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Introduction 

The topic for this panel is immensely broad and I have only twenty minutes to 

deal with it. I am reminded of an American comedian who once said “I’ve only got 

a minute so let’s talk about the world.” Let me focus therefore on the ongoing 

economic and financial crisis, and the policies that have been suggested to 

extricate ourselves from the crisis. I will first say a few words about economic 

policies that I think are not likely to work, and then go on to some policies that 

just might suffice to get us out of the mess we are in. Unfortunately, when it 

comes to actually implementing these latter policies, we run into three sets of 

difficulties, which have been known to philosophers from ancient times. I refer to 

them as the “should, could and would” problems.  

The “should” problem refers to getting agreement at the level of theory about 

what we need to do. This is largely the realm of economics. The “could” problem 

refers to the issue of power and whether agents for action have the powers 

required to do what they should do. This is largely the realm of the law. Finally, 

there is the “would” problem, even if the proper policies have been identified, 

and could be carried out, is there  a sufficient willingness to act in order to do 

what needs to be done. This is largely the realm of politics, and not just national 

politics but international politics.  

Evidently there is a hierarchy here. Solving the “would” problem requires a prior 

solution for the “could” problem, which in turn requires prior agreement on the 

“should” problem. Evidently things could go wrong at any level, implying that 
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appropriate solutions will not be enacted. In effect we are faced with the problem 

of fixing the global economy, surely  a complex adaptive system in its own right, in 

an age in which existing legal and political structures are being increasingly 

challenged by growing domestic pluralism and the need to adapt to globalization. 

In short, a lot of things could go wrong.   

Before turning to solutions, let me assert what I believe to be at the heart of the 

current global crisis. The fundamental problem has been the buildup of 

unsustainable debts, both private and public. This was made possible by a fiat 

money system everywhere and was encouraged by our existing exchange rate 

relationships. At the global level, reflationary efforts by Advanced Market 

Economies (AME’s) should have resulted in lower exchange rates. However, this 

was resisted by Emerging Market Economies (EME’s) who turned to FX 

intervention and easier monetary policies. This unleashed a global tide of liquidity 

that encouraged still more debt accumulation, both internal and external. 

Similarly in the euro area, peripheral countries imported a monetary policy that 

was driven by the core countries but was inappropriately easy for them. The 

“convergence trades” which added to the capital inflows have now been revealed 

as a profound market failure.  

Whatever the causes, the fact remains that debt levels in many jurisdictions 

remain very high and deleveraging is the order of the day. This promises slow 

growth in affected economies for a lengthy time period. What might public policy 

contribute to easing the pain of this process? In searching for policy solutions, it is 

important to make two preliminary points. First, in most instances the origin of 

the debt problem was on the private side, not on the public side. In peripheral 

Europe, for example,  Spain and Ireland had significantly lower sovereign debt 

levels than Germany and France before the crisis began. Second,  deleveraging is 

not just a matter for financial institutions (the creditors) but affects the non-

financial private sector (the debtors) as well. Thus, taking steps to restore 

“financial stability” may be a necessary condition to restore growth, but it is not a 

sufficient condition. 
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Against this background, I want to suggest that the macroeconomic and structural 

policies we have been following to date, to restore “”strong, sustainable and 

balanced growth”, are not likely to work. Then I want to suggest that alternative 

policies involving much enhanced international macroeconomic  cooperation, 

explicit debt reduction, stronger fixed investment and more fundamental 

structural reforms are the only way forward. Unfortunately, with respect to each, 

we then run into the “should, could and would” problems I have already referred 

to. The end result is that I am not very optimistic when it comes to assessing the 

theme of this panel “Which Way Forward?” 

Policy Responses to Date and their Shortcomings 

New books, articles, and even “rap”videos indicate that the Keynes-Hayek debate 

of the early 1930’s is back on again. When it comes to macroeconomic policies, 

the initial response to the crisis of 2008-9 was essentially Keynesian. As the global 

economy threatened, and then did actually weaken, automatic fiscal stabilizers 

kicked in, often augmented by discretionary stimulus. Interest rates were reduced 

sharply and to very low levels, and a whole host of “unconventional” monetary 

measures were turned to. Given the one period nature of the Keynesian model, 

this was clearly the right thing to do to support aggregate demand. More recently, 

however, there have been the beginnings of a Hayekian backlash. In effect, more 

and more questions are being raised about the longer run consequences of these 

Keynesian policies.  

