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The first question to ask is the one that is easiest to answer. Why do we feel we 

need new approaches to macroeconomic management? The obvious answer is 

that the monetary and fiscal policies we have followed in recent decades have 

failed us.  Keynes put it well in 1931, and apparently we have not advanced much 

since. 

“We have gotten into a terrible muddle. We have blundered in the operations of 

a delicate machine, the workings of which we do not fully understand.” 

The global economic and financial crisis that began in 2007 has not yet been 

resolved. Unemployment remains high in many countries, while growth has 

remained subdued. Moreover, in many parts of the world (Europe, China, Japan, 

and the English speaking countries) various imbalances threaten growth prospects 

even more going forward. Coming after the decades characterized as “The Great 

Moderation” these economic developments have been truly shocking. The fact 

that these economic difficulties now threaten social cohesion and political 

stability is an additional and deep source of concern 

The next question is why the OECD should pay a role in investigating such new 

approaches. Again the answer is obvious. The job of the OECD is to give good 

policy advice to both member countries and to others who seek that advice. In 

retrospect, it is now clear that the OECD, like the Fund and many other 

institutions, failed to give adequate warnings prior to the crisis. It is now, 

courageously but quite rightly, asking itself whether the fundamental cause was 
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not a deep misunderstanding of how the economy really works. A better 

understanding, perhaps even a new analytical framework, would not only lead to 

better policy prescriptions to manage the current crisis but also to prevent future 

crises. 

The need for a dispassionate review by the OECD of these exceedingly practical 

issues is made all the more important by the failure of many others to do so. 

Academics and theoreticians seem increasingly intent on point scoring for their 

models, rather than pursing collaborative efforts to confront the biggest crisis in 

almost a century. Evidently, shifting paradigms is not easy. Further, many of those 

responsible for the conduct of policy prior to the crisis, not least monetary, fiscal 

and regulatory policies, now seem preoccupied with demonstrating that the crisis 

was the fault of others rather than themselves. Evidently, accepting responsibility 

for past mistakes is not easy either. The OECD is particularly well placed to rise 

above these preoccupations and to give an objective assessment of how to move 

forward.  

In this paper, I suggest we need more work in four areas. First, we need more 

clarity on the objectives sought in the use of macroeconomic policies. Second, we 

need to rethink fundamentally our analytical frameworks for describing how the 

macro economy works. Third, we need to understand better how to “sell”, to 

governments and the public, any revised OECD policy advice that might come out 

of such a rethink. Fourth, in an increasingly globalized world, we must find better 

ways for collective action among sovereign nations. Sadly, “chacun pour soi” can 

all too easily turn into “sauve qui peut”.  

What Should be the Goals of Macroeconomic Policies? 

A number of years ago, Tom Peters the management consultant got off a few 

good lines about the crucial importance of identifying your objectives  

"If you don’t know where you are going, you’re going to wind up 

somewhere else." 

And the equally worrisome 



"If you don’t know where you are going, it doesn’t matter how you get 

there."  

While recognizing the impressive work done by the OECD on “well being” in 

recent years, it would seem more practical for the moment to begin with the 

objectives already set out by the G 20 in 2009: namely, “Strong, Sustainable and 

Balanced Growth”. The crucial point here is that the "sustainable" and "balanced" 

aspect of the objectives implies a longer term, or multi period focus for policy. 

Moreover, such a focus also provides a guide to the choice of indicators for the 

conduct of macroeconomic policies.   

One aspect of "sustainability" has been recognized for a long time. In the 1950’s 

and 1960’s, it was commonly believed that there was an exploitable long run 

Philips curve. Thus, you could get faster growth through demand stimulus if you 

were prepared to accept only a little more inflation. Through a combination of 

the insights of academics (Freidman and Phelps) and rapidly rising inflation in the 

1970’s, this belief was overturned. It came to be accepted that growth faster than 

"potential" was not possible without ever accelerating inflation. Evidently, this 

was not sustainable, and led in many countries to a much increased focus on 

keeping inflation under control. The prospects (looking forward) for inflation thus 

became a key indicator for the conduct of macroeconomic policies. 

