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Preface

The advanced countries today face a highly unusual economic environ-
ment in which zero or negative interest rates and astronomical amounts 

of monetary easing have failed to produce vibrant economies or the targeted 
level of inflation. Simply trying to understand what zero or negative interest 
rates mean in a capitalist system sets the head spinning. One wonders how 
Karl Marx or Thomas Piketty would explain negative interest rates.

It was twenty years ago that the author came up with the concept of 
balance sheet recessions in Japan to explain why post-bubble economies 
suffer years of stagnation and why conventional monetary remedies are 
largely ineffective in such recessions. The key point of departure for this 
concept was the realization that the private sector is not always maximizing 
profits, as assumed in textbook economics, but will actually chose to mini-
mize debt when faced with daunting balance sheet challenges. Once this 
fundamental assumption of traditional macroeconomics is overturned and 
the possibility of debt minimization is acknowledged, everything that was 
built on the original assumption—including many standard policy recom-
mendations—must also be reconsidered.

It recently occurred to the author that the same insight can be used to 
explain periods of long-term economic stagnation throughout history because 
there is another reason for the private sector to be minimizing debt—or sim-
ply refraining from borrowing—in spite of very low interest rates. The reason 
is that businesses cannot find investment opportunities attractive enough to 
justify borrowing and investing. After all, there is nothing in business or eco-
nomics that guarantees such opportunities will always be available. When 
businesses cannot find investments, they tend to minimize debt (except when 
tax considerations argue against it) because the firm’s probability of long-term 
survival increases significantly if it carries no debt.

This shortage of investment opportunities, in turn, has two possible 
causes. The first is a lack of technological innovation or scientific break-
throughs, which makes it difficult to find viable investment projects. This 
probably explains the economic stagnation observed for centuries prior 
to the Industrial Revolution in the 1760s. Some also attribute the recent 
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slowdown in advanced economies to an absence of innovative, must-have, 
“blockbuster” products.

The second cause is higher returns on capital overseas, which forces 
businesses to invest abroad instead of at home. For companies in the 
advanced countries, the rise of Japan in the 1960s and of emerging econo-
mies in the 1990s has changed the geographic focus of their investments. 
Businesses continue to invest in order to satisfy shareholder expectations 
for ever-higher returns on capital, but the bulk of their investments, espe-
cially in the job-creating manufacturing sector, are no longer taking place in 
their home countries. This probably explains the economic stagnation and 
slow productivity growth observed in advanced countries during the last 
two to three decades.

The bursting of debt-financed bubbles in Japan in 1990 and in the West 
in 2008 caused even more borrowers to disappear as these economies fell 
into balance sheet recessions. Advanced countries today are therefore suffer-
ing from two ailments, both of which discourage businesses from borrowing 
and investing at home.

The economics profession, however, failed to consider the macro-
economic implications of private-sector balance sheet problems until very 
recently. It never envisioned a world where businesses no longer invest 
domestically because the return on capital is higher abroad.

Even though all of the developed countries suffer from both of these 
issues, economists continue to recommend policies such as monetary eas-
ing and balanced budgets based on the assumption that the private sector is 
maximizing profits. But for that to be the case, the private sector must have 
a clean balance sheet and plenty of viable domestic investment opportuni-
ties. Neither assumption holds today.

The fact that most advanced countries are going through the same 
stagnation problems at the same time while emerging economies continue 
to attract capital from around the world also suggests that the effectiveness 
of monetary and fiscal policy changes as an economy undergoes different 
stages of development. This means those policies that were effective just a 
few decades ago many not be effective or appropriate today.

Because promised economic recoveries took far longer than expected 
or, for many, did not materialize at all, the public is losing confidence in 
the competence of established political parties and is starting to vote for 
outsiders and extremists, a dangerous sign in any society. Although a much-
improved social safety net means that today’s democracies are more resilient 
to recessions than those in the 1930s, democracy cannot survive if center-left 
and center-right leaders continue to pursue fundamentally flawed economic 
policies while people at the bottom suffer.

Once the root cause of stagnation and the failure of conventional 
economic policies is understood, the remedies turn out to be remarkably 
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straightforward. To get there, however, we must discard conventional 
notions about monetary and fiscal policy that were developed at a time 
when the developed economies were not facing balance sheet problems or 
challenges from emerging markets.

The problem is that the discipline of macroeconomics was founded in 
the postwar years, when private-sector balance sheets were in pristine shape 
and new products ranging from television sets to washing machines were 
being brought to market one after another. That led economists to believe 
that the only modus operandi for the private sector was profit maximization. 
Convincing these believers that the private sector might sometimes behave 
differently has proven to be a challenging task because profit maximization 
is the pattern the discipline is identified with.

But rediscovering this “other half” of macroeconomics should not be 
too difficult inasmuch as the discipline’s origins lie in Keynes’ concept of 
aggregate demand, which was developed during the Great Depression, at a 
time when the private sector was aggressively minimizing debt.

The author first used the phrase “the other half of macroeconomics” to 
describe a world in which the private sector is minimizing debt in his 2008 
book, The Holy Grail of Macroeconomics, which introduced the concept of 
yin and yang business cycles. The term has been chosen for the title of this 
book because its relevance goes far beyond post-bubble balance sheet issues.

Physics and chemistry evolved over the centuries as new phenomena 
that defied existing theories were discovered. In many of these cases, it was 
eventually realized that what people thought they knew was not wrong 
but was in fact a subset of a bigger truth. Similarly, the economics taught in 
schools is not wrong, but it applies only to situations where the private sector 
has a clean balance sheet and enjoys an abundance of attractive investment 
opportunities. When these conditions are not met, we have to look at the 
other half of macroeconomics, which is not based on those two assumptions.

This book started life as Part II of a joint book project with my brother 
John Koo, a well-known dermatologist, who came up with some fascinat-
ing insights on where civilization might be headed by applying scientific 
methods to analyze the evolution of religion and morality. Unfortunately, 
speaking engagements related to newly developed drugs for psoriasis have 
prevented him from completing his section of the book. But because the 
original target audience for this book was the non-specialist public, the 
author has tried to use as few specialized economic terms as possible so 
that those with minimal training in economics will still be able to follow the 
arguments. Besides, it is the author’s belief that any economic phenomenon 
or theory must be explainable in plain language because its actors are all 
ordinary human beings going about their daily lives.

The author has also tried not to repeat the arguments put forth in his 
previous three books (eight in Japanese), but some of the fundamental 
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 concepts of balance sheet recessions are repeated in Chapter 2 for readers 
who are also encountering this concept for the first time. The challenges 
facing the Eurozone are also revisited in Chapter 7 because the fundamental 
defect in the system remains unaddressed, even though some European 
countries are doing better than before.

The times have changed, and everyone, economists included, must 
open their minds and broaden their vision to understand what is happen-
ing. There are also right ways and wrong ways to respond to that change. 
It is the author’s hope that this book will help explain why policies that 
worked so well in the past no longer work today, and why nostalgia for the 
“good old days” is no solution for the future. Once the key drivers of change 
are identified and understood, individuals and policymakers alike should be 
able to respond correctly to today’s new environment without wasting time 
on remedies that are no longer relevant.
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CHAPTER 1  

Introduction to the Other Half 
of Macroeconomics

The discipline of macroeconomics, which was founded in the late 1940s 
and was based on the assumption that the private sector always seeks 

to maximize profits, considered in its short history only one of the two 
phases an actual economy experiences. The largely overlooked other phase, 
in which the private sector may instead seek to minimize debt, can help 
explain why economies undergo extended periods of stagnation and why 
the much-touted policies of quantitative easing and zero or even negative 
interest rates have failed to produce the expected results. With sluggish 
economic and wage growth becoming a pressing issue in many developed 
countries, it is time for economists to leave their comfort zones and honestly 
confront the other half of macroeconomics.

The failure of the vast majority of economists in government, academia, 
and the private sector to predict either the post-2008 Great Recession or 
the degree of its severity has raised serious credibility issues for the profes-
sion. The widely varying opinions of these “experts” on how this  recession 
should be addressed, together with the repeated failures of central banks 
and other policymakers to meet inflation or growth targets in spite of 
truly astronomical levels of monetary accommodation, have left the public 
 rightfully  suspicious of the establishment and its economists.

This book seeks to elucidate what was missing in economics all 
along and what changes are needed to make the profession relevant to 
the  economic challenges of today. Once the other half of macroeconom-
ics is understood both as a post-bubble phenomenon and as a phase of 
post-industrial economies, it should be possible for policymakers to devise 
appropriate measures to overcome the difficulties faced by advanced 
 countries today, including stagnation and deflation.

Human progress is said to have started when civilizations sprang up 
in China, Egypt, and Mesopotamia over 5,000 years ago. The Renaissance, 
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which began in Europe in the 13th century, accelerated the search for both 
a better understanding of the physical world and better forms of govern-
ment. But for centuries that progress benefited only the fortunate few who 
had enough to eat and the leisure to ponder worldly affairs. Life for the 
masses was little better in the 18th century than it was in the 13th century 
when the Renaissance began. Thomas Piketty noted in his book Capital in 
the 21st Century that economic growth was basically at a standstill during 
this period, averaging only 0.1 percent per year1.

Today, on the other hand, economic growth is largely taken for granted, 
and most economists only talk about “getting back to trend” without ask-
ing how the trend was established in the first place. To understand how 
we got from centuries of economic stagnation to where we are today, with 
economic growth taken for granted, we need to review certain basic facts 
about the economy and how it operates.

Basic Macroeconomics: One Person’s Expenditure 
Is Another Person’s Income

One person’s expenditure is another person’s income. It is this unalterable 
linkage between the expenditures and incomes of millions of thinking and 
reacting households and businesses that makes the study of the economy 
both an interesting and a unique undertaking. It is interesting because the 
interaction between thinking and reacting households and businesses creates 
a situation where one plus one does not necessarily equal two. For example, 
if A decides to buy less from B in order to set aside more savings for an 
uncertain future, B will have less income to buy things from A. That will 
lower A’s income, which in turn will reduce the amount A can save.

This interaction between expenditure and income also means that, at 
the national level, if one group is saving money, another group must be 
doing the opposite—“dis-saving”—to keep the economy running. In most 
cases, this dis-saving takes the form of borrowing by businesses that seek 
to expand their operations. If everyone is saving and no one is dis-saving 
on borrowing, all of those savings will leak out of the economy’s income 
stream, resulting in less income for all.

For example, if a person with an income of $1,000 decides to spend 
$900 and save $100, the $900 that is spent becomes someone else’s income 
and continues circulating in the economy. The $100 that is saved is typically 
deposited with a financial institution such as a bank, which then lends it 

1 Piketty, Thomas (2014) Capital in the Twenty-First Century, Cambridge, MA: 
 Harvard University Press.
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to someone else who can make use of it. When that person borrows and 
spends the $100, total expenditures in the economy amount to $900 plus 
$100, which is equal to the original income of $1,000, and the economy 
moves forward.

In a normal economy, this function of matching savers and borrowers is 
performed by the financial sector, with interest rates moving higher or lower 
depending on whether there are too many or too few borrowers. If there 
are too many, interest rates will rise and some will drop out. If there are too 
few, interest rates will fall and prompt potential borrowers who stayed on 
the sidelines to step forward.

The government also has two types of policy, known as monetary and 
fiscal policy, that it can use to help stabilize the economy by matching 
 private-sector savings and borrowings. The more frequently used is mon-
etary policy, which involves raising or lowering interest rates to assist the 
matching process. Since an excess of borrowers is usually associated with a 
strong economy, a higher policy rate might be appropriate to prevent over-
heating and inflation. Similarly, a shortage of borrowers is usually associated 
with a weak economy, in which case a lower policy rate might be needed 
to avert a recession or deflation.

With fiscal policy, the government itself borrows and spends money on 
such projects as highways, airports, and other social infrastructure. While 
monetary policy decisions can be made very quickly by the central bank 
governor and his or her associates, fiscal policy tends to be very cumber-
some in a peacetime democracy because elected representatives must come 
to an agreement on how much to borrow and where to spend the money. 
Because of the political nature of these decisions and the time it takes to 
implement them, most recent economic fluctuations were dealt with by 
central banks using monetary policy.

Two Reasons for Disappearance of Borrowers

Now that we have covered the basics, consider an economy in which eve-
ryone wants to save but no one wants to borrow, even at near-zero interest 
rates. There are at least two sets of circumstances where such a situation 
might arise.

The first is one in which private-sector businesses cannot find invest-
ment opportunities that will pay for themselves. The private sector will only 
borrow money if it believes it can pay back the debt with interest. And there 
is no guarantee that such opportunities will always be available. Indeed, the 
emergence of such opportunities depends very much on scientific discover-
ies and technological innovations, both of which are highly irregular and 
difficult to predict.
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In open economies, businesses may also find that overseas invest-
ment opportunities are more attractive than those available at home. If 
the return on capital is higher in emerging markets, for example, pres-
sure from shareholders will force businesses to invest more abroad while 
reducing borrowings and investments at home. In modern globalized 
economies, this pressure from shareholders to invest where the return on 
capital is highest may play a greater role than any technological break-
throughs, or lack thereof, in the decision as to whether to borrow and 
invest at home.

In the second set of circumstances, private-sector borrowers have sus-
tained huge losses and are forced to rebuild savings or pay down debt to 
restore their financial health. Such a situation may arise following the col-
lapse of a nationwide asset price bubble in which a substantial part of the 
private sector participated with borrowed money. The collapse of the bub-
ble leaves borrowers with huge liabilities but no assets to show for the debt. 
Facing a huge debt overhang, these borrowers have no choice but to pay 
down debt or increase savings in order to restore their balance sheets, 
regardless of the level of interest rates.

Even when the economy is doing well, there will always be busi-
nesses that experience financial difficulties or go bankrupt because of poor 
 business decisions. But the number of such businesses explodes after a 
nationwide asset bubble bursts.

For businesses, negative equity or insolvency implies the potential loss 
of access to all forms of financing, including trade credit. In the worst case, 
all transactions must be settled in cash, since no supplier or creditor wants 
to extend credit to an entity that may seek bankruptcy protection at any 
time. Many banks and other depository institutions are also prohibited by 
government regulations from extending or rolling over loans to insolvent 
borrowers in order to safeguard depositors’ money. For households, nega-
tive equity means savings they thought they had for retirement or a rainy 
day are no longer there. Both businesses and households will respond to 
these life-threatening conditions by focusing on restoring their financial 
health—regardless of the level of interest rates—until their survival is no 
longer at stake.

What happens when borrowers disappear for either or both of the 
above reasons? If there are no borrowers for the $100 in savings in the above 
example, even at zero interest rates, total expenditures in the economy will 
drop to $900, while the saved $100 remains unborrowed in financial institu-
tions or under mattresses. The economy has effectively shrunk by 10 per-
cent, from $1,000 to $900. That $900 now becomes someone else’s income. 
If that person decides to save 10 percent and there are still no borrowers, 
only $810 will be spent, causing the economy to contract to $810. This cycle 
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will repeat, and the economy will shrink to $730, if borrowers remain on the 
sidelines. This process of contraction is called a “deflationary spiral.”

The $100 that remains in the financial sector could still be invested 
in various asset classes. It could even create mini-bubbles in certain asset 
classes from time to time. But without borrowers in the real economy, it will 
never be able to leave the financial sector and support transactions that add 
to GDP (changes in ownership of assets do not add to GDP).

The deflationary process described above does not continue forever, 
since the savings-driven leakages from the income stream end once people 
become too poor to save. For example, if a person cannot save any money 
on an income of $500, the entire $500 will naturally be spent. If the person 
who receives that $500 as income is in the same situation, she will also 
spend the entire amount. The result is that the economy finally stabilizes at 
$500, in what we typically call a depression.

Paradox of Thrift as Fallacy-of-Composition Problem

Keynes had a name for this state of affairs, in which everyone wants to save 
but is unable to do so because no one is borrowing. He called it the para-
dox of thrift. It is a paradox because if everyone tries to save, the net result 
is that no one can save.

The phenomenon of right behavior at the individual level leading to a 
bad result collectively is known as the “fallacy of composition.” An example 
would be a farmer who strives to increase his income by planting more 
crops. If all farmers do the same, and their combined efforts result in a 
bumper crop, crop prices will fall, and the farmers will end up with far less 
income than they originally expected.

The paradox of thrift is one such fallacy-of-composition problem, but 
macroeconomics is full of such examples. Indeed, the real reason to study 
macroeconomics as opposed to microeconomics or business administration 
is to be able to identify (counter-intuitive) fallacy-of-composition problems 
such as paradox of thrift so as to avoid their pitfalls.

Put differently, if one plus one is always equal to two, one only 
needs to add up the actions of individual households and businesses to 
obtain an aggregate result. But when interactions and feedback among 
the various actors cause fallacy-of-composition problems, one plus one 
does not always equal two, and that is where the discipline of macroeco-
nomics (as opposed to the simple aggregation of microeconomic results) 
has a role to play. In that sense, macroeconomics can be considered 
a “science of interaction,” whereas microeconomics takes the outside 
world as a given.
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Indeed, before Keynes came up with the concept of aggregate demand, 
most people thought that one plus one always equaled two, and there was 
no macroeconomics. These fallacy-of-composition problems become par-
ticularly acute when the economy is in what might be called “the other half 
of macroeconomics,” i.e., when borrowers disappear because of balance 
sheet problems or a lack of domestic investment opportunities.

Disappearance of Borrowers Finally Recognized After 2008

Until 2008, the economics profession considered a contractionary equi-
librium (the $500 economy) brought about by a lack of borrowers to be 
an exceptionally rare occurrence—the only recent example was the Great 
Depression, which was triggered by the stock market crash in October 1929 
and during which the U.S. lost 46 percent of nominal GNP. Although Japan 
fell into a similar predicament when its asset price bubble burst in 1990, its 
lessons were almost completely ignored by the economics profession until 
the Lehman shock of 20082.

Economists failed to consider the case of insufficient borrowers because 
when macroeconomics was emerging as a separate academic discipline 
in the 1940s there were plentiful investment opportunities for businesses 
in the West: new “must-have” household appliances ranging from washing 
machines to television sets were being invented one after another. With 
businesses trying to start or expand production of all these new products, 
there were plenty of borrowers in the private sector, and interest rates were 
quite high.

With borrowers never in short supply, economists’ emphasis was very 
much on the availability of savings and the correct use of monetary policy 
to ensure that businesses obtained the funds they needed at interest rates 
low enough to enable them to continue investing. Economists also dis-
paraged fiscal policy—i.e., government borrowing and spending—when 
 inflation became a problem in the 1970s because they were worried the 
public sector would squander the precious savings of the private sector on 
inefficient pork-barrel projects.

During this period economists also assumed the financial sector would 
ensure that all saved funds were automatically borrowed and spent, with 
interest rates moving higher when there were too many borrowers relative 
to savers and lower when there were too few. It is because of this assumed 

2 One exception was the National Association of Business Economists in 
 Washington, D.C., which awarded its Abramson Award to a paper by the author 
titled “The Japanese Economy in Balance Sheet Recession,” published in its journal 
 Business Economics in April 2001.
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automaticity that most macroeconomic theories and models developed 
prior to 2008 contained no financial sector.

However, the advent of major recessions in 1990 in Japan and in 2008 
in the West demonstrated that private-sector borrowers can disappear  
altogether—even at a time of zero or negative interest rates—when they face 
daunting financial problems after the collapse of a debt-financed bubble. 
In both post-1990 Japan and the post-2008 Western economies, borrowers 
vanished due to a similar sequence of events.

It all starts with people leveraging up in an asset price bubble in the 
hope of getting rich quickly. For example, if the value of a house bought 
entirely with cash rises from $1 million to $1.2 million in a year, the buyer 
enjoys a 20 percent return. But if the same person buys the house with a 
10 percent down payment and borrows the rest, she will have increased an 
initial investment of $100,000 in down payment to $300,000, for a return of 
200 percent. If the interest rate on the $900,000 is 5 percent, she will have 
made $200,000 less the interest cost of $45,000, or $155,000, representing 
an annual return of 155 percent. The prospect of easily doubling or tripling 
one’s money leads many to leverage up during bubbles by borrowing and 
investing more.

When the bubble bursts and asset prices collapse, however, these 
people are left with huge debts and no assets to show for them. In the 
above example, if the value of the house falls by 30 percent to $700,000 
but the buyer is still carrying a mortgage worth $900,000, the owner will 
be $200,000 underwater. If she has little in the way of other assets, she 
will be effectively bankrupt. People whose balance sheets are underwater 
have no choice but to pay down debt or rebuild savings to restore their 
financial health.

With their financial survival at stake, they are in no position to borrow 
even if interest rates are brought down to zero. There will not be many will-
ing lenders, either, especially when the lenders themselves have balance 
sheet problems, which are frequently the case after the bursting of a bubble. 
That means these households and businesses shift their priorities from profit 
maximization to debt minimization once they face the solvency constraint. 
Since asset bubbles can collapse abruptly, the private sector’s shift to debt 
minimization can also happen quite suddenly.

No Name for Recession Driven by Private-Sector 
Debt Minimization

Although it may come as a shock to non-economist readers, the economics 
profession did not envision a recession driven by private-sector debt mini-
mization until quite recently. In other words, the $1,000–$900–$810–$730 
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deflationary process fueled by the balance sheet concerns of over-leveraged 
borrowers was never discussed. Economists simply ignored the whole issue 
of financial health or the need to restore it when building their macroeco-
nomic theories and models because they assumed the private sector would 
always try to maximize profits.

But two conditions must be satisfied for the private sector to maximize 
profits: it must have a clean balance sheet, and there must be  attractive 
investment opportunities. By taking it as given that the private sector is 
always maximizing profits, economists assumed, mostly unconsciously, that 
both of these two conditions are always satisfied. And that was in fact 
the case for many decades—until asset bubbles burst in Japan in 1990 
and in the Western economies in 2008. When that happened, millions of 
 private-sector balance sheets were impaired, resulting not only in the disap-
pearance of borrowers, but also in many borrowers starting to pay down 
debt in spite of record low interest rates.

Flow-of-funds data for the advanced economies indeed show a mas-
sive shift in the private sector’s behavior before and after 2008 (Figure 1.1). 
Flow-of-funds data indicate whether a particular sector of an economy is 
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FIGURE 1.1 Private-sector1 Savings Behavior Changed Dramatically After 2008 

Notes: *Based on these countries’ flow-of-funds and national accounts data. 
1. Private sector = household + corporate + financial sectors. 2. In balance sheet 
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Source: Nomura Research Institute
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a net supplier or borrower of funds by looking at changes in its financial 
assets and financial liabilities.

If the sector’s financial assets increased more than its financial liabili-
ties, it is considered to be in financial surplus—in other words, it is a net 
saver, or a net supplier of funds to the economy. If the sector’s financial 
assets increased less than its financial liabilities, it is considered to be 
in financial deficit, which means it is a net borrower of funds. It should 
be noted that the concept of financial surplus in the flow-of-funds data 
is not the same as the frequently used “savings rate” because the latter is 
adjusted for depreciation and other factors that affect net additions to the 
saver’s wealth.

Flow-of-funds data typically divide the economy into five sectors: 
household, non-financial corporate, financial, government, and the rest 
of the world. The data are compiled in such a way that these five sec-
tors always add up to zero. The data therefore show who saved and who 
 borrowed within the economy.

In the U.S., however, the five sectors do not sum to zero. This is because 
the compiler of these data, the Federal Reserve, believes that it is better to 
share with the public the raw data it collected rather than go through the 
additional iteration of adjustments and estimations needed to ensure that 
the numbers add up to zero.

These data, like many macroeconomic statistics, are frequently revised 
as more complete information becomes available. And as noted in the 
author’s previous work3, these revisions can be quite large. Anyone who 
uses these data must therefore view each statistic with a certain amount of 
latitude given the possibility of subsequent revisions. The numbers used 
in this book reflect what was available on the internet on August 2nd, 
2017. In this book, the term “private sector” is used to mean the sum of the 
 household, non-financial corporate, and financial sectors.

