurs will see little reason to in­
vest in extra plant and machinery when so

much existing capacity lies idle. According
to Jan Hatzius of Goldman Sachs, �xed in­
vestment in America will not stop falling
until the last quarter of 2010. 

Even when Europe’s and America’s
economies recover, they may operate at a
lower level of capital intensity. This is be­
cause the cost of capital is unlikely to fall
back to its pre­crisis levels, even after the
banks recover. As the OECD points out, the
real cost of borrowing for American com­
panies with a BBB credit rating averaged
under 3% in the �ve years before the crisis.
This easy money was backed by over­
priced assets and overextended banks. The
OECD expects borrowing costs to settle
down at about 4.5% in the new normal,
similar to their level in the 1990s.

If capital is costlier, companies will eco­
nomise on it. They will neglect to replace
plant and machinery, allowing it to depre­
ciate over time. The capital stock of Ameri­
can companies will have to fall by about
6.5%, the OECD calculates, to re�ect the
post­crisis world. This shrunken stock of
capital will, in turn, lower America’s po­
tential output by about 2%, it reckons.

If �rms go slow on investment, their de­
mand for credit after the crisis may be even
weaker than the supply. According to the
Fed’s survey of loan o�cers in American
banks, the most important reason for the
decline in commercial and industrial lend­
ing is �lower loan demand from creditwor­
thy borrowers because their funding
needs had declined�. Of the banks ques­

tioned, 57% said that demand for loans
from big �rms had weakened over the pre­
vious three months. 

Mr Sugiura says that Japan also su�ered
from weak loan demand, not just impaired
supply. The country’s banks tried hard to
�nd takers for their loans during the lost
decade, but with little success, because Ja­
pan’s �rms were trying to cut their debts as
quickly as possible. Mr Koo of Nomura
agrees. According to the Tankan survey,
companies themselves said their bankers
were willing to lend for much of the per­
iod, except during the credit crunch of 1998
and the years after the Takenaka plan in
2002­03. �The real problem isn’t bankers
not lending but borrowers not borrow­
ing,� says Mr Koo.

For companies still eager to borrow, the
banks are not the only option. Non­�nan­
cial companies sold $1.1 trillion­worth of
bonds in the �rst eight months of this year,
according to Dealogic, a �nancial­analysis
�rm, far more than the $898 billion they
sold in the whole of 2007, itself a record
year. Some of these companies turned to
the capital markets because the banks
spurned them. They chose to raise money
from investors directly, cutting out the mid­
dleman. This is one of the strengths of lib­
eral �nancial systems which allocate capi­
tal in arm’s­length markets as well as
through banking relationships. The market
for corporate bonds has emerged from the
crisis in rude health. But not all of these �­
nancial markets will rebound as easily. 7

THE past two years have rather ob­
scured the charms of the free market.

For those seeking to restore their faith, a
trip to the Kashmir Valley provides some
unlikely solace. The �oating vegetable
market that assembles at dawn on Dal
Lake is perhaps the easiest market in the
world to romanticise.

Shortly after the call to prayer sounds
from the lakeshore shrine, farmers and
traders cast o� on narrow ski�s to truck,
barter and exchange. Their boats bob and
sway as bids and o�ers rise and fall. Sellers
bump gently into buyers, putting a foot in
the customer’s boat to ensure that the deal
does not drift away. Sprigs of mint, red coils
of lotus root and bundles of knotted cab­

bage change hands for a few rupees, tossed
from one boatman’s lap to another. The
terms of exchange �oat freely�and, best of
all, the traders do not need bailing out.

The market, it is worth remembering, is
just a form of human exchange. �To be ge­
nerically against markets would be almost
as odd as being generically against conver­
sations between people,� notes Amartya
Sen, a Nobel prize­winning economist.
The recent crisis was not a generic failure
of markets but a speci�c failure of �nance.
The meltdown did no discredit to markets
that exchange goods and services as op­
posed to assets and securities. On Dal
Lake, the traders know what they are get­
ting; a buyer picks out the bad beans and

tosses them overboard before money
changes hands. And the goods are perish­
able, leaving little time for speculation.