If "sustainable" growth” might be interpreted to mean "growth consist with non-

accelerating inflation", it is less clear what the G 20 means by "balanced growth". 

This is particularly the case since unbalanced growth might also be deemed 

unsustainable, rendering "balanced growth" redundant. One aspect of “balanced 

growth” likely has to do with external trade imbalances. From the historical 

evidence, we know that such imbalances often lead to costly balance of payments 

(exchange rate) crises. Concerns about such developments might then also act as 

indicators for the conduct of macroeconomic policies. However, if this is the case, 

we also run into a puzzle. Such indicators were almost totally ignored by a 

number of important G 20 countries in the run up to the current euro zone crisis. 

What is even less clear is whether, for the G 20, balanced growth also implies the 

absence of internal imbalances which could also threaten sustainable growth. If it 



does, then the G 20 has implicitly embraced some of the non traditional analytical 

frameworks discussed in more depth below. If it does not, and this seems more 

likely for the moment, a debate is still required as to whether internal imbalances 

should be added to the list of other indicators used to guide macroeconomic 

policies. In short, we are still far from agreement on the need to shift to a new 

macroeconomic paradigm.  

Regardless of how to interpret them, certain facts must be recognized. Through 

the “boom” years (from the middle 1990’s to 2007), we observed a number of 

highly unusual developments that might easily be described as internal 

imbalances. Reflecting a rapid growth in credit and monetary aggregates in many 

advanced market economies (AME), asset prices rose to inexplicable levels. 

Reflecting the same influences, household saving rates fell sharply in many English 

speaking countries, while investment levels rose equally sharply in China and 

other Emerging Market Economies (EME). Moreover, financial institutions in 

many AMEs lowered credit standards and increased leverage, thus becoming ever 

more exposed to different kinds of risk. Following increases in demand, supply 

expanded in many industries to levels that can no longer be profitably sustained. 

Similarly, global manufacturing became increasingly concentrated in Asia, which 

now faces the challenge of exporting to heavily indebted countries that no longer 

have the capacity to buy. 

What is also a fact is that the “boom” was followed by a “bust”, with all of the 

negative effects we have observed over the last five years. However, what is not a 

fact, but only an hypothesis, is that the “boom” caused the “bust”. This issue is 

returned to in the next section, because it has very important policy implications. 

For those accepting the hypothesis, the failure of the monetary and fiscal 

authorities to “lean against the wind” of the credit bubble was a serious policy 

error, not least because the size of credit bubbles seems historically to be related 

to the magnitude of the subsequent downswing. For those rejecting the 

hypothesis, an alternative explanation of the crisis must be provided. The Federal 

Reserve Board has repeatedly suggested that big downturns (like the US Great 

Depression of the 1930’s and the Japanese Great Recession of the 1990’s) were 

essentially due to inadequate policy easing in the aftermath of the crisis. 



However, this explanation also seems increasingly implausible given that five  

years of unprecedented macroeconomic easing, beginning in 2007, have left the 

crisis unresolved.  

Finally, it could be argued that there is yet another dimension to “balanced 

growth”; we need more balance between upswings and downswings. From this 

perspective, balanced growth requires more symmetric use of both monetary and 

fiscal policy over the credit cycle. Upswings should be resisted more vigorously 

with budget surpluses and monetary tightening. Conversely, moderate 

downswings should be tolerated as a means both to clear out the underbrush of 

debt and to encourage more prudent behaviour going forward?  Again reflecting 

this perspective, it could be argued that policies to “clean up” after successive 

down turns and prospective downturns (recall the Greenspan “put” was first used 

in 1987) have generated moral hazard on an unprecedented scale. 

Two final points need to be made about objectives, one negative and one 

positive.  

