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A i t t ti f th 2000’An interpretation of the 2000’s

fConventional capital flow cycle
Excess saving abroad
Low interest rates induce borrowing
Borrowing by sovereign due to tax 
cuts, “global war on terror”
Deregulation/non-regulation of the 
financial sector (incl. shadow 
banking system)
Interaction with the tax system
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R l i t t tReal interest rates
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Th “Di ” f Ri kThe “Disappearance” of Risk

Source: IMF, WEO update, 
11/6/08
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Fi i l b d b tFinancial boom…and bust

Source: Federal Reserve Board
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H i b (II)Housing boom (II)
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And now, adjustment

h ll d bAs with all debt crises, austerity
Reduce consumption, increase 

isavings
Reduce imports, increase exports
Reduce government spending, 
increase government revenue
R d  l ti  i  f t d bl  Reduce relative price of non-tradable 
goods and services
Nothing pleasantNothing pleasant



E i L i th USEconomic Losses in the US
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The politics of adjustmentThe politics of adjustment

Who will bear the burden of adjustment?
Conflict among countries (cf. EU)
Conflict within countries
Heterogeneity of impact of the crisis
Political economy implications: conflict at 
home and abroad
The American example



A t it id i i i litAusterity amid increasing inequality
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I id f l t 2010Incidence of unemployment, 2010
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A d d i t l f fiAnd a dominant role for finance
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A h l d d ?Another lost decade?
d ll b f l fl lAdjustment will be painful, conflictual

Policymakers and society resist 
f i  facing consequences
Problems not technical but political
No resolution without burden-
sharing, and little sign of willingness
D l  i  tDelay increases cost



S i U

l l fl l bl

Summing Up

Classic capital flow cycle: irresponsible 
lending, irresponsible borrowing
E b t d b  l  l tiExacerbated by lax regulation
Recovery impeded by bitter conflict 
over distribution of adjustment burden  over distribution of adjustment burden, 
within and across countries
Resolution requires burden sharing  at Resolution requires burden-sharing, at 
home and internationally – and little 
sign of thissign of this



M I f tiMore Information

http://www.ssc.wisc.edu/~m
chinn/lostdecades.html/
Macroeconomic outlook: 
http://www econbrowser comhttp://www.econbrowser.com
CBO blog: 
http://cboblog.cbo.gov/