Nonetheless, for many observers the
retreat of Anglo­Saxon liberalism is one of
the most telling parts of the new normal.
Pimco’s Mr El­Erian argues that the crisis
has broken the spell of the �mystical An­
glo­Saxon model of liberalisation and de­
regulation�. Australia’s prime minister, Ke­
vin Rudd, recently heralded the overthrow
of neoliberalism, �the economic ortho­
doxy of our time�. In the run­up to Japan’s
recent election, Yukio Hatoyama, the victo­
rious candidate for prime minister, cam­
paigned against �unrestrained market fun­
damentalism�.

Market fatigue

The Anglo­Saxon model has taken a knock
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Liberal reforms designed to increase the
supply­side capacity of an economy, for
example by removing barriers to entry,
lose some of their urgency when the econ­
omy is too weak to achieve the potential it
already has. And when �nancial markets
are subdued, a reforming policymaker
cannot count on a stockmarket rally to re­
ward him. 

But in most industries the underlying
logic of the Anglo­Saxon model is no more
or less obvious today than it was two years
ago. No one who believed, before the cri­
sis, that manufacturing, telecommunica­
tions or steelmaking was the private sec­
tor’s job should have changed their mind
since. It is the Anglo­Saxon model of dereg­
ulated and liberalised �nance that has lost
its mystique. Bunches of swaps, sprigs of
auction­rate securities and bundles of sub­
prime loans�these are perhaps the hardest
markets in the world to romanticise.

Arm’s­length or hands­on?
In the Anglo­Saxon model deep capital
markets compete with banks, which also
compete vigorously with each other. Tran­
sactions are carried out at arm’s length, on
the basis of public information, at compet­
itive prices, and under contracts enforce­
able by third parties. 

Before the crisis this model was gradu­
ally gaining ground. Subir Lall of the IMF

and his colleagues have documented the
growth in �arm’s­length� �nance in coun­
tries traditionally dominated by hands­on
banks, such as Germany and France. Ten
years ago, in the wake of Japan’s stagna­
tion and the Asian �nancial crisis, Mr Ra­
jan and Mr Zingales of the University of
Chicago noted the �slow but steady ascen­
dance of the public markets� and won­

dered if it heralded �the eventual suprema­
cy of the arm’s­length, market­based,
Anglo­Saxon system�.

That advance has dramatically re­
versed in the past two years (see chart 6). In
the crisis, companies that had relied on
selling marketable securities to raise work­
ing capital turned in desperation to their
banks instead, tapping pre­arranged credit
lines to keep a�oat. At the same time many
o�­balance­sheet investment vehicles,
supposedly at arm’s length from the banks
that sponsored them, quickly returned to
their sponsors’ bosoms when the markets
failed to fund them. 

The traditional alternative to arm’s­
length �nance is a more intimate system
dominated by banks that maintain long­
term relationships with their borrowers. In
Japan, for example, companies tradition­
ally turn to the same one or two banks for
their �nancing. In Germany banks tradi­
tionally have block shareholdings in the
companies they serve and put representa­
tives on their boards. 

This clubbier �nance o�ers three im­
portant advantages over the stand­o�sh
Anglo­Saxon model. The banks know
their customers better; they can smooth
their lending to them during periods of
misfortune; and they have �skin in the
game�, retaining some responsibility for
the loans they extend.

But a �nancial system based on stable
relationships has its own drawbacks. In
such a system a small cluster of banks
comes to a committee decision on wheth­
er a venture is worth backing or not. The
process requires bankers �to submerge
their disagreements and accept a compro­
mise�, as Franklin Allen and Douglas Gale
point out in their book, �Comparing Finan­

cial Systems�. 
The market, on the other hand, �allows

investors to agree to disagree�. Thousands
can place their bets, based on their own
hunches and insights. Markets, therefore,
have an edge whenever diversity of opin­
ion matters. When it comes to �nancing
new technologies or fresh ideas, it is often
better to leave the job to the �wisdom of
crowds� (the title of a book on markets by
James Surowiecki) than to the conven­
tional wisdom of loan o�cers in a bank.

Mr Lall of the IMF and his co­authors
have tried to show this empirically by
looking at the industries that contributed
the most to world growth from 1980 to
2001. Countries that specialised in those
industries in 1980 duly prospered over the
subsequent 20 years. Countries that had
the �wrong� industrial mix did less well.
But the researchers found that starting out
with the wrong industries was less of a
problem for countries with arm’s­length �­
nancial systems. Mr Lall reckons these sys­
tems do a better job of reallocating re­
sources from declining to growing sectors.