Keynes focus was on how to revive aggregate demand to get out of a “Deep 

Slump”. Hayek and other classical economists were more interested in how the 

self equilibrating properties of the economy could be seriously disrupted by 

excessive credit (created by the banking system) leading to “imbalances” of 

various kinds. I would like to suggest that Keynes and Hayek were both right, 

though perhaps at different times. For most of the post war period, downturns 

could be and were effectively met by Keynesian polices. Unfortunately, each time 

this was done, the “imbalances” that were of concern to Hayek became greater 

and greater, not least because policies were not tightened as aggressively in 
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upturns as they had been eased in the downturns. Today, even four years into the 

crisis, we face a whole host of debt related “imbalances” that have now rendered 

Keynesian remedies ineffectual or even worse. 

The current limitations on the use of expansionary fiscal policy are the most 

obvious. On the one hand, it would seem sensible to a Keynesian that the effects 

on aggregate demand of a private sector “bust”, after a credit driven “boom”, 

should be moderated by increases in fiscal deficits. On the other hand, a Hayekian 

would note that in many countries government debt levels are so high, or 

threaten to become so, that market confidence in timely servicing and repayment 

is already severely threatened. Think Spain and Italy today, and perhaps the 

United States in a few years time. This raises the specter that more fiscal stimulus 

could actually become contractionary as risk premia rise. As for actual fiscal 

contraction (now, as being recommended in the euro zone) to help restore 

market confidence, the Keynesian fact remains that such policies could aggravate 

(perhaps seriously) the already existing state of deficient demand. Clearly, there 

are risks on both sides which need to be evaluated in a country specific way.  

A common sense response to this dilemma might be stimulus today accompanied 

by a  promise (a “fiscal framework”) to reduce debt tomorrow. While this might 

deal with the “should” problem, the “could” and “would” problems remain. As to 

the former, how can the proposed fiscal framework be made credible? Recall the 

proven shortcomings of the original Maastricht Treaty, and the political deadlock 

in the US Congress about deficit reduction.  As for the latter, what is to prevent 

governments in the future from deciding that debt restructuring is preferable to 

the pain of gradual deleveraging? For either reason, a sudden and perhaps 

catastrophic loss of market confidence remains possible.   

Monetary policy in current circumstances also has severe limitations. First, a 

growing number of historical studies indicate that the “bust” phase of credit 

driven crises go on for a long time, even in the face of aggressive monetary 

easing. Second, there is the awkward fact that policy rates are already almost  at 

zero. Third, while Quantitative and Credit Easing have not been widely tested 
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instruments for economic revival, the Japanese experience is not encouraging. 

Fourth and finally, a number of commentators have suggested plausible reasons 

why monetary easing might have very limited results; the “headwinds” of debt, 

the drying up of the interbank market (and the supply of loans), and the 

diminished income received by creditors and potential spenders. 

Looking beyond the immediate effects, as a Hayekian must do, might not current 

monetary policies have longer term costs to offset possible near term benefits? 

First, there is surely a risk that ultra easy monetary policies to fight a “bust” might 

just lead to another and bigger “boom” to extend the “super bubble” (as George 

Soros calls it) one more time. Second, very low rates penalize savers of all sorts, 

and the pension funds and insurance companies who manage their wealth. This 

could lead to more risk taking and more financial instability over time. Third, by 

lowering saving and encouraging the survival of “zombie companies and “zombie 

banks, low interest rates could put the economy on a lower potential growth 

path. Evidence is accumulating that this provides a better explanation of Japan’s 

poor economic performance over the last two decades than policy mistakes two 

decades ago. Indeed, this latter contention is hardly credible. And, fourth,  

governments too might be tempted to forbear in addressing problems of 

accumulating sovereign debt. 

Finally, current monetary policies must have some risk of raising inflation. While it 

is conventional to say this cannot happen, as long as a significant output gap 

remains, a sudden shift in inflationary expectations cannot be ruled out. We saw 

such phenomena in Latin America over many decades, with concerns about 

exchange rate instability and fiscal dominance being important contributing 

factors. Such concerns remain today, particularly in the United States. Last, 

measuring output gaps in real time is notoriously difficult, and policy error all too 

possible.  