According to these data, which are shown in Figure 1.1, the entire U.S. 
private sector has been saving an average of 5.21 percent of GDP since the 
third quarter of 2008, when interest rates fell almost to zero in the wake 
of Lehman Brothers’ collapse. The corresponding figures are 7.15 percent 
for Spain’s private sector, 7.28 percent for Ireland’s, and 4.42 percent for 
 Portugal’s. In Japan, where the bubble burst in 1990 and interest rates have 
been essentially zero or negative since 1997, the private sector was sav-
ing an average of 7.68 percent of GDP even before Lehman’s failure and 
8.57 percent of GDP in the eight years afterwards. In Germany, where the 
dotcom bubble in the Neuer Markt, the local equivalent of Nasdaq, burst 

3 For example, see Koo, Richard (2015) The Escape from Balance Sheet Recession 
and the QE Trap, Singapore: John Wiley & Sons, Chapter 3.
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in 2000, the private sector was saving a full 8.46 percent of GDP before the 
Lehman bankruptcy and 7.04 percent thereafter.

These are very disturbing numbers because businesses and households 
should be massive borrowers at today’s ultra-low interest rates. Instead, they 
have been saving huge amounts in an attempt to rebuild their damaged 
balance sheets. In effect, the private sectors in all the advanced countries 
except Canada are operating outside the realm of textbook economics.

The abrupt shift from the pre-Lehman to the post-Lehman world, shown 
in the third column of Figure 1.1, was nothing short of spectacular. In both 
Spain and Ireland, for example, the shift in private-sector behavior from 
borrowing to saving amounted to well over 10 percent of GDP. And that is 
comparing the five-year average before Lehman and the eight-year average 
after Lehman.

The shift in private-sector behavior immediately before and after the 
Lehman failure was even bigger, reaching well over 20 percent of GDP 
in many countries. Such a huge and abrupt shift from net borrowing to 
net saving will throw any economy into a recession. And households and 
businesses will not start borrowing again until they feel comfortable with 
their financial health. These disturbing numbers will be revisited throughout 
this book.

Yet economists continue to assume (often implicitly) that borrowers 
are plentiful because their models and theories all assume that the private 
sector is maximizing profits. Their forecasts for growth and inflation, which 
are based on those models and theories, have consistently and repeatedly 
missed the mark since 2008 because the assumption of a profit- maximizing 
private sector is no longer valid in the post-bubble world. Moreover, because 
the assumption of a profit-maximizing private sector is so fundamental to 
their models and theories, most economists failed to suspect that their 
models have foundered because this basic assumption about  private-sector 
behavior is no longer valid.

Mikhail Gorbachev famously said, “You cannot solve the problem until 
you call it by its right name.” When the economic crisis hit in 2008, the 
economics profession had not only neglected to consider the possibility of 
a recession caused by a debt-minimizing private sector, but it did not even 
have a name for the phenomenon. Indeed, the author had to coin the term 
balance sheet recession in the late 1990s to describe this economic disease 
in a Japanese context4. This term finally entered the lexicon of economics in 

4 The author acknowledges the inspiration given to him by Mr. Edward Frydl, 
his former boss at the Federal Reserve Bank of New York, who used the term 
“ balance sheet-driven recession” when we were discussing the U.S. economy of 
the early 1990s.
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the West with the 2008 collapse of Lehman Brothers and the global financial 
crisis that followed.

Economists’ inability to consider the possibility that borrowers might 
stop borrowing or actually start paying down debt has already resulted 
in some very bad outcomes, including the Great Depression in the U.S. 
and the rise of the National Socialists in Germany in the 1930s. European 
policymakers’ continued failure to understand balance sheet recessions has 
enabled the emergence of similar far-right political groups in the Eurozone 
since 2008. These economic and political issues are addressed in Chapter 7.

Paradox of Thrift Was Norm Before Industrial Revolution

For thousands of years before the Industrial Revolution in the 1760s, how-
ever, economic stagnation due to a lack of borrowers was much closer to 
the norm. As shown in Figure 1.2, economic growth had been negligible for 
centuries before 1760. Even then, there were probably millions who tried 
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to save—after all, human beings have always worried about an uncertain 
future. Preparing for old age and the proverbial rainy day is an ingrained 
aspect of human nature. But if it is only human to save, the centuries-long 
economic stagnation prior to the Industrial Revolution must have been due 
to a lack of borrowers.

The private sector must have a clean balance sheet and promising 
investment opportunities to borrow. After all, businesses will not borrow 
unless they feel sure the debt can be paid back with interest. But before the 
 Industrial Revolution, which was essentially a technological revolution, there 
was little or no technological innovation, and therefore few  investments 
capable of paying for themselves.

Businesses also tend to minimize debt when they see no investment 
opportunities because the probability of bankruptcy can be reduced dras-
tically by eliminating debt. Japanese firms dating back several centuries, 
many of which can be found in and around Kyoto and Nagoya, typi-
cally do not borrow money for this reason. And if they do, they pay it 
back at the earliest opportunity to minimize the risk of bankruptcy. It is 
therefore appropriate for businesses to minimize debt until investment 
opportunities present themselves, with the possible exception of tax con-
siderations. Given the dearth of investment opportunities prior to the 
Industrial Revolution, it is not hard to understand why there were so few 
willing borrowers.

Amid this absence of investment opportunities in the pre-1760 world, 
efforts to save only caused the economy to shrink. The result was a perma-
nent paradox of thrift in which people tried to save but their very actions 
and intentions kept the national economy in a depressed state. This state of 
affairs lasted for centuries in both the East and the West.

Powerful rulers sometimes borrowed funds saved by the private sector 
and used them to build social infrastructure or monuments. The vicious 
cycle of the paradox of thrift was then suspended as the government 
 borrowed the private sector’s savings (the initial savings of $100 in the 
example above) and injected them back into the income stream, fueling 
rapid economic growth. But unless the project paid for itself—and politi-
cians are seldom good at selecting investments that pay for themselves—
the government, facing a mounting debt load, would at some point get 
cold feet and discontinue its investment. The broader economy would then 
fall back into the stagnation that characterizes the paradox of thrift. Conse-
quently, these regimes were often outlived by the monuments they created. 
The challenging task of selecting viable public works projects is revisited 
in Chapter 4.

Countries also tried to achieve economic growth by expanding their 
territories, i.e., by acquiring more land, which was the key factor of pro-
duction in pre-industrial agricultural societies. Indeed, for centuries until 
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1945, people believed that territorial expansion was essential for economic 
growth (the significance of this date is explained in Chapter 3). This ter-
ritorial drive for prosperity was the economic rationale for colonialism and 
imperialism. But both were basically a zero-sum proposition for the global 
economy and also resulted in countless wars and deaths.

Ironically, the wars and resulting destruction produced investment 
opportunities in the form of postwar reconstruction activity. And wars were 
frequent occurrences in those days. But without a continuous flow of inno-
vation, investment opportunities soon exhausted themselves and economic 
growth petered out.

Four Possible States of Borrowers and Lenders

The discussion above suggests that an economy is always in one of four pos-
sible states depending on the presence or absence of lenders (savers) and 
borrowers (investors). They are as follows: (1) both lenders and  borrowers 
are present in sufficient numbers, (2) there are borrowers but not enough 
lenders even at high interest rates, (3) there are lenders but not enough bor-
rowers even at low interest rates, and (4) both lenders and borrowers are 
absent. These four states are illustrated in Figure 1.3.

Of the four, only Cases 1 and 2 are discussed in traditional economics, 
which implicitly assumes there are always enough borrowers as long as real 
interest rates are low enough. Or, more precisely, economists who argue that 
lower real interest rates are needed to stimulate the economy are assuming 
that the economy is in Case 1 or Case 2. Of the two, only Case 1 requires 
a minimum of policy intervention—such as slight adjustments to interest 
rates—to match savers and borrowers and keep the economy going. Case 1, 
therefore, is associated with ordinary interest rates and can be  considered 
the ideal textbook case.

The causes of Case 2 (insufficient lenders) can be traced to both macro 
and financial factors. The most common macro factor is when the central 
bank tightens monetary policy to rein in inflation. The tighter credit condi-
tions that result certainly leave lenders less willing to lend. Once inflation 
is under control, however, the central bank typically eases monetary policy, 
and the economy returns to Case 1.

A country may also be too poor or underdeveloped to save. If the 
 paradox of thrift leaves a country too poor to save, the situation would 
be classified as Case 3 or 4 because it is actually attributable to a lack of 
 borrowers.

Financial factors weighing on lenders may also push the economy into 
Case 2. One such factor is an excess of non-performing loans (NPLs) in 
the banking system, which depresses banks’ capital ratios and prevents 
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them from lending. This is what is typically called a “credit crunch.” 
 Over-regulation of financial institutions by the authorities can also lead to 
a credit crunch. When many banks encounter NPL problems at the same 
time, mutual distrust may lead not only to a credit crunch but also to a 
dysfunctional interbank market, a state of affairs typically referred to as 
a “financial crisis.”

When lenders have NPL problems, the central bank’s policy rate 
could diverge significantly from actual lending rates set by the banks, and 
only those willing to pay the high actual rates will be able to borrow. 
 Monetary authorities may also allow such “fat spreads” deliberately in cer-
tain  circumstances to strengthen banks’ balance sheets.

Cultural norms discouraging savings, as well as income (and productiv-
ity) levels that are simply too low to allow people to save, are  developmental 
phenomena typically found in pre-industrialized societies. An underdevel-
oped financial system, due in some cases to religious considerations, may 
also constrain lending. These developmental issues can take many years to 
address.

However, non-developmental causes of a shortage of lenders all 
have well-known remedies in the literature. For example, the government 
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can inject capital into the banks to restore their ability to lend, or it can 
relax regulations preventing financial institutions from serving as financial 
 intermediaries.

In the case of a dysfunctional interbank market, the central bank can act 
as lender of last resort to ensure the clearing system continues to  operate. 
It can also relax monetary policy. The conventional emphasis on monetary 
policy and concerns over the crowding-out effect of fiscal policy are jus-
tified in Cases 1 and 2, where there are borrowers but (for a variety of 
 reasons in Case 2) not enough lenders. Lender-side problems such as credit 
crunches and financial crises are discussed in more detail in Chapter 8.

The problem comes with Cases 3 and 4, where the bottleneck is a short-
age of borrowers. This is the other half of macroeconomics that has been 
overlooked by traditional economists.

As noted above, there are two main reasons why private-sector borrow-
ers might disappear. The first is that they cannot find attractive investment 
opportunities at home, and the second is that their financial health has dete-
riorated to the point where they cannot borrow until they repair their bal-
ance sheets. Examples of the first case would include the world that existed 
prior to the Industrial Revolution or a country where the return on capital 
was much higher abroad than at home, while examples of the second case 
can be observed following the collapse of debt-financed asset bubbles.

Most advanced countries today suffer from both of these factors, which 
have served to reduce the number of borrowers. Because balance sheet 
problems are more urgent in the sense that they can depress the economy 
very quickly, they are discussed first, in Chapter 2, although the main thrust 
of this book involves the second case and is explored in Chapters 3, 4, and 
5. Those already familiar with the concept of balance sheet recessions and 
who aware of where the major countries stand on this issue may wish to 
proceed directly to Chapter 3.



17

CHAPTER 2 

As noted in Chapter 1, there are two main reasons why an economy 
can end up in the “other half” of macroeconomics with no private-

sector borrowers. The first is that borrowers cannot find attractive invest-
ment opportunities at home, and the second is that their financial health has 
deteriorated to the point where they are unable to borrow until they repair 
their balance sheets.

Today all advanced countries confront both factors, which have reduced 
the number of borrowers. Because balance sheet issues have become so 
acute since the housing bubble collapsed in 2008 and are more urgent in 
the sense that they can quickly destroy an economy, they will be discussed 
first. Readers who are already familiar with the concept of balance sheet 
recessions and the progress that major economies have made in addressing 
this ailment may wish to skip this section and move on to the next chapter.

Borrowers who have absented themselves because of underwater bal-
ance sheets will not return until their negative equity problems are resolved. 
Depending on the size of the bubble, this can take many years even under 
the best of circumstances. For example, if the borrower in Chapter 1 who 
was $200,000 underwater has an after-tax income of $150,000 and a savings 
rate of 20 percent, she is saving $30,000 per year. If she is able to earmark 
two-thirds of that amount to address the debt overhang issue, it will still take 
her ten years to repair her balance sheet.

With so many people trying to repair their balance sheets at the same 
time, however, the economy will be in constant danger of entering the 
$1000-$900-$810-$730 deflationary scenario described in Chapter 1. If a 
recession reduces the income of the person in the example above, she 
will have even less money to pay down debt and will therefore require 
more time to repair her balance sheet. And if house prices fall further, it 
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will take her even longer to restore her financial health. Both factors—
reduced income and falling house prices—can easily double the time 
needed for balance sheet repairs.

Japan in Balance Sheet Recession

Japan was the first advanced country to experience a private-sector shift to 
debt minimization for balance sheet reasons since the Great Depression. 
After the bubble burst in 1990, nationwide commercial real estate prices fell 
87 percent to levels last seen in 1973 (Figure 2.1), devastating the balance 
sheets of businesses and financial institutions across the country. Figure 2.2 
shows the funds procured by Japanese non-financial businesses from both 
the banking system and the capital markets. From 1985 to 1990, when the 
Japanese bubble was rapidly expanding, these businesses were leveraging 
up by borrowing massive amounts to invest in a wide variety of assets. The 
Bank of Japan (BOJ), realizing that the bubble was on and the economy 
was overheating, steadily raised short-term interest rates in an attempt to 
contain the bubble.

Demand for funds shrank rapidly when the bubble finally burst in 1990. 
Noting that the economy was also slowing sharply, the BOJ took interest 
rates down from 8 percent at the height of the bubble to almost zero by 
1995. But demand for funds not only failed to recover but actually turned 
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negative that year. Negative demand for funds means that Japan’s entire 
corporate sector was paying down debt at a time of zero interest rates, a 
world that no economics department in university or business school had 
ever envisioned. The borrowers not only stopped borrowing but began 
moving in the opposite direction by paying down debt and continued doing 
so for a full ten years, until around 2005.

Figure  2.3 provides a more general view of the Japanese economy 
during this period, based on flow-of-funds data. Flow-of-funds data, which 
divide the economy into five sectors—household, non-financial corporate, 
financial, government, and the rest of the world—indicate whether a given 
sector is a net supplier or net borrower of funds. Sectors above the hori-
zontal line at zero are net suppliers (financial surplus = savers) of funds, 
while those below the line are net borrowers (financial deficit = investors). 
The data are compiled in such a way that the five sectors sum to zero and 
show which sectors saved money and which sectors borrowed money in 
each year.

To simplify presentation, the original five sectors are reduced to four in 
this book by combining non-financial and financial companies into a single 
“corporate sector.” All national flow-of-funds data in this book (the figures 
with four lines) are presented as four-quarter moving averages to smooth out 
seasonal fluctuations, a fairly common practice when using flow-of-funds data.
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It should also be noted that shifts within financial assets or liabilities 
are netted out in flow-of-funds data. For example, businesses issuing debt 
to buy back shares will have zero net impact on the flow-of-funds data 
because both debt and equity represent financial liabilities. This means that 
corporate leverage may still be growing even if there is no change in corpo-
rate sector financial deficit if the companies are engaged in share buybacks 
using borrowed funds.

Figure 2.3 shows that Japan’s post-bubble economy was indeed driven 
by massive corporate deleveraging (the large arrow). While in a textbook 
economy the household sector saves and the corporate sector borrows, 
both sectors became net savers in post-1999 Japan, with the corporate sec-
tor becoming the largest saver in the country from 2002 onward in spite of 
zero interest rates. The deflationary impact of businesses’ swing from bor-
rowing to saving was over 20 percent of GDP (from a financial deficit of 
11.4 percent of GDP in 1991 to a financial surplus of 10.2 percent of GDP in 
2004.) This massive corporate shift from profit maximization to debt minimi-
zation is the cause of the prolonged economic stagnation that continues to 
this day in Japan. Fully 27 years after the bubble burst, Japan’s private sec-
tor is still saving over 6 percent of GDP at a time of negative interest rates.
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The West in Balance Sheet Recession

Western economies also experienced huge housing bubbles (Figure 2.4). 
When those bubbles collapsed on both sides of the Atlantic in 2008, the 
balance sheets of millions of households and many financial institutions 
were devastated. The resulting loss of wealth reached well into the tens of 
trillions of dollars, while the liabilities incurred during the bubble remained 
on the books at their original values.

As Figure 1.1 shows, the private sectors in virtually all major advanced 
nations have been increasing savings or paying down debt since 2008 in 
spite of record low interest rates. According to the latest data, the U.S. pri-
vate sector saved 4.1 percent of GDP at near-zero interest rates in the four 
quarters through Q1 2017 (Figure 2.5). The corresponding figure for Spain 
was 6.4 percent (Figure 2.6). Although the Irish data are affected by that 
nation’s volatile financial sector, Ireland’s non-financial private sector is sav-
ing 2.43 percent of GDP (Figure 2.7) at a time of zero or negative interest 
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rates. Indeed, the Eurozone’s overall private sector is saving 4.6 percent of 
GDP (Figure 2.8) in spite of negative interest rates.

In all of these countries, not only the household sector but also the 
non-financial corporate sector is increasing savings or paying down debt at 
these record low interest rates. Such corporate sector behavior runs totally 
counter to the textbook insistence that profit-maximizing firms should be 
taking advantage of record low interest rates by borrowing more. In other 
words, the developed world is experiencing private-sector behavior that 
falls totally outside the conventional framework of neoclassical economics.

The private sectors in all of these countries are increasing savings or 
paying down debt because their balance sheets were damaged badly when 
the debt-financed asset bubbles burst. With a huge debt overhang and no 
assets to show for that debt, affected businesses and households realized 
they had no choice but to put their financial houses in order. A failure to 
do so would mean a loss of access to credit if not to society altogether. As 
such, they will be increasing savings or paying down debt until they safely 
emerge from negative equity. This also means they will be forced to change 
their focus from maximizing profit to minimizing debt.
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The shift here has been nothing short of spectacular. The U.S. private 
sector went from saving a net 1.3 percent of GDP in Q4 2008 to saving a 
net 7.6 percent of GDP in Q1 2010 in spite of the lowest interest rates in 
U.S. history. The U.S. economy not only suffered an exodus of borrowers 
but also lost private-sector demand equal to 6.3 percent of GDP in just 
five quarters, plunging the economy into a serious recession. The UK lost  
private-sector demand equal to 8.2 percent of GDP from Q3 2006 to Q3 
2010. Spain lost 19.4 percent of GDP from the shift in private-sector behav-
ior between Q3 2007 and Q1 2010, also at a time of record low interest 
rates. These private sectors’ scramble to repair damaged balance sheets 
tipped the global economy into the Great Recession.

In other words, the problems began with the private sector, not the 
government. The government sectors in all of these countries are simply 
responding to the recession caused by the collapse of private-sector demand, 
which in turn was triggered by the sudden swing to debt minimization.
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The First Casualty of Borrowers’ Disappearance: 
Monetary Policy

When borrowers disappear and the economy is in Case 3 or 4, there is very 
little that monetary policy, economists’ preferred policy tool, can do to sup-
port the real economy. For monetary policy to help stimulate GDP, there 
has to be someone willing to borrow money from financial institutions and 
spend or invest it in the real economy.

Figures 2.9 to 2.11 show that the close relationship observed prior to 
2008 between central-bank-supplied liquidity, known as the monetary base, 
and growth in money supply and private-sector credit broke down com-
pletely after the bubbles burst and the private sector began minimizing 
debt. Here, money supply refers to the sum of all bank accounts plus bills 
and coins circulating in the economy, and credit means the amount of 
money lent to the private sector by financial institutions.

These figures make it clear that the monetary base, money supply, and 
credit supplied to the private sector were closely correlated prior to 2008, 
just as economics teaches. In this textbook world, a 10 percent increase in 
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central bank liquidity would increase both the money supply and credit by 
10 percent. This means there were enough borrowers in the private sector 
to borrow all the funds supplied by the central bank, and economies were 
in Case 1 of Figure 1.3.

But after the bubble burst, which forced the private sector to mini-
mize debt in order to repair its balance sheet, no amount of central bank 
accommodation was able to increase private-sector borrowings. The U.S. 
Federal Reserve, for example, expanded the monetary base by 349 percent 
after Lehman Brothers went under. But the money supply grew by only 
76  percent and credit by only 27 percent. A 27 percent increase in private-
sector credit over a period of nearly nine years represents an average annual 
increase of only 2.75 percent, which is next to nothing.

A central bank can always add liquidity to the banking system by pur-
chasing assets from financial institutions. But for that liquidity to enter the 
real economy, banks must lend out those funds: they cannot give them 
away because the funds are ultimately owned by depositors. A 27  percent 
increase in lending since 2008 means new money entering the real econ-
omy from the financial sector has grown by only 27 percent. In other words, 
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most of the liquidity supplied by the central bank (the 349 percent) remains 
stuck in the financial sector due to a lack of borrowers. Similar de-couplings 
have been observed in all post-bubble economies, including the Eurozone 
(Figure 2.10) and the UK (Figure 2.11).

This explains why inflation and growth rates in the advanced economies 
have all failed to respond to zero interest rates and astronomical injections 
of central bank liquidity since 2008. The lack of borrowers has meant that 
the actual money circulating in the economy has increased only modestly. 
Some economists argue that inflation is always and everywhere a mon-
etary phenomenon, and that a central bank in charge of monetary policy 
can therefore create inflation at will. If that were the case, the 349 percent 
growth in the monetary base should have led to similar increases in the 
money supply and credit, driving a corresponding surge in inflation. But 
nothing of the sort happened after 2008.

Great Depression as Balance Sheet Recession

Not surprisingly, the same decoupling of monetary aggregates was observed 
in the U.S. after the Great Crash of 1929, which led to the Great Depression, 

50

100

150

200

250

300

350

400

450

500

Monetary Base

Money Supply (M2)

Loans and Leases in Bank Credit

(Aug. 2008 = 100, seasonally adjusted)

100

0.5

1.0

1.5

2.0

2.5

3.0

07/1 07/7 08/1 08/7 09/1 09/7 10/1 10/7 11/1 11/7 12/1 12/7 13/1 13/7 14/1 14/7 15/1 15/7 16/1 16/7 17/1 17/7

(%, yoy) Consumer Spending
Deflator (core)

449

176

127

+1.39%

FIGURE 2.9 Drastic Liquidity Injections Resulted in Minimal Increases in Money 
Supply and Credit (I)—U.S.

Note: Commercial bank loans and leases, adjustments for discontinuities made by 
Nomura Research Institute. 

Sources: Federal Reserve Board; U.S. Department of Commerce



Balance Sheet Problems Create Shortage of Borrowers 27

and in Japan after its bubble burst in 1990. Figure  2.12 illustrates the 
 monetary base, the money supply, and credit supplied to the private sec-
tor before and after the October 1929 stock market crash. It shows that 
the three were moving in tandem until the crash, just as textbooks teach, 
but then decoupled in exactly the same way as they did in the post-2008 
economies. Thus the line for the loans to the private sector is at the bottom 
of the figure, which fell as much as 54.7 percent from its 1929 peak as the 
U.S. private sector sought to pay down debt in order to repair its battered 
balance sheet. The line for the money supply is just above the line for the 
loans and the line for the monetary base is at the top of the graph.

The money supply contracted as much as 33 percent during this period 
because people withdrew money from their bank accounts to pay down 
debt. A 54.7 percent decline in lending means there was a correspond-
ing withdrawal of money from bank deposits to pay down debt. Since the 
money supply consists mainly of bank deposits, a large net withdrawal of 
bank deposits to pay down debt led to a contraction of the money supply.
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Milton Friedman and other believers in monetary policy argued that 
the Fed did not quickly expand the monetary base in the 1930s (unlike its 
post-Lehman behavior), and that this lack of early action contributed to the 
severity of the subsequent depression in the 1930s. Since monetary base is 
largely bank reserves, a close look at the reserve data shown at the bottom 
of Figure 2.12, indicates that American banks were paying back borrowed 
reserves to the Fed in huge amounts immediately after the stock market 
crash. Between June 1929 and March 1930, bank borrowings from the Fed 
fell 95 percent, plunging from $801 million to just $43 million (circled area 
in bottom graph). This was most likely in response to the post-crash col-
lapse in loan demand, which left banks with no reason to hold borrowed 
reserves. With lenders so eager to return their reserves to the Fed, there was 
no reason for the Fed to supply more reserves to the banks.

Monetary policy believers also argued that the post-1933 U.S. recov-
ery was made possible not by President Roosevelt’s New Deal policies 
but rather by the Fed’s monetary easing. They pointed out that while the 
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deficit-to-GDP ratio did not grow substantially after 1933, the money supply 
did. However, as noted by the author in his 2008 book The Holy Grail of 
Macroeconomics, the money supply is a liability of the banking system and 
can only grow if the asset side of the banking system also increases. A look 
at the asset side of U.S. banks’ post-1933 balance sheets (Figure 2.13) clearly 
indicates that only lending to the government expanded during this period. 
And that was a direct result of President Roosevelt’s New Deal policies.