The worst of both worlds
The markets most damaged by the crisis
are those for securitised assets. Securitisa­
tion is supposed to turn a long­term bank­
ing relationship, ie, a loan, into an arm’s­
length transaction, the sale and purchase
of a security backed by loans. But it ended
up caught halfway between the two.
Banks, as many commentators have noted,
kept a surprising share of subprime securi­
ties on their balance­sheets rather than
selling them on. According to a study by
Hyun Shin of Princeton University and his
co­authors, they su�ered over 30% of the
subprime losses in 2008.

This cross­bred model provided none
of the advantages of arm’s­length securiti­
sation, which was supposed to move de­
fault risk away from the banking system,
spreading it widely to those best placed to
bear it. Nor did the model provide any of
the advantages of �intimate �nance�. The
banks had no relationship with the mort­
gage­holders or companies from whose
borrowings their mincemeat securities
were reconstituted.

Why did banks keep these securities,
rather than sell them on? Mr Shin argues
that banks held mortgage­backed securi­
ties so that they could borrow against
them. The demand for securitised assets
was, in essence, a demand for leverage. 

If banks could not borrow from pen­
sion funds or other investors, they turned
to other banks instead. In this way they 

6
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wove a cat’s cradle of cross­claims on each
other: one bank’s liability was another
bank’s asset. This made the banking sys­
tem more fragile, not less. If one bank took
the precaution of trimming its assets, it de­
prived another bank of funding. Prudence
in one institution might then inspire panic
in another. 

Low­octane fuel
The banks’ freedom to borrow will be reg­
ulated more tightly in the new normal.
They will be required to hold more capital
�once recovery is assured�, the G20 �­
nance ministers and central bankers said
in September. Mr Shin argues that these
capital requirements should tighten in
booms, when banks become more eager to
borrow, and ease in busts. 

Regulators in Europe and America may
also oblige the creators of these securities
to hold on to 5% of the value of the assets
they distribute to others. Five per cent does

not sound like much, but in 2007 they held
an average of just 1.5%, according to the
IMF’s latest Global Financial Stability Re­
port. The fund’s calculations suggest that a
5% requirement would be enough to close
some securitisation markets for good.

For its part, the IMFdoes not want to see
securitisation return to its �high­octane
levels� of 2005­07. But it nonetheless
thinks regulators should mend securitisa­
tion, not end it. The banks, it points out,
cannot �ll the lending gap left by these
markets. And the securities the banks now
borrow against will need replacing with
fresh ones as they mature. �In light of the
current constraints on lending capacity, re­
starting securitisation could help get credit
growth moving again,� it notes.

The IMF is right that the securitisation
market’s misery is hurting credit and there­
fore demand. But it need not do lasting
damage to the economy’s longer­run pros­
pects. These markets are a dominant pro­

vider of mortgage �nance and an impor­
tant source of car loans and consumer
credit. That is a good thing, as far as it goes.
But home­ and car­ownership are hardly
the engines of economic growth. Indeed,
the acceleration of credit during the secur­
itisation era was not matched by an accel­
eration in economic output.

In the long run growth depends on re­
placing obsolete methods of production
with better ones, and supplanting old in­
dustries with new ones. Repackaging sub­
prime mortgages does not further that
cause, but other arm’s­length markets do.
As Messrs Allen and Gale note, the Anglo­
Saxon stockmarkets have been conspicu­
ously successful at sponsoring new indus­
tries and reallocating resources to them.
For all its excesses and eccentricities, these
feats of economic reinvention are the An­
glo­Saxon model’s saving grace�and they
remain vital to the process of industrial re­
newal, the subject of the next article. 7

AN ECONOMY’s potential output de­
pends on the amount of labour and

capital available, and on the ingenuity
with which those resources are put to use.
Of these three factors ingenuity is by far
the most important. It accounted for about
88% of the growth in output per man­hour
between 1909 and 1949, according to a 1957
paper by Robert Solow which helped bag
him a Nobel prize. Mr Solow labelled this
all­important factor �technical change�, a
catch­all term for anything that yields
more output from the same inputs of la­
bour and capital. It could include break­
through inventions, like the internal com­
bustion engine, or organisational improve­
ments, like the assembly line or the tra�c
roundabout. 