For the sake of completeness, it should be added that the structural policies 

followed in the immediate aftermath of the crisis also suffer from similar 

problems. While judged necessary to ward off near term disaster, these policies  
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have significant downsides over a longer horizon. Most importantly,  policies 

intended to maintain pre crisis production patterns, both in the financial and 

industrial sectors, ignored the unsustainability of those structures in the first 

place. For example, banks that were “too big, complex and interconnected” 

before the crisis are now even more so. Jobs “saved” through short time work 

programs in the (largely) exporting sectors of AME’s will eventually succumb to 

competition from EME’s. In short, what has been done to date has impeded 

required structural adjustment over time. 

Other Ways Forward and their Shortcomings  

The other ways forward include more effective international macroeconomic 

cooperation, debt restructuring, stronger fixed investment, and structural reforms 

to improve growth prospects. Each involves cooperation between a different 

group of economic agents. Before turning to the merits of each in turn, it is worth 

repeating that each suffers from the “should, could and would“ problem. That is, 

even if desirable in principle, they might not be doable in practice.  

The “should” problem involves identifying which economic policies will be the 

most effective in restoring “strong , sustainable and balanced growth”. Before 

signing on to the new policies I have just suggested, there must be agreement 

that the more traditional policy responses have failed. Unfortunately, there is 

absolutely no such agreement. In broad terms, the policies followed have been 

“more of the same” and “still more of the same”, especially in the monetary 

realm.  While there are some indications that different governing bodies in 

different geographical areas are weighing the balance of risks (Keynesian vs 

Hayekian) rather differently, to date this could hardly be classified as a paradigm 

shift in thinking. As for agreement, at the level of theory, about the efficacy of  

other ways forward, this debate has hardly begun. Evidently, subject to widely 

varying advice as to what “should” be done, efforts to reduce the impact of the 

“could” and “would” problems will be commensurately reduced. 

The “could” problem has to do with agents having the powers they need to affect 

the policies they should follow. At the national level, worries about the abuse of 
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state power have in many countries been replaced by concerns about the 

powerlessness of the state. Consider, for example, how legally ill prepared was 

the UK government (along with many other countries) to manage the crisis when 

it first hit them in 2008. Paradoxically, much of the capacity exercised in the US to 

deal with their crisis has now been taken away by the Dodd-Frank bill. Moreover, 

given the many manifestations of globalization, what is required are credible 

international agreements to exercise power across borders. Instead, what we 

observe is a great reluctance everywhere to give up national sovereignty in 

international agreements, and subsequently a too great willingness to interpret 

agreements differently in defense of national interests.   

The “would problem” is largely in the political realm, and has to do with the will 

to act when the other problems have been resolved. All of the other ways 

forward  involve cooperation between different parties. A growing literature 

suggests that cooperation is based on trust, and trust requires a belief that a 

counterparty has and will continue to act fairly.  Absent such beliefs, the will to 

act can be severely compromised. Further, cooperation for the collective good is 

always subject to the free-rider problem. Indeed, if this problem becomes big 

enough the will to cooperate in the search for solutions can break down 

completely.   

The importance of these problems is seen most clearly in the suggested need for 

more effective international macroeconomic cooperation to help solve the 

current debt crisis. It is commonly accepted that some countries (like the US), 

save too little and that other counties (like China) save and invest too much. This 

has also been at the heart of global trade imbalances. There is the basis for a deal 

here, with domestic spending levels levels falling in the former case and rising in 

the latter (especially consumption), and trade imbalances adjusting accordingly. 

Presumably, nominal exchange rate movements (a higher renmimbi) would be a 

material aid in this process. A similar kind of adjustment is needed in the euro 

zone (between core surplus countries and peripheral countries in deficit), but 

without the help of exchange rate movements.  
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Unfortunately, there are various impediments to such cooperative deals being 

struck between governments. At the global level, both China and the US still have 

“go it alone” mentalities that arise naturally from their respective histories. 