The U.S. money supply grew after 1933 because the government pre-
sented itself as borrower of last resort. With the government now willing 
to borrow the unborrowed $100 in the earlier example, the economy was 
finally able to emerge from the $1,000–$900–$810 deflationary spiral.

Lending to the private sector actually continued to shrink until 1936 
(Figure 2.12). The gap between money supply growth and private-sector 
credit growth was due to government borrowing. The correct interpretation 

0

100

200

300

400

500

600

700

reserves with FRB
deposits + currency in circulation1

loans

(December 1929 = 100)

NY Stock
Market Crash

World War II begins

100
52

131

489

0

200

400

600

800

1000

23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40 41

Banks' Borrowings at Federal Reserve2

Banks

($ mn)

FIGURE 2.12 Same Decoupling of Monetary Aggregate Observed in 1930s 

Notes: 1. Deposits = demand deposits adjusted + other time deposits. 2. Only this 
data series is based on member banks in 101 leading cities. All other data series 
are for all member banks.

Sources: Nomura Research Institute, based on data from Board of Governors of 
the Federal Reserve System (1976) Banking and Monetary Statistics 1914–1941, 
pp. 72–75, 138–163, 409–413



30

Credit
Extended to

Private
Sector

$29.63 bil.

Deposits
$32.18 bil.

Credit
Extended to

Public
Sector

$5.45 bil.

Other Assets
$8.02 bil.

Reserves
$2.36 bil.

Capital
$6.35 bil.

Other
Liabilities
$6.93 bil.

June 1929

Total Assets $45.46 bil. Total Assets $33.04 bil. (–$12.42 bil.) Total Assets $46.53 bil. (+$13.49 bil.)

Credit
Extended to

Private 
Sector

$15.71 bil.
(–$0.09 bil.)

Credit
Extended to

Private
Sector

$15.80 bil.
(–$13.83 bil.)

Deposits
$23.36 bil.

(–$8.82 bil.)

Deposits
$34.10 bil.

(+$10.74 bil.)
(= Money Supply)

Credit
Extended to

Public
Sector

$8.63 bil.
(+$3.18 bil.)

Credit
Extended to

Public
Sector

$16.30 bil.
(+$7.67 bil.)

Other
Assets

$6.37 bil.
(–$1.65 bil.)

Other Assets
$8.91 bil.

(+$2.54 bil.)

Reserves
$2.24 bil.

(–$0.12 bil.)

Reserves
$5.61 bil.

(+$3.37 bil.)

Other
Liabilities
$4.84 bil.

(–$2.09 bil.)
Other

Liabilities
$7.19 bil.

(+$2.35 bil.)

Capital
$4.84 bil.

(–$1.51 bil.)

Capital
$5.24 bil.

(+$0.40 bil.)

Assets Liabilities

June 1933
Assets Liabilities

June 1936
Assets Liabilities

FIGURE 2.13 Reflationists Overlooked Fact that Government’s New Deal Borrowings Enabled Post-1933 
Growth in U.S. Money Supply 

Source: Koo, Richard (2008) The Holy Grail of Macroeconomics: Lessons from Japan’s Great Recession, 
Singapore: John Wiley & Sons, p. 112; based on data from The Board of Governors of the Federal Reserve 
System (1978) Banking and Monetary Statistics 1914–1941, pp. 72–78



Balance Sheet Problems Create Shortage of Borrowers 31

of the post-1933 U.S. recovery, therefore, is that New Deal-driven govern-
ment borrowing and spending boosted both GDP and the money supply.

The same decoupling of monetary aggregates was also observed in 
Japan after its bubble burst in 1990, as shown in Figure 2.14. Here, too, 
the Bank of Japan’s massive injections of reserves to the banking system, 
especially after 2013, failed to increase lending to the private sector or boost 
inflation (shown at the bottom of Figure 2.14). Instead, it was government 
borrowing that kept the Japanese money supply from contracting after 1990 
when private-sector borrowing was rapidly shrinking.

The decoupling of monetary aggregates following a bubble’s collapse 
suggests that monetary policy loses its effectiveness when the private sec-
tor is minimizing debt, i.e., when the economy is in Case 3 or 4 in Figure 
1.2. Central banks have continued to miss their inflation targets since 2008 
because their private sectors are all minimizing debt. And they are doing so 
because their balance sheets are impaired. The fact that a number of central 
bank governors continue to insist that further monetary easing will enable 
them to meet their inflation targets suggests they still do not understand 
why their models and forecasts have failed.
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Lender of Last Resort Needed in Case 4

It should be noted that in the immediate aftermath of a bubble collapse, 
the economy is usually in Case 4, characterized by a disappearance of 
both lenders and borrowers. The lenders stop lending because they pro-
vided money to borrowers who participated in the bubble and are now 
facing technical or real insolvency. Banks themselves may be facing severe 
solvency problems when many of their borrowers are unable to service 
their debts.

Chances are also high that most or all banks are facing non-performing 
loan problems at the same time. With many banks confronting the same 
problem at the same time, mutual distrust leads to dysfunction in the inter-
bank market, a condition often referred to as a “financial crisis” (this point is 
more fully explained in Chapter 8). In a financial crisis, therefore, the central 
bank must act as lender of last resort to ensure that the settlement system 
continues to function.

In the immediate aftermath of the global financial crisis, all of the major 
central banks served as lenders of last resort in order to maintain functional 
settlement systems. Monetary easing via massive central bank injections of 
reserves was therefore essential to overcome the financial crisis, when lend-
ers were immobilized by NPL problems. However, when the problem lies 
with the borrowers, central bank monetary policy is largely ineffective in 
stimulating the economy, as described above.

Government Must Act as Borrower of Last Resort 
in Cases 3 and 4

Once the bubble bursts and households and businesses are left facing debt 
overhangs, no amount of monetary easing by the central bank will persuade 
them to resume borrowing until their balance sheets are fully repaired. 
Some are badly traumatized by the years of painful deleveraging experi-
ence and may never borrow again—even after they restore their balance 
sheets. Indeed, most of the Americans who lived through the Great Depres-
sion never borrowed again because of this kind of trauma. The economy 
then falls into the $1000-$900-$810-$730 deflationary spiral described above 
because an absence of borrowers prevents saved and deleveraged funds 
from re-entering the economy’s income stream.

When private-sector borrowers disappear and monetary policy stops 
working, the correct way to prevent a deflationary spiral is for the government 
to borrow and spend the excess savings of the private sector ($100 in the 
example above). In other words, the government should mobilize fiscal policy 
and serve as borrower of last resort when the economy is in Case 3 or 4.
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If the government borrows and spends the $100 left unborrowed by 
the private sector, total expenditures will amount to $900 plus $100, or 
$1,000, and the economy will move on. This way, the private sector will 
have the income it needs to pay down debt or rebuild savings. The govern-
ment’s borrowing will also keep the money supply from shrinking because 
it allows the deleveraged funds to re-enter the economy via government 
borrowing and spending. This policy should be continued until the private 
sector is ready to borrow again.

Any premature fiscal consolidation when the economy is in Case 3 or 
4 risks restarting the deflationary spiral. Such risks actually materialized in 
Japan in 1997 (discussed later with Figure 2.19) and in the Eurozone in 2010 
(discussed in Chapter 7).

Self-Corrective Mechanism of Economies in Balance 
Sheet Recessions

The bond market will encourage the government to act as borrower of last 
resort during this type of recession by pushing government bond yields 
down to an exceptionally low level. This happens because in a balance 
sheet recession (1) the government is the only remaining borrower and 
(2) the financial sector will be flooded with funds from private-sector delev-
eraging, newly generated household savings, and central bank monetary 
easing.

Fund managers at life insurers and pension funds who must earn an 
investment return but are not allowed to take on excessive foreign exchange 
risk or principal risk (i.e., they cannot invest all their money in stocks or 
foreign assets) have little choice but to buy government bonds during this 
type of recessions. This is because the government is the only borrower 
issuing debt denominated in the domestic currency. Their rush into govern-
ment debt pushes yields to exceptionally low levels and encourages the 
government to act as borrower of last resort in what may be called the self-
corrective mechanism of economies in balance sheet recessions (and in the 
other half of macroeconomics in general).

This mechanism is self-corrective in two senses. First, when the private 
sector is generating excess savings in spite of zero or negative interest 
rates, the funds required to finance fiscal stimulus to stabilize the economy 
are already sitting in financial institutions as unborrowed funds. Since those 
funds will necessarily flow into bonds issued by the last borrower standing— 
the government—there is no need for the central bank or any other entity 
to worry about financing government deficits. In other words, financing 
government deficit should never be a problem in balance sheet recessions. 
(Unfortunately this does not always hold true in the Eurozone, where 
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nineteen government bond markets use the same currency. A  solution to 
this Eurozone-specific problem is discussed in Chapter 7.)

Second, it is self-corrective in the sense that the bond market will 
encourage the government to borrow by sending bond rates down to unu-
sually low levels. These ultra-low yields are a message to the government 
that, if there is any social infrastructure needed for the future, now is the 
time to build it because the cost of financing will never be lower. If the 
government heeds the bond market’s message and serves as borrower of 
last resort, not only will the economy and money supply be supported, but 
the burden on future taxpayers will also be minimized because of the lower 
cost of financing necessary infrastructure investment.

Exceptionally low government bond yields were first observed in post-
1990 Japan even as the country’s budget deficit and public debt skyrock-
eted. By 2009, Japan’s public debt had surpassed 200 percent of GDP but its 
10-year bond yield had fallen to 1.34 percent. Just before the Bank of Japan 
unveiled the policy of quantitative and qualitative easing (QQE) in 2013, 
the 10-year yield slipped to 0.735 percent, even though the country’s public 
debt had risen to 240 percent of GDP.

The same drastic fall in bond yields has also been observed in West-
ern economies since 2008. With the bond market making it possible for 
governments to borrow at exceptionally low rates, the real challenge for 
the latter is to ensure that (1) all saved funds are borrowed and spent, and 
(2) this policy is maintained until the financial health of the private sector 
is restored.

In November 2008, just two months after Lehman Brothers went under, 
the G20 countries agreed at an emergency meeting in Washington to imple-
ment fiscal stimulus. That decision kept the world economy from falling 
into a deflationary spiral. But in 2010, the fiscal orthodoxy of those who did 
not understand balance sheet recessions reasserted itself at the Toronto G20 
meeting, where members agreed to cut deficits in half even though private-
sector balance sheets were nowhere near a healthy state. The result was a 
sudden loss of forward momentum for the global economy that prolonged 
the recession unnecessarily in many parts of the world. After 2010, those 
countries that understood the danger of balance sheet recessions did well, 
while those that did not fell by the wayside.

Four Central Banks’ Track Records

In addition to the post-November 2008 fiscal stimulus, the U.S., the UK, 
Japan, and Europe also implemented their own massive monetary easing 
measures, known as quantitative easing (QE), as shown by the movement of 
monetary bases in Figures 2.9 to 2.11. But the understanding of how these 
policies work appears to differ greatly from country to country, leading to 
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very different outcomes. There has also been some debate in Europe as to 
why the U.S. economy is doing better than the rest1.

When most people hear the term quantitative easing, they think of 
Professor Milton Friedman’s famous statement that inflation is “everywhere 
and always a monetary phenomenon,” the implication being that the central 
bank—which is responsible for monetary policy—should be able to control 
the inflation rate.

According to this view, inflation can always be created if the central 
bank runs the printing presses and prints enough money. Professor Paul 
Krugman emphasized this point repeatedly in a two-hour debate with the 
author that was published in the November 1999 issue of Bungei Shunju, 
a leading monthly magazine in Japan2. The heads of central banks in post-
2008 Japan, the UK, and Europe also declared that QE would increase 
lending and the money supply, thereby making it possible to reach their 
inflation targets.

In the UK, Paul Fisher, an official at the Bank of England when quantita-
tive easing was launched in March 6, 2009, stated explicitly that the policy 
was intended to produce an economic recovery by increasing bank lend-
ing and expanding the money supply3. Bank of Japan Governor Haruhiko 
Kuroda declared on April 12, 2013 in his first speech as governor that QE 
would boost lending and allow the Bank to reach its 2 percent inflation 
target in two years4. Deputy Governor Kikuo Iwata was so confident in his 
belief that inflation is a monetary phenomenon5 that he declared he would 
resign if the Bank were unable to achieve its inflation target within two 
years. Similarly, ECB President Mario Draghi, who unveiled a quantitative 
easing policy for the Eurozone on January 22, 2015, argued that this policy 
would “support money supply and credit growth, and thereby contribute to 
a return of inflation rates toward 2%.”6

1 Greenwood, John (2016) “Successful central banks focus on greater purchasing,” 
Financial Times, May 31, 2016. https://next.ft.com/content/f7a98fb2-241f-11e6-
9d4d-c11776a5124d.
2 Koo, Richard & Krugman, Paul (1999) Gekitotsu Taidan: Nihon Keizai Endaka wa 
Akuka (“Big Debate on Japan’s Economy: Is Strong Yen a Bad Thing?”), Bungeis-
hunju, November 1999, edited by Yasuhara Ishizawa, pp. 130–143.
3 Oakley, David (2009) “A bold bid to revive lending,” Financial Times, March 7, 
2009. https://next.ft.com/content/9b3fd930-0a90-11de-95ed-0000779fd2ac.
4 Kuroda, Haruhiko (2013) “Quantitative and Qualitative Monetary Easing,” speech 
at a meeting held by Yomiuri International Economic Society in Tokyo, April 12, 
2013. www.boj.or.jp/en/announcements/press/koen_2013/ko130412a.htm/.
5 Iwata, Kikuo, (2001), Defure no Keizaigaku (“The Economics of Deflation”), 
Tokyo: Toyo Keizai.
6 Draghi, Mario, (2015), “Introductory statement to the press conference (with 
Q&A),” ECB’s press conference in Frankfurt am Main, January 22, 2015. www.ecb.
europa.eu/press/pressconf/2015/html/is150122.en.html.
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QE Did Not Boost Money Supply in Japan, UK, or Europe

All of these countries, however, have been in severe balance sheet reces-
sions since their asset bubbles burst in 2008 (1990 in the case of Japan). 
Their private sectors have been collectively undergoing massive delever-
aging—i.e., they have been running a large financial surplus—in spite of 
zero or negative interest rates. And they have been deleveraging because 
the collapse of debt-financed bubbles left them with a huge debt overhang.

Even though a central bank can always inject as much liquidity into 
the banking sector as it wants via QE, banks must lend that money for it 
to enter the real economy: they cannot give it away because it belongs 
to depositors. But if the private sector as a group is deleveraging, an 
absence of borrowers will prevent that liquidity from entering the real 
economy. The liquidity remains trapped within the financial system, leav-
ing the central bank with no way to expand the money supply in the real 
economy7.

More specifically, the money supply consists mostly of bank deposits, 
which are a liability of the banking system. But for the banking system’s 
liabilities to grow, its assets must also increase—i.e., banks must lend more, 
as mentioned earlier. And if the private sector is not borrowing, the banks 
cannot increase lending. Consequently, as indicated in Figures 2.9 to 2.11, 
growth in both the money supply and bank lending in all of these countries 
has been modest at best.

In the UK, which Paul Fisher boldly declared would not repeat Japan’s 
mistakes, the BOE increased the monetary base by 562 percent. But lend-
ing remains nearly 10 percent below pre-Lehman levels, and the nation’s 
economy continues to seesaw between periods of no inflation and periods 
of outright deflation (Figure 2.9), much like Japan. The UK inflation rate did 

7 Technically, a central bank can increase the money supply by buying financial 
assets directly from non-bank private entities. However, such actions will only 
increase the savings component of the money supply since the non-bank entity 
that sold the assets to the central bank was presumably holding those assets as a 
form of savings. Changing the form of that savings from, say, government bonds to 
bank deposits is unlikely to prompt that entity to increase consumption. Accord-
ingly, even if the money supply increases due to such purchases by the central 
bank, that growth will not add to GDP or lift inflationary pressures. In contrast, 
if the central bank buys cars and cameras from the non-bank private sector, such 
purchases will increase the transaction component of the money supply and 
thereby boost GDP. But the public purchase of goods and services is usually con-
sidered to lie within the realm of fiscal policy.
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pick up after the Brexit vote, but that was due largely to the sharp fall in 
the value of the pound following the vote. In the Eurozone, where Draghi 
expanded the monetary base by 122 percent after introducing QE in 2015, 
bank lending has grown only 3 percent, and the inflation rate has remained 
around zero (Figure 2.10).

In Japan, Kuroda has expanded the monetary base by 227 percent since 
introducing QE in 2013, but bank lending has increased by just 14 percent. 
That 14 percent growth represents zero acceleration from the era of his pre-
decessor, Masaaki Shirakawa. This can be seen in Figure 2.15 as a continu-
ous straight line for both credit and the money supply before and after the 
change in governorship. Zero acceleration means the massive expansion of 
the monetary base under Kuroda has had no impact on the real economy, 
and the inflation rate remains at around zero.

This should help to demonstrate that the argument that “inflation is 
everywhere and always a monetary phenomenon” may be valid when there 
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is strong private-sector demand for funds (Cases 1 and 2), but is basically 
irrelevant when the private sector refuses to borrow despite zero or even 
negative interest rates (Cases 3 and 4). While it can be argued that realized 
inflation is everywhere and always a monetary phenomenon, it makes no 
sense to say that the central bank can always create inflation by expanding 
the money supply.

Fed Officials Did Not Claim They Would Raise Inflation by 
Expanding Money Supply

Fed officials such as former Chairman Ben Bernanke and current Chair 
Janet Yellen, on the other hand, said something very different when they 
introduced QE. While they, too, were among the pioneers of quantitative 
easing, they have never—to the author’s knowledge, at least—claimed they 
would increase inflation by expanding the money supply. On the contrary, 
Bernanke made the opposite point in an article in the November 4, 2010 
Washington Post8 titled “What the Fed did and why: supporting the recov-
ery and sustaining price stability.” The article sought to explain QE2, which 
was intended to stimulate the economy, as opposed to QE1, which was 
originally implemented as a “lender of last resort” injection of reserves in 
response to the financial crisis that followed the Lehman bankruptcy. The 
liquidity provided by QE1, however, was deliberately left in the market 
even after the financial crisis subsided in the hope that it would help the 
economy recover.

Unlike his counterparts at the other three central banks, Bernanke 
does not mention increasing the money supply even once in this article. 
Instead, he says “Our earlier use of this policy approach had little effect 
on the amount of currency in circulation or on other broad measures of 
the money supply, such as bank deposits. Nor did it result in higher infla-
tion.” In effect, he is saying that all of the liquidity supplied under QE1 
had not increased the money supply and that that is why QE2 would not 
lead to inflation. And, in fact, neither QE2 nor subsequent QE3 generated 
inflation.

8 Bernanke, Ben S. (2010) “What The Fed Did and Why: Supporting the Recovery and 
Sustaining Price Stability,” Washington Post, November 10, 2010. www.washingtonpost 
.com/wp-dyn/content/article/2010/11/03/AR2010110307372.html.
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Bernanke Rescued U.S. Economy with Policy That Ran 
Contrary to His Teacher’s Views

Bernanke understood that the U.S. was in a balance sheet recession. The 
flow-of-funds data published by the Fed when QE2 was introduced showed 
the U.S. private sector was saving close to 8 percent of GDP in spite of zero 
interest rates. That U.S. businesses and households were saving so much 
meant that the money multiplier9 for the private sector was negative at the 
margins. In other words, the U.S. money supply would have shrunk if no 
other borrower had emerged to take up the slack.

The U.S. money supply actually contracted 33 percent between 1929 
and 1933 in the wake of the New York stock market crash (Figure 2.12) as 
the private sector collectively paid down debt and no one else was bor-
rowing. Under such circumstances, the only way to prevent a contraction 
in GDP and the money supply is for the government to borrow and spend.

Bernanke and Yellen both understood this, and they used the expres-
sion “fiscal cliff” to warn Congress about the danger posed by fiscal 
consolidation, which the Republicans and many orthodox economists sup-
ported. The extent of Bernanke’s concerns about fiscal consolidation can 
be gleaned from a press conference on April 25, 2012, when he was asked 
what the Fed would do if Congress pushed the U.S. economy off the fiscal 
cliff. He responded, “There is .  .  . absolutely no chance that the Federal 
Reserve could or would have any ability whatsoever to offset that effect 
on the economy.”10 Bernanke clearly understood that the Fed’s monetary 
policy not only cannot offset the negative impact of fiscal consolidation, 
but would also lose its effectiveness if the government refused to act as 
borrower of last resort.

Even though the U.S. came frighteningly close to falling off the fiscal 
cliff on a number of occasions, including government shutdowns, seques-
ters, and debt-ceiling debates, it ultimately managed to avoid that outcome 
thanks to the efforts of officials at the Fed and the Obama administration. 
And that is why the U.S. economy is doing so much better than Europe, 
where virtually every country did fall off the fiscal cliff.

Bernanke had previously stated that he was a direct disciple of Mil-
ton Friedman, who was stridently opposed to fiscal stimulus. In the 

 9 This concept is described in more detail in Chapter 8.
10 Board of Governors of the Federal Reserve System (2012) “Transcript of Chairman 
Bernanke’s Press Conference,” Washington D.C., April 25, 2012. www.federalreserve 
.gov/mediacenter/files/FOMCpresconf20120425.pdf.
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end, however, he saved the U.S. economy from its single worst postwar 
economic crisis by supporting a policy that ran contrary to the views 
of his teacher. In short, he understood that an economy in a balance 
sheet recession is doomed unless the government acts as borrower of 
last resort and that the impact of quantitative easing is limited to the 
portfolio rebalancing effect11, which is far from sufficient to offset the 
headwinds from fiscal austerity. He understood that when the private 
sector is not borrowing money, the effectiveness of monetary policy 
is dependent on the last borrower standing, i.e., the government. The 
U.S. economy is doing better precisely because Bernanke and Yellen 
prevented the government from abdicating its responsibility to serve as 
borrower of last resort.

Even though the U.S. came close to falling off the fiscal cliff on several 
occasions, it is doing better now because, after eight years of fiscal support, 
private-sector balance sheets are growing healthier, and some households 
are actually starting to borrow again.

This can be seen from Figure 2.16, which shows U.S. household sector 
financial assets and liabilities separately. In this chart, a white bar above zero 
means the household sector is increasing its financial assets, i.e., increasing 
its savings. A white bar below zero means the household sector is reduc-
ing its financial assets, i.e., withdrawing its savings. Similarly, a shaded bar 
below zero means the sector is increasing its financial liabilities, i.e., increas-
ing its borrowings. A shaded bar above zero means the sector is reducing 
its financial liabilities, i.e., paying down debt. The net number is shown by 
the broken line.

Traditional textbooks on economics say the household sector should 
save and the corporate sector should borrow. But during the bubble the 
U.S. household sector was a huge net borrower, as shown in Figure 2.16. 
Once the bubble burst, household sector not only became a huge net 
saver, but also stopped borrowing altogether for about four years. Now 
some U.S. households have resumed borrowing (circled areas in Fig-
ure 2.16). Even though the amounts are small compared to the pre-bubble 
era and the sector as a whole continues to run a substantial financial sur-
plus, at least some have started borrowing again. This represents major 
progress compared to the situation in Europe, where there is still very little 
recovery in borrowings12.

11 This effect refers to the support the economy gets from higher asset prices 
brought about by central bank purchases of assets via quantitative easing.
12 This point is discussed in more detail in Chapter 7.
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Other Central Banks Supported Austerity

The warnings about the fiscal cliff set the Fed apart from its counterparts 
in Japan, the UK, and Europe. In the UK, then-BOE Governor Mervyn King 
publicly supported David Cameron’s rather draconian austerity measures, 
arguing that his bank’s QE policy would provide necessary support for 
the British economy. At the time, the UK private sector was saving a full 
9 percent of GDP (Figure  2.17) when interest rates were at their lowest 
levels in 300 years. That judgment led to the disastrous performance of the 
UK economy during the first two years of the Cameron administration and 
prompted George Osborne, Cameron’s Chancellor of the Exchequer, to ask 
a Canadian to head the BOE.