At a conference in April Mr Solow was
optimistic that technical change would
proceed apace despite the crisis. These
�fundamental determinants of the growth
of potential output do not seem to have de­
teriorated at all,� he said. Mohamed El­Er­
ian of Pimco is equally con�dent: �The sec­
ular forces of productivity gains and
entrepreneurial dynamism will not disap­
pear.� But many of the companies respon­
sible for making this change happen seem
less sanguine. Of almost 500 big business­

es recently surveyed by McKinsey, a con­
sultancy, 34% expect to spend less on R&D

this year and only 21% think they will
spend more. Historically, R&D spending
has �uctuated with income, but more
strongly: when growth declines by 2%,
R&D spending drops by 3%. According to
the OECD, it is the more speculative, lon­
ger­term projects that are cut �rst. But these
are precisely the ones that lead to the big­
gest breakthroughs.

As big­company R&D spending is drop­
ping, investment in new and innovative

�rms has collapsed. One dollar of venture
capital yields as many patent applications
as $3 of R&D spending, say Samuel Kortum
of the University of Minnesota and Josh
Lerner of Harvard Business School. But in­
vestment by venture capitalists in America
in the second quarter of this year was 51%
down on the same period last year. 

Roads to riches
Cutting­edge economies like America’s
make progress by inventing new products
and techniques. Developing countries, on
the other hand, grow by assimilating
know­how from elsewhere. Even if the
�ow of invention slows, there remains a
deep pool of existing knowledge for devel­
oping economies to drink from. Thus the
crisis would seem to pose little threat to the
advancement of technical change in devel­
oping countries. But that conclusion may
be too hasty. 

Developing economies typically �learn
by doing�, as economists put it, mostly in
industries that make tradable goods which
can be sold on world markets. These indus­
tries provide a lot of scope for advance­
ment because the size of world markets al­
lows for a �ner division of labour and
greater bene�ts from specialisation.

Industrial design

Can governments help revive innovation and trade?
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An emerging­market government can
therefore promote this learning process by
keeping its currency cheap, which raises
the domestic price of traded goods relative
to others and thus encourages �rms to pro­
duce more. This is a tried­and­trusted
growth strategy promoted in the past by
economists such as Bela Balassa and lately
championed by Dani Rodrik of Harvard,
among others. In a recent paper Caroline
Freund and Martha Denisse Pierola of the
World Bank show that sustained export
surges in the developing world are often
associated with sharp currency deprecia­
tions, which encourage entry into new
markets and products.

Unfortunately, cheap currencies also
discourage the consumption of traded
goods by making imports more expensive.
The result is a trade surplus, which can get
out of hand. Even before the crisis, William
Cline of the Peterson Institute for Interna­
tional Economics, a think­tank in Washing­
ton, DC, worried that the combined sur­
plus of all the countries pursuing this
strategy was too much for the rich world,
especially America, to absorb comfortably.
As America and Europe struggle to pick
themselves up after the crisis, their policy­
makers may get tougher with countries
they accuse of mercantilism and currency
manipulation.

Thus productivity growth in the world
economy is doubly endangered. In the rich
world it is threatened by a lack of resources
for innovation, and in the developing
world it is threatened by the loss of toler­
ance for export­led growth. It is a sign of
the times, perhaps, that in response to both
problems people are turning to the state for
an answer.

Cleaning up a dirty word
If developing countries are forced to aban­
don their cheap currencies, Mr Rodrik ar­
gues, they could replace them with explicit
industrial policies instead. The state could
subsidise the transition from traditional
businesses such as commodity exports to
new and more lucrative activities. Mr Ro­
drik thinks the industrial policies of the
1960s and 1970s were more successful than
they are now given credit for. 

Like an undervalued exchange rate, an
industrial policy can encourage the pro­
duction of traded goods. But unlike a
cheap currency, it need not discourage
their consumption. Some of the extra pro­
duction will �nd its way abroad, adding to
the country’s exports. But if the exchange
rate is allowed to strengthen, it will elimi­
nate any trade surplus and ward o� for­

eign accusations of currency manipula­
tion. That will keep the traded­goods
sector slightly smaller than under full­
blown mercantilism, but still bigger than
the market alone would dictate. 

