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INTRODUCTION

Over the last decade I have been writing a monthly column for the Indian financial daily The Business Standard. As the global financial crisis has developed and intensified, in my most recent columns I have outlined how I believe this disaster was allowed to develop, how the proposed remedies are likely to work, and the likely future consequences. These are collected in sequence from December 2007 till February 2009.

These are preceded by a column from February 2006, when the fears aroused by so-called 'global imbalances' had become pronounced. In particular this was prompted by a messianic performance at a Cato conference in the autumn of 2005, at which Dr. Doom, Nouriel Roubini set forth his blood-curling predictions, which have alas materialized. 

My own complacency, expressed in the first of the columns, was shattered in the spring of 2007 when my letter box in Los Angeles was continually stuffed with fliers asking me to take out a cheap mortgage with no down payments even if I had no job, no assets and even insufficient income. On returning to London in the summer of 2007 I felt it prudent to convert most of my personal financial portfolio into cash, and then watched with growing incredulity as a run of the mill business cycle recession was allowed to be turned into a Great Crash, and possibly another Great Depression. I am hoping that those closer to the coal face during the crisis will be able to illuminate how people 'on our side' allowed this catastrophe to develop. My prognostications on the likely future consequences of the actions currently being implemented or planned to deal with the crisis are in the last two columns.

If readers are interested in accessing some of the other columns mentioned, or any of the others I have written on a variety of subjects over the last decade, they can do so on my website: www.econ.ucla.edu/lal

Note: The cartoons on the cover are from The Manhattan Institute's City, and from The Spectator, London. 
Chapter 1: February 2006
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(lobal imbalances?
The call for international policy to offset pecuniary externalities is unwarranted
as they are the essence of a dynamic market economy, says DEEPAK LAL

concernwith “glob-

ficials gives me atremendous
senseof déjavu. Inmy 1990 Wincott lec-
ture*, I had examined the case forin-
ternational coordination to deal with
the purported “global imbalances” of
T houghfortunetsly ereisnglonger

no
a call for the equivalent of the formal
Louvre and Plaza accords of the peri-
od which in part led to Japan’s decade-
long slump, there are nevertheless
exhortations from the world’s greatand
thegoodto Chinatoraise domestic con-
ionandtoappreciateits

rate; for the US to raise its low sav-
ings rate, smother the purported bub-
ble in its housing market and reduce
itsfiscal deficit; for' toreformits
inflexible labour markets and to re-
flate the Eurozone; for Japan to openup
its economy to foreign investment,
and so on. Though no doubt these
purported problems may be of con-
cemtothecitizens of the i

respective coun-
tries lecturedto, should they be of
oomembemt% the rest of the world?

The discussion of “global imbalances”
of the supposed spillover effectsof these
various domestic policies and behav-
ioural outcomes on the global economy.
But what are these spillover effects
andshouldinternationally coordinated

publicpolicy orinternational moral sua-
sion be used to counter them?

To answer this question, it is use-
ful to look upon the global economy
as an integrated economy, where

central households

governments,
and firms in each nation are all dis-
tinct economic agents acting in their
ownperceived “self interest”, with their
own objectives. Theinternational mar-
kets for goods and assets will co-or-
dinate these myriad decisionsinto chang-
ing relative prices, which at the national
level will be reflected in changing macro-
economic variables like interest rates,
real exchange rates, and savings
rates. icand private agents
maximizing their own perceived in-
terests, this decentralized interna-
tional system is exactly like a market
system. The changes in prices and
outputs that arise as a result of the
different actions of these agents are ex-
actly like the increase in demand,
say, for shoes within a national econ-
omy, which ceteris paribus raises the
price of leatherand hence affectsthe fi-
nancial circumstances of the pur-
r of handbags. The macroeco-
nomic international spillovers are ex-

actly like th

significance for the efficiency of the
economy. They are synonymous with

market interdependence and the
price system and irrelevant for public
policy — in contrast with “technolog-
ical” ities like smoke from afac-
tory which are not mediated through
the price mechanism and could require
public action.

In fact, public policy should not
attempt to offset these pecuniary ex-
ternalities as they are the essence of
a dynamic market economy. They are
not a sign of any “market failure”. As
atthe nationallevel, thereis noneed for
any further harmonization or co-or-
dination at the international level
than is provided by the market.

What then are we to make of all
the prognostications of various pundits
onthese “globalimbalances™? Theyare

reports
ing to foretell market trends based
on what each claims are “fundamen-
tals”. But we know that at best they
are looking through a glass darkly.
No doubt it is a useful intellectual ex-
ercise trying to explain a particular
maa'oeoi::omic co;?eulgminthe l.tlhs‘)!
developing reverse gap
by international variables, which will
undoubtedly be of interest to punters
as they decide on their portfolio
choices. Theselocal “i may
also be of concern to particular eco-
nomic agents. As a taxpayer in Cali-
fornia and the US, I am naturally
concerned about their respective fis-

cal deficits because of their implications
for my future taxes. But for the rest
of the world, these are only of inter-
est if they are holders of the relevant
debtinstruments financing them. They
are not a global concern.