BOJ Governor Haruhiko Kuroda also argued strongly in favor of hik-
ing the consumption tax rate, believing a Japanese economy supported by 
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his quantitative easing regime would be strong enough to withstand the 
shock of fiscal consolidation. This was in spite of the fact that the Japanese 
private sector was saving 6.2 percent of GDP at a time of zero interest rates 
(Figure 2.3). The tax hike, which was carried out in April 2014, threw the 
Japanese economy back into recession, and global enthusiasm for Abenom-
ics evaporated completely thereafter.

ECB President Mario Draghi has admonished member governments to 
meet the austerity target imposed by the Stability and Growth Pact at every 
press conference, even though his own inflation forecasts have been revised 
downwards almost every time they are updated. He seems to be completely 
oblivious to the danger posed by fiscal austerity when the Eurozone private 
sector has been saving an average of 5 percent of GDP since 2008 despite 
zero or even negative interest rates (Figure 2.8).

These consistent failures suggest that these central bankers do not (or 
did not in the case of Mervyn King) possess an accurate model of their 
economies. Not only did they not realize the extent to which the private 
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sector was saving (or minimizing debt), but they also pushed their govern-
ments to abdicate their role as borrower of last resort. The U.S. is doing 
better than the rest not because it had a better version of QE, but because it 
is the only country with a central bank that openly opposed fiscal austerity.

People in Real Economy Fully Aware That QE Is Meaningless

How do people outside the rarefied world of central banking view quantita-
tive easing? Households and businesses in the real economies of Japan, the 
U.S., the UK, and Europe are either in the process of repairing their balance 
sheets or are still suffering from the after-effect of debt trauma. Conse-
quently, quantitative easing has not prompted any change in their behavior. 
If it had, they would have resumed borrowing, producing a measurable 
pick-up in both bank lending and money supply growth.

In other words, households and businesses facing balance sheet prob-
lems remain unimpressed by the argument made by Friedman, Krugman, 
and the three central bankers named above—namely, that there are always 
willing borrowers as long as real interest rates are low enough. They know 
that such arguments do not apply to them or to anyone else facing similar 
balance sheet problems. And that group of people tends to represent a large 
portion of society after a nationwide asset bubble bursts.

Market Participants Still Acting Based on Illusion That 
Inflation Is Monetary Phenomenon

Participants in the foreign exchange and equity markets, however, hold a 
very different view. Indeed, the majority of them continue to act based on 
the assumption that the global economy remains in the textbook world, 
i.e., Cases 1 and 2. Evidence of this is offered by the fact that every time 
a central bank announces another round of QE, they sell that country’s 
currency while buying its equities. They do so on the assumption that the 
money supply in QE countries will grow far faster than those in non-QE 
countries, and the currency of a country with a rapidly expanding money 
supply should fall against that of a country where the money supply is not 
growing so quickly.

When the U.S. and UK implemented QE policies after the GFC, for exam-
ple, the dollar fell 30 percent against the Japanese yen and the pound plunged 
40 percent, both to historical lows (Figure 2.18, left graph). These moves were 
based on the assumption that money supply growth in the U.S. and UK would 
massively outpace that in Japan, and that the vastly increased supply of dollars 
and pounds should weaken their exchange rates versus the yen.
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When Japan implemented its own version of QE four years later, the 
yen dropped 35 percent against the dollar and the pound (Figure 2.18, right 
graph), also on the assumption that money supply growth would diverge 
significantly as a result of QE. The euro fell sharply on the same logic when 
Draghi announced the ECB was prepared to introduce QE.

In reality, however, credit and money supply growth did not accelerate 
meaningfully in any of these nations under QE. Although interest rate dif-
ferentials did widen somewhat, they were nowhere near large enough to 
justify 30 to 40 percent movements in exchange rates.

It is because so many people in the foreign exchange and stock markets 
act based on mistaken textbook views that equity prices and exchange rates 
move so dramatically each time another round of QE is announced. Their 
movements, in turn, affect the behavior of households and businesses in these 
countries and enable QE proponents to claim their policy actually worked.

Bernanke reportedly said that quantitative easing does not work in theory, 
but it does work in practice. He was probably referring to the behavior of 
market participants who continue to hold a Friedman-like textbook view of 
the world.

50

60

70

80

90

100

110

12/09 13/03 13/09 14/03 14/09 15/03 15/09 16/03 16/09 17/03

Nov. 20122

(Nov. 2012 = 100, weekly)

weaker yen

UK£ per yen

U.S.$ per yen

50

60

70

80

90

100

110

08/06 08/12 09/06 09/12 10/06 10/12 11/06 11/12

Aug. 20081

(Aug. 2008 = 100, weekly)

yen per U.S.$

stronger yen

yen per UK£

historical lows against the yen

2008 U.S. and UK QE brought U.S.$ and
UK£ down substantially against JPY

2013 Japanese QE brought JPY
down substantially against

U.S.$ and UK£

FIGURE 2.18 Foreign Exchange Market Participants Still Believe in Textbook World 

Notes: 1. One month before the Lehman Shock. 2. One month before the start of 
Abenomics.

Source: Nomura Research Institute, based on the data from Nikkei



Balance Sheet Problems Create Shortage of Borrowers 45

It is worth asking just how long this disconnect between the real econ-
omy and the beliefs of market participants can continue. If the expected 
money supply growth and inflation never materialize, the market partici-
pants who have been acting based on the assumption that they would will 
eventually be forced to change course. And that could mean a nasty surprise 
for countries that have benefited from QE.

Fiscal Policy’s Track Record

If the track record of monetary policy in balance sheet recessions is clear, 
so is that of fiscal policy. As noted above, the first country to experience 
a balance sheet recession after the Great Depression was post-1990 Japan. 
The Japanese bubble was absolutely massive. At the peak, it was said that 
the gardens of the Imperial Palace in central Tokyo (with a circumference 
of about 5 kilometers) were worth as much as the entire state of  California. 
When the bubble burst, commercial real estate prices fell 87 percent nation-
wide, touching levels last seen in 1973. And since real estate was always 
used as collateral for borrowing money in Japan, the collapse of land 
prices devastated private-sector balance sheets, and the economy started 
to implode.

The Liberal Democratic Party (LDP) government was quick to admin-
ister fiscal stimulus to stop the implosion. But this was not because they 
understood the horrors and mechanics of balance sheet recessions, but 
rather because they thought government spending would “prime the pump” 
and get the economy moving again.

The economy responded positively each time fiscal stimulus was imple-
mented, but lost momentum each time the stimulus was removed. The 
expected pump priming never materialized because, after an 87 percent 
decline in real estate values, the private sector was far from regaining finan-
cial health, and businesses and households were using every yen that could 
be spared to pay down debt.

The orthodox fiscal hawks who dominated the press and academia 
also tried to stop fiscal stimulus at every step of the way, arguing that large 
deficits would soon lead to skyrocketing interest rates and a fiscal crisis. 
These hawks forced politicians to cut stimulus as soon as the economy 
showed signs of life, prompting another downturn. The resulting on-again, 
off-again fiscal stimulus did not imbue the public with confidence in the 
government’s handling of the economy. Fortunately, the LDP had enough 
pork-barrel politicians to keep a minimum level of stimulus needed in 
place, and as a result Japanese GDP never once fell below its bubble 
peak (Figure 2.1). Nor did the Japanese unemployment rate ever exceed 
5.5 percent.
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That was a fantastic achievement in view of the fact that the Japanese 
private sector was saving an average of 8 percent of GDP from 1995 to 
2005, and the Japanese lost three times as much wealth (as a share of GDP) 
as Americans did during the Great Depression, when nominal GNP fell 
46 percent as a result of the $1000-$900-$810-$730 deflationary process.

But in 1997, seven years into the recession, the IMF and OECD—who 
understood nothing about balance sheet recessions—started pressuring 
Japan to cut its fiscal deficit because the population was aging and all those 
well-publicized roads and bridges “to nowhere” were leading the economy 
to nowhere. These institutions completely failed to understand that without 
fiscal stimulus the Japanese economy would have collapsed long ago.

Unfortunately, the Hashimoto Administration listened to them and 
embarked on a fiscal austerity program amounting to 3 percent of GDP, 
or 15 trillion yen, in April 1997. The resultant tax hikes and spending cuts, 
however, were an utter disaster for both the economy and the banking 
system. Japan’s GDP contracted for five consecutive quarters and the defi-
cit, instead of shrinking by 15 trillion yen, actually increased by 16 trillion 
yen, or 72 percent. It took the country 10 years to bring the deficit back to 
where it had been in 1996, and during that time the public debt increased 
by nearly 100 trillion yen (Figure 2.19). Japanese banks, which successfully 
endured the first seven years of the recession, finally threw in the towel in 
late 1997, and a full-blown banking crisis ensued.

Hashimoto realized his mistake by December of that year and started 
to reverse the direction of fiscal policy while injecting capital into the bank-
ing system to arrest the nationwide credit crunch. Subsequent Obuchi and 
Mori administrations also implemented sufficient fiscal stimulus to keep the 
economy going, but fiscal orthodoxy made a comeback with the Koizumi 
and the first Abe administrations, and the economy stagnated again. Prime 
Minister Taro Aso, who understood well the importance of deficit spending 
during a balance sheet recession, administered fiscal stimulus, but had the 
misfortune to be in power when the Lehman crisis erupted, and the LDP 
was voted out of office in 2009. The Democratic Party of Japan (DPJ) admin-
istrations that followed had learned nothing from the 1997 disaster, and the 
economy languished again under fiscal orthodoxy.

When the LDP returned to power in 2012, Taro Aso, now finance min-
ister, included fiscal stimulus as the second arrow of Abenomics to get the 
economy moving again. However, even this effort was torpedoed by the 
return of fiscal orthodoxy as many pushed for a consumption tax hike in 
2014, and the economy lost its forward momentum once again.

In the U.S., Larry Summers, the Obama administration’s first NEC chair-
man, initially thought a large jolt of fiscal stimulus would be enough to 
prime the economy’s pump, just like the Japanese had 18 years earlier. 
Thus, he talked about the “three Ts” of fiscal stimulus, declaring that it 
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should be timely, targeted, and temporary. But he soon had a change of 
heart and began pushing for the “three Ss,” saying fiscal stimulus really 
needed to be speedy, sustained, and substantial13. He also recognized that 
the problem faced by the U.S. was the same problem Japan had confronted 
18 years earlier.

At the Fed, Chairman Bernanke also realized within the first two years 
of the Lehman crisis that the economy was suffering from a balance sheet 
recession and that fiscal stimulus was absolutely essential. He then went on 
to warn Congress about the dangers of the fiscal cliff, as noted earlier.

Although the Fed and the Obama administration had to fight fiscal 
orthodoxy in the Congress through government shutdowns, debt-ceiling 
debates, and the sequester, they managed to keep the U.S. economy away 
from the fiscal cliff, which is why it is doing so much better than the rest. 
In fact, the U.S. is the only advanced country that managed to avoid falling 
off the fiscal cliff by actually utilizing the lessons from Japan’s disaster with 
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premature fiscal consolidation in 1997. It should be noted that Larry Sum-
mers, as U.S. Treasury Secretary, was one of the very few who, together with 
the author, publicly argued against fiscal austerity in Japan in 1997.

In the UK, Prime Minister Gordon Brown was aware of the danger of bal-
ance sheet recession and implemented a large fiscal stimulus as soon as the 
Lehman crisis erupted. That kept the UK economy going, but he still lost the 
next election to David Cameron in a sequence of events reminiscent of what 
happened to Taro Aso in Japan. As noted earlier, Cameron received BOE 
Governor Mervyn King’s consent to implement austerity policies, believing 
the Bank’s monetary easing would be enough to keep the economy going. 
The resulting recession triggered nationwide riots in 2011 and prompted 
Cameron to jettison austerity in favor of a more moderate fiscal policy.

The UK, however, was helped by the crisis in the Eurozone because it 
prompted many on the Continent to shift funds to the UK. As a result, Lon-
don and other parts of the UK capable of attracting foreign capital inflows 
have done very well, while the rest continue to struggle. This can be seen 
from the fact that, in spite of massive numbers of foreign shoppers and sky-
rocketing real estate prices in London, the general inflation rate in the UK 
fell to almost zero (Figure 2.11, bottom graph)—much like Japan—until the 
Brexit vote sent the pound sharply lower.

Chapter 7 is devoted entirely to the Eurozone economies’ continuing 
problems, but for now, suffice it to say that the Maastricht Treaty, which cre-
ated the euro, prohibited member governments from running fiscal deficits 
in excess of 3 percent of GDP regardless of the level of savings generated 
in the private sector. That constraint prevented the region from properly 
addressing balance sheet recessions, in which private sectors can save well 
over 5 percent of GDP, as noted in Figures 1.1 and 2.8. The long stagnation 
experienced by Eurozone economies is testimony to that fact.

Experience shows that when private-sector borrowers disappear, fiscal 
stimulus is absolutely essential in keeping the economy going. Every time 
fiscal stimulus was implemented, the economy improved, and every time it 
was removed, the economy collapsed. The above experience also under-
lines the difficulty of maintaining fiscal stimulus in a democracy during 
peacetime, a topic discussed further in Chapter 10.

Difficulty of Measuring Fiscal Multiplier in Balance 
Sheet Recessions

The above experience also indicates that, unlike in Cases 1 and 2, where 
fiscal stimulus can crowd out private-sector investments and end up hav-
ing a low multiplier effect, the fiscal multiplier in Cases 3 and 4 tends to be 
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very large. However, there are two difficulties in accurately measuring the 
multiplier. First the measurement must start from where the economy would 
have been in the absence of fiscal stimulus. But it is difficult to establish 
such a counter-factual case because there are no statistical examples of past 
balance sheet recessions to establish the counter-factual path of GDP.

The second difficulty is that the measurement must start the moment 
the private sector shifts its focus from profit maximization to debt minimiza-
tion. Any measurement that includes data from before that shift, when the 
economy was still in Case 1 or 2, should not be used because it will under-
estimate the actual size of the fiscal multiplier in Cases 3 and 4.

These two statistical limitations make quantifying the size of the fiscal 
multiplier almost impossible at the beginning of a balance sheet recession, 
when fiscal stimulus is most urgently needed. However, even in a rather 
optimistic counter-factual scenario for Japan in Figure 2.1 where the GDP 
returns to pre-bubble levels (i.e., to the level of 1985) without fiscal stimu-
lus, the fiscal multiplier turns out to be very large.

In this example, the cumulative difference between actual GDP and the 
counter-factual GDP from 1990 to 2005 (i.e., before the GFC) is over 2,000 
trillion yen, whereas the cumulative increase in public debt during the same 
period was 460 trillion yen. In other words, the Japanese government spent 
460 trillion yen to buy the GDP equivalent of 2,000 trillion yen, which sug-
gests the fiscal multiplier was actually in the range of 4 to 5 instead of the 
figure of around 1 suggested by orthodox fiscal hawks. The bottom line is 
that, even though it is difficult to quantify the actual size of the fiscal mul-
tiplier at the beginning of a balance sheet recession, government must act 
as borrower of last resort when the private sector is not borrowing or, even 
worse, is minimizing debt.

Tax Cuts or Government Spending?

It has been argued that fiscal stimulus is essential when the economy is in 
Case 3 or 4. But there are two kinds of fiscal stimulus: government spending 
and tax cuts. If the economy is in a balance sheet recession, the correct form 
of fiscal stimulus is government spending. If the economy is suffering from 
a lack of domestic investment opportunities, the proper response would be 
a combination of tax cuts and deregulation to encourage innovation and 
risk taking (this point is discussed in more detail in Chapter 4) augmented 
by government spending.

Government spending is essential during a balance sheet recession 
because when the private sector is minimizing debt for balance sheet rea-
sons, any tax cut will be used to pay down debt. Although that will help 
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the private sector regain its financial health sooner than it would have oth-
erwise, it will not help eliminate the economy’s deflationary gap. And if 
the economy is allowed to fall into a deflationary spiral, both incomes and 
asset prices will decline further, making the task of repairing private-sector 
balance sheets that much more difficult. The government’s highest priority 
should therefore be to stop the deflationary spiral. If it succeeds in keeping 
GDP from contracting, the private sector will have the income it needs to 
pay down debt and eventually repair its balance sheet.

It should be noted that if the debt overhang at borrowers is small enough 
for the rest of society to absorb, tools such as debt forgiveness, debt-for-
equity swaps, and straightforward liquidations can be used to address the 
problem. But if a large portion of society is facing such an overhang at 
the same time—which is usually the case when a nationwide asset bub-
ble bursts—such measures merely transfer the problem from one part of 
society to another without solving it. When the problems are broad-based, 
therefore, measures to help all borrowers rebuild their balance sheets are 
needed, and this process necessarily takes time.

Oil Price Declines in Balance Sheet Recession

The importance of not using tax cuts during balance sheet recessions was 
demonstrated recently in the most unexpected quarters. When oil prices 
started falling in late 2014, most economists predicted it would lift economic 
growth in developed countries reliant on imported oil. They argued that a 
fall in the price of oil is equivalent to a tax cut for importing nations, which 
should increase disposable income and therefore consumption.

In spite of such expectations, these economies remained weak 
despite a fall in oil prices that was nothing short of spectacular. This was 
because they were all in balance sheet recessions, and their private sec-
tors were busy minimizing debt. The fact that they were deleveraging at 
a time of zero or negative interest rates shows how urgently people feel 
the need to repair their balance sheets. For many it was indeed a matter 
of life or death.

When the “tax cut” presented itself in the form of lower oil prices, most 
people used the extra cash to repair or strengthen their balance sheets. In 
other words, most of the bounty from lower oil prices was used for stock 
adjustments—repairing balance sheets—leaving very little for flow items 
such as increasing consumption. This example demonstrates that tax cuts 
are not particularly useful in supporting the economy during balance sheet 
recessions.
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Borrowers may also remain traumatized by the long and painful expe-
rience of deleveraging even after they have repaired their balance sheets. 
Under such conditions, which were observed in the U.S. for decades after 
the Great Depression and in Japan more recently, the authorities may need 
to provide accelerated depreciation allowances or other incentives to bor-
row and invest. Such tax breaks, however, are useful only after balance 
sheets have been fully repaired and only the psychological issue of debt 
trauma remains. Any tax cuts implemented before balance sheets have been 
nursed back to health will only be used to speed up the repair process.

Since the political capital needed for deficit spending in a democracy 
during peacetime is limited, the government should direct all its energy 
toward infrastructure spending instead of tax cuts to ensure that it gets the 
maximum boost to GDP from each dollar of deficit spending.

Fiscal Stimulus Must Be Maintained Despite Large 
Public Debt

In contrast to lender-side problems, there are no quick fixes for borrower-
side problems, whether they are due to balance sheet difficulties or to a lack 
of domestic investment opportunities. An economy in Case 3 can therefore 
remain there for years, if not decades, until the private sector regains both its 
financial health and the self-confidence needed to borrow and invest again14.

The fact that recovery takes time means that fiscal support may have to 
be administered for years. With the level of public debt already so high in 
so many countries, the prospect of the government running large deficits 
for a prolonged period would almost certainly elicit strong opposition not 
just from the fiscal hawks but also from the general public, who would 
argue that the country cannot continue spending money it does not have. 
Even those who agree that government should act as borrower of last resort 
during a balance sheet recession might worry that it would take on too 
much debt. Since the issue of debt sustainability is even more acute when 
the absence of borrowers is due to a lack of investment opportunities—the 
problem that plagued the human race for centuries before the Industrial 
Revolution—this challenge is discussed in conjunction with the issue of 
domestic investment opportunities in Chapter 4.

14 This phase of the economy corresponds to what the author called the Yin-phase 
of Yin-Yang economic cycles mentioned in his Holy Grail of Macroeconomics: Les-
sons from Japan’s Great Recession, Singapore: John Wiley & Sons, 2008, pp. 160.
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CHAPTER 3 
Dearth of Investment Opportunities 

Can Deter Borrowers

If there are no borrowers because businesses cannot find attractive invest-
ment opportunities, which was why the world experienced centuries of 

economic stagnation before the Industrial Revolution, a very different mind-
set is needed to address the problem. To begin with, there can be various 
reasons for this problem in the various stages of economic development, 
and each requires a different policy response.

Today’s developed economies all started out as agrarian societies, and 
the centuries-long paradox of thrift only ended with the arrival of the Indus-
trial Revolution. The invention of new products and the machines needed 
to make them produced a huge number of investment opportunities for the 
first time in history. Private-sector businesses that would not borrow money 
unless they were certain that they could pay it back found numerous prom-
ising projects and started borrowing. The financial sector also developed 
to meet the newfound demand for funds. This process continued as long 
as there were debt-financed projects sound enough to pay for themselves.

Thus began a virtuous cycle in which investment created more jobs 
and income, which in turn created more savings to finance more invest-
ment. Unlike the government investments in earlier centuries that eventually 
ran into financing difficulties, private-sector-led investments could sustain 
themselves as long as attractive new products were continuously brought to 
market. With new household appliances, cars, airplanes, and a host of other 
goods invented and developed in rapid succession, a lack of investment 
opportunities was seldom a constraint to growth. The end result was the 
rapid economic growth observed since the Industrial Revolution.

At the beginning of the Industrial Revolution, constraints to growth 
included insufficient social infrastructure (e.g., transportation networks), 
inadequate savings to fund investments, an illiterate work force, and the 
slow pace of technological innovation. But some of these constraints were 
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soon transformed into investment opportunities in the form of railways and 
other utilities. The urbanization of the population alone created massive 
investment opportunities as rural workers needed accommodation when 
they migrated to the cities to work in factories.

Household savings also became a virtue instead of a vice from a 
ma croeconomic perspective, and economies where people felt responsible 
for their own future and saved more tended to grow more rapidly than 
those where people saved less.

Borrower Availability and the Three Stages of 
Economic Development

The availability of investment opportunities, however, is never guaranteed. 
It depends on myriad factors, including the pace of technological innova-
tion and scientific breakthroughs, the ability of businesspeople to identify 
such opportunities and their willingness to borrow, the cost of labor and 
other inputs, the availability of reasonably priced financing, the protection 
of intellectual property rights, the stage of economic development as well 
as the state of the economy and world trade.

The importance of each factor also depends on a nation’s stage of eco-
nomic development. The pace of innovation and breakthroughs is probably 
more important for countries already at the forefront of technology, while 
in emerging economies the availability of financing and the protection of 
intellectual property rights might be equally important.

When Germany was emerging as an industrial power, for instance, the 
UK accused it of copying its products and demanded the use of “Made 
in Germany” labels to distinguish its products from the British originals. 
Japan faced similar accusations from Western countries, as did China from 
both the West and Japan. Today, many Chinese businesses are demanding 
that the Beijing government implement stronger intellectual property rules 
because they worry that any product they develop will be quickly copied 
by domestic competitors, rendering their research and development efforts 
worthless. In this way, the ability to copy goes from being a huge positive at 
one stage of economic development to a major negative later on.

In terms of the availability of investment opportunities, it may be useful 
to divide the industrialization process into three stages: urbanizing econo-
mies, which have yet to reach the Lewis Turning Point (LTP), maturing 
economies, which have already passed the LTP, and pursued economies, 
where the return on capital is higher abroad than at home. The LTP refers to 
the point at which urban factories have finally absorbed all the surplus rural 
labor. (In this book, the term “LTP” is used only because it is a well-known 
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expression for a specific point in a nation’s economic development; the use 
of this term does not refer to the model of economic growth proposed by 
Sir Arthur Lewis.)

At the advent of industrialization, most people are living in rural areas. 
Only the educated elite, who are very few in number, have the technical 
knowledge needed to produce and market goods. Families whose ancestors 
have lived on depressed farms for centuries have no such knowledge. Most 
of the gains during the initial stage of industrialization therefore go to the 
educated few, while the rest of the population simply provides labor for the 
industrialists. And with so many surplus workers in the countryside, worker 
wages remain depressed for decades until the LTP is reached.

Figure  3.1 illustrates this from the perspective of labor supply and 
demand. The labor supply curve is almost horizontal (DHK) until the Lewis 
Turning Point (K) is reached because there is an essentially unlimited sup-
ply of rural laborers seeking to work in the cities. A business owner can 
attract any number of such laborers simply by paying the going wage (DE).

In this graph, capital’s share is represented by the area of the trian-
gle formed by the vertical axis on the left, the labor demand curve, and 
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the labor supply curve, while labor’s share is represented by the rectangle 
below the labor supply curve. At labor demand curve D

1
, capital’s share 

is the triangle BDG and labor’s share is the rectangle DEFG. During this 
phase of industrialization, the capital share BDG may be shared by only a 
few persons or families, whereas the labor share DEFG may be shared by 
millions of workers. With depressed wages leaving workers unable to save 
much, most investment has to be self-financed by the capitalist class, i.e., 
the amount capitalists save is the amount they can invest.