The negative one (given my personal beliefs) is that G 20 policymakers themselves 

do not seem to accept the view that internal imbalances are a threat to sustained 

growth. This assertion reflects the observation that virtually every policy action 

taken since the crisis broke has increased the level of internal imbalances rather 

than reduced them. This is true of ultra easy monetary policies, expansionary 

fiscal policies, policies to support the financial sector, and policies to preserve 

individual jobs and industries. While growing sovereign debt (and associated 

increases in risk premia) have clearly reduced the appetite for still more fiscal 

stimulus in many countries, easy monetary policies continue to be seen as a “free 

lunch” almost everywhere. In fact, I believe that such policies have serious, 

negative implications that also build up over time.  

The positive aspect of the stated G20 objective is that it is clearly intended to 

include supply side as well as demand side considerations. Indeed, if the scope for 

demand side stimulus is constrained by concerns about “sustainability” and 

"balance", then supply side measures to provide strong growth gain in relative 

importance.  This provides a clear opportunity for the OECD since the breadth and 



depth of the OECD’s supply side work has been extraordinary. While it might have 

been possible when times were good to downplay measures to increase potential 

growth, this luxury can no longer be afforded. This is particularly the case since 

respected researchers (like Robert Gordon) have recently suggested that a whole 

host of “headwinds” seem likely to reduce potential growth in Western countries 

growing forward2  

 

We Need to Rethink Our Analytical Frameworks 

 As in the previous section, let me begin with some quotes. The first is from Mark 

Twain 

"It ain’t the things you don’t know what gets you. It’s the things you know 

for sure that ain’t so". 

Or as Oliver Cromwell put it, even more forcefully  

"Brothers. I beseech you in the bowels of Christ, think it possible that you 

might be mistaken". 

In its deliberations, the G20 has repeatedly called for implementation of  a "Sound 

Policy Framework". However, they have been less clear about what 

characteristics such a Policy Framework might have. What does seem logically to 

be true is that a "Sound Policy Framework" must be based on a sound analytical 

framework of how the economy actually works. Unfortunately, there are a wide 

range of views on this fundamental issue. This applies whether we look at current 

schools of thought or whether we go back into the history of economic thought,  

These views can generally be ordered along a spectrum of whether the economy 

is assumed to be inherently self stabilising (and quickly) or whether it is prone to 

crises of long (or even permanent) duration. Evidently, views on this issue will 

condition the preferred policy response. Perhaps this is the single most important 
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question research needs to resolve. An added complication (or better, insight) has 

been added by Axel Leijonhufvud. He has suggested that economies might 

normally be self stabilizing, but once certain variables deviate from the “corridor 

of stability” then destabilising tendencies predominate. As a corollary, this implies 

that policymakers might have to use different models depending on which phase 

of the cycle they are in. 

Prior to the crisis, a variety of macroeconomic analytical frameworks were being 

widely used by academics and policymakers.  However, they all shared the 

characteristic of being at the stable end of the stabilisation spectrum. In effect, 

these models simply did not allow for a crisis of the sort that we are now 

experiencing (or any other sort for that matter). Being essentially one period flow 

models, without a developed financial sector, a credit driven accumulation of 

stock imbalances leading to crisis was ruled out by assumption. These analytical 

limitations led in turn led to a variety of policy errors, which will likely be repeated 

in the future unless the analytical framework is substantially revised.  

To be more specific about these policy errors, the recent downturn was not 

generally forecast. Nor were efforts made to respond to the build up of 

imbalances that led to it. Moreover, absent any fear of crisis, few ex ante 

attempts were made to put in place reforms that would make crisis management 

easier (like deposit insurance schemes, bank insolvency regimes etc.). Further, 

when the crisis hit, its ultimate severity was completely discounted and "denial" 

characterized policy almost every step of the way. Even today, as implied above, 

policymakers do not seem to have a full appreciation of the need to repair the 

supply side of the global economy. Finally, given their single period character, 

these models discounted completely the idea that policies that might help today 

could prove hurtful tomorrow. Put another way, the idea of serial bubbles, 

created by the short term focus of policy makers themselves, is analytically 

inconceivable using today’s models. 