Even before the crisis, Mr Rodrik was
working to rehabilitate industrial policy in
the eyes of his colleagues. It had earned a
bad name, he thinks, because govern­
ments in the past have tried to pick win­
ners, singling out the industries or �rms
they think deserve their backing. Some­
times they succeeded, but too often they
squandered scarce resources on boondog­
gles. A modern industrial policy, Mr Rodrik
argues, should be agnostic, promoting in­
dustries or techniques the country has
never tried before. If they fail, there will
still be lessons from the experiment. The
government should spread its bets widely,
monitor the results rigorously and cut its
losses ruthlessly. Industrial policy cannot
pick winners, but it must be quick to shed
losers. One outstanding success will pay
for many failures. Mr Rodrik is, in e�ect,
asking technocrats in emerging economies
to emulate the venture capitalists of Sili­
con Valley.

Meanwhile, back in America, the gov­
ernment is being urged to emulate techno­
crats from the developing world. America
should learn from Taiwan, South Korea
and China, says Kevin Gallagher of Boston
University. Its public interventions in car­
making, green technologies and banking
may now be called �bail­outs�, but �we’ll
soon call them the new US industrial poli­
cy.� In August Noam Scheiber of the New
Republic took stock of America’s dismal
prospects for exports, consumption and in­
vestment and concluded that an industrial

policy was the last hope to rekindle the
country’s animal spirits.

America has never been entirely faith­
ful to the ideal of laissez­faire. In his forth­
coming book �Boulevard of Broken
Dreams�, Mr Lerner points out that even
Silicon Valley in its early years depended
more heavily on military contracts than its
current denizens care to admit.

Mr Lerner has no theological objection
to industrial policy and believes that bu­
reaucrats can help entrepreneurs. But as
the title of his book suggests, they mostly
do not. One reason is that bureaucracies
need a steady stream of quick wins to reas­
sure their political sponsors. They do not
cope well with a long series of defeats, in­
terrupted by sporadic �ashes of success.

From Silicon Valley to Bretton Woods
If they work as planned, Mr Rodrik’s in­
dustrial policies would remove one moti­
vation for the emerging world’s trade sur­
pluses. But that still leaves another. Many
such economies run surpluses as a precau­
tion against �nancial turmoil. Their export
earnings allow them to accumulate large
cushions of foreign­exchange reserves.
The crisis has only strengthened that mo­
tive. Hoards of dollars that seemed waste­
ful before last autumn’s panic no longer
seem quite so excessive. Old rules of
thumb which said that countries should
keep enough reserves to cover only short­
term foreign debt now look hopelessly out
of date. Before the crisis South Korea had a
stash of $240 billion­worth of reserves.
Even so, last autumn the won fell precipi­
tously against the dollar.

If central banks in emerging economies
insist on buying dollar reserves, their pur­
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chases will prop up the greenback, deny­
ing America the devaluation it needs.
America may �nd itself absorbing their
surpluses by running large de�cits of its
own again. But instead of relapsing into
the global imbalances that prevailed be­
fore the crisis, a new modus vivendi is pos­
sible: America could o�set the in�ow of
capital from foreign central banks with an
out�ow of capital of its own. It can borrow
�short� from emerging countries, satisfy­
ing their demand for safe, liquid securities,
even as it invests �long� in riskier but more
rewarding assets overseas. 

The world’s venture capitalist
To some extent it already does. It held $6.6
trillion­worth of foreign shares and direct
investments at the end of 2008, even as for­
eigners held $4.1 trillion­worth of Ameri­
can government securities. Indeed, Pierre­
Olivier Gourinchas of the University of
California, Berkeley, and Hélène Rey of the
London Business School have described
America as the world’s �venture capital­
ist�, issuing �xed­income liabilities and
putting lots of money into shares and di­
rect investments abroad. Its role as a ven­

ture capitalist is not merely a metaphor.
The country accounts for the bulk of cross­
border venture­capital deals. Between
2003 and 2007 the number of deals Ameri­
ca carried out abroad exceeded the num­
ber that foreigners carried out in America
by an average of 3,000 a year. 

America now needs to increase this for­
eign investment to match the in�ows it at­
tracts. Given that its households are saving
again, it will have more capital to provide.
And risky but rewarding emerging markets
may seem more appealing now that risky
and unrewarding securitised assets have
been exposed as a triple­A sham.