Finally, underlying the discussion of
“global imbalances” is the continuing
divide between those who believe
that a capitalist economy is inherent-
ly unstable, iring government in-
tervention for stability, and those
who argue that despite manias, pan-
icsand crashes, a capitalist economyis
inherently stable, with these unavoid-
able andunforeseeable fluctuations aris-
ixgﬁ'omitsauﬁvedwmcﬁmtnldn%
place along an overall rising trend o
national income. Government inter-
ventionto or eliminate the busi-
ness cycle will be either ineffective or
counterproductive. The latter view
reflects what development econo-
mists have painfully learnt; that gov-
ernment attempts to smooth income
and consumption when an economy
is faced by unforeseeable shocks, will
eitherbeineffective, orasinthe case of
the African ing boards set up
todeal with “ ,turnin-
to predatory instruments of taxation.
Private agents even in the poorest
economies are capable of smoothing
these fluctuations in their consumption
through saving and investment as
was empirically documented for the
1970’s coffee boom in East Africa by
Paul Collier and his associates.
sumption smoothing by private and pub-
lic agents is reflected in the current
account of the balance payments,
is given by the difference in domestic
savingsandinvestment. That evenwith
trol thsnational consumption oot
ingisthe determinant of India’s balance
of payments was documented in a re-
markable finding by the RBI thatin a
simple “intertemporal consumption op-
timatisation model” of India’s current
account between 1951 and 2002 “the cor-
relation coefficient betweenthe optimal
and actual current account balance is
close to one. Thus, fluctuations in the
currentaccount balancein Indiaare the
outcome of residents trying to smooth
their consumption paths when the na-
tional cashflow fluctuates. The resultis
noteworthy, given the restrictions on
capital flows and the intermittent ex-
ternal shocks experienced”. (RBI: Re-
port on Currency and Finance 2002-
al imbalances” to implicitly justify in-
ternational dirigisme to stabilize the
global economy is as unwarranted as
the case for activist national macro-
economic policy has proved to be.

¢ “The Limits of International Co-
operation”, 20th ‘Wincott memorial
lecture, IEA, 1990.
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Another Great
Depression?

THE CREDIT MARKET CRISIS -

here are ominous parallels be-

tween the US of the 1920s and

today. A Gilded Age, with a boom

in house prices and the stock
market, followed by a threat of bank col-
lapses associated with a softening in the
housing market, pressure on the dol-
lar and a rise in protectionist and iso-
lationist sentiments. Are we on the verge
of another Great Depression?

The origins of the current crisis in
credit markets lie in the “Greenspan put”
after the stock market dotcom crash
in 2000 and the terrorist attacks of Sep-
tember 2001. The low interest rates
led to booming property prices and
the accompanying financial innovations
— the proximate cause of the current cri-
sis. Structural changes in the financial
system have also contributed. These en-
tailed the conversion or absorption of
non-bank financial institutions spe-
cialising in financing mortgages [sav-
ings and loan (S&L) associations in
the US and building societies in the UK]
by commercial clearing banks, which in
turn had absorbed or taken on the roles
of specialised investment banks. The ef-
fect was to blur the distinction between
what were previously non-bank finan-
cial institutions and banks. This distinction
is important because it is only clearing

banks which can add to (or reduce)
the stock of money.

A clearing bank holds deposits in cash
(legal tender base money) from non-
banks, repaying deposits in notes, and
making payments for depositors by set-
tlements in cash through an account
in the central bank When a clearing bank
extends a loan it adds to its assets and
simultaneously creates deposit liabilities
against itself, increasing the broad mon-
ey supply at “the stroke of a pen”. This
ability to create money “out of thin air”
is limited by the bank’s capital and cash.
As cash can be borrowed from the cen-
tral bank, the ultimate constraint on
its ability to create money is its capital.
But it is only because banks take in cash
deposits —Keynes’ “widow’s cruse” —
that they can create money.

By contrast, a non-bank financial in-
termediary, say, a mortgage lender, when
it takes deposits or makes a mortgage
loan has to “clear” these through deposits
held at the clearing banks. Thus when
someone deposits “cash” at an S&L this
comes out of the depositor’s bank ac-
count with a clearing bank. Similarly
when the S&L makes a loan to a mort-
gagee this comes from the S&Ls bank
account with a clearing bank.

Thus the essential difference between

1/ DEEPAK LAL

non-bank financial institutions and clear-
ing banks is that they cannot create
the bank deposit component of broad
money (M2 or M4).

With the blurring of the historical and
institutional distinction between mort-
gage lenders, investment banking and
clearing banks, and the loosening of mon-
etary policy following the “Greenspan
put” which led to large increase in house
prices, bank absorbed mortgage lenders
went on a lending spree. In California
they were in caravan parks extending
loans to the ninja (those with no income,
no job, no assets) at low 2-year teaser
rates which even members of the “un-
derclass” could pay with the high hope
of getting enough equity in their new
homes with rising house prices to sell
before the teaser rate ended. These sub-
prime loans were then repackaged by
the financial wizards in the investment
banking parts of the clearing banks in-
to opaque financial products which were
then sold off to financial institutions and
other banks around the world. This Ponzi
scheme depended upon a continued rise
in house prices.