To be still more specific about the shortcomings of individual models, those  

preferred by academics (referred to collectively as Modern Economics) include 

the so called New Classical, New Keynesian and DSGE models.  In addition to 



assuming that the economy is self-equilibrating, characterized by rational 

expectations, and peopled by "representative agents", the financial sector and 

credit generally play no role whatsoever. In short, these models make such 

extreme assumptions as to be useless for answering the typical questions posed 

by macroeconomic policymakers. 

As for the Applied Keynesian models, traditionally preferred by policymakers, 

they suffer from their own shortcomings. They also ignore credit, stocks, and the 

existence of the financial system. Moreover, in their practical form, large numbers 

of equations are estimated on the assumption of parametric stability. This  seems 

increasingly unlikely given the massive transformations which have recently 

characterized the real economy (globalisation), the financial sector (securitisation 

and shadow banking along with globalisation) and even the conduct of monetary 

policy (inflation targeting and the Lucas critique). Moreover, in many institutions, 

modern technology has allowed the imposition of constraints to ensure the self 

stabilization of the economy or a marked responsiveness to monetary 

instruments. In this way, such models resemble modern academic models more 

than the world of Deep Slumps observed by Keynes.  

 So, recognizing these shortcomings, where do we go from here? If we cannot 

trust "established" theory, where can we turn? I would contend there is a lot to 

learn from economic history, and a lot to learn from the history of economic 

thought. Sadly, neither topic is covered in the most highly acclaimed graduate 

schools today. In addition, there might be a great deal to learn from other 

disciplines, not least in treating the economy as a complex adaptive system  

Turning first to economic history, it is extraordinary that modern theory rules out 

crises and severe economic slumps by assumption. In fact, we have observed such 

events from time immemorial. Moreover, such crises seem to have become more 

rather than less common in recent years. The recent book by Carmen Reinhardt 

and Ken Roggof is a “must read” in this regard. It is to be noted that the big 

historical crises generally have had the same basic characteristics; sparked by 

some good news, optimism rises, credit expands, spending pushes up both the 

economy and asset prices, collateral increases and so does credit, rational 



exuberance turns to irrational exuberance and, finally, the bubble turns to bust. 

The historical record shows as well that the bust was hardly ever widely 

anticipated in advance (“This time is different”). I will return later to the question 

of whether crises originate in the real or financial sectors of the economy.  

Perhaps even more important for policymakers, big crises were rarely preceded 

by a significant degree of inflation. Note that there was no inflation in the United 

States in the 1920’s and no inflation in Japan in the 1990’s. Nor was there any 

significant degree of inflation in the lead up to the Asian crisis. Yet, in every case, 

some very bad things still happened. This obviously raises the question of 

whether “price stability” is enough to secure good macroeconomic performance. 

In this context, the issue of how to respond to positive supply shocks needs far 

more attention than it has received thus far.   

The history of economic thought is also worth revisiting. Moving down the 

stability spectrum introduced above, the views of Milton Friedman would seem to 

be precursors to the views of modern academics. His theory of the natural rate of 

unemployment was based on the assumption that the economy was highly self 

stabilizing. Thus, an activist fiscal policy was not needed and monetary policy 

should be determined by a monetary rule that would quickly have nominal rather 

than real effects. It is not hard to see how these views might have evolved as they 

did, in and around the University of Chicago, particularly given the stellar 

behaviour of the post War economy (culminating in the Great Moderation) in the 

United States. 

In contrast, most of the theorists from the pre World War II period were perfectly 

aware that the economy could have Deep Slumps. After all, they were living 

through one. Paradoxically, the Austrian school might be characterized as the 

most optimistic. The Austrians were interested in the causes of serious crises. 

They put their emphasis on easy credit, associated "malinvestments” (ie a 

growing stock of capital investments that would finally prove unprofitable), and 

an eventual crisis. They believed however, that the economy would right itself 

before too long (whatever that meant), and that active policies to help that 

process along would actually make things worse. In effect, their focus on the 



cause of crises lead them to eschew the policies of “still more of the same” that 

have constituted our policy reaction to the current crisis. This way of thinking  

also led to a call for “free banking” with important implications for the role of 

central banks in the economy.  