As for the potential recipients of this ex­
tra American capital, some would be more
grateful than others. Many are wary of
capital in�ows, having been hit by their re­
versal in the past. But foreign direct invest­
ment is relatively stable. And the money
Americans might venture in emerging
stockmarkets would be an equity invest­
ment, creating no obligation to repay. De­
veloping economies such as India’s pre­
vent foreigners from buying debt but freely
allow them into the stockmarket. India has
been able to accumulate over $250 billion

of reserves in the past few years without
ever running a trade surplus.

This suggests an alternative to industri­
al policies in both the rich and the poor
world. Many of the market failures that
might justify industrial policies can equal­
ly well be remedied by foreign direct in­
vestment or foreign venture capital. For­
eign multinationals can, for example,
alleviate the chicken­and­egg problem that
plagues many new industries. The entry of
a large foreign �rm can rally the invest­
ments of buyers and suppliers. 

Moreover, greater out�ows of capital
from America would weaken the dollar, al­
lowing America’s trade balance to im­
prove. An export boom would do more
than anything else to rekindle America’s
animal spirits and get companies spending
on R&D again. In short, if emerging econo­
mies were able to import American ven­
ture capital, there would be less need for
them to invent their own. And if America
were able to emulate the emerging econo­
mies’ export­led growth, it would not need
to borrow their industrial policies. The re­
sult would be a more balanced recovery in
America and the emerging economies. 7

�TO BOUNCE without breaking.� That
is how one ecologist de�ned �resil­

ience� in Aaron Wildavsky’s classic trea­
tise on risk, �Searching for Safety�. Wildav­
sky argued that resilience was sometimes
a greater virtue than prescience. Not every
danger can be foreseen, and even if it can
be predicted it cannot always be averted. 

The stewards of the world economy
failed to foresee or avert the crisis from
which it is now slowly recovering. But how
resilient will the economy prove to be?
Will it bounce, or is it broken?

The answer is both. The world econ­
omy will no doubt bounce in the next few
quarters. Households that had braced
themselves for the next Depression will re­
sume spending, albeit modestly. Compa­
nies that have depleted their inventories
will restock them. Some new homes will
be built. The economy will grow quite
briskly, though from a depressed level.

But even as it recovers, it will remain
under repair. The stock of debt that banks
and households still carry will take years

to pay o�. The hole in the balance­sheet
must be sealed before the economy can re­
gain its bounce.

Because of this overhang of debt,
America’s consumers cannot lead a sus­
tained recovery. American exports could
do the job instead, but emerging Asia is not
yet ready to absorb them. That leaves
America with two unpalatable choices. It
could impose tari�s, like the 10% import
surcharge President Richard Nixon intro­
duced for four months in 1971. That pan­
icked America’s trading partners and
spelled the end of the Bretton Woods re­
gime of �xed exchange rates. President Ba­
rack Obama’s decision last month to slap
tari�s on Chinese tyres stirred faint memo­
ries of that incident. But in the main Amer­
ica, along with many other countries, will
probably have to rely on its �scal stimulus
for longer than it would like. 

That may have lingering consequences.
In his book �Crisis and Leviathan�, Robert
Higgs, an economic historian, argues that
crises have a ratchet e�ect on the reach of

government. In each crisis the state ex­
tends its authority. When the crisis passes,
the government’s scope recedes, but it nev­
er quite returns to its previous limits.

In China, the expansion of government
into health care and pensions is welcome.
In America, too, many people hope the
stimulus spending on roads and other in­
frastructure will narrow the gap between
private opulence and public squalor that
some economists think has only widened
since John Kenneth Galbraith identi�ed it
in 1958. But the crisis has not made the case
for big government per se. It has instead
demonstrated the importance of an elastic
government that can spend freely in
downswings because it is careful to repair
its �nances in upswings. Chile’s govern­
ment, for example, set aside 12% of GDP in
a stabilisation fund when the copper price
was high so it could muster a stimulus of
almost 3% of GDP when the economy was
laid low, contributing greatly to the coun­
try’s resilience. Elsewhere politicians have
shown they can run countercyclical poli­

A dull, heavy calm

The world economy has stopped falling. Now what?
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cies in bad times. They have yet to prove
they can run them when things go well.