With the softening of the US hous-
ing market with monetary tightening in
2006-07 , the Ponzi scheme collapsed.
The ninja could no longer pay and walked

away from their sub-prime mortgages.
This in itself would not have mattered.
The ninja never expected to own a home
and some probably got out with some
equity from sales before the housing mar-
ket collapsed. If the sub-prime assets had
been held by the specialist S&L of yore,
their shareholders would have taken the
necessary hit. But the financial “masters
of the universe” had packaged them with
various other financial assets, and these
were now spread through the world fi-
nancial system. It was like a piece of
infected meat having been processed
with healthy meat into infected meat pies
which could not be distinguished from
the wholesome. Many of these infect-
ed meat pies were held in off balance
sheet structured investment vehicles
(SIVs) by the banks.

When credit market conditions tight-
ened in May and the sub-prime mort-
gage market collapsed, the opacity of
many of the financial assets in these SIVs
meant that they could not be sold on, and
had to be taken on to the bank’s balance
sheets. To balance their books the banks
had to find liabilities to balance these
new found assets. The liabilities of banks’
comprise their shareholder capital and
deposits. With their share prices falling
and economies slowing, capital is hard
to get, except for those like Citigroup and
UBS able to “touch” rich emerging mar-
ket investors.

The final element in the crisis is
Basle II, under which banks are required
to maintain a capital ratio of 8 per cent
(of assets). With limited hope of rais-
ing capital this cannot be done without
cutting back on their lending, and thence
a contraction in the broad money sup-
ply — the major cause of the Great De-
pression. Central Banks have tried to
avert this by the coordinated addi-
tion of massive liquidity into credit mar-
kets. This has failed to increase inter-
bank lending or to substantially reduce
the spread of LIBOR over their lowered
discount rates. The banks are still hoard-
ing cash and refusing to lend to each
other. Their problem is to continue
achieve the Basle II capital ratios, which
they cannot do without a massive con-
traction in lending and thence broad
money. As many commentators are now
urging, and as the Bank of England has
hinted, these Basle requirements are
likely to go soon, alleviating the cred-
it crisis of Western banks. This should
avoid another Great Depression. The
long-term implications flowing from
this “cure” will be discussed in my next
column.
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THE CREDIT MARKET CRISIS - II / DEEPAK LAL

n the run-up to the Asian financial

crisis, a former student (not by any

means the brightest) who had

joined a Wall Street investment
bank rang to thank me for having giv-
en him a reference for what had turned
out to be an excellent job. He said he
had just received a very large bonus
for doing one of the simplest jobs imag-
inable. He had been put on the Thai
desk to trade in the country’s bonds.
This job he said was a no-brainer. Giv-
en the interest differential between
Thai bonds and US interest rates, all
he had to do was to buy Thai bonds
and earn a tidy arbitraging profit for
the firm. When I asked him if there
wasn'’t a risk that the baht might be de-
valued, he said that was a minor risk
as the Thai government (and with
implicit IMF support) was commit-
ted to a fixed exchange rate. Of course,
the baht was devalued. I only hope
he unwound his Thai bond positions
before then, but I have not heard from
him since!

This example illustrates the prob-
lem of perverse incentives in the cur-
rent global banking system, which has
led to a number of global financial crises
caused by imprudent bank lending.
The 1980s’ debt crisis was due to the
imprudent sovereign lending by off-

shore branches of Western money cen-
tre banks (of their deposits of OPEC
surpluses) to fiscally imprudent Third
World countries, at negative floating
interest rates. The Asian crisis of the
1990s and the linked LTMC crisis were
caused by imprudent lending based on
bankers’ gambles on the non-occur-
rence of low probability events (changes
in exchange rates and/or interest rates).
The current sub-prime mortgage cri-
sis, which resembles the Third World
debt crisis of the 1980s, in so far as
in both cases abnormally liquid banks
funnelled cheap credit to borrowers
who would never have been consid-
ered to be creditworthy by any stan-
dard of prudence. In all cases this
imprudence ended in tears, particu-
larly for the many innocents caught by
the subsequent real adjustments that
had to take place in the affected
economies. But most bankers, like my
former student, in the good years when
the money was being shovelled out had
received large bonuses, which more
than made up for any temporary loss
they may have suffered when their
gambles turned sour and they were
sacked — only to be rehired by some-
one else when the next manic banking
spree started. Clearly there is some sys-
temic fault running through the world’s

banking systems. This article seeks to
identify this, and suggests some cures.

The former economic counsellor at
the IMF, Raghuram Rajan, has sug-
gested (Financial Times, January 9,
2008) that the system of annual bonus-
es by which traders are compensat-
ed needs to be changed. For these
rewards provide an incentive for traders
to gamble on events in the tail of the
probability distribution of risks. Un-
til these low-likelihood events occur,
their gambles seem to pay off, allow-
ing them to show higher returns than
the market average, and thereby earn
large annual bonuses. By the time
the low-probability event occurs, lead-
ing to losses, they have already tak-
en their bonuses and run. Regula-
tion of traders’ remuneration packages
is then recommended. But this form of
“incomes policy” only makes sense
if the high-risk trading activities actu-
ally damage the financial system. Cur-
rently it does, but only because the pre-
viously separated activities of com-
mercial and investment banking are
now combined along with mortgage
lending in “universal” banks. Because
the traders’ activities can affect the bal-
ance sheets and thereby the “money
creating” (or destroying) activities of
the “clearing bank” bit of the consol-

idated “universal” bank, they can af-
fect the overall monetary system.