In the post War period, a number of other economists have also raised the 

possibility of serious crises arising from excessive credit creation during a “boom”. 

While Austrian in that sense, they have not generally relied on the concept of 

“malinvestments” (based on Austrian capital theory) to tell their story. Nor have 

they been as clear, or as united in their views, about which policies should be 

relied upon in the aftermath of a credit driven downturn. 

Perhaps most notably, we can refer to the work of Hyman Minsky who felt the 

financial sector is inherently unstable and a chronic cause of crises. Minsky felt 

that stability in the economy (the “Great Moderation”?) would inevitably lead to 

worsening credit standards, eventually Ponzi financing, and final collapse. This 

way of thinking would seem to imply that financial stability is an important 

component of macro stability and that significant efforts should be made to 

ensure financial stability.  

The historical record referred to above also seems to indicate that crises 

associated with a significant weakening of the financiaI system tend to be 

particularly serious and long lasting. However, Reinhart and Rogoff also note that 

more than half of such cases do not originate in the financial sector, but on the 

real side of the economy. Downturns then weaken loan quality which only 

subsequently feeds back on the health of the financial system. The conclusion 

that might be drawn from this is that financial stability, while important, is not 

sufficient to avoid bad macro outcomes.  

Richard Koo, having lived through the Japanese crisis, also seems to provide 

support for the view that financial stability, while important, is not sufficient to 

ensure macroeconomic stability. He emphasized the possibility of “balance sheet” 

recessions, in particular a long period of corporate retrenchment after an equally 

long period of using increased debt to finance investments that eventually prove 

unprofitable. In Koo’s story, the post crisis period in Japan was characterized 



much more by corporations that did not want to borrow than by banks that did 

not want to lend.    

Finally, researchers at the BIS have documented a much wider range of credit 

induced “imbalances” that could also culminate in crisis. Their emphasis has been 

on credit induced excesses that result in both borrowers and lenders becoming 

dangerously overleveraged. More particularly, they raised concerns about 

excessive household debt and high leverage in an increasingly collateralized 

financial system. From this systemic perspective, the trigger for the crisis (say 

losses on sub prime mortgages) is much less important than the dynamics of the 

process. The fact that the real and financial sectors are highly interactive, both 

before and after the crisis, leads to highly non linear outcomes. Finally, they note 

that rapid monetary and credit growth could manifest itself in a resurgence of 

inflation, but it could also lead to a “boom – bust” cycle ending in deflation. Again, 

there are many historical precedents for both sets of outturns. 

The economists just referred to also have significant differences of view as to the 

proper policy response to crises. This could reflect different assumptions about 

the proximate cause of the crisis, or different assumptions about the economy’s 

inherent capacity to self equilibrate. The BIS view, similar to that of the  Austrians, 

is that it would be better to avoid crises in the first place. Leaning against credit 

bubbles is to lean simultaneously against unsustainable economic growth, 

potential inflationary pressures and rising financial leverage that could culminate 

in financial instability. The BIS view also tends to favour facing up to debt 

overhangs through rapid and orderly resolution (the Swedish rather than the 

Japanese solution), and tends to be wary of the downsides of still more 

macroeconomic stimulus. In contrast, Koo is adamant that the only possible 

reaction to a collapse in private sector demand is a sharp increase in the 

Government’s deficit. In that sense he is firmly in the Keynesian tradition. 

Continuing down the stability spectrum, the reaction of Keynes in the General 

Theory was very different to the “hands off” view of the Austrians. He was 

convinced that an economy in deep crisis might stay in that state for a very long 

time. In his view, a reduction in real wages (the Classical recommendation) would 



not help reduce unemployment, if lower income reduced aggregate demand. 

Indeed, lower wages and prices might even prove dangerously destabilizing 

(debt/deflation of the Irving Fisher kind). Thus, Keynes became preoccupied with 

how macroeconomic policy might respond. In the Treatise on Monetary Reform, 

he suggested the kinds of unorthodox monetary policies that we have in fact 

embarked upon in recent years. Later, in the General Theory, he stated his 

concern that monetary stimulus might not work, and thus he emphasized the 

importance of fiscal stimulus.  