Successful businesses continue investing in an attempt to make even 
more money. That raises the demand for labor, causing the labor demand 
curve to shift steadily to the right (from D

1
 to D

2
) even as the labor supply 

curve remains flat. As the labor demand curve shifts to the right, total wages 
received by labor increase from the area of the rectangle DEFG at time D

1
 

to the area of the rectangle DEIH at time D
2
 as the length of the rectangle 

below the labor supply curve grows. However, the growth is linear. The 
share of capital, meanwhile, is likely to increase at more than a linear rate 
as the labor demand curve shifts to the right, expanding from the area of the 
triangle BDG at D

1
 to the area of the triangle ADH at D

2
.

Growth Exacerbates Income Inequality in Pre-LTP Stage

Accordingly, the portion of GDP that accrues to the capitalists is likely to 
increase with GDP growth until the LTP is reached, exacerbating income 
inequalities. A key reason why a handful of families and business groups in 
Europe a century ago and the zaibatsu in Japan prior to World War II were 
able to accumulate such massive wealth is that they faced an essentially flat 
labor supply curve (wealth accumulation in North America and Oceania 
was not quite as extreme because these economies were characterized by 
a shortage of labor). Some in post-1978 China became extremely rich for 
the same reason.

During this phase, income inequality, symbolized by the gap between 
rich and poor, widens sharply as capitalists’ share of income (the triangle) 
often increases faster than labor’s share (the rectangle). Because capitalists 
are profiting handsomely, they continue to reinvest profits in a bid to make 
even more money. Sustained high investment rates mean domestic capital 
accumulation and urbanization also proceed rapidly. This is the takeoff 
period for a nation’s economic growth.

Until the economy reaches the Lewis Turning Point, however, low 
wages mean most people still lead hard lives, even though the move from 
the countryside to the cities may improve their situations modestly. For typi-
cal workers this was no easy transition, with 14-hour factory workdays not 
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at all uncommon until the end of the 19th century. According to the OECD, 
the annual working time in Western countries averaged around 2,950 hours 
in 1870, or double the current level of 1,450 hours1. Business owners, how-
ever, were able to accumulate tremendous wealth during this period.

Stage II of Industrialization: The Post-LTP  
Maturing Economy

As business owners continue to generate profits and expand investment, 
the economy eventually reaches the LTP. Once that happens, urbanization 
is largely finished and the total wages of labor—which had grown only 
linearly until then—start to increase much faster because any additional 
demand for labor pushes wages higher. In other words, the post-LTP labor 
supply curve takes on a significant positive slope.

Even if labor demand increases only modestly in Figure 3.1, from J to M, 
total wages accruing to labor will rise dramatically, from the area of rectan-
gle DEJK to the area of rectangle CEML. This means labor’s share of output 
is likely to be expanding relative to capital’s share. It is at this point that the 
income inequality problem begins to correct itself.

Once the LTP is reached, labor also gains the bargaining power to 
demand higher wages for the first time in history, which reduces the share 
of output accruing to business owners. But businesses will continue to 
invest as long as they are achieving good returns, leading to further tight-
ness in the labor market.

A significant portion of the U.S. and European populations still lived 
in rural areas until World War I, as shown in Figure 3.2. Even in the U.S., 
where—unlike in Europe—workers were always in short supply, nearly half 
the population was living on farms as late as the 1930s. Continued indus-
trialization as well as the mobilizations for two world wars then pushed 
these economies beyond the LTP, and the standard of living for the average 
worker began to improve dramatically.

As labor’s share increases, consumption’s share of GDP will increase at 
the expense of investment. At the same time, the explosive increase in the 
purchasing power of ordinary citizens means that most businesses are able 
to increase profits simply by expanding existing productive capacity. Conse-
quently, both consumption and investment will increase rapidly.

From that point onward the economy begins to “normalize” in the sense 
in which the term is used today. Inequality also diminishes as workers’ share 

1 Maddison, Angus (2006) The World Economy: A Millennial Perspective (Vol. 1), 
Historical Statistics (Vol. 2). Paris: OECD, p. 347.
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of output increases relative to that of capital. In the U.S., that led to the  
so-called “Golden Sixties” where everyone benefited from economic growth. 
With incomes rising and inequality falling, this post-LTP maturing phase 
may be called the golden era of economic growth.

Once the economy reaches the LTP and wages start growing rapidly, 
workers begin to utilize their newfound bargaining power. The numerous 
strikes experienced by many Western countries from the 1950s to the 1970s 
reflect this development.

Capitalists initially respond to labor movements with union busters and 
strike busters. But as workers grow increasingly scarce and expensive, the 
capitalists must back down and begin accepting some of labor’s demands if 
they want to keep their factories running. After 20 years or so of such strug-
gles, a new political order is established as both employers and employees 
begin to understand what can be reasonably expected from the other side. 
The current political order in the West and Japan, which is dominated by 
center-left and center-right political parties, reflects this learning process.

Higher wages force businesses to look harder for profitable investment 
opportunities. On the other hand, the explosive increase in the purchasing 
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power of ordinary workers who are paid ever-higher wages creates major 
investment opportunities. This prompts businesses to invest for two reasons. 
First, they seek to increase worker productivity so that they can pay ever-
higher wages. Second, they want to expand capacity to address workers’ 
increasing purchasing power. Both productivity- and capacity-enhancing 
investments increase demand for labor and capital that add to economic 
growth. In this phase, business investment increases workers’ productivity 
even if their skill level remains unchanged.

When the West was at the forefront of technology, it was also in an 
export-led globalization phase as it exported consumer and capital goods to 
the rest of the world. American cars and German cameras were the global 
standard to which other countries aspired to.

With rapid improvements in the living standards of most workers, the 
post-LTP maturing phase is characterized by broadly distributed benefits 
from economic growth. Even those with limited skills are able to make a 
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good living, especially if they belong to a strong union. Government tax 
receipts also increase rapidly during this period, allowing the government 
to offer an ever-expanding range of public services. That, in turn, further 
reduces the sense of inequality among the population. This golden era 
lasted into the 1970s in the West.

Stage III of Industrialization: The Post-LTP Pursued Economy

This golden age does not last forever. At some point, wages reach a level 
where foreign competition can gain a foothold. The first signs of a serious 
threat to Western economic growth appeared when businesses in the U.S. 
and Europe encountered Japanese competition in the 1970s. Initially this 
was blamed on the wage gap between Japan and the Western economies. 
But the wage gap had always existed. The real reason was that Japanese 
businesses were approaching and, in some cases, surpassing the techno-
logical and marketing sophistication of the West while at the same time 
benefiting from lower wage costs.

Many in the West were shocked to find that Japanese cars required so 
little maintenance and so few repairs. The Germans may have invented the 
automobile, and the Americans may have established the process by which 
it could be manufactured cheaply, but it was the Japanese who developed 
cars that did not break down. The arrival of Nikon F camera also came 
as a huge shock to the German camera industry in the 1960s because it 
was so much more rugged, adaptable, easy to use and serviceable than 
German Leicas and Exaktas, and professional photographers around the 
world quickly switched to the Japanese brand. For the first time since the 
Industrial Revolution, the West found itself being pursued by a formidable 
competitor from the East.

Once a country is being chased by a technologically savvy competitor, 
often with a younger and less expensive labor force, it has entered the third 
or “pursued” stage of economic development. In this phase, it becomes far 
more challenging for businesses to find attractive investment opportunities 
at home because it often makes more sense for them to buy directly from 
the “chaser” or to invest in that country themselves. In other words, the 
return on capital is higher abroad than at home.

Many U.S. and European companies happily added Japanese products 
to their product lines or sold them through their dealerships starting in the 
1970s. These products carried proud American or European brand names 
but were actually made in Japan. For example, General Motors was buy-
ing cars from Toyota, Ford from Mazda, and Chrysler from Mitsubishi. Ford 
acquired a large ownership stake in Mazda, and Chrysler did the same 
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with Mitsubishi. In the “German” camera industry, Leicas were increasingly 
made with Minolta components—if not produced entirely by the Japanese  
company—and cameras with such venerable names such as Exakta and 
Contax were made entirely in Japan.

Businesses in the pursued country no longer have the same incen-
tive to invest in productivity- or capacity-enhancing equipment at home 
because there is now a viable alternative—investing in or buying directly 
from lower-cost production facilities abroad. In this phase, capital invested 
abroad, especially in manufacturing, earns a higher return than capital 
invested at home. With constant pressure from shareholders to improve the 
return on capital, firms are forced to shift investments to locations with a 
higher return on capital.

Once this stage is reached, productivity gains at home from investment 
in productivity-enhancing equipment slow significantly. According to U.S. 
Bureau of Labor Statistics data compiled by Stanley Fischer at the Fed2, 
productivity growth in the non-farm business sector averaged 3.0 percent 
from 1952 to 1973, before falling to 2.1 percent for the 1974 to 2007 period 
and 1.2 percent for 2008–2015. These numbers not only confirm the trend 
mentioned above, but also suggest that worker productivity in the future 
will depend increasingly on the efforts of individual workers to improve 
their skills instead of on corporate investment in productivity-enhancing 
equipment.

In a post-LTP pursued economy, labor demand curve (D
4
 in Figure 3.1) 

becomes largely horizontal at wage level EQ, where outsourcing to for-
eign production sites becomes a viable alternative. This means real wage 
growth will be minimal from this point onward, except for those work-
ers with abilities that are not easily replicated abroad. It should be noted 
that the level of EQ depends not just on domestic wage inflation, but 
also on foreign productivity gains. For example, if the Japanese products 
in the 1970s were not so competitive, EQ for the West would have been  
much higher.

With domestic investment opportunities shrinking, economic growth 
also slows in the pursued countries. The country is now in an import-led 
globalization phase as capital seeks higher returns abroad and imports flood 
the domestic market. This is very much the reality facing most advanced 
countries today, while a steadily increasing number of emerging countries 
are joining the rank of chasers.

2 Fischer, Stanley (2016) “Reflections on Macroeconomics Then and Now,” remarks 
at “Policy Challenges in an Interconnected World” 32nd Annual National Asso-
ciation for Business Economics Economic Policy Conference, Washington D.C., 
March 7, 2016. www.federalreserve.gov/newsevents/speech/fischer20160307a.htm.
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Japan’s Ascent Forced Changes in the West

Japan’s emergence in the 1970s shook the U.S. and European industrial 
establishments. As manufacturing workers lost their jobs, ugly trade frictions 
ensued between Japan and the West. This marked the first time that Western 
countries that had already passed their LTPs had been chased by a country 
with much lower wages.

Zenith, Magnavox, and many other well-known U.S. companies folded 
under the onslaught of Japanese competition, and household names 
such as GE and RCA stopped producing household products. The West  
German camera industry, the world’s undisputed leader until around 
1965, had all but disappeared by 1975. While Western companies at the 
forefront of technology continued to do well, the disappearance of many 
well-paying manufacturing jobs led to worsening income inequality in 
these countries.

Initially there was tremendous confusion in the West over what to do 
about the Japanese threat. As the Japanese took over one industry after 
another, industry and labor leaders sought protection via higher tariffs and 
non-tariff barriers. France, for example, ruled that all Japanese video record-
ers must clear customs in the remote countryside village of Poitiers, which 
not surprisingly had few customs officers, to discourage their entry into the 
country. This was done even though there were no French manufacturers 
of video recorders. Others argued for exchange rate realignments that were 
realized in the Plaza Accord of 1985, which halved the dollar’s value against 
the yen.

Still others said the West should study Japan’s success and learn from it, 
resulting in a Western infatuation with so-called “Japanese management.” 
Many well-known business schools in the U.S. actively recruited Japa-
nese students so they could discuss Japanese management practices in the 
classroom. Some even argued that eating fish—and sushi in particular— 
would make them as smart as the Japanese. All in all, Western nations’ 
confidence that they were the world’s most technically advanced econo-
mies was shattered.

Some of the pain Western workers felt was naturally offset by the fact 
that, as consumers, they benefited from cheaper imports from Asia, which 
is one characteristic of import-led globalization. Businesses with advanced 
technology continued to do well, but it was no longer the case that eve-
ryone in society was benefiting from economic growth. Those whose jobs 
could be transferred to lower-cost locations abroad saw their living stand-
ards stagnate or even fall.
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Inequality Worsens in Post-LTP Pursued Stage

Figure 3.4 shows the real income of the lowest quintile of U.S. families from 
1947 to 2015. Even in this group, incomes grew rapidly in the post-LTP golden 
era that lasted until around 1970. But income growth subsequently stagnated 
as the country entered the post-LTP pursued phase. Figure 3.5, which illustrates 
the income growth of other quintiles relative to the lowest 20 percent, demon-
strates that the ratios remain remarkably stable until 1970 but diverge thereafter.

Figure 3.6 shows annualized income growth by income quintile in the 
post-LTP golden era from 1947 to 1970 and the post-LTP pursued phase 
from 1970 to 2015. It shows that the lowest 60 percent actually enjoyed 
slightly faster income growth than those at the top before 1970, indicating 
a reduction in income inequality. This was indeed a golden era for the U.S. 
economy in which everyone was becoming richer and enjoying the fruits 
of economic growth.
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The situation changed drastically, however, once Japan started chasing 
the U.S. Figure  3.4 shows that income growth for the lowest quintile 
has been stagnant ever since. Figures  3.5 and  3.6 show that income 
growth for other groups was only slightly better—except for the top  
5 percent, which continued to experience significant income gains even 
after 1970. This group probably includes those who were at the fore-
front of innovation along with those who were able to take advantage of 
Japan’s emergence.

Figure 3.7 demonstrates that income growth for different income quin-
tiles was quite similar during the golden era but began to diverge significantly 
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once the U.S. became a pursued economy. Income growth for the top five 
percent dropped from 2.50 percent per year during the golden age to just 
1.30 percent during the pursued phase, but that is still seven times the rate 
for the lowest 20 percent.

Similar developments were observed in Europe. Figure  3.7 shows real 
wages in six European countries. All of these countries experienced rapid wage 
growth until the 1970s followed by significantly slower growth thereafter.

The Three Stages of Japanese Industrialization

Japan reached the LTP in the mid-1960s, when the mass migration of rural 
graduates to urban factories and offices, known in Japanese as shudan 
shushoku, finally came to an end. Investment opportunities in Japan were 
plentiful during this period because the hard work needed to develop new 
products and processes had already been done in the West. All Japan had to 
do was make those products better and less expensive, a task the Japanese 
system was well suited for. Rapid urbanization and the need to rebuild cit-
ies devastated by U.S. bombing during the war also offered plenty of low-
hanging fruit in terms of investment opportunities.
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Indeed, the main constraint on Japanese growth at the time was  
savings—there was simply not enough savings to meet all the investment 
demand from Japanese businesses. Japan found itself in an extreme variant 
of Case 1 where the number of borrowers completely overwhelmed the 
number of lenders. Interest rates in those years were therefore quite high, 
leading the government to ration savings to high-priority industries. The 
government and the Bank of Japan also implemented numerous measures 
to encourage Japanese households to save.

Once Japan reached the LTP in the mid-1960s, the number of labor 
disputes skyrocketed, as shown in Figure 3.8, and Japanese wages started 
to increase sharply (Figure  3.9). In other words, Japan was entering the 
 post-LTP golden era that the West had experienced 40 years earlier.

Japan was fortunate in that it was not being pursued at the time, ena-
bling it to focus on catching up with the West. Wages were rising rapidly, 
but Japanese companies invested heavily at home to boost workforce 
productivity. Japan’s golden era of strong growth and prosperity could 
continue as long as productivity rose faster than wages. With the quality 
of Japanese exports appreciated by consumers around the world, Japan 
was very much in an export-led globalization phase.
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Labor’s share of profits rose along with wages, and Japan came to be 
known as the country of the middle class, with more than 90 percent of the 
population identifying itself as such. The Japanese were proud of the fact 
that their country had virtually no inequality. Some even quipped in those 
days that Japan was how Communism was supposed to work.

The happy days for Japan lasted until the mid-1990s, when Taiwan, 
South Korea, and China emerged as serious competitors. By then, Japanese 
wages were high enough to attract pursuers, and the country entered its 
post-LTP pursued stage. As shown in Figure 3.9, Japanese wages stopped 
growing in 1997 and then stagnated or fell.

Although these three Asian countries were also chasing the West, the 
shock to Japan was greater because it was the first time the country had 
been pursued since it opened itself up to the world in the 1868 Meiji Res-
toration. All of Japan’s institutions, ranging from education to employment, 
were optimized for catching up with the West, not fending off competitors 
from the East. Meanwhile, the Europeans and Americans who had expe-
rienced the Japanese onslaught 25 years earlier had already made adjust-
ments to their economies and were therefore less disturbed by China’s 
emergence.
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Today the Japanese are worried about income inequality as highly paid 
manufacturing jobs have migrated to lower-cost countries. They are also 
concerned about the emergence of the so-called “working poor,” who were 
once employed in manufacturing but have now been forced to take low-
end service jobs. Some estimate that as many as 20 million out of a total 
population of 130 million are now living in poverty3. Their suffering, how-
ever, has been eased somewhat by a flood of inexpensive imports that has 
substantially reduced the cost of living. This means that Japan has entered 
an import-led globalization phase and is reliving the West’s experience 
when it  was being chased by Japan.

Similar concerns are being voiced in Taiwan and South Korea as they 
experience the same migration of factories to China and other even lower-cost 
locations in Southeast Asia. These two countries passed their LTPs around 
1985 and entered a golden age that lasted perhaps until 2005. The frequency 
of Korean labor disputes also shot up during this period (Figure 3.10) as 
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workers gained bargaining power for the first time and won large wage con-
cessions. In Taiwan, wages climbed sharply during the post-LTP golden era 
but peaked around 2005 and stagnated thereafter (Figure 3.11). Both coun-
tries are now feeling the pinch as China steadily takes over the industries that 
were responsible for so much of their past growth.

Free Trade Accelerated Globalization While Rendering 
War Obsolete

This process of globalization, in which an ever-increasing number of coun-
tries joins the ranks of the pursuers, actually began with the free-trade regime 
introduced by the U.S. after 1945. Before then, a variety of constraints to 
trade hindered the process of industrialization—a lack of aggregate demand 
and difficulties in accessing foreign markets chief among them. In those 
days, most countries imposed high tariffs on imported products both to 
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raise revenues and to protect domestic industries. If workers constituted 
the main source of consumption demand in the pre-LTP urbanizing world, 
they could not have provided enough demand for all the goods produced 
because their share of income was so low, while capitalists typically had 
a higher marginal propensity to save. As a result, aggregate supply often 
exceeded aggregate demand.

To overcome this constraint, European powers turned to colonialism 
and imperialism in a bid to acquire both sources of raw materials and cap-
tive markets where they could sell the goods they produced. Indeed, it was 
believed for centuries that national economies could not grow without ter-
ritorial expansion. That led to centuries of wars and killings.

When World War II ended, the victorious Americans introduced a free-
trade regime known as the General Agreement on Tariffs and Trade (GATT) 
that essentially allowed any country with competitive products to sell to any 
other country. Although the concept and practice of free trade were not new, 
the U.S. took the lead by opening its vast domestic market to the world. With 
the U.S. economy accounting for nearly 30 percent of global GDP at the end 
of World War II, the impact of this game-changing decision was huge.

The U.S. was partly motivated by the need to fend off the Soviet threat 
by rapidly rebuilding Western Europe and Japan, but the free-trade regime 
allowed not only Japan and West Germany but also many other countries 
to prosper without the need for expanding their territories. Indeed, it is dif-
ficult to find a country that grew rapidly in the post-1945 world that did not 
benefit from the U.S. market.

The advent of free trade actually made obsolete the whole notion that 
territorial expansion was a necessary condition for economic growth and 
prosperity. After World War II the victorious allies found themselves busy 
fighting indigenous independence movements in their colonies at enormous 
expense. Meanwhile, Japan and West Germany—which had lost all of their 
overseas and some of their domestic territories—quickly grew to become the 
world’s second- and third-largest economies. In other words, postwar Japan 
and Germany proved that economic growth requires markets and investment 
opportunities, not territories. Economic growth will accelerate if markets can 
be accessed without the expense of acquiring overseas territories.

The relative infrequency of wars after 1945 is often attributed to the 
Cold War and the deterrent of Mutually Assured Destruction (“MAD”), but 
the drastic reduction in conflicts between countries that had been fighting 
since history began may also be due to the fact that territorial expansion 
was no longer viewed as a necessary or sufficient condition for economic 
prosperity. Colonies actually became more of a liability than an asset for 
economic growth under the free-trade regime. Today, thanks to the fabu-
lous track record of economic growth made possible by the American-led 
move to free trade, almost no one sees territorial expansion as a prerequisite 
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for economic prosperity, a development that should be seen as one of the 
greatest achievements of human civilization. How this regime may fall apart 
under Donald Trump is discussed in Chapter 9.

In Asia, it was the Japanese who discovered in the 1950s that their 
economy could still grow and prosper by producing high-quality products 
for the U.S. market. They then put their best and brightest to the task while 
leaving complicated diplomatic and national security issues to be decided 
by the Americans. Indeed, many high-end products made in Japan during 
the 1950s and 1960s, such as TEAC audio gear, were only sold in the U.S. 
because Japanese consumers were still too poor to afford them.

Japan’s spectacular success then prompted Taiwan, South Korea and 
eventually the rest of Asia to follow the same export-oriented growth for-
mula in a process dubbed the “flying geese” pattern of industrialization. 
These countries’ golden eras then became synonymous with export-led  
globalization.

China Now in Post-LTP Maturing Stage of Industrialization

The biggest beneficiary of the U.S.-led free-trade regime was China, which 
succeeded in transforming a dirt-poor agrarian society of over a billion peo-
ple into the world’s second-largest economy in just 30 years. The three dec-
ades after Deng Xiaoping opened the Chinese economy in 1978 probably 
qualify as the fastest and greatest economic growth story in history, with per 
capita GDP for over a billion people increasing from a little over $300 to 
more than $8,000 in 2016. China wasted no time in integrating itself with the 
global economy and attracted huge quantities of foreign direct investment, 
not just from the West and Japan but also from Asian tigers such as Taiwan, 
Hong Kong, Singapore, and South Korea. Indeed, it was Taiwanese and 
Hong Kong businessmen in the 1980s who taught the Communist Chinese 
how to run a market-based economy.

More precisely, China’s fantastic economic growth was made possible 
by the U.S.-led free-trade system, which allowed businesses (both Chinese 
and foreign) to sell their products anywhere in the world. It was that access 
to the global market that prompted so many businesses from around the 
world to build factories in China. Were it not for the markets provided under 
the U.S.-led free-trade regime, it probably would have taken China many 
more decades to achieve the growth it did.

Businesses in the West and elsewhere that were able to capitalize on 
the situation in China found almost unlimited investment opportunities and 
operated like the capitalists in their own countries’ pre-LTP eras. Those 
investments added massively to China’s economic growth and transformed 
the country into “the world’s factory.”
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But workers in Asia and the West who had to compete with Chinese work-
ers have experienced flat or even negative income growth. Foreign businesses 
expanding rapidly in China are also likely to invest less at home, which has a 
depressing effect on domestic growth and productivity. Indeed, slow produc-
tivity growth in the advanced economies is the flip side of the rapid productiv-
ity and income growth in China and other emerging markets that was made 
possible by investments made by businesses from developed nations.

Those in the advanced economies who still wonder where the earlier 
enthusiasm for fixed-capital investment has gone need only get a window 
seat on a flight from Hong Kong to Beijing (or vice versa) on a nice day. 
They will see below them an endless landscape of factories stretching 
in all directions. Most of those plants were started with foreign capital 
because when Deng Xiaoping opened up the economy in 1978, there 
were no capitalists left in China: they had all been killed or driven into 
exile by the Communist revolution in 1949 and Mao’s Cultural Revolution 
in the 1960s.

At the beginning, only foreign capital, mainly from Taiwan and Hong 
Kong, was available to jump-start China’s industrialization. And capitalists 
from Taiwan and Hong Kong came in only because they realized they could 
sell whatever they produced in China to the rest of the world. After their 
pioneering efforts, they were joined by others from the West and Japan, 
who realized that the return on capital investment in China was far higher 
than what was available at home—assuming that the goods produced there 
could be sold around the world.