This could be avoided even in uni-
versal banks if the depositors in their
“clearing” component had to bear
the risks of the gambles being taken
by the “investment” or “mortgage” com-
ponents of the bank. But though this
discipline on reckless lending did ex-
ist in the free banking period in Scot-
land and the US in the 19th century,
today the deposit insurance, which
is ubiquitous, and politically impos-
sible to rescind, precludes this method
of avoiding moral hazard.

One of the complementary laws
passed along with the creation of the
FDIC in the US during the New Deal
was the Glass-Steagall Act of 1933,
which separated the investment and
commercial halves of the banking
industry. This was done to prevent the
speculation indulged in by the former
“universal” banks, which had con-
tributed to the collapse of broad mon-
ey during the Great Depression. With
the financial “Big Bang” in London
inthe early 1980s and the repeal of the
Glass-Steagall Act in the US in 1999,
the banking industry reverted to the
universal banking of the earlier era.

This “deregulation” was justified
by monetary theorists, beginning with
Gurley and Shaw and culminating with
Eugene Fama, who argued that there
was no real distinction between clear-
ing banks and non-bank financial
intermediaries. This, as explained in
my last column, illegitimately removes
the crucial distinction between deposit-
taking banks, which can create mon-
ey out of “thin air”, and deposit-tak-
ing non-bank financial intermediaries
like mortgage lenders, which can’t (see
T Congdon: Playing with Monetary
Fire, Economic Research Council, Lon-
don, December 2007, for an elabora-
tion and discussion of the baneful
effects of dethroning the pivotal role
of broad money — including bank de-
posits — in determining macro-eco-
nomic outcomes). Thus the only “reg-
ulation” which is needed is to go back
to the future: the commercial deposit
taking role of banks, which affects
broad money, once again, needs to be
separated from the investment bank-
ing and mortgage lending of the fi-
nancial system. True banks and hence
the macro-economy can then be pro-
tected from the imprudent gambles
which no doubt will continue to be tak-
en by the masters of the universe in
the newly restored and distinct non-
bank financial intermediaries — but
they will then be gambling with their
own and their clients’ money and
not those of taxpayers.
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Unlike the Third World debt crisis of the 1980s, bailouts today are
the norm not the exception, says DEEPAK LAL

he 1980s Third World debt cri-

sis and the current global fi-

nancial crisis have great sim-

ilarities but different out-
comes. Why?

First, both the crises arose because
there was a surplus of savings in a num-
ber of countries— the oil producers
inthe 1970s, the Asian economies and
commodity exporters today— which
was recycled through the internation-
al banking system, to maintain world
e e ot e

ru

credit to un-creditworthy borrowers:
the fiscally challenged and inflation
prone countries of Latin America and
Africa in the 1970s, the ninja (those
with no income, no jobs, no assets) sub
prime mortgagees of the current crisis.
Third, there was a rise in commodity
prices and a worsening of the terms of
trade of the OECD, posing the stagfla-
tion dilemma for their central banks,
having aided and abetted the earlier as-
m bail frothe. : claim

t bailouts from taxpayers, -
ing their demise would fatally damage
the world's financial system.

But, the outcomes have been dif-
ferent. The 1980s crisis was finally solved
after a prolonged cat and mouse game
when the banks accepted substantial
write downs of their Third World debt,
sacked their imprudent mangers and
shareholders suffered losses. But
no systemic threat to the world's fi-

nancial system (or the global econo-
my) emerged. By contrast, today the
Western financial system seems to be
dissolving before our eyes, and with
the US Fed's ever expanding balance
sheet, bailouts are no longer the ex-
ception, but the norm. Many now fore-
tell a deep and perhaps prolonged re-
cession, with deflation, rising unem-
ployment, and Keynes' famed liquidity
trap about to engulf the world's ma-
jor economies.

What explains this difference in
outcomes? It cannot be purported ‘glob-
al imbalances', which were the origins
of both crises. It is the differences in fi-
nancial structures within which these
temporally separated but largely sim-
ilar crkesf m In the] 1970s the re-
cycling o obal surpluses was un-
dertaken by the offshore branches of
Western money centre banks, which
were neither ised nor had access
to the lender of last resort facilities of
their parent country’s central bank.
Hence, when their Third World Euro
dollar loans went into 'default’, there
was no direct threat to the Western

crisis emerged in a rad-
ically different financial structure:
the rise of universal banks from the
UK's Big Bang financial liberalisation
in the 1980s, and the Clinton era abo-
lition of the Glass-Steagall Act, which
had kept a firewall between the com-
mercial and investment banking parts

of the financial system since the 1930s.
The former had implicit deposit insur-
ance and access to the central banks'
lender of last resort facilities. The lat-
ter did not. As explained in detail in my
columns on the credit crunch (Dec 1997,
Jan 2008), with deposit insurance,
the public utility part of the financial
system which constitutes the payments
system must be kept separate from the
gambling investment banking part,
which is an essential part of a dynam-
ic ec;;):omy. For these gambles im-