Creditor countries also tend to have an attitude of moral superiority that implies 

debtors should do all the adjusting. Within the euro zone, this implies a failure of 

Germany and other creditor countries to accept the full implications of their being 

a member of a monetary union; namely, smaller current account surpluses and 

perhaps higher inflation. 

Domestic political constraints also play a key role. As noted above, the US needs 

eventual fiscal constraint. However, the political will to deliver such restraint is 

missing, and the urgency of action is reduced by the status of the dollar as the 

global reserve currency. Calls in China for a fundamental shift in their growth 

strategy (towards domestic consumption) will be strongly resisted by members of 

the Party that have made great fortunes from following the old strategy. Within 

the euro zone, German popular opinion rails against providing the temporary 

financing needed for all countries with current account deficits who are suddenly 

confronted with a “sudden stop” of private sector capital inflows. The need to 

finance German reunification has left an indelible mark.  

If the current crisis has its roots in debts to large to be serviced, then explicit debt 

restructuring would seem required. This involves a cooperative deal between 

debtors and creditors with a view to getting “half a loaf” rather than no loaf. 

Moreover, early resolution of such problems reduces the eventual losses. Two 

kinds of debts need particular attention; household debts in a number of 

countries, and sovereign debts in a number of countries. 

 Dealing with the overhang of household debt in the United States provides an 

illustration of the practical difficulties involved.  At the level of “could”, the scale 

of the problem is huge, and the infrastructure to handle individual restructurings 

is lacking. Many mortgages are encumbered by  “silent second mortgages”, due to 

the house owner having borrowed the down payment as well. Further, many 

mortgages were rolled into structured products that explicitly rule out changes to 
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the terms of the underlying securities. Finally, many of the mortgages were drawn 

up without adequate data, and it is often not even clear who owns the house. 

At the level of “would”, general schemes for debt forgiveness would likely be 

politically unpopular. Treating the different similarly, and treating the similar 

differently is not a recipe for popularity. Further, there is always the fear of moral 

hazard, the encouragement of bad behavior in the future. Finally, forgiving 

household debt would imply losses for the creditors, raising questions about the 

adequacy of bank capital, the adequacy of bank insolvency regimes (particularly 

the so-called G-SIFI’s),  and the capability of the US government (itself highly 

indebted) to provide whatever financial backstop might be required. 

This raises the issue of excessive sovereign debt. The United States has the 

advantage of having issued debt in dollars, and could in principle reduce its debts 

through depreciation. In practice, however, this demands that creditor countries 

are willing to let their currencies rise and take a significant capital loss. This brings 

us straight back to the problems of international macroeconomic coordination 

discussed above. Perhaps still more worrisome, should creditors (both public and 

private) become fearful that dollar depreciation had become a strategic choice for 

the US government, self protection could easily lead to a dollar crisis. 

Sovereigns without their own currency, or with debts denominated in foreign 

currencies, face other risks in achieving debt reduction. By way of example, 

consider the peripheral (debtor) countries in the euro zone. Fearful of contagion 

to other peripheral countries, it was first denied by the core European countries 

that Greece needed debt restructuring. Now that the private sector creditors of 

Greece have agreed to losses approaching 70 percent of principal,  contagion is 

being resisted through claims that Greece is unique, and through the 

establishment of “fire walls” to ensure required financing for other sovereigns 

going forward. The shortcomings of these efforts to date have been widely 

commented upon. The failure to accept a more widespread, but orderly 

restructuring, leaves open the possibility of a disorderly outcome. Given the 

important role of core banking systems in financing peripheral countries, this 
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threatens the viability of certain European banks. As in the US, it also raises the 

issue of the capacity of governments to absorb losses of potentially large 

magnitude, and the adequacy of insolvency regimes for complex banks with 

international reach. 

Another suggestion to help resolve the debt crisis would be stronger investment 

spending on the part of both governments and private corporations in the AME’s. 

In many AME’s, public sector infrastructure has run down significantly over recent 

decades. The social rate of return on such investments would likely be very large. 

As for private sector investment, the balance sheets of corporations (with some 

exceptions) seem relatively healthy and holdings of cash are also at record levels. 

Companies could then act, stimulate growth overall, and reduce the burden of 

debt servicing elsewhere. 