The point is that businesses are still investing to meet shareholders’ 
demand for greater profits, but not necessarily in their home countries. And 
that is because businesses in advanced countries are finding that the return 
on capital is higher abroad, especially for manufacturing processes requiring 
large labor inputs. This has also led to a social backlash in advanced coun-
tries as represented by Trump and others who question the merits of free 
trade as practiced since 1945. This issue is discussed further in Chapter 9.

Post-LTP China Faces “Middle-Income Trap”

China is also subject to the same laws of urbanization, industrialization, and 
globalization as other countries. China actually passed the LTP around 2012 
and is now experiencing sharp increases in wages. This means the country 
is now in its golden era, or post-LTP maturing phase. However, because 
the Chinese government is wary of strikes, labor disputes, or other public 
disturbances of any kind, it is trying to pre-empt such conflict by admin-
istering significant wage increases each year, with businesses required to 
raise wages under directives issued by local governments. In some regions, 
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wages had risen at double-digit rates in a bid to prevent labor disputes. It 
remains to be seen whether such top-down actions can substitute for a pro-
cess in which employers and employees learn through confrontation what 
can reasonably be expected from the other party.

Just as China was passing the LTP, its working-age population—defined 
as those aged 15 to 594—started shrinking in 2012. From a demographic 
perspective, it is highly unusual for the entire labor supply curve to begin 
shifting to the left just as a country reaches the LTP. Japan, Taiwan, and 
South Korea all enjoyed about 30 years of workforce growth after reaching 
their LTPs. The huge demographic bonus China enjoyed until 2012 is not 
only exhausted, but has now reversed, as shown in Figure 3.12. That means 
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China that will not be able to maintain the rapid pace of economic growth 
seen in the past, and in fact growth has already slowed sharply.

Higher wages in China are now leading both Chinese and foreign busi-
nesses to move factories to lower-wage countries such as Vietnam and 
Bangladesh, prompting fears that China will become stuck in the so-called 
“middle-income trap”. This trap arises from the fact that once a country 
loses its distinction as the lowest-cost producer, many factories may leave 
for lower-cost destinations, resulting in less investment and less growth. In 
effect, the laws of globalization and free trade that benefited China when it 
was the lowest-cost producer are now posing real challenges for the country.

Although the sudden slowdown in the Chinese economy since late 
2014 has been attributed partly to the unexpected rise in the exchange rate 
(this point is discussed further in Chapter 6), the easy part of China’s eco-
nomic growth story is now over. If it hopes to maintain economic growth 
in the face of rising wages and a shrinking workforce, China needs to begin 
investing more to raise the productivity of domestic workers at a time when 
businesses are discovering that in certain industries the return on capital 
is higher abroad, i.e., that it is easier to make money by simply moving 
factories to lower-cost locations overseas. That is precisely the challenge 
advanced countries faced when they were pursued by China and other 
emerging economies in earlier decades.

Growth, Happiness, and Maturity of Nations

The discussion above regarding the stages of economic growth is summa-
rized in Figure 3.13. Here, “industrialization with urbanization” refers to the 
pre-LTP urbanization phase, “golden era” to the post-LTP maturing phase, 
and “pursued by __” to the post-LTP pursued phase. The bold arrows indi-
cate the direction of pursuit.

Countries appear to be reaching their “golden eras” sooner owing to 
accelerated globalization, which has been made possible by free trade 
and rapid advances in information technology. However, the golden eras 
themselves are also becoming shorter as more countries join the globali-
zation bandwagon. For example, the golden era for the U.S. and Western 
Europe probably lasted for about 40 years until the mid-1970s, while 
Japan’s ended after around 30 years in the mid-1990s. The golden era for 
Asian NICs like Taiwan and Korea was only about 20 years long, coming 
to an end around 2005. It will be interesting to see how long the golden 
era lasts in China, where policymakers are already worried about the 
middle-income trap.
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If a nation’s happiness can be measured by (1) how quickly inequality 
is disappearing and (2) how fast the economy is growing, then the post-LTP 
maturing period would qualify as the period when a nation is at its happiest. 
During this period, strong demand for workers from a rapidly expanding 
manufacturing sector forces all other sectors to offer comparable wages to 
retain workers. Since manufacturing jobs do not require advanced education, 
the whole of society benefits from economic growth led by manufacturing as 
wages rise for everybody. People are hopeful for the future, and inequality 
shrinks rapidly.

In this sense manufacturing is a great social equalizer: when manufac-
turing industries are prospering, those without advanced (and expensive) 
education can still earn a decent living. When manufacturing is driving job 
creation, it raises the wages of even the least skilled, which affects wages 
in all other sectors even if manufacturing’s share of the economy is not that 
large.

U.S. manufacturing employment peaked in 1979 at 19.6 million, with 
the bulk of the increase taking place from 1946 (12.7 million) to 1969  
(18.8 million). This timeframe coincides with the period of shrinking income 
inequality in the U.S. as noted above. Manufacturing employment has now 
fallen to 12.4 million, or just 8.5 percent of total non-farm employment. The 
corresponding figure in 1946 was 32 percent. Income inequality begins to 
worsen once manufacturers start migrating to lower-cost countries, and only 
those with advanced educations and skills can keep up with the changes 
and continue to do well.

Manufacturing is also where the greatest productivity gains can be 
expected. The above rise and fall of manufacturing in the U.S. is consistent 
with the productivity growth numbers for the U.S. from Stanley Fisher as 
noted earlier.

From a global perspective, this implies that nations are at their  
happiest—i.e., inequality is disappearing and people are enjoying the fruits 
of their labor—when their manufacturing sectors are either well ahead of 
those in other nations or are chasing other economies but are not being 
pursued themselves.

The West was at its happiest before Japan started chasing it in the 
1970s because its manufacturing was ahead of all other economies. It was a 
French person who said before the Berlin Wall came down that the world 
would be a much nicer place if there were no Soviet Union and no Japan.

The Japanese were at their happiest when their manufacturing sector 
was chasing the West but nobody was chasing them. Those happy days 
ended when the Asian Tigers and China began pursuing Japan in the mid-
1990s. The Tigers then enjoyed their own golden era for about 20 years until 
China started pursuing them.
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The concept of the post-LTP pursued phase and the “post-industrial 
society,” popularized by authors such as Daniel Bell, both refer to the same 
period in history. When the latter concept was introduced in the 1970s, 
people were excited about the prospect of societies becoming cleaner and 
more humane as knowledge-based industries became increasingly domi-
nant in the economy. This was in contrast to the age of industrialization, 
which forced people to work long hours on dirty, oily factory floors.

Today, most advanced countries enjoy cleaner air with fewer factories 
operating inside their borders. But for a large part of the population, the 
rosy, humane scenario promised by the proponents of a post-industrial 
society never materialized. Instead, many feel less secure and hopeful today 
than they felt in the earlier era.

The overly optimistic post-industrialization scenarios never came to 
pass because they require knowledge-based industries to be expanding so 
rapidly and paying so well that they draw workers away from the manu-
facturing sector. Manufacturers will then be forced to leave the country 
because they cannot compete for workers when knowledge-based busi-
nesses are offering such high wages.

What actually happened, however, was that advanced countries were 
forced into a process of de-industrialization because the return on capital 
was higher abroad than at home. Society suffered from slower wage and 
productivity growth coupled with widening income inequality, since only 
those with special abilities or advanced degrees did well for themselves.

Although knowledge-based businesses are expanding in most societies, 
their growth is far from sufficient to offset the loss of jobs and  big-ticket 
expenditures on plant and equipment needed to drive capacity- and 
 productivity-enhancing investments in the manufacturing sector. Since 
slower wage growth and rising inequality are not positive developments 
for most of the population, the author chose the term “pursued phase” to 
convey the sense of urgency with which the problems resulting from low 
returns on capital at home must be addressed.

Now that most advanced countries are in the post-LTP pursued phase, 
the key issue for policymakers should be how to reorganize society to 
maximize the economy’s growth potential in this new phase. Unfortunately, 
there has been virtually no macroeconomic theories or models on policy 
implications of capital earning higher returns abroad than at home, and very 
little of the policy debate in advanced countries is couched in these terms.

Instead, the slogans used by presidential and prime ministerial hopefuls 
all suggest a longing for the return of the golden era. But politicians will not 
be able to improve the lives of ordinary people until they fully appreciate 
the current economic reality in a global context. These points are discussed 
in greater detail in the next two chapters.
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Rise and Fall of Communism

The preceding description of how inequality increases and decreases 
before and after the LTP also explains why so many people have found 
Communism appealing at a certain juncture in history. Marx and Engels, 
who lived in pre-LTP industrializing Europe, were appalled by the hor-
rendous inequality around them and the miserable working and living 
conditions for ordinary people. As noted above, it was not uncommon for 
people to work 16 hours a day in dirty, dangerous industrial environments 
while capitalists rapidly grew rich. Any intellectual with a heart would have 
found it difficult to turn a blind eye to the social and economic inequality 
of the time.

Marx responded by proposing the concept of Communism, which 
called for capital to be owned and shared by the laborers. He argued that if 
capital were owned by the workers, the exploitation of labor would end and 
workers would enjoy a greater share of the output. Many “exploited” work-
ers who had been working long hours in dreadful conditions embraced the 
new theory enthusiastically because it appeared to offer the hope of a better 
life with little to lose. In that sense, the birth of Communism may itself have 
been a historical imperative of sorts.

Marx and Engels’ greatest mistake, however, was to assume the extreme 
inequality they witnessed (points G and H in Figure 3.1) would continue 
forever without a Communist revolution. In reality, it marked just one inevi-
table step on the path toward industrialization. If capitalists are earning 
large profits in the pre-LTP period, they will probably continue to invest in 
the hope of making even more money. It is that drive for more profits that 
eventually pushes the economy to reach and pass the LTP, when a totally 
different labor-market dynamic emerges.

As soon as the economy reaches the LTP and wages start rising rap-
idly, the appeal of Communism wanes as workers begin to realize they can 
get what they want within the existing framework. The early years of the 
golden era, however, are typically characterized by frequent strikes and 
labor disputes as workers start to utilize their newfound bargaining power 
for the first time. While scenes of workers marching under red Communist 
banners may give the impression that a Communist takeover is just around 
the corner, their success in winning higher wages ends up undermining the 
movement’s appeal.

After 15 or 20 years of such struggles, employers and employees alike 
begin to understand what can be reasonably expected from the other side, 
and a new political order is established based on that understanding. The 
result is the prevalence of center-right and center-left political parties seen 
in advanced countries today.
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Although this political arrangement served advanced countries well in 
their post-LTP golden eras, it remains to be seen whether it is the most appro-
priate arrangement under the very different labor dynamic of the post-LTP 
pursued phase. The rise of far-right political parties in the West opposed to 
free trade and globalization, for example, presents a major challenge to the 
established political order. These issues are discussed further in Chapter 9.

Ironically, countries that adopted Communism before reaching their 
LTPs, such as pre-1979 China and pre-1986 Vietnam, ended up stagnat-
ing because the profit motive needed to promote investment and push the 
economy beyond the LTP was lost.

Interestingly, the economy also ends up stagnating when labor becomes 
too powerful and expensive before the country reaches the LTP, for both 
economic and political reasons. First, the economy stops growing and 
becomes stuck in the pre-LTP phase because the protected workers are too 
expensive for capitalists to expand production. Second, unionized and priv-
ileged workers end up creating a two-tier labor market with a permanent 
underclass that is denied meaningful employment because the economy 
is not growing (or at least not growing fast enough). This leads to politi-
cal problems that slow the economy even further, as seen in many Latin  
American countries since the 1950s.

The discussion above suggests that inclusive social and political reforms 
are mostly possible only after a country passes the LTP. Even in the advanced 
countries, the majority of inclusive reforms, such as the Civil Rights move-
ment in the U.S., took place in the post-LTP era. This means sequencing 
matters, and those in emerging countries seeking more inclusive social and 
political reforms might first need to grow their economies beyond the LTP 
if they want to avoid the pitfalls noted above.

Although the above suggests that all countries are going through the 
same development process, there has also been a general progress toward a 
more agreeable working conditions in all countries. For instance, European 
workers in pre-LTP urbanizing phase were working as long as 16 hours 
a day, whereas post-1978 Chinese workers have been working not much 
more than 8 hours a day even before the country reached its LTP. This sug-
gests that the progress made elsewhere in the world is reflected in the work-
ing conditions of at least some parts of emerging economies today.

Real Source of Thomas Piketty’s Inequality

Income inequality has become one of the hottest and most controversial 
issues in economics, not only in the developed world but also in China and 
elsewhere as well as. Many are growing increasingly uncomfortable with 
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the divide between the haves and the have-nots, especially after Thomas 
Piketty’s Capital in the 21st Century sparked a fresh debate on the optimal 
distribution of wealth, an issue that had been largely overlooked by the 
economics profession.

Although the author cannot claim to have understood the full implica-
tions of Piketty’s enormous contributions, the analysis presented here con-
tradicts one of the key historical points he makes. Namely, he claims that the 
extreme inequality that existed prior to World War I was corrected by the 
wealth destruction of two world wars and the Great Depression. He then 
goes on to argue that the retreat of progressive taxation in the developed 
world starting in the late 1970s ended up creating a level of inequality that 
approaches that seen prior to World War I.

Although he has ample data to back his assertions, his pre-World War 
I results may also be due to the fact that those countries were all in the 
pre-LTP industrialization stage, which is characterized by a rapid increase 
in inequality. His post-World War I findings may also be attributable to the 
West’s entering the post-LTP maturing phase or “golden era” of industrializa-
tion, where everyone enjoys the fruits of economic growth and inequality 
shrinks. Piketty attributes this to the destruction of wealth brought about 
by two world wars and the introduction of progressive income taxes, but 
this period was also characterized by an end to rapid urbanization in most 
of these countries. Furthermore, the four decades through 1970 marked a 
golden era for Western economies as they were ahead of everyone else and 
were being chased by no one.

Finally, Piketty’s post-1970 results may be due to the fact that Western 
economies entered their post-LTP pursued phase as Japan and other countries 
began chasing them. For Western capitalists able to utilize Asian resources, 
this was a golden money-making opportunity. But it was not a welcome 
development for Western factory workers who had to compete with competi-
tively priced imports from Asia.

This also suggests that the favorable income distributions observed by 
Piketty in the West before 1970 and in Japan until 1990 were transitory 
phenomena. These countries enjoyed a golden era of growing incomes and 
shrinking inequality not because they had the right kind of tax regime but 
because it was a time when manufacturing prospered. And manufacturing 
prospered because the global economic environment was one in which 
these countries were either ahead of everyone else or chasing others but 
were not being pursued, i.e., the return on capital was highest at home.

Just because such a desirable state of affairs was observed once does 
not mean it can be maintained or replicated. Any attempt to preserve that 
equality in the face of fierce international competition would have required 
massive and continuous investment in both human and physical capital, 
something that most countries are not ready to implement.
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It is not even certain whether such investments constitute the best use 
of resources, since businesses may still find that the return on capital is 
higher elsewhere. To the extent that businesses are under pressure from 
shareholders to invest in countries offering the highest returns, forcing them 
to invest at home is no easy task. This means a more extreme form of pro-
tectionism than that proposed by President Donald Trump may be needed 
to keep cheaper foreign goods out and force businesses to invest at home. 
What is certain, however, is that a completely different mindset is needed 
to secure economic growth in the pursued countries. This topic is discussed 
in the next chapter.
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CHAPTER 4 

In order to understand the unique policy challenge faced by pursued econ-
omies, it is useful to see how various sectors of the economy change as 

they go through the different stages of economic development. It was already 
noted that when the economy is in the pre-Lewis Turning Point (LTP) urban-
izing phase, capitalists can take advantage of workers because there are so 
many of them in rural areas who are willing to work for the going wage in 
urban factories. Workers also have no bargaining power prior to reaching 
the LTP. During this phase, the limited opportunities for education and voca-
tional training in rural areas mean most workers are neither well-educated 
nor highly skilled when they migrate to the cities. And with so many of them 
competing for a limited number of urban jobs, there is little job security.

Once the economy passes the LTP, the tables are turned completely 
in favor of the workers. The supply of surplus workers in rural areas is 
exhausted and the labor supply curve takes on a significant positive slope. 
As long as some businesses seek to increase their workforce, all businesses 
will be forced to pay ever-higher wages. At this stage, businesses also have 
plenty of reasons to expand because workers’ purchasing power is growing 
rapidly. Expansion here means domestic expansion: firms have little of the 
experience or know-how needed for overseas production, and domestic 
wages, although rising, are still likely to be competitive.

To satisfy increasing demand while paying ever-higher wages, busi-
nesses invest in both productivity- and capacity-enhancing equipment. 
Strong domestic demand for both types of machinery during this phase 
manifests itself in the form of robust demand for funds to finance capital 
investments. This means the economy is firmly in Case 1. Investments in 
additional equipment effectively raise the productivity of employees even 
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if the workers themselves are no more skilled or educated than before the 
country reached its LTP.

With wages rising rapidly, job security for workers also improves signifi-
cantly as businesses try to hold on to their employees. Lifetime employment 
and seniority-based remuneration systems become more common. Working 
conditions improve as businesses offer safer, cleaner working environments 
to attract and retain workers. The emerging power of unions also forces 
employers to enhance job security. In contrast to the pre-LTP period, when 
businesses were effectively exploiting workers because there were so many 
of them, businesses in the post-LTP maturing period “pamper” their employ-
ees with productivity-enhancing equipment so they can afford to pay them 
more. With everyone enjoying the fruits of economic growth, this period is 
remembered as the nation’s “golden era.”

At some point, however, wages reach point EQ in Figure 3.1, and busi-
nesses are forced to look for alternative production sites abroad because 
domestic manufacturing is no longer competitive. It is at this point that 
firms realize that capital invested abroad earns higher returns than capital 
invested at home.

Producing abroad, however, requires that management possesses for-
eign language competency and other specialized skills, and that takes time. 
If the process appears too daunting, which is often the case for small and 
medium-sized firms, they may simply give up the business altogether or 
outsource all production to foreign firms. The transition from golden era to 
pursued era may therefore take many years. Once the know-how to pro-
duce abroad is acquired, however, the firm will start considering the entire 
emerging world when it looks for possible locations for production facili-
ties. The process of investing overseas will therefore become increasingly 
irreversible. Although different industries may reach this point at different 
times, a country can be said to have entered its post-LTP pursued phase 
when a meaningful number of industries have reached this point.

Workers Are on Their Own in Pursued Phase

The way businesses perceive workers changes once again in the new pur-
sued phase because they now have the option of tapping overseas labor 
resources. With capital going much further abroad than when invested at 
home in labor-saving equipment, businesses have fewer incentives to under-
take domestic investment. Fixed-capital investment, which was such a large 
driver of economic growth during the post-LTP golden era, begins to slow. 
As investment slows, growth in labor productivity, which shot up during the 
golden era, also starts to decelerate, a trend that has been observed for some 
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time now in most advanced countries. And with slower productivity growth, 
wages begin to stagnate.

It is at this point that the ability of individual workers begins to matter 
for the first time, because only those able to do things that overseas workers 
cannot will continue to prosper. This stands in sharp contrast to the previous 
two stages, where wages were determined largely by macro factors such as 
labor supply/demand and institutional factors such as union membership, 
both of which had little to do with individual skills. Once the supply con-
straint is removed by the option of producing abroad or engaging in outright 
outsourcing, the only reason a company will pay a higher wage at home is 
because a particular employee can do something that cannot be easily repli-
cated by a cheaper foreign worker.

If workers were “exploited” during the pre-LTP urbanization stage and 
“pampered” during the post-LTP maturing stage, they are entirely “on their 
own” in the post-LTP pursued stage because businesses are much less will-
ing to invest in labor-saving equipment to increase the productivity of the 
domestic workforce. Workers must invest in themselves to enhance their 
productivity and marketability.

In this pursued phase, job security and seniority-based wages become 
increasingly rare in industries that must become more agile and flexible to 
fend off pursuers. It is no accident that lifetime employment and seniority-
based wages, which were common in the U.S. until the 1970s, disappeared 
once Japanese competition appeared. The same thing happened to the 
Japanese labor market with an increased use of “non-regular” workers after 
China emerged as a competitor in the mid-1990s. Achieving a more flexible 
labor market has also been a major issue in Europe.

Workers who take the time and effort to acquire skills that are in 
demand will continue to do well, while those without such skills will end 
up earning close to minimum wage. Those who benefited from union mem-
bership during the post-LTP golden era will find the benefits of membership 
in the new pursued era are not what they used to be. Income inequality 
will increase again, even though when adjusted for skill levels it may not 
change all that much.

Workers who want to maintain or improve their living standards in a 
post-LTP pursued economy must therefore think hard about their individual 
prospects and the skills they should acquire in the new environment. To the 
extent that the answer to this question differs for each individual, workers 
are truly on their own. The “good old days,” when businesses invested to 
increase worker productivity so they could pay employees more, are gone 
for good. In some sense this is only fair, since it means workers who put 
in the time and effort to improve their productivity will be rewarded more 
generously than those who do not.
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Consumers’ Progression During Three Stages of 
Economic Development

Workers are also consumers, and their consumption behavior changes along 
with the stages of economic development. During the pre-LTP industrializa-
tion phase, most workers are paid very little. Their limited share of output 
serves as a constraint on consumption, and their low incomes prevent them 
from saving much. Most of the saving and investing is therefore done by 
the capitalist class, which typically has a higher marginal propensity to save. 
Because capitalists in this era have a high share of output but also a high 
propensity to save, domestic supply often exceeds domestic demand, which 
tends to keep prices depressed.

Once the economy passes the LTP and wages began to rise rapidly, 
consumers’ mindset changes. With the future looking bright, they begin 
demanding high-quality products and luxury goods that they could only 
dream of during the pre-LTP period. Many begin to compete with each 
other on the basis of their possessions, a phenomenon dubbed “keeping up 
with the Joneses” in the U.S. Businesses strive to ensure they have a line of 
products capable of attracting these upwardly mobile consumers.

In the automobile industry, for example, General Motors had the Chev-
rolet marque at the entry level, Pontiac as an upgrade, Buick and Oldsmobile 
further up the ladder, and Cadillac at the top. Ford had Ford at the bottom, 
Mercury in the middle, and Lincoln at the top, while the order for Chrysler 
was Plymouth, Dodge, and Chrysler. And within each brand, different grades 
of cars were offered to keep customers always desiring a better automobile.

Consumers in those days were willing to buy a new car every two years 
not only to feel good but also to keep up with their neighbors and friends. 
Automakers’ efforts to capture this upwardly mobile consumer every two 
years from beginning to end was called “full-line marketing.”

In Japan, similar behavior was observed once the economy entered the 
post-LTP golden age where households began to compete with each other 
on the basis of their possessions. When a family bought a piano so that its 
children could take piano lessons, others in the neighborhood felt pres-
sured to buy some sort of musical instrument so that their children could 
also have music lessons. This sort of peer pressure became so intense in the 
early 1990s that women of high school age and older felt they had to have 
at least one Louis Vuitton bag, resulting in a huge proportion of the nation’s 
female population carrying such bags to school and work every day. Such 
competition to own better things or to keep up with the Joneses provided 
a significant positive feedback loop to the economy, and both consumption 
and GDP grew rapidly.

Once an economy enters the post-LTP pursued phase and the pros-
pect of unlimited income growth disappears, however, consumers are 
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forced to reorient their priorities. With incomes growing slowly or not at 
all, consumers are forced to ask whether they are receiving value for their 
money. At the same time, a huge inflow of inexpensive foreign goods, a 
key feature of post-LTP pursued economies, creates shopping options that 
did not exist before.

During this reorientation, the “keeping up with the Joneses” mentality is 
thrown out the window, and most consumers stop buying a new car every 
other year. Instead, they begin checking consumer websites like Consumer 
Reports to ensure that they get good value for money regardless of what 
make the product is, where it is sold, or where it is made.

In the U.S., this resulted in the growth of large discount retailers such 
as Walmart and Costco. The reduced importance of brand hierarchies also 
prompted the disappearance of venerable brands such as Oldsmobile and 
Plymouth.

In Japan, this reorientation led to the explosive growth of so-called 
“100 yen shops”, where everything from electronic calculators to kitchen-
ware can be purchased for 100 yen. Indeed, most new household forma-
tions in Japan now start with a shopping spree at a 100 yen shop because of 
the impressive quality and selection of goods offered. They then go to other 
stores to buy goods that cannot be found at the 100 yen shops.