cleansing processes of creative de-
struction. But if these gambles are pro-
tected against losses by taxpayers, as
the payment system activities have to
gambles wil alvays wi ecping e
gains when their gambles are correct
and passing their losses onto taxpay-
ers when their gambles turn sour.
Given this ‘moral hazard', many clas-
sical liberals have favoured free bank-
ing. Banks combining the payment and
investment functions and issuing their
own notes would be monitored by their
depositors, who would stand to lose
if their banks undertook imprudent
lending. But with the near universali-
ty of deposits as a means of payment,
there is little likelihood of this moni-
toring function being effectively ex-
ercised. Whilst Demos precludes any
government being able to resist pres-
sures to bail out imprudent banks to

protect their depositors. This makes
deposit insurance inevitable.

The recent emergence of univer-
sal banking was followed by a num-
ber of public policy mistakes on the path
to the current crisis. The first was the
bail-out of LTCM in 1998. Its failure
posed no obvious systemic threat. Its

Third,
promotion of ‘affordable’ housing for
the poor by the Clinton administra-
tion the unreformed and failed
Freddie mortgage twins, led to the
development of subprime mortgages.
Fourth, the Basle II capital adequacy re-
quirements led banks to put their risky
assets into off-balance sheet vehicles—
the SIVs— leading to the opacity cur-

ing bemoaned. whenthe

rently being )
Crinch began with the gambles taken
crun e es

during it turning sour, the Fed chose to
bail out Bear Sterns, sending the signal
that the Fed's balance sheet was open

to non-deposit taking assignaled
by the earlier LTCM bailout. Sixth, and
most heinously given all that had gone
before, the US authorities then chose
not to bail out Lehman's— like a fall-
glslnngofthebailom ﬁ
i expectations
the authorities had endorsed only in the
spring, led to the intensification of
the credit crunch. Seventh, as the au-
thorities finally seemed to tackle the
toxic ime infected financial assets
which caused the crisis through TARP,
it calmed the markets. Now, with TARP
to be used only to recapitalise banks,
markets have gone into free fall. The
essential step, of forcing banks to come
clean on their balance sheets, and then
removing the toxic assets they reveal
into a newly created institutional 'cor-
don sanitaire', has not been taken. Worse,

the payment part and the gambling part
of the banking system, even the pure
e e e
are pus| to -
versal banks with access to the Fed's
balance sheet and thence taxpayer's
money. g

Given these public shortcomings,

nearuni calls for greater reg-
ulation and state intervention is as-
tounding. Public agents, not private
ones— who reacted rationally to the
implicit or explicit ‘rules of the game'
promoted— are to blame for the crisis.
It would be foolish to blame the pup-
pets for the failings of the puppeteer.
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Global Financial Crisis 11:

Is Protection Next?

Invoking the ‘scarce currency’ clause would allow the US to
legitimately discriminate against Chinese imports, says DEEPAK LAL

cember, 2007) I concluded that

the credit crunch was unlikely to

lead to another Great Depres-
sion. Since then, with the series of
policy mistakes outlined in my last
column, and the continuing freeze in
global credit markets leading to the
beginning of a downward spiral in
global output, such an outcome is no
longer improbable.

The parallels with the 1920s con-
tinue to grow. The most recent be-
ing the exposure of Bernard Mad-
off, who made off with billions from
the purportedly most sophisticated in-
vestors, in a scam that would make his
1920s’ predecessor Charles Ponzi look
like a rank amateur. Whilst the emerg-
ing threat of deflation, and the move-
ment of the Fed to ‘quantitative eas-
ing’ (a polite word for printing mon-
ey) — possibly on a scale that would
make even Robert Mugabe blanch
— points to the possibility of the Great
Moderation followed by the Great
Crash being followed by another Great
Inflation, the Great Crash could still
turn into another Great Depression if
the world slips into protectionism.

The auguries are not good: The con-
tinuing failure to complete the Doha
Round despite the recent assurances
from the G20; the at best equivocal sup-

I n my column a year ago (De-

port President-elect Obama has given
to free trade; and his appointment of
a Nobel prizewinning physicist who is
a global warming fanatic as his ener-
gy secretary, are worrying trends. But,
what should worry China (and possi-
bly India) are Obama’s statements about
dealing with China’s ‘currency ma-
nipulation’. This could lead to a pos-
sible (and not unreasonable) route
to protectionism by the incoming US
administration.

As noted in my last column, the ori-
gins of the current global crisis, as that
of the 1970s’ Third World debt crisis,
are the global imbalances caused by a
surplus of savings in some countries
being recycled through the interna-
tional banking system. As in the 1970s,
those of the oil producers are cyclical,
and are already threatened by the
fall in the oil price. Those in Japan are
structural and ‘sui generis’, given the
high Japanese savings propensity which
no one has convincingly explained.
This leaves the large current account
surpluses in China and Germany. Chi-
na’s trade surplus in the last year
was $279 billion, Germany’s $283 bil-
lion. More importantly, they are at the
centre of two actual or quasi fixed
exchange rate systems: Explicit in the
case of EMU with Germany at its core,
and implicit in the case of what has

been dubbed the Bretton Woods I Asian
system with China and the US at the
centre.