What are the impediments to this course of action? For heavily indebted 

sovereigns, markets might take fright at still more borrowing, even if there were 

to be a higher yielding asset to match against higher liabilities. As for the private 

sector, their marked reluctance to invest could reflect a basic Hayekian insight; if 

saving rates have been too low and must rise, the implication is that demand in 

the future will be lower than otherwise. Why invest in new production capacity 

for which there will be no market?  

Uncertainty about the future is another source of concern inhibiting investment in 

AME’s. What degree of competition can be expected from EME’s? Will foreign 

markets remain open or be stifled by protectionist pressures? Whose tax burden 

might rise in an effort to reduce fiscal deficits? And perhaps most important of all, 

will the private sector be encouraged to expand by a “pro business” attitude on 

the part of governments. Or, as some claim happened in the US during the 1930’s, 

will business become the whipping boy of governments. Against the background 

of difficult economic circumstances, political unrest and rising income inequality 

almost everywhere, the latter possibility seems all too possible. 

A last measure to help deal with the debt crisis would be structural reforms to 

raise potential growth rates. Reforms of labour markets, product markets, 
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pensions, social security and the efficiency of government services could all play a 

role. Faster growth helps make debt service more manageable, and indeed has 

been the principal means for exiting from debt crises historically. Moreover, 

structural reforms can also raise competitiveness and help deal with current 

account deficits, not least in the euro zone area. By the same token, lightening 

regulation in the services sector in countries with large current account surpluses 

(Germany, Japan, Korea and China) would also be helpful in resolving trade 

imbalances more broadly. 

What are the impediments to this course of action? The first is vested interests. 

Think of the Lisbon Treaty, or more recently the resistance at street level to 

reforms in Greece, Spain and Italy. Concerns about rising income inequality in 

recent years, often allied with mistrust of a ruling political elite, have pushed 

concerns about “fairness” much closer to the top of the political agenda. This 

implies confronting the vested interests and reducing the rents they have been 

accustomed to. Moreover, since this is likely to be accompanied by a program of 

fiscal consolidation, it will in general not be possible to buy them out. In short, 

structural reforms will not be easy and will take time to show concrete results. 

But this highlights a second impediment to structural reforms, the fact that time is 

short. Neither financial markets nor electorates in democratic countries are noted 

for their patience. 

The Political Stakes are High 

There are now many historical studies of credit driven “booms and busts” in 

individual countries. They indicate that recovery back to pre crisis levels of 

economic activity commonly takes as long as a decade if the financial system has 

been harmed in the process. Arguably, this crisis could be worse than the 

historical average. Many countries are affected, implying that exchange rate 

depreciation and export led growth will be harder to come by. Moreover, this 

crisis is the byproduct of decades of accumulating “imbalances”, all made possible 

by repeated recourse to the “Greenspan put”. These problems will not be dealt 
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with overnight, and (as argued above) have been made worse by policies that are 

“more of the same”. 

The political implications of these economic developments should not be 

underestimated. Virtually every government in Europe has fallen as incumbents 

have been blamed for economic difficulties, and others may follow. As well, we 

have witnessed the Arab spring, the “Occupy Wall Street” movement, and a 

continuing upward drift in the number of protests and demonstrations in China. If 

growth is not restored, and in a more equitable way then hitherto, these 

tendencies towards political disorder could well accelerate.  

Confronted with complex problems, there seems something in human nature that 

pushes people towards simple solutions, even if they are wrong. For example, if a   

country were to leave the euro zone, it would impose huge costs on both debtors 

and creditors. Yet, it could well happen if populist leaders were to convince 

people that “the euro is the source of our problems”. Similarly, if hard times led 

to confrontation replacing cooperation between the US and China, or Japan and 

China, the costs might be even greater. Such considerations imply that the “other 

ways forward” should be pursued with much more vigor than has been the case 

to date. As Sir Arthur Salter (the UK finance Sherpa) put it in rather similar 

circumstances in 1934 

“To face the troubles that beset us, this apprehensive and defensive world needs 

now above all the qualities it seems for the moment to have abandoned – 

courage and magnanimity”. 

Let us hope that cooperative solutions to the current global debt crisis, involving 

both creditors and debtors, will prove easier to find than was the case during the 

Inter War years.  