When Poundland, which sells everything from scientific calculators to 
snacks for one British pound, first opened its doors, many UK consumers 
said they did not want to be seen in one. Apparently, they were not yet 
ready to shed their “keeping up with the Joneses” mentality. More recently, 
however, such resistance is said to have diminished as British consumers 
begin demanding more value for money.

In retrospect, this evolution of consumer behavior is perfectly rea-
sonable: it was ridiculous for people to buy a new car every other year 
when the cars themselves are made to last much longer, or for a large 
proportion of the female population to be walking around with a Louis 
Vuitton bag. Just as workers are “on their own” in the post-LTP pursued 
phase, consumers are forced to become smarter and more independent 
in the post-LTP pursued phase, in the sense that they are no longer easily 
swayed by silly fads and fashions. Many simply cannot afford that sort of 
behavior any more.

Different Inflationary Trends During Three Stages of 
Economic Development

These changes in the behavior of businesses, workers, and consumers during 
the various stages of economic development have profound implications for 
monetary and fiscal policy via their impact on economic growth and inflation.
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In terms of monetary policy, workers are paid very low wages during 
the pre-LTP urbanization period, meaning that wage- or consumption-led 
price growth is very limited. Low wages mean workers are not likely to be 
great contributors to the nation’s savings pool, either. The financial markets, 
as intermediators of savings and investment, are therefore relevant only for 
the top echelon of society. Although those at the top are likely to have a 
higher propensity to save, the availability of those savings effectively limits 
the investment that can take place during this period.

When many workers cannot afford to buy the products they are mak-
ing, over-supply and deflation are likely to result unless exports are robust. 
If domestic demand is insufficient to absorb domestic production, the authori-
ties may be forced to keep exchange rates low in order to promote exports. In 
other words, inflation is not likely to be a major problem during this period.

When the economy enters the post-LTP golden era, however, wage 
increases become so common as to become ingrained in the system. This 
leads to rapid increases in both the total wage bill and final demand from 
consumers. Consumers with ever-increasing incomes are also more willing 
to accept higher prices during this phase if those prices give them higher-
quality goods or greater prestige in their social circles.

Businesses facing rising wages and increasing domestic demand must 
undertake substantial investment in productivity- and capacity-enhancing 
equipment, and one of the key characteristics of the post-LTP golden era is 
a high level of capital expenditure and correspondingly strong demand for 
funds to finance those investments.

Strong consumption demand from consumers and strong investment 
demand from businesses are likely to push prices steadily higher, and infla-
tion becomes a real threat to economic growth. Strong demand for funds 
from businesses also means the money multiplier is pushed to its maximum 
value1. This means that economic conditions are fundamentally inflationary, 
but monetary policy is also at its most effective.

Indeed, private-sector demand for funds can increase dramatically during 
this period unless the central bank makes sustained efforts to keep it in check 
by adjusting interest rates and the supply of reserves. In other words, the 
central bank has to make sure that higher interest rates and the availa bility 
of reserves are the binding constraint on money supply and credit growth  
during this era. By doing so, it will be able to control the inflation rate.

During the golden era, therefore, central banks have their hands full 
fighting inflationary pressures. It is no coincidence that central banks are 
given ever-greater powers and independence during this phase of economic 
development.

1 This point is explained in Chapter 8.
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Milton Friedman’s argument that inflation is everywhere and always 
a monetary phenomenon is actually valid during the golden era, when 
private-sector demand for funds is strong and the money multiplier is stable 
at its maximum value. As domestic inflationary pressures grow, a stronger 
exchange rate also becomes more desirable.

When the economy enters the post-LTP pursued phase, however, both 
incomes and wages are growing slowly, resulting in more moderate growth in 
consumption. Businesses’ demand for capacity- and productivity-enhancing 
equipment also slows during this phase as they find higher returns on capital 
abroad. Weak or non-existent income growth leads to the emergence of more 
fastidious, value-conscious consumers, making it more difficult for businesses 
to raise prices. Rapid growth in inexpensive imports also has a depressing 
effect on domestic prices. All in all, inflation becomes much less of a problem 
than in the post-LTP golden era.

The fall in domestic demand for funds due to businesses’ reduced 
domestic investment also makes monetary policy less effective. This can be 
seen from the lost correlation between the Fed’s monetary policy actions and 
the movement in financial condition index starting in the 1990s. Financial 
condition index measures the difficulty borrower face in procuring funds.

As Figure 4.1 indicates, the index was moving more or less in line with 
the Fed’s policy actions until the end of 1980s. In other words, when the  
Fed was raising interest rates to make it more costly for the borrowers to 
borrow, the financial index was also moving higher, indicating that the 
financial condition has tightened.

Starting in the 90s, however, this linkage was broken. There were four 
major monetary tightening cycles since then (circled areas in Figure 4.1), 
but in all cases, the financial condition index failed to respond to the 
Fed actions and stayed at very favorable levels for the borrowers. In the 
most recent episode starting in 2015, the financial condition index actually 
improved despite the Fed raising interest rates four times.

This loss of effectiveness of monetary policy is matched by the shrink-
age in demand for funds from the U.S. non-financial corporate sector starting 
around 1990. Figure 4.2 shows the flow of funds data for the sector going 
back to 1971. It indicates that, until 1990, U.S. non-financial corporate sector 
was squarely in financial deficit, i.e., it was a large net borrower of funds 
as suggested by economic textbooks. Starting in 1990, however, the sec-
tor has become more or less neutral, i.e., it has stopped borrowing money.  
It is probably no coincidence that the effectiveness of monetary policy fell 
as non-financial corporations, the traditional borrower of funds, stopped 
borrowing money.

In short, both the importance and effectiveness of monetary policy 
change as the economy develops. Inflation is not a big problem for the 
monetary authorities during the pre-LTP phase with its depressed wages. 
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During the post-LTP golden age, inflation becomes a major issue, and the 
central bank must be extremely vigilant, employing monetary restraint to 
keep higher wages and stronger domestic consumption and investment 
demand from pushing prices higher. Monetary policy is also very effective 
during this period because strong demand for funds keeps the money mul-
tiplier stable at its maximum value.

Once the economy enters the post-LTP pursued state, inflation becomes 
less of a problem amid slower wage growth, a surge of imports, weaker con-
sumption, and reduced demand for fixed capital investment. Hence there 
is less need for the central bank to exercise monetary restraint.  Monetary 
policy also becomes much less effective during this phase because of the 
reduced demand for borrowings to fund capital expenditures reduces the 
money multiplier. With an increasing number of jobs lost to oversees, and 
reduced inflationary pressure at home, the monetary authorities may also 
come under pressure to bring exchange rates down.

This also means that the neutral rate of interest—the level of inter-
est that does not add to or subtract from economic activity—stays low 
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during the pre-LTP phase, goes up significantly during the golden age, and 
comes down again when the economy enters the post-LTP pursued phase. 
One must therefore be careful when using elasticities and multipliers for 
mo netary policy tools obtained in an earlier era, because they may no 
longer be relevant in the current period.

Fiscal Policy Challenges in Three Stages of 
Economic Development

The importance and effectiveness of fiscal policy, or government borrowing 
and spending, also change with the stage of economic development. In the 
pre-LTP urbanization phase, fiscal policy is not only effective but is often 
crucial in providing essential infrastructure so that private-sector invest-
ments can come in and flourish. The social rate of return on infrastructure 
investments is therefore very high during this phase.

When the economy is in the golden era, however, fiscal policy has 
limited ability to stimulate the economy except during balance sheet reces-
sions because of its tendency to “crowd out” private sector investment in 
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productivity- and capacity-enhancing equipment. It is no coincidence that 
economists tend to disparage fiscal stimulus during this period because the 
government will be competing with private businesses for limited private-
sector savings. This also suggests that the social rate of return on public 
works projects is often far below the yield on government bonds.

Once the economy enters the pursued phase, however, fiscal policy is 
less likely to cause crowding out since private-sector demand for funds is 
weaker. Fiscal policy therefore becomes more effective than in the golden 
era. Indeed, if private-sector demand for funds falls below the level of private 
savings even at very low interest rates, the economy is effectively in Case 3 
and fiscal policy becomes absolutely essential in keeping the economy going.

At the same time, the absence of private-sector borrowers means bor-
rowing costs for the government, sometimes the only borrower left, drop 
to very low levels. Many public works projects therefore become wholly or 
nearly self-financing.

The 2008 collapse of asset price bubbles exacerbated this trend of 
shrinking private-sector demand for funds in the pursued economies by 
throwing these economies into balance sheet recessions. As indicated in 
Figure 1.1, private-sector demand for funds is now negative in virtually all 
the pursued economies despite zero interest rates. That has further rein-
forced the tendency for monetary policy to grow less effective and fiscal 
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policy more so. Even if these countries were not in balance sheet reces-
sions, fiscal policy would most likely have become more effective than dur-
ing the golden era, with the reverse being true for monetary policy.

These changes in the effectiveness of fiscal and monetary policy are 
illustrated in Figure  4.3. Here there are two lines each for the pursued 
phase because most economies in this phase today are also suffering from 
balance sheet recessions or their aftermath. The point here is that the pres-
ence of balance sheet problems made fiscal policy even more effective 
than usual and monetary policy even less so. It also means that monetary 
policy in advanced countries will not regain its golden-era effectiveness 
even after the balance sheet problems are resolved, because these countries 
are already in the pursued phase.

The golden era is the era of monetary policy, with limited opportunities 
for fiscal policy to serve a useful role. But in the pursued phase these roles 
are essentially reversed.

Policymakers Unable to Shake off Memories of Golden Age

In spite of the fact that all of the advanced economies are now in the pur-
sued phase, the policy debate in these countries has yet to shake off the 
cobwebs of the golden era, a period that ended more than 20 years ago. The 
mentality of the golden era is still very much with us for at least two reasons.

First, it was a great time when incomes were growing for everyone. 
Everyone wants to return to that era because it defined what is possible 
for an economy. For many, in fact, this era defined the economy’s “trend 
growth.”

Second, it was the era when the discipline of macroeconomics was 
founded. Big names such as Paul Samuelson and Milton Friedman all wrote 
against the backdrop of the golden era. Most theories and models taught in 
economics are based on the assumption that the private sector is maximiz-
ing profits because that was largely true during this era.

But once the golden era ends and the economy starts to be pursued by 
foreign competitors, private-sector capital investment and demand for funds 
both fall markedly. Inflation slows as wages stop rising, imports increase 
sharply, and consumers grow more cautious. The implication is that mon-
etary policy has a much smaller role to play (as inflation fighter) and is 
much less effective than during the golden era, while the reverse is true for 
fiscal policy.

The problem is that the policy debate in most countries has yet to 
acknowledge that these inevitable and fundamental changes have taken 
place and that these changes are attributable to changes in the stage of 
economic development. In all advanced countries, for example, a huge 
group of economists continues to claim that monetary policy is the right 
tool for addressing economic fluctuations and that fiscal policy should be 
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discouraged because of its tendency to crowd out private-sector invest-
ment—even though governments’ borrowing costs have dropped to record 
low levels in most countries. Both the media and market participants are 
also intently focused on changes in central bank monetary policy as men-
tioned in Chapter 2, even though such policies largely lost their effective-
ness once the countries entered the pursued phase.

The low fiscal multiplier of which they speak is something observed 
almost exclusively during the golden era or periods including the golden 
era, i.e., when the economy was in Case 1 or 2. During those periods, the 
low fiscal multiplier argument is valid because governments running budget 
deficits are in fact competing with private-sector borrowers for a limited 
amount of savings. That leads to higher interest rates, the crowding out of 
private-sector investments, and the frequent misallocation of resources, all 
of which result in a low fiscal multiplier.

But the assumption of a low fiscal multiplier is totally inappropriate for 
a world in which most advanced economies are in Case 3 or 4. If Figure 2.1 
is any guide, for example, the fiscal multiplier in post-1990 Japan has been 4 
to 5 if correctly measured based on the counter-factual GDP that would have 
resulted in the absence of fiscal stimulus. This is easily double or triple the 
typical multiplier observed during the golden era. In other words, fiscal multi-
pliers measured during the golden era should not be used in the policy debate 
when an economy is in the pursued era and/or in a balance sheet recession.

Unfortunately, those (like the author) who studied economics during the 
golden era or used textbooks written during that era have had it hammered 
into their heads that fiscal policy has a low multiplier effect. Some cite fis-
cal and monetary multipliers that were obtained using only those data from 
earlier periods because those are what they are familiar with. Hence there 
is always a danger that they will subconsciously base policy recommenda-
tions on those outdated multipliers and elasticities. Even though a low fiscal 
multiplier was “common sense” three decades ago, the global environment 
surrounding advanced economies has changed dramatically since then.

Fundamental Macro-Policy Challenges Facing 
Pursued Countries

Based on the changes that economies go through, it appears that the most 
fundamental macroeconomic challenge for all pursued countries is that (1) 
households are still saving for an uncertain future as they always have, 
but (2) businesses are unable to absorb all of those savings because they 
cannot find sufficient domestic investment opportunities, even at very low 
interest rates. But if someone is saving money, someone else must borrow 
and spend that money to keep the income cycle and the economy going.
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To maintain macroeconomic stability when households are saving but 
businesses are not borrowing even at very low interest rates, either net 
exports must be increased or the government must borrow and spend those 
savings without sacrificing its fiscal future. When the former is an unrealistic 
option in the short to medium run (in part because all countries cannot 
increase net exports at the same time), the government has no choice but 
to administer fiscal stimulus. The fact that pursued phase can go on for 
decades makes this a truly monumental challenge at a time when the public 
debt of most advanced countries has already reached alarming levels.

This is the same challenge that economies in balance sheet recessions 
confront, as discussed in Chapter 2. In a balance sheet recession, it is the 
millions of underwater balance sheets that lead to the disappearance of 
private-sector borrowers, whereas in pursued economies, it is the lack of 
attractive domestic investment opportunities that produces the same out-
come. In the former case, the lack of private-sector demand for funds will 
not be corrected until private-sector balance sheets are repaired, while in the 
latter case, the lack of demand for funds will not be corrected until sufficient 
domestic investment opportunities present themselves. In the meantime, 
both economies will face a deflationary pressure unless someone outside 
the private sector returns the private sector’s excess savings to the economy’s 
income stream.

Faced with this challenge, those with a golden-era mindset would argue 
that the use of fiscal stimulus is out of the question because public debt in 
the advanced countries has already reached its limits. They might also add 
that, while fiscal stimulus may be acceptable during balance sheet reces-
sions (since the need for stimulus will end once private-sector balance 
sheets recover), there is no obvious end to the need for fiscal stimulus in a 
pursued economy. With public debt already at very high levels, they would 
argue that unleashing fiscal stimulus with no end in sight is nothing short 
of madness.

Instead, they say, with the population ageing, the public and private 
sectors should be working to cap the growth of debt, if not actually reduce 
it. Indeed, the amount of debt has become a much-discussed topic among 
economists not only in the advanced countries but also in places like China.

Debt Limit Argument Ignores the Fact That Debt  
Is Flip Side of Savings

The problem with this argument is that debt is simply the flip side of savings. 
Somebody has to be saving for debt to grow, and it is bound to increase as 
long as someone in the economy continues to save. Moreover, if someone 
is saving but debt levels fail to grow (i.e., if no one borrows and spends the 
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saved funds), the economy will fall into the $1,000–$900–$810–$730 defla-
tionary spiral described in Chapter 1, with highly unpleasant consequences. 
Growth in debt (excluding debt financed by the central bank) is merely a 
reflection of the fact that the private sector has continued to save.

If debt is growing faster than actual savings, it simply means there is 
double counting somewhere, i.e., somebody has borrowed the money but 
instead of using it himself, he lent it to someone else, possibly with a different 
maturity structure (maturity transfer) or interest rates (fixed to floating or vice 
versa). With the prevalence of carry trades and structured financial products 
involving multiple counterparties, debt numbers may grow rapidly on the 
surface, but the actual debt can never be greater than the actual savings.

Furthermore, the level of debt anyone can carry also depends on the 
level of interest rates and the quality of projects financed with the debt. 
If the projects earn enough to pay back both borrowing costs and principal, 
then no one should care about the debt load, no matter how large, because 
it does not represent a future burden on anyone. Similarly, no matter how 
great the national debt, if the funds are invested in public works projects 
capable of generating returns high enough to pay back both interest and 
principal, the projects will be self-financing and will not increase the burden 
on future taxpayers.

Making the Mistake of Communist Central Planners

Another problem with the debt limit argument is that it looks only at the 
quantity of debt and ignores the price, the same mistake Communist central 
planners made, and one which invariably ended in tears. By looking only 
at debt levels, these people are ignoring messages from the bond market, 
i.e., the price of government bonds, in deciding whether fiscal stimulus is 
good or bad for the economy. Whether or not fiscal policy has reached its 
limits should be decided by the bond market, not by some economist using 
arbitrarily chosen criteria.

During the golden era, when the private sector has strong demand 
for funds to finance productivity- and capacity-enhancing investments, 
 fiscal stimulus will have a minimal if not negative impact on the economy 
because of the crowding-out effect. The bond market during this era cor-
rectly assigns very low prices (high yields) to government bonds, indicating 
that such stimulus is not welcome.

During the pursued era or during balance sheet recessions, however, 
private-sector demand for funds is minimal if not negative. At such times, 
fiscal stimulus is not only essential, but it has maximum positive impact 
on the economy because there is no danger of crowding out. During this 
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period, the bond market correctly sets very high prices (low yields) for 
 government bonds, indicating that they are welcome.

They are welcome because for economies in Cases 3 and 4, the only 
destination for surplus private-sector savings that cannot take too much 
foreign exchange risk or principal risk is debt issued by the sole remain-
ing domestic borrower—the government. The yields on government debt 
therefore fall precipitously. Low bond yields, in turn, provide the govern-
ment with the fiscal space it needs to offset deflationary pressures from 
excess private-sector savings. This self-corrective mechanism of economies 
in Cases 3 and 4 as represented by super-low government bond yields has 
already been observed in most pursued countries in recent years, including 
those not suffering from balance sheet recessions.

The fact that economies collapsed when the Japanese government 
ignored the bond market and tried to reduce the deficit in 1997 and when 
European governments tried to do the same in 2010 suggests that it is 
dangerous to ignore the bond market’s warnings (the reason why govern-
ment bond yields skyrocketed in Eurozone peripheral countries in 2010 
is discussed in detail in Chapter 7). In the above Japanese case, the fiscal 
deficit actually increased 72 percent as a result of fiscal austerity, as men-
tioned in Chapter 2. The bond market, via ultra-low yields, has been telling 
policymakers that this is no time to cut deficits, since 1995 for Japan and 
2008 for the West.

Fundamental Solution to Fundamental Problem

Ultra-low bond yields in economies in Cases 3 and 4 are also a signal to 
the government to look for public works projects capable of producing a 
social rate of return in excess of those rates. If such projects can be found, 
fiscal stimulus centered on them will ultimately place no added burden on 
future taxpayers.

The most important macroeconomic challenge for policymakers in pur-
sued countries, therefore, is to find infrastructure projects capable of earning 
social rates of return in excess of these ultra-low government bond yields. 
As long as projects are self-financing, the government can implement them 
without worrying about the size of the deficit or hitting some hypothetical 
“upper limit” on the public debt because those projects do not constitute 
a burden on future taxpayers. As long as such projects can be found and 
implemented, the economy will continue to function even though it is being 
pursued. Economies in Cases 3 and 4 should therefore mobilize their best 
and brightest to find and implement such projects instead of wasting time 
worrying about the size of the public debt.
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On the other hand, few public works projects are “self-financing” when 
the economy is in Case 1 or 2, with strong private-sector demand for funds 
keeping interest rates high. This means the option of finding self-financing 
public works is largely unavailable. It also means there is an upper limit on 
the amount of debt a government can accumulate in Cases 1 and 2.

The above also explains why it has been difficult for economists to 
specify the upper limit on public debt. The correct answer depends on the 
amount of public debt that is self-financing, and that, in turn, depends on 
the quality of the public works projects selected and the prevailing level 
of government bond yields. Government bond yields, in turn, will vary 
depending on whether the economy is in Cases 1 and 2 or Cases 3 and 4.

Some may argue that if such self-financing projects exist, they should 
be undertaken by the private sector instead of the government. There are 
two reasons why that may not work. First, private-sector businesses are 
under pressure from shareholders to maximize their return on capital. That 
means that even if there are self-financing projects at home, they must invest 
abroad if higher returns are available. Since the government has no mandate 
to maximize its return on capital but is expected to keep the economy out 
of a deflationary spiral, it can and should implement public works projects 
to keep the economy going.

Second, and more importantly, the rate of return that is relevant here 
is the social rate of return with all the externalities which the private-sector 
operators may not be able to capture fully. In other words, there may be 
projects which do not have high enough return as private ventures but 
make sense as public ventures because of their positive externalities on the 
larger society.

Traditional economists often made the mistake of focusing entirely on 
one side of the balance sheet while ignoring the other. As noted earlier 
with regard to Figure 2.13, economists who looked only at money supply 
growth from 1933 to 1936 concluded that the U.S. economy emerged from 
the Great Depression because of the Fed’s monetary accommodation. In 
fact, however, it was government borrowing that increased the asset side of 
banks’ balance sheets and thereby allowed the money supply, the liability 
of the banking system, to grow.

The same problem applies to the recent emphasis on debt levels. While 
it has become popular to decry the size of the private- or public-sector debt, 
debt is increasing only because savings continue to grow. Since it is difficult 
to tell people not to save, policymakers need to make sure those savings are 
borrowed and invested wisely in projects that will earn returns in excess of 
the borrowing costs. That is where the debate should focus. Simply discuss-
ing the size of the debt is a meaningless waste of time.

During the textbook world of Cases 1 and 2 when domestic investment 
opportunities are plentiful, economists rightfully focus on strengthening 
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monetary policy’s ability to rein in inflation while disparaging profligate 
fiscal policy. Interest rates are also relatively high, which makes it difficult 
to find public projects capable of earning equal or higher rates of return.

Now most advanced countries find themselves in Cases 3 and 4, where 
the private sector becomes a large net saver. This means economists and 
policymakers must reorient their focus from monetary policy to finding via-
ble infrastructure projects so that the government can, in good conscience, 
continue in its crucial role as borrower of last resort. And that task of find-
ing viable projects has become much easier with government bond yields 
at record lows.

Independent Commission Needed to Select and 
Oversee Projects

To make this reorientation happen, the country will need an independent 
commission comprising highly trained experts who can judge whether pro-
jects are likely to produce a social rate of return in excess of government 
bond yields. These calculations are not at all easy or straightforward, since 
a typical public works project involves many externalities that are hard to 
quantify but that will have to be considered before making a final judgment.

Some techniques have been developed to this end by institutions such 
as the World Bank, but because the quality of the decisions made has huge 
implications for the country’s future when the government is the only entity 
borrowing and investing for the future, the existing methodologies might 
have to be reviewed and refined. If the projects selected turn out to be 
not self-financing, they can literally extinguish the nation’s economic future 
by burdening taxpayers with costly white elephants and a massive debt 
load. In theory at least, these projects are not limited to brick and mortar 
construction types either. In tourism-dependent economies such as Spain, 
targeted English language training program may have a social rate of return 
that is higher than the government’s bond yield.

Here, a politically independent commission staffed with the nation’s 
best and brightest is essential to ensure the proposed projects are actually 
self-financing. It has to be independent because politicians will naturally try 
to win projects for their constituencies, and governments in general have a 
poor reputation for their ability to select good projects.

The importance of this commission’s independence cannot be over-
emphasized: its independence is no less important in a pursued economy 
than the independence of the central bank in a golden-era economy. Just 
like the independence of central banks, the legal status of the independ-
ent commission will have to be very strong because it will need to reject 
projects proposed by democratically elected representatives of the people.
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When the U.S. was closing military bases after the end of the Cold War,  
an independent commission was set up to decide which bases to shut 
down. The process went reasonably smoothly, although there were some 
complaints from politicians in affected districts. What a country in Cases 3 
and 4 needs is a similar set-up where projects may be proposed by elected 
representatives, but the commission is charged with ranking them so that 
those that are self-financing are given the highest priority.

The commission must also make sure that the selected projects are 
designed and implemented correctly. Such continued scrutiny is essential 
to prevent cost overruns and the inclusion of unnecessary features, and the 
construction contracts should be given to reliable contractors offering the 
lowest price. This watchdog function of the commission is crucial to ensure 
that the projects remain self-financing.