A problem with any system of fixed
exchange rates is that, if the surplus
countries do not boost demand, the
deficit countries have to deflate. In
the 1930s the surplus countries — the
US and France — refused to follow
the implicit rules of the Gold Stan-
dard, leaving the burden of adjust-
ment on the deficit countries, which
had to deflate even harder, leading
everyone into a Great Depression.
That is why Keynes as an architect of
the gold exchange system of quasi
fixed exchange rates at Bretton Woods
was adamant that, in the new exchange
rate system, the burden of adjustment
should be shared between surplus and
deficit countries. The US in the guise
of Harry White at first demurred but
then agreed to accommodate the UK
position by accepting the “Scarce Cur-
rency Clause” in the final Articles
of Agreement of the IMF, as Arti-
cle7. Under this clause debit countries
are allowed to restrict imports from a
country whose currency is declared
‘scarce’ by the Fund, whilst maintaining
unrestricted trade with everyone else.
(see Roy Harrod: The Dollar, Norton,
p.109, and Money, Macmillan,1969).

The scarce country clause has not

so far been invoked, as in the im-
mediate post-war period of a dollar
shortage it would have been cur-
mudgeonly for the Europeans — the
deficit countries — to have the dollar
declared ‘scarce’ given the munifi-
cence of the US Marshall Plan in
reviving their economies. In the 1960s,
as the US became the debtor, it did
not want to penalize these economies
it had helped to build, and which were
its allies in the Cold War. But may it
now be resurrected, in particular
against China, by the incoming Oba-
ma administration? In the eurozone,
though there is no similar provi-
sion, and the recent German stance
seems to rule out a massive fiscal stim-
ulus, how long will the Club Med coun-
tries be willing to suffer the defla-
tionary costs of adjustment without
questioning the wisdom of their mem-
bership of the eurozone?

Both Germany and China have
used their explicit or implicit fixed ex-
change rate regimes to follow export-
led growth, with their surpluses be-
ing recycled to fuel consumption and
housing booms in the ‘deficit’ coun-
tries of the Club Med and the US. With
the slowing down of the world econ-
omy, and the credit crunch leading to
global deleveraging, this ‘model’ is no
longer sustainable. China has signalled
its desire to boost domestic demand
through an infrastructure-led fiscal
stimulus. Germany is still demurring.

China is the likely target of the
US protectionist impulse. The invoca-
tion of the ‘scarce currency’ clause
would allow the US to discriminate
against Chinese imports, without break-
ing any international agreements. More-
over, if this led to a ‘carbon tariff’, with
the Green Turn being promised by Oba-
ma, protection could also be cloaked
in virtue: Helping to save the planet!

How could China (and possibly In-
dia which could also suffer in this sce-
nario) preempt this threat? The most
obvious step is to open up the capital
account and float the currency. A ful-
ly convertible floating currency (like
the Japanese yen) cannot be declared
‘scarce’. Also, instead of Chinese man-
darins making centralized bets on
placing the over $2 trillion of foreign
exchange reserves, decentralized bets
by the mass of Chinese savers would
lead to better aggregate returns on
these foreign investments. The au-
thorities would also be forced to cre-
ate an efficient private domestic bank-
ing system and end the financial re-
pression which continues to distort
the economy. To continue with ‘busi-
ness as usual’ in a quasi fixed ex-
change rate system will only accel-
erate a ‘beggar thy neighbour” down-
ward spiral in the global economy.
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The dog’s breakfast of an Obama stimulus package will cause
another Great Inflation to follow the Big Recession, says DEEPAK LAL

tionary effects are now spread-

ing to the global real econo-
my. With the new US administration’s
ratcheting up the invective on Chinese
‘currency manipulation’ (as predicted
in my last column) the threat of rising
protectionism and the conversion of
what is now an unavoidable global re-
cession into something really nasty
is rising. Hence the financial crisis and
its deflationary consequences need to
be brought to end.

First, consider the banking crisis. It
is now apparent that the attempt to re-
capitalize UK and US banks through
publicly acquired preference shares
has failed. The banks have merely used
this public capital to hold on to their
toxic assets and to continue in their bad
old ways. Gordon Brown, who as the
self-proclaimed global saviour of the
financial first implemented

here seems to be no end to the
I I Us financial crisis. Its defla-

system such
a scheme in the UK, is throwing more
public capital into UK banks. He and
othergovernmentshave rec-
ognized they misdiagnosed the prob-
lem, as being the illiquidity rather than
the insol of their banks due to the
holdings of toxic assets into which the
US sub-prime mortgages had been pack-
aged. With the US (and UK) housing
markets continuing to fall like a stone,
the value of these mortgage-based

securities keeps declining, reducing the
capital of the banks, and worsening
their balance sheets. As it will take some
time for the housing market to stabi-
lize, it is necessary to remove the tox-
lcassetsfromthelrbalaneesheets,be-
fore the banks can be restored to health.