To avoid a repeat of �nancial disaster,
governments are appointing �systemic­
risk� regulators, hoping that prescient
overseers will ward o� trouble. Because �­
nancial crises are recurring events, it is
tempting to think that regulators can anti­
cipate and prevent them. The best regula­
tors understand that �nancial history does
not repeat itself word for word. And even
if they can see trouble coming, they are not
always free to act on their hunch. The polit­
ical backing for �nancial curbs is strongest
in the immediate aftermath of a crisis,
when it is least needed. 

Alan Greenspan, a former Fed chair­
man, understood this. He never expressed
much faith in his own ability to foresee sys­
temic risks, even though he acted swiftly
after crises such as the 1987 stockmarket
crash, the 1998 implosion of Long­Term
Capital Management and the terrorist at­
tacks of September 11th 2001. Instead, he re­
lied on the prescience of individual �nan­
cial institutions, hoping that if they looked
out for themselves, the �nancial system as
a whole would take care of itself. 

Unfortunately the �nancial �rms them­
selves had too much faith in their own
foresight, believing themselves capable of
modelling and containing the risks they
were running. This tempted them to ne­
glect the simpler quality of resilience. They
assumed that at a pinch they could always
borrow funds and sell their assets. They
borrowed too heavily in general, and too
much from each other in particular. This
left their balance­sheets tightly interlocked
and woefully undercapitalised. 

The systemic­risk regulators may not
spot crises coming, but there is plenty they
can do to make the system a little bouncier
when it falls. Imposing tighter capital re­
quirements, as the G20 countries have
promised to do, should increase resilience
in two ways. It will make banks them­
selves more robust, because they will have
a bigger cushion against unexpected
losses. And it will prevent them from bor­
rowing so heavily from each other, helping
to disentangle their interwoven balance
sheets. This will make each bank less vul­
nerable to the distress of every other bank. 

The introduction to this special report
laid out three possible patterns of recovery
for the world’s biggest economies. It ar­
gued that America will not repeat the eco­
nomic rebound it enjoyed after previous
recessions because its banks and house­
holds face years of balance­sheet repair. In­
stead, events since the crisis have been

alarmingly reminiscent of Japan, which
took more than a decade to start recover­
ing from its balance­sheet recession.

But America is unlikely to su�er that
fate, for three reasons. Both the bubble and
the bust were smaller relative to the size of
its economy. Partly as a result, the govern­
ment has acted with greater dispatch to re­
capitalise the banks. �America is doing
everything we did, but at four times the
speed,� says Takatoshi Ito of Tokyo Univer­
sity. And America’s banks tend to be more
pro�table than their Japanese counter­
parts, so they should take less time to earn
their way out of trouble.

The banks’ troubled debtors are also
di�erent. In Japan the banks’ books were
full of loans to zombie companies with
debts they could not repay. America, by
contrast, su�ers from �zombie house­
holds�. Both types of zombies save re­
morselessly, draining the economy of de­

mand. But corporate zombies do more
lasting damage. Companies, after all, are
meant to invest other people’s money in
fruitful ventures that help expand the
economy. Households, on the other hand,
provide the money for �rms to invest. So if
households become signi�cant savers,
they merely exercise their natural role as
providers of funds to the rest of the econ­
omy. As long as those funds are put to good
use, the economy can thrive. Yet if compa­
nies stop investing for long periods, capi­
talism will have the life snu�ed out of it. 

The indebted countries of the West
should escape this predicament. They are
likely to return to familiar rates of growth
per worker, though not all laid­o� workers
will bene�t from the upturn. The longer
that demand remains subdued, the worse
their chances of �nding jobs will become.
They may become demoralised, a few will
become depressed and too many of the
young may turn delinquent. 

The morning after
For everyone else the new normal will be
less bleak. The world economy will not, it
seems, relive the 1930s. It should also avoid
Japan’s lost decade of the 1990s. Instead,
the future of many Western economies
will look more like continental Europe in
the 1980s, with large de�cits, heavy public
debts and stubborn unemployment. After
the fear and panic of the past two years,
that may come almost as an anticlimax.
But that is the way crises often end. �The
commercial storm leaves its path strewn
with ruin,� observed the Victorian econo­
mist Alfred Marshall and his wife Mary in
1879. �When it is over there is calm, but a
dull, heavy calm.� 7