Finally, a number of academics have recently made a variety of quite unorthodox 

policy recommendations. However, they all seem to be based on the fundamental   

Keynesian insight that the economy will not quickly equilibrate itself and restore 

full employment. Thus, “something must be done”. 

First, and of very recent vintage, is the school of Market Monetarism.  This school 

believes that the central bank should have a target for nominal income growth, 

and that a highly aggressive monetary policy is capable of achieving that target. 

Interestingly, this concept of a nominal income target for central banks was also 

strongly supported by Michael Woodford at the last Jackson Hole Symposium. 

Second, and again of very recent vintage, is the school of Neo-Chartalism. Their 

belief is that governments should use fiscal policy without limit to restore full 

employment, relying on central bank financing to pay the bills. Evidently, in better 

times, the government must credibly commit to reducing spending and 

withdrawing money from the system if inflation is to be avoided. Finally, there are 

the Post Keynesians who profess to be the true interpreters of Keynes’ thought3. 

Their thinking leads them to consider policies to directly affect income shares and 

to increase permanently the role of government in the economy. Presumably, this 

would make crises less likely. 

The paragraphs above raise the possibility of drawing policy lessons from the 

history of economic thought. However, there is no reason why we should be 
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confined to this traditional literature. Over the last thirty years or so, there has 

been a growing interest in treating the economy as a “complex adaptive system”, 

like many other systems in nature. This has the clear advantage of making 

available the insights of other disciplines to economic policymakers. Advances in 

computing power have made Agent-based Computational Economic (ACE) models 

much more accessible to economic researchers. 

Modern Economics and complexity economics could not be more different. 

Whereas Modern Economics assumes all-knowing (rational expectations) 

representative agents in a simple and constant world, complexity economics 

assumes heterogeneous agents whose behaviour follows local rules (to ensure 

some optimal combination of efficiency and adaptability) in a highly complex 

world. Macroeconomic properties then “emerge” from the interaction among 

such agents, similar to the dynamics of a school of fish. Moreover, with agents 

also adapting their rules to changing circumstances (what works?), the degree of 

complexity reaches a still higher order. As for equilibrating properties, this way of 

looking at things is truly at the other end of the spectrum suggested above. In 

complex, adaptive systems the only equilibrium is in death. Similarly, all outcomes 

are path dependent implying that today’s policies have effects that go on forever. 

Thus, all policies also have “unintended consequences”. 

Where does all this lead us in charting the way forward for macroeconomics and 

macroeconomic policy? While the crisis has revealed the shortcomings of the 

policy frameworks currently in widespread use, it has unfortunately not clearly 

identified a preferred alternative. Nevertheless, a number of suggestions can still 

be made.  

First, treat all economic forecasts with much more scepticism than is commonly 

the case. Recall that in the spring of 2008 the IMF (and OECD?) forecast for real 

growth in industrial countries in 2009 was plus 3 1/ 2 percent. The actual outturn 

was minus 3 ½ percent. 

Second, have an open mind and treat all models seriously. It could be, after due 

reflection, that insights from one model can be added to insights from others to 

generate greater understanding. The silo mentality that even leads to separate 



journals for Austrians, Post Keynesians etc. (that are rarely if ever read by 

mainstream economists) must be broken down.  

Third, accept the fact that there might be no one model that explains everything. 

Thus, be eclectic and focus on practical problems and the search for practical 

solutions. As Mankiw and others have put it, be more “engineer” than “scientist”. 

Fourth, accepting the limitations of our economic knowledge, be less demanding 

in our policy goals. Strategies to maximize output over time might be replaced 

with strategies that seek to avoid truly bad outcomes. 

Fifth, while “all the animals are equal, some are more equal than others”. Focus 

more on models that allow for non-linear outcomes and persistent downturns. In 

that regard, give more attention to credit driven excesses and internal as well as 

external imbalances. 