The various plans being proposed
to deal with the toxic assets are prob-
lematic. As George Soros has noted (in
theFl‘Jan23)they|nvolvee|therpar-

onahnngthebanks orkeep-
ing them nationalizing their

private but

toxic assets in a public ‘bad’ bank. The
former solution would inject public eq-
uity capital but require the bank’s tox-
ic assets to be ‘marked to market’, along
with the suspension of the Basel min-
imum capital requirements. The latter
soluﬁon would convert them into the
equivalents of the failed Freddies, with
the government forcing them to lend
on uneconomic terms in the ‘public in-
terest’. It is difficult to predict which
of these two options the Obama ad-
ministration will choose, but with
the recognition of the insolvency of
banks caused by their toxic assets, a

ly underwriting
$1 uillionoflossesmxainhgtobetak-
en on these toxic assets.
By contrast, the proposed nearly
trillion dollar stimulus package to re-
flate the US economy is a ‘dog’s break-

fast’. It contains reflationary
measures like the proposed tax cuts
and financial aid to the states, along
with numerous handouts to various rent
seekers as well as long-term infra-
structure projects which should be jus-
tified in terms of their long-term net
economic benefits and not as a means
to smoothen the trade cycle. General
tax cuts, perhaps more extensive and
larger than those proposed, would be
an appropriate reflationary measure,

as would increased federal grants to
the states — which also amount to a tax
cut as with the fall in tax revenues in
the recession, the states would other-
wise have to raise taxes to meet their
mandated balanced budget require-
ment. The proposed spending increases
have predictably brought a host of rent
seekers to lobby for their pet proj-
ects. My favourite being the bid by the
pornographer Larry Flynt for $7 billion
to bail out his industry to alleviate
the sorrows of the unemployed!

Not surprisingly, this stimulus pack-
age (particularly the increased spend-
ing on new entitlement programs and
infrastructure) is being hailed by its sup-
porters as a return to Keynesianism.
There is little dispute that a large fiscal
stimulus is needed. Instead, the politi-
cal battle lines are being drawn with the
Democrats demanding more public

spending, the Republicans larger tax

cuts. There are two recent empirical
studies which should provide some ev-
idence to resolve this issue for the open-
minded. If the purpose of the stimu-
lus package is to raise aggregate de-
mand by the amount it has fall-
en because of the financial crisis, Va-
lerie Ramey finds that from historical
US data, the multiplier for public spend-
ing is not large:s $lin méﬁ&g
raises GDP by $1.4 ("Identifyi -
ernment S, Shocks: It’s all in the
tumng" UC, San Diego, June 2008).

Chnstma and David Romer’s
study of the effect of tax onag-

demand found that a $1 tax cut

C, Berkeley,
November 2008). 'l‘hough it should
be added that since being nominated as
Obama’s Chair of the CEA, Christina
Romer seems to have hertune
and fallen into line (see C Romer and
J Bernstein: “The Job Impact of the
American Recovery and Reinvestment
Plan”, January 10, 2009), with the claim
that the proposed package will lead
to the creation of over three million jobs
by the end of 2010. But as many ob-
servers have noted, “The total package
is so diffuse, it costs $223,000 to cre-
ate a single job” (D Brooks: “The First
Test”, NYT, January 23).

Nor is the belief underlying the pack-
age, that increased public spending on
infrastructure is an appropriate Key-
nesian response to a recession, sup-
%onr‘tsed by the master’s own writings.

abroad, may
be the right cure for a chronic ten-
dency to a deficiency of effective de-
mand. But they are not capable of
sufficiently rapid organizatxon (and
above all cannot be reversed or undone
at a later date), to be the most serv-
iceable instrument for the prevention
of the trade cycle” (Collected Works,

vol. XXVII, p.122). A point reinforced
by the Congressional Budget Office’s
assessment of the planned Obama
infrastructure spending.

Finally, Keynes joined Hayek at the
start of the Second World War in urging
that the inflationary consequences of its
financing should be countered by a gen-
eral tax rise, rather than the price con-
trols and rationing which were adopt-
ed. But just as they were ignored, I ex-
pect the dog’s breakfast of a stimulus
package will be enacted (for Obama has
bluntly told the Republicans: “I won).

The consequent rise in the US structural
deficit will lead to the Big Recession be-
ing followed by another Great Inflation.
Itis time to buy the US government’s in-
flation-protected TIPS which current-
ly are pricing in a massive deflation!
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IV:

(zeo-political consequences

The US will find it difficult to maintain the sinews of the forces
that have held the global order together, says DEEPAK LAL

while, governments have

promised to spend unimag-
inable sums in stimulus packages. Bil-
lions have been replaced by trillions.
To put these numbers in perspec-
tive, India’s GDP has just crossed
the $1 trillion mark, and its total stock
market capitalization is just under $1
trillion. The continuing crisis and
the unprecedented US government
borrowing response is likely to por-
tend important changes in the glob-
al environment, which is the subject
of this column.

As I have argued (in In Praise of
Empires), the last two centuries have
been dominated by two Anglo-Saxon
empires (the British and the US), whose
liberal international economic orders
have allowed the wholly benign
processes of globalization to bring un-
told global prosperity. The inter-war
imperial interregnum saw a period of
grave disorder and the emergence
of fascism and communism. Today,
will the US be able and willing to main-
tain its hegemony, allowing global-
ization to continue?

On October 10, 1916, in the middle
of a British financial crisis, Keynes
wrote a memorandum to the Treasury,
noting that financial hegemony had
passed across the Atlantic (see R Skidel-
sky: John Maynard Keynes, vol.1,
p.335). Is the collapse of Lehman Broth-

he downward global economic
I spiral continues apace. Mean-

ers on September 15, 2009 a similar
turning point? For, with the three high-
savings countries — China, Japan and
India — as the major source of fund-
ing for the exploding US public debt,
will the US have to adopt the policy
Keynes recommended for Britain: “not
only to avoid any form of reprisal or
even active irritation but also to con-
ciliate and please”? And which of these
countries is likely to replace or help
US hegemony?

Japan, because of its continuing re-
luctance to match its economic with
military power and with its stagnant
economy and demographics, is an un-
likely candidate. This leaves the two
emerging Asian giants. George W
Bush’s most notable achievement was
the strategic partnership he established
with India, cemented by the Indo-
US nuclear deal. But India’s econom-
ic and military power is at present
dwarfed by China’s. As China has sig-
nalled that it is not planning to sell its
holdings of US debt, it — along with
the Gulf state sovereign funds — is the
most likely source of finance for the
exploding US budget deficit. So ex-
pect talk of Chinese ‘currency ma-
nipulation’ and lectures on human
rights to diminish as the US, faute
de mieux, has to follow Keynes’ ad-
vice. Though, at present, it is impos-
sible for China to take over the US’s
hegemonic role, it will undoubtedly
have increasing leverage over US for-

eign and domestic policy as the fin-
ancier of the US.

This is likely to make the US’s war
against the current totalitarian threat
from militant Islam more difficult. For,
given China’s desire to assure supplies
of primary products — particularly oil
— for its rapid industrialization, its
foreign policy is unlikely to antago-
nize many natural resource-produc-
ing countries, like Iran and Sudan,
which continue to aid and abet in-
ternational terrorism. Nor, given Chi-
na’s historical support of the current
crucible of jihadists, Pakistan, as a
counterweight to its emerging Asian
rival, India, can much help be expected
in this quarter. This leaves India which,
even more than the US (as the Mum-
bai attacks demonstrated), has to fear
the rise of militant Islam and the im-
pending implosion of the Pakistani
state. In many ways it would be the
natural partner of the US with its large
army to accompany the technological
wizardry of the US military. But is it
able or willing to take on the role of
a partner in the US imperium? This is
a subject for a future column.

Meanwhile, the other potential US
partners in sharing its imperial bur-
den — the Europeans — have clear-
ly signalled (with the exception of the
British) their refusal to send more
troops to Afghanistan. Since this im-
plies that they are going to continue
to be free riders, the US stands alone

in maintaining global order. Will the
aftermath of the current crisis leave it
with the means and will to do so?

The parallel with Rome is in-
structive. The causes of Rome’s de-
cline were ultimately economic. As
the past rents acquired during the em-
pire’s growth had been in part com-
mitted to a vast expansion of a wel-
fare state without extending the do-
mestic tax base, the empire faced
an endemic fiscal crisis. It tried to close
the deficit by levying an inflation
tax by debasing the currency. This not
being enough, taxes had to be raised,
leading by the middle of the fourth
century to tax evasion and avoidance
by high officials and large landown-
ers. The fiscal crisis also led to prob-
lems in maintaining the old military
organization. Without the means to
provide the Italici satisfactory treat-
ment, recruitment was expanded to
the provincials and, in the later years
of the empire, to the barbarians. Hav-
ing let them inside the gates the em-
pire sealed its doom.

That the US imperium is on a sim-
ilar primrose path was pointed out
in a dire warning by the former US
Comptroller General David Walker in
August 2007, when the US budget
deficit was only projected to be under
$500 billion. He explicitly drew par-
allels with Rome, including “declining
moral values and political civility at
home, an over-confident and over-ex-
tended military in foreign lands and
fiscal irresponsibility by the central
government” (Jeremy Grant: “Learn
from the fall of Rome, US warned”,
FT.com, August 14, 2007).

This irresponsibility has increased
manifold with the current crisis. The
2007 report noted that it was prima-
rily the health entitlements which made
the US budget unsustainable. This
is the entitlement Obama is plan-
ning to enlarge. Walker also warned
that the crisis could not be solved by
growing out of the problem, elimi-
nating earmarks, wiping out fraud,
ending the Iraq war or cutting defence
expenditures, restraining discretionary
spending or letting the Bush tax cuts
expire (US, GAO-07-389T, p.18). These
are the very policies that Obama is
hoping will reverse exploding future
deficits. With projected reductions
in military spending, it seems likely
that the US, like its Roman prede-
cessor, will find it difficult to maintain
the sinews of the forces that have held
the global order together. With no ob-
vious alternative to provide this glob-
al public good, I fear the ensuing ero-
sion of the global order, which is so es-
sential for the processes of global-
ization to work, is likely to be the most
serious long-term consequence of the
global financial crisis.
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A Hayekian recession With

Fisherian consequences
Fisher blamed over-indebtedness on ‘easy money—a
succinct explanation of the current crisis, says DEEPAK LAL
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