Sixth, it is a fact that different theorists emphasize different “key” variables in 

their economic models. It might be that all are right, in the sense that at one time 

or another each variable has been the evident trigger for a crisis. However, the 

reality might be that all these variables actually interact in a highly endogenous 

fashion. This approach implies a special focus on the behaviour of systems as a 

whole, perhaps using some of the insights recently provided by complexity 

economics.4  

Seventh, we need to entertain more seriously the idea that the appropriate 

analytical model might change depending on the circumstances. This is the 

essence of Leijonhufvud’s “corridor of stability” and the notion of “self organized 

criticality” in complex systems. How can we best predict and try to avoid a crisis 
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(ie a phase shift). And do serious crises require quite different policy response 

from normal downturns?  

Convincing National Governments of the Need for New Macro Policies  

Harkening back to the first section of this paper, one thing that might be 

suggested is that macroeconomic policies in the future will need to be more 

attuned to their longer run consequences. That is the basic message of “balanced 

and sustained growth”, whether the G 20 currently realizes or not. This will 

involve policy leaning more resolutely against credit driven booms, and a greater 

tolerance for relatively mild downturns. Evidently, it will not be easy to sell such 

policies politically. Is the public ready for policymakers that really want to take 

away the punch bowl? Are they prepared to accept that a little pain recurrently is 

better than a massive amount of pain on rare occasions?  

On the one hand, “short-termism” seems hard wired into our nature, which 

implies the answer to these questions is “no”. The pursuit of “more of the same” 

policies, in the aftermath of the crisis, leads to a similar conclusion.  On the other 

hand, the past success of the authorities in establishing price stability as a longer 

term objective of policy is encouraging. So too is the fact that private sector wage 

behaviour changed, in a more stabilizing way, once the monetary authorities 

demonstrated their commitment to price stability. Perhaps, once the authorities 

showed their determination to lean against credit bubbles and the associated 

increase in asset prices, market behaviour might become more stabilizing as well. 

Of course, if the current economic crisis worsens, or if it generates a significant 

degree of social and political disruption, the public mood for radical policy change 

could alter significantly. Unfortunately, it is impossible to predict in which 

direction. 

A closely related piece of good news has been the recognition of governments 

(albeit under market duress) that accumulating bigger surpluses in good times 

gives more room for manoeuvre during bad times. More debatable are the merits 

of fiscal austerity during economic downturns. The optimal response seems to 

depend on the tradeoff between the immediate negative effects on demand and 



the possibility of lower interest rates (which is demand enhancing) as the prize for 

rectitude. This tradeoff could well change over time and seems particularly 

dependent on the level of debt already incurred before the downturn. Given the 

inherently high degree of uncertainty about what fiscal policies are optimal in a 

downturn, it is not surprising that the support of governments for chosen policies 

has often been less than convincing.   

Another set of impediments to action has to do with the assignment of 

institutional responsibilities. Many monetary authorities still have mandates to 

target traditional price stability. Moreover they are inclined to say that excessive 

credit expansion had far more to do with poor financial regulation and 

supervision than with too easy monetary policies. This may imply that, in future 

expansionary periods, there will be an excessive reliance on “macroprudential 

instruments” designed to pursue financial stability rather than treating the 

underlying macroeconomic causes of the problem. This would also tend to push 

lenders out of the regulated financial system, thus making more likely a build up 

of balance sheet problems on the part of borrowers. The way in which 

responsibilities for macroprudential and microprudential surveillance have 

recently been assigned, does not give one a great deal of confidence looking 

forward. 

The Importance of International "Collective Action" 

Benjamin Franklin, around the beginning of the American War of Independence, 

said to the others who signed the Declaration 

"Gentlemen, we must hang together or we shall all certainly hang 

separately" 

Why the need for collective action? The most obvious point is that the global 

economy, both real and financial, has not been so integrated since the end of the 

19th century. Moreover, the speed with which things flow through international 

channels (particularly information and capital flows) has never been higher. 

Virtually all domestic policies now have important international spillovers, and 

some of these can be quite harmful. At the least we should be mindful of these 



externalities. Consider a few examples, going from the more general to the more 

specific. 

The biggest issue of all has to do with the international monetary system, or 

rather the lack of such a system.  Chairman Bernanke has explained global trade 

imbalances in terms of "excess saving", particularly in Asia. It is the creditor’s 

fault. In contrast, many Asians point to excess consumer spending in the United 

States, and Germans are prone to denigrate imprudent Greeks. It is the debtor’s 

fault. The reality is that everyone bears part of the blame. Debtors overspent, but 

creditors willingly gave them the money to do so. For many countries, external 

debts are now so high that there is serious doubt they can be serviced. This 

threatens crisis, as we can see in the eurozone today. And, as noted earlier, if the 

end result is that the value of the creditor’s paper is reduced then everybody 

loses.  

The fundamental problem is that we have no international monetary system to 

prevent such massive imbalances from building up. Under the gold standard, 

there was an automatic mechanism to prevent this from happening. Under the 

Bretton Woods system, the IMF was supposed to impose similar discipline. But 

today we have nothing of the sort. 

Looking back over the last decade or so, relatively low interest rates in advanced 

market economies (especially the United States and Japan) were acting to push 

their currencies down. By definition, however, this was pushing up the value of 

other currencies, particularly in the emerging market economies. In spite of rising 

trade surpluses, they resisted appreciation, sometimes through sterilized 

intervention and sometimes through easier monetary policies.  

The former gave rise to reserve accumulation, largely in US dollars, which both 

kept up the value of the US dollar and lowered long bond rates. Thus, both the 

elasticity and absorption channels of trade adjustment were blocked at the same 

time. Low bond rates also contributed to the growth of "imbalances" in the 

United States and elsewhere. The latter, easy monetary conditions in the 

emerging markets, contributed to inflationary pressures and “imbalances” at 



home as well. Property prices in China and Brazil are a good example of this 

process at work. 

In short, we have all contributed to the global economic mess in which we find 

ourselves today. By neglecting the global externalities of our policies we have 

wound up, not only hurting others, but in the end hurting ourselves. We must 

collectively find a better way to run the international monetary system going 

ahead. Nor will this be easy. Given the failure of uncovered interest parity to hold 

over quite long time periods, simply letting exchange rates float upwards can 

itself pose problems. Countries like New Zealand, on the receiving end of carry 

trade inflows, have found that higher policy rates actually eased overall monetary 

conditions which increased rather than decreased domestic "imbalances".  Such 

phenomena raise fundamental regime questions about capital controls, and even 

the desirability of having one’s own currency.   

But there is also need for collective action in less grand but still important ways. 

Given internationally active banks, and globalized financial markets, collective 

action is also required when it comes to crisis prevention through regulatory 

actions. How can we together ensure level playing fields? How should we deal 

with attempts to avoid regulatory rules through international arbitrage? How can 

home country supervisors, in association with host country supervisors, moderate 

the actions of their banks in other countries where they are dominant lenders. 

This is a critical issue in Central and Eastern Europe as well as large parts of Latin 

America. And, finally, how can we better share information about international 

counterparty exposures to better identify pressure points as they are building up 

When it comes to crisis management, there is also a need for collective action. As 

noted earlier, procedures for facilitating crisis management should be put in place 

prior to a crisis, since a failure to do so invites still more extreme extensions of 

safety nets during the crisis itself. These procedures must have an international 

dimension. By way of example of current shortcomings, consider how the Irish 

decision to guarantee all of the liabilities of Irish banks led to extensions of 

guarantees in virtually all the large countries in Europe. Consider too how the 

absence of agreement (and appropriate legislation) on winding down large and 



complex international banks has contributed to the "too big to fail problem" And, 

as an aside, the absence of international agreements on burden sharing (when 

the state must absorb losses) has not been helpful either.  

It is true that there has been a remarkable degree of international cooperation in 

managing this last crisis. However, this should not blind us to how much more 

remains to be done, not least with respect to crisis prevention. If ex ante 

measures of crisis management are better than ex post measures, it would have 

been still better to have avoided the crisis in the first place. 

 

 

 