It may also take years to develop and refine proper techniques and 
guidelines for assessing projects and training people to use them. If the 
number of projects increases with the government taking a leading role as 
borrower of last resort, the number of trained staff employed by the com-
mission will have to increase as well. Inasmuch as pursued economies are 
likely to remain in that state for an extended period of time, there is no 
time to waste in developing the human capital needed for the independent 
commission.

When Waiting for Good Projects Is a Bad Idea

The creation of an independent commission to select self-financing public 
works projects is the fundamental solution for all countries in Cases 3 and 4. 
However, many countries in balance sheet recessions today may be unable 
to wait for such a commission. Many need fiscal stimulus right now to stave 
off the $1,000–$900–$810–$730 deflationary spiral.

Since the cost of recovery from a depression, the end result of an unat-
tended deflationary spiral, is so high these countries should implement 
whatever projects, that are “shovel-ready” now, without waiting for the ideal 
self-financing projects. The GDP and jobs so saved by not waiting for ideal 
projects will greatly exceed any savings the latter might have yielded.

This can be seen by comparing the U.S. after 1929 with Japan after 1990. 
In the U.S., President Herbert Hoover and Treasury Secretary Andrew Mellon 
allowed the U.S. economy to find its own bottom by taking no fiscal action until 
1932, three years after the bubble burst. That decision resulted in a 46 percent 
contraction of nominal GNP (Figure 2.1) and skyrocketing unemployment. 
The U.S. economy then required the truly astronomical fiscal stimulus of World 
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War II to achieve a recovery. In 1944, at the height of the war, the U.S. budget 
deficit alone was more than 30 percent of the nation’s GDP.

In contrast, post-1990 Japan was able to keep its GDP from falling 
below the bubble peak because it implemented fiscal stimulus from the 
outset without waiting for the best projects. Although some of this invest-
ment did attract criticism, the post-bubble Japanese unemployment rate 
never exceeded 5.5 percent even though Japan suffered balance sheet dam-
age three times larger as a percentage of GDP than what the U.S. incurred 
after 1929.

Some commentators have also argued that using fiscal policy to keep 
GDP at bubble-era levels is wrong and unsustainable. But the examples of 
the post-1929 U.S. and post-1990 Japan demonstrate that the option of let-
ting the economy find its “contractionary equilibrium” at a depression-level 
GDP is no option at all. This also means that waiting for good public works 
project is no option either.

Once macroeconomic stability is achieved, countries should shift fiscal 
stimulus to self-financing projects or those that are close to self-financing 
as they become available. When the patient is in intensive care and every 
second counts, doctors should not be wandering around for hours in a 
search for the most cost-effective medicine. They should do so only after the 
patient is out of intensive care and in a stable condition.

Fiscal stimulus should continue until the private sector is ready to bor-
row again. When it is, the public sector should reduce its investments by 
the amount of new private-sector demand for funds. The financial markets 
should be warning the government with higher interest rates that the pri-
vate sector has resumed borrowing. If no private-sector demand for funds 
is forthcoming, the independent commission will have to continue finding 
self-financing projects or those that are nearly so to keep the economy 
functioning.

Old (and Costly) Beliefs Die Hard

In spite of strong and consistent messages from the bond market for the 
last 27 years, Japanese Ministry of Finance (MOF) officials with a golden 
era mindset have continued to warn that the huge public debt and massive 
fiscal deficits would soon push the yields on Japanese government bonds 
( JGBs) sky-high and trigger a fiscal crisis. Fiscal hawks in the U.S., includ-
ing members of the Tea Party, have also warned that the large public debt 
will eventually cripple the U.S. economy. The German government has been 
making similar arguments in Europe since 2008.
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All those who listened to the warning of an imminent fiscal crisis, 
including U.S. hedge funds that shorted JGBs, lost their shirts as govern-
ment bond prices continued to rise for 27 years. The yield on 10-year 
Japanese government bonds fell below two percent in 1998, long before 
the Bank of Japan embarked on quantitative easing (QE). By then, the pub-
lic debt had already reached 118 percent of GDP, and the government was 
running a budget deficit amounting to 10.2 percent of GDP. The 10-year 
bond yield then fell to 0.7 percent on the eve of Governor Kuroda’s QE 
even though the public debt had by then climbed to 240 percent of GDP, 
all because of the self- corrective mechanism of economies in balance sheet 
recessions.

It was fortunate that Japanese pension fund managers did not act on the 
warnings from the MOF. If they had followed its advice and shorted JGBs 
over the last 27 years like some U.S. hedge funds, they would have lost 
every yen of their retirees’ money by now.

The 10-year U.S. Treasury bond yield also slipped below 3 percent in 
2009 even as the federal deficit skyrocketed from 2.4 percent of GDP in 2007 
to 10.8 percent in 2009. The yield then went as low as 1.5 percent in 2016 
after the Fed had stopped buying bonds with its QE program. Bond yields in 
pursued countries that are not in balance sheet recessions, including Canada, 
Taiwan, and Korea, have also dropped to unusually low levels.

Such developments, where a massive expansion of the public debt is 
associated with sharply lower government bond yields, are unthinkable for 
textbook economies in Cases 1 or 2, but are perfectly understandable for 
economies in Cases 3 and 4 where the private-sector is not only not bor-
rowing money but is actually increasing savings and government is the only 
borrower remaining. Those who were taught economics when the economy 
was in Case 1 or 2, however, are still unable to grasp the huge changes that 
have taken place since then.

Is Two Percent Inflation Target Appropriate for 
Pursued Economies?

Much like the golden-age aversion to fiscal policy, the golden-age obsession 
with monetary policy is dying hard. In particular, the two percent inflation 
target adopted by many advanced countries today is not only inappropri-
ate for a post-LTP pursued economy but has the potential to cause huge 
problems later on.

The two percent target was proposed by economists who studied the 
experiences of many countries over an extended period of time. The prob-
lem is that this period mainly covers a time when the economies were in 
their post-LTP golden era. The Reserve Bank of Australia was one of the 
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earliest central banks to adapt a two percent inflation target, in 1992. Accord-
ing to Glenn Stevens, then deputy governor, it did so in order to emulate the 
success of Germany’s Bundesbank in the 1970s when it was fighting rapid 
increases in German wages2. But that world of rapidly increasing wages no 
longer exists.

In the golden era, ever-rising wages and ever-increasing domestic 
demand created a fundamental tendency toward higher inflation. Busi-
nesses were also investing heavily at home to increase both capacity and 
productivity to meet that demand. Nor were consumers particularly fastidi-
ous about value when wages were rising year after year.

Indeed, many if not most of the recessions during the golden era were 
caused when the central bank tightened monetary policy to bring infla-
tion back to a more acceptable level. And frequent tightening was neces-
sary because golden-era economies are fundamentally inflationary. It was 
therefore understandable that economists sought an inflation target that the 
central bank should try to maintain preemptively so it would not be forced 
to engage in the periodic but belated tightening that was costly in terms of 
both uncertainty and output lost.

When the economy entered the pursued phase, however, the majority of 
the factors that fueled inflation during the previous era disappeared. Instead, 
huge inflows of cheap imports, stagnant wages, and price-conscious con-
sumers made it very difficult for businesses to raise prices. At the same time, 
corporate demand for funds decreased as attractive investment opportunities 
at home shrank while the household sector continued to save, producing 
a fundamentally deflationary environment. Even without a balance sheet 
recession, which adds another layer of deflationary pressures not seen dur-
ing normal times, economies in the pursued phase are far less inflationary 
than in the golden era.

The question then becomes whether it is advisable for central banks to 
stick with a two percent inflation target that was designed to keep inflation 
rates from accelerating during the golden era. If the same target is used to 
keep inflation rates from decelerating below two percent in the pursued 
era, the expectation must be that this level of inflation will prompt busi-
nesses and consumers to behave as if they were in the golden era.

But far too many things have changed during the last 30 years to expect 
businesses and consumers to return to the old and, in retrospect, somewhat 
crazy ways. For example, it is difficult to expect consumers to resume buy-
ing a new car every other year, or to choose their purchases based on social 
pressure just because inflation is running at two percent. Stores like Costco 

2 Stevens, Glenn (2003) “Inflation Targeting: A Decade of Australian Experience,” 
address to South Australian Centre for Economic Studies, April 2003, Economic 
Briefings, on April 10, 2003. www.rba.gov.au/speeches/2003/sp-dg-100403.html.
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in the U.S., Japan’s 100 yen shops, and Poundland in the UK are not going 
to disappear just because the inflation rate has risen to two percent: con-
sumers are much wiser now.

Businesses in pursued countries are also under pressure from share-
holders to be constantly watching for overseas opportunities to ensure that 
their capital is invested where the return is highest. They also have plenty 
of experience producing abroad, which was not the case during the golden 
era, when their focus was largely domestic. In this environment, higher 
inflation rates, and especially rising wages, may actually discourage busi-
nesses from investing at home for competitive reasons.

In spite of this, two percent has become the inflation target for many 
central banks around the world, and they have injected huge amounts of 
liquidity into the system in an attempt to achieve it. Those pushing for this 
target argue that it is necessary to realign the public’s inflationary expecta-
tions in order to lower their expected real interest rates.

But borrowers have absented themselves not because real interest rates 
are too high, but because either (1) they cannot find attractive investment 
opportunities at home or (2) their balance sheets are still not presentable. 
Few businesses in this condition will be impressed by central bankers’ two 
percent inflation targets.

Perhaps even more importantly, the general level of prices is irrelevant 
for most businesses: it is the prices of their products that matter. And they 
know from their own daily struggle in the fiercely competitive post-LTP 
pursued economy that it is not easy to raise prices. They understand as 
well as anyone that today’s consumers are very different from those of the 
golden era.

Furthermore, companies invest when they encounter capacity con-
straints or when they find opportunities to enhance productivity or move 
into new businesses. They do not invest just because the inflation rate has 
recovered to two percent.

The excess liquidity injected by central banks in pursuit of the two per-
cent target has created mini-bubbles in various asset classes via the portfolio 
rebalancing effect. In the post-2008 West, there have been mini-bubbles 
in emerging market debt, commodities, equities and now commercial real 
estate. Although these bubbles do have some positive impact on the real 
economy via the wealth effect, it is usually short-lived and will be more 
than reversed when the bubble invariably bursts. Furthermore, there are 
significant costs to removing the excess reserves now in the system. This is 
discussed in detail in Chapter 6.

In view of the above, it is hoped that monetary authorities will re-examine 
the relevance of the two percent inflation target in post-LTP pursued economies 
that are also suffering from balance sheet recessions. Instead of mindlessly 
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adding excess reserves—which are useless when the economy is in Cases 3 
and 4 but can cause huge problems later on when the economy returns to 
Cases 1 and 2—central banks should be directing governments to borrow the 
private sector’s excess savings and invest the funds in viable public works pro-
jects because that is the correct way to avoid deflation by supporting both the 
money supply and the GDP from contracting.

Recovery in Private Investment Would Not Bring  
Back Golden Era

An improvement in private-sector balance sheets after almost a decade of 
deleveraging since 2008 would almost certainly bring about some rebound 
in private-sector demand for funds. There is also a non-negligible prob-
ability that the emergence of major technological innovations will lead 
to substantial growth in private-sector investment and demand for funds. 
Although discoveries and innovations are notoriously difficult to predict, 
among recent innovations, the widespread adoption of self-driving cars and 
fuel cells has the potential to elicit substantial public and private investment.

If that were to happen, central bank monetary policy would once again 
have a bigger role to play—just as it did during the golden era—while fiscal 
policy would have to be reined in to prevent the crowding out of private 
investment. In that sense, one cannot rule out the future emergence of a world 
resembling the golden era, given big enough technological breakthroughs.

If that happens, the central banks that created massive excess reserves 
via QE during the balance sheet recession will have to drain those funds 
quickly, before private-sector fund demand recovers. Otherwise inflation 
will go through the roof. This challenge is discussed in Chapter 6.

However, the chances of pursued economies returning to a real golden 
era in which all members of society are able to benefit from economic 
growth do not seem very high. During the golden era, it was the manufac-
turing sector that offered an ever-expanding number of well-paying jobs, 
thereby forcing service-sector firms to offer comparable wages to keep their 
workers. Because manufacturing jobs did not require a great deal of edu-
cation, the entire population was able to benefit from manufacturing-led 
economic growth. In other words, manufacturing was helping the economy 
from the bottom.

In the future, it is difficult to envision an innovation that will create 
a huge number of well-paying jobs for those without higher education. If 
anything, the current trend in innovation is for reducing headcount via auto-
mation, robotics, and artificial intelligence. In other words, technological 
innovation may bring back investment opportunities, but not jobs.
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In summary, just as there are proper ways to run an economy in a 
golden era, there are proper ways to run an economy in the pursued era. 
The single most important macroeconomic policy for the government is to 
create an independent commission to identify and undertake public works 
projects that promise a social rate of return in excess of ultra-low govern-
ment bond yields. This is an entirely new challenge for fiscal authorities in 
the pursued era, just as fighting inflation was a new challenge for central 
banks during the golden era.

The best and the brightest, many of whom headed for independent 
central banks during the golden era, are now needed in an as-yet-to-be-
created independent fiscal commission to identify and implement public 
works projects that are self-financing or close to it. It is hoped that the eco-
nomics profession has the courage to jettison inflation targets, the aversion 
to fiscal stimulus, and other legacies of the golden era and take up the task 
of identifying the self-financing public works projects that economies in the 
pursued era desperately need.
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CHAPTER 5 

Instead of trying to return to a lost golden era, an advanced country in 
the pursued phase should undertake self-financing fiscal projects to main-

tain macroeconomic stability along with microeconomic policies designed to 
increase return on capital at home and fend off pursuers so it can remain an 
advanced economy. To fend off pursuers, the government needs to imple-
ment structural reforms in at least two areas. First, it must maximize the inno-
vative potential of its people so that the country can remain at the forefront of 
the latest technological developments. Second, it must increase the economy’s 
flexibility so that it can take “evasive action” when chased from behind. These 
are unique challenges for countries in the pursued state.

How U.S. Dealt with Challenge of Japan

On both issues, the U.S. experience in fending off Japan is instructive 
because it is the story of a country that lost its high-tech leadership and then 
regained it two decades later. When the U.S. began losing industries left 
and right to Japanese competition starting in the mid-1970s, as described 
in Chapter 3, it pursued a two-pronged approach in which it tried to keep 
Japanese imports from coming in too fast while simultaneously shoring up 
the competitiveness of domestic industries.

The U.S. utilized every means available to prevent Japanese imports 
from flooding the market. These included accusations of dumping, Super 
301 clauses, various “gentlemen’s agreements,” and currency devaluation via 
the Plaza Accord of 1985. The struggle was neither easy nor pleasant.

As a resident of Japan who had worked for the Federal Reserve as an 
economist and also held American citizenship, the author was frequently 
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asked by the U.S. Embassy in Tokyo to explain the U.S. trade position to 
Japanese TV audiences at the height of U.S.-Japan trade frictions, as he was 
a frequent guest on those programs. After receiving extensive briefings from 
embassy staff, the author would make the case for U.S. exporters in those 
televised debates with Japanese economists and pundits. In all of those 
encounters, the author, in addition to discussing individual trade cases, also 
argued that if Japan continued to resist pressures to open its market while 
at the same time running huge trade surpluses with the U.S., the trade 
imbalances would eventually push the yen sky-high and force Japan’s best 
industries to leave the country, a prediction that unfortunately came true in 
1995 when the yen appreciate as high as ¥79.75 to the dollar.

At the height of the trade friction debate, the author found an American car 
with right-hand-drive on the streets of Sydney, Australia and imported it to Japan 
both to find out what sort of non-tariff trade barriers there really were, and to 
stop Japanese Ministry of International Trade and Industry (MITI, now METI) 
officials from criticizing U.S. automakers for not producing right-hand-drive cars 
to match the Japanese market. Some of the exasperating non-tariff trade barriers 
the author encountered during the import process were mentioned by the U.S. 
Ambassador to Japan, Walter Mondale, in speeches at the time.

Although the author tried his best to explain to the Japanese public 
why it was in their own interest to find compromises with the U.S., he will 
never forget the intense mutual hostility that characterized the U.S.–Japan 
trade relationship from the mid-1980s to the mid-1990s. The author not only 
received his share of death threats, but the trade frictions ultimately began 
to resemble a racial confrontation.

Meanwhile, “Japanese management” was all the rage at U.S. business 
schools in the 1980s and 1990s. Harvard University professor Ezra Vogel’s 
Japan as Number One: Lessons for America, published in 1979, was widely 
read by people on both sides of the Pacific. The schools also recruited a 
large number of Japanese students so they could discuss Japanese manage-
ment styles in their classrooms. The challenge from seemingly unstoppable 
Japan, coupled with its defeat in the Vietnam War, sent U.S. confidence to 
an all-time low, while the consumption of sushi went up sharply.

After trying everything from protectionism and currency devaluation 
to learning “Japanese management,” however, the U.S. seems to have con-
cluded that when a country is being pursued from behind, the only real 
solution is to run faster—i.e., to stay ahead of the competition by continu-
ously generating new ideas, products, and designs. In this regard, the U.S. 
was fortunate that the supply-side reforms of President Ronald Reagan—
who cut taxes and deregulated the economy drastically starting in the early 
1980s—had the effect of raising the return on capital at home by making 
the economy more flexible and encouraging innovators and entrepreneurs 
to come up with new ideas and products.
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Reaganomics itself was a response to the stagflation of the 1970s, which 
was characterized by frequent strikes, high inflation rates, sub-standard man-
ufacturing quality, and mediocrity all around. It was a reaction against labor, 
which was still trying to extend gains made during the post-Lewis Turning 
Point (LTP) golden era without realizing the U.S. had already entered the 
post-LTP pursued phase in the 1970s with the arrival of Japanese competi-
tion. The fact that the U.S. was losing so many industries and good jobs to 
Japan also created a sense that a break from the past was urgently needed.

People with ideas and drive began to take notice when President Rea-
gan lowered taxes and deregulated the economy. These people then began 
pushing the technological envelope in Information Technology (IT), eventu-
ally enabling the U.S. to regain the lead it lost to the Japanese in many high-
tech areas. Few Americans in the 1980s thought the nation would ever 
win back high-tech leadership from Japanese companies such as Sony, 
Panasonic, and Toshiba, yet today, even the Tokyo offices of Japanese com-
panies are full of products from U.S. brands such as Apple, Dell, and HP. In 
other words, the U.S. learned how to run faster.

The U.S. was also fortunate to have had a long tradition of liberal arts 
education that encouraged students to think independently and challenge 
the status quo, since such thinkers are essential to the development of new 
products and services.

More specifically, deregulation and lower taxes helped improve the 
return on capital by improving the allocation of resources, especially of 
human capital, within the U.S. economy. By channeling both money and the 
best minds toward promising high-tech areas, the U.S. was able to acquire 
a new engine for growth.

Reagan also pushed for greater labor-market flexibility by firing all civil-
ian air-traffic controllers who had gone on strike in defiance of Federal 
regulations and replacing them with military controllers. This bold action, 
widely supported by the public, finally broke the back of the labor unions 
that were still trying to extend gains made during the golden era.

The need for labor-market flexibility became increasingly obvious as 
the country entered the pursued era. In the golden era, when a country 
is ahead of everyone else or is chasing somebody without being chased 
by anyone else, there is typically no need to take evasive action. With 
the road ahead looking promising and no one visible in the rear-view 
mirror, businesses take a forward-looking approach and emphasize find-
ing good employees and keeping them for the long term. Consequently, 
seniority-based wages and lifetime employment are typical features of 
the golden era, especially at successful companies, since such measures 
help maintain a stable and reliable work force. In the U.S., IBM and other 
top companies did in fact have lifetime employment systems during the 
golden era.



110 The Other Half of Macroeconomics and the Fate of Globalization

Once the country enters the pursued phase, however, businesses must 
become more flexible and take evasive action to fend off pursuers from 
behind. Foreign competitors may show up from anywhere, often with a 
very different cost structure. When faced with such competition, businesses 
must downsize or abandon product lines that are no longer profitable and 
shift resources to areas that remain profitable. These tough decisions—
which must be made without delay—make it difficult for firms to maintain 
seniority-based wages and lifetime employment because both programs 
effectively turn labor expense into a fixed cost and undermine manage-
ment’s flexibility and ability to take evasive action.

Reagan’s deregulation and anti-labor-union moves enhanced the flex-
ibility U.S. businesses needed to fend off competitors from behind. Even 
though those measures hurt labor and increased income inequality in some 
quarters, chances are high that without them the post-1990 U.S. resurgence 
might have been much weaker or faltered altogether.

Structural Reforms Need Time to Produce Results

Although the U.S. success in regaining the high-tech lead from Japan was 
a spectacular achievement, it took nearly 15 years. Reagan’s concepts were 
implemented in the early 1980s, but it was not until Bill Clinton became 
president that those ideas actually bore fruit. The U.S. economy continued 
to struggle during Reagan’s two terms and the single term of George H.W. 
Bush, who had served as vice president under Reagan.

The senior Bush achieved a number of monumental diplomatic suc-
cesses, including the end of the Cold War, the collapse of the Soviet Union, 
and victory in the first Gulf War. Yet he lost his re-election campaign to 
a young governor from Arkansas named Bill Clinton who had only one 
campaign slogan: “It’s the economy, stupid!” Bush’s election loss suggests 
the economy was still far from satisfactory in the eyes of most Americans 
12 years after Reaganomics was launched.

Once Clinton took over, however, the U.S. economy began to pick 
up—even though few today can remember his administration’s economic 
policies. Things were going so well that, by Clinton’s second term, the Fed-
eral government was running budget surpluses. The conclusion to be drawn 
here is that while supply-side reforms are essential in a pursued economy, it 
will take many years for such measures to produce macroeconomic results 
that the public can recognize and appreciate. The time needed for structural 
reforms to bear fruit also means they are no substitute for fiscal stimulus for 
economies in Cases 3 and 4.
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The Challenge of Finding and Encouraging Innovators

The problem is that not everyone in a society is capable of coming up with 
new ideas or products. And it is not always the same group that generates 
new ideas. It also takes an enormous amount of effort and perseverance 
to bring new products to market. But without innovators willing to perse-
vere to create new products and industries, the economy will stagnate or 
worse. The most important human-capital consideration for countries being 
pursued, therefore, is how to maximize the number of people capable of 
generating new ideas and products and how to incentivize them to focus 
on their creative efforts.

On the first point, only a limited number of people in any society are 
capable of coming up with new ideas. Often they are outside the main-
stream, because those in the mainstream have few incentives to think 
differently from the rest, and only those with a different, independent per-
spective can create something new. Some may also show little interest in 
educational achievement in the ordinary sense of the word. Indeed, many 
successful start-ups have been founded by college dropouts. Many innova-
tors may actually infuriate and alienate the establishment with their “crazy” 
ideas. If sufficiently discouraged by the orthodoxy, they may withdraw alto-
gether from their creative activities. Consequently, finding these people and 
encouraging them to focus on their creative pursuits is no easy task.

In this regard, the West’s tradition of liberal arts education served it 
well. In particular, the notion that students must think for themselves and 
substantiate their thinking with logic and evidence instead of just absorbing 
and regurgitating what they have been taught is crucial in training people 
who can think differently and independently. At some top universities in 
the U.S., students who simply repeat what the professor said in her lectures 
may only get a B; an A requires that they go beyond the lectures and add 
something of their own. This training encourages them to challenge the 
status quo, which is the only way to come up with new ideas and products.

Liberal arts education has a long tradition in the West, starting with 
the Renaissance and Enlightenment, when the value of the human intellect 
was finally recognized after being suppressed for centuries by the Catholic 
Church. This long struggle to free the intellect from church authorities was 
not an easy one—many brilliant thinkers were burned at the stake. Societies 
that went through this long and bloody struggle therefore tend to cherish 
the liberal arts tradition.

Societies that did not experience such struggles, however, may have to 
guard against the tendency of the educational hierarchy to worship “author-
ities” to the detriment of independent thinkers. Once such a hierarchy is 
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established, it becomes very difficult for new thinkers to gain an audience, 
especially when their ideas challenge the orthodoxy. The implication here is 
that citizens’ creativity may not be fully utilized in societies where the edu-
cational establishment and other authorities continue to act like the Catholic 
inquisitors of the past.

One problem, however, is that a true liberal arts education is expensive. 
It requires first-rate teachers to guide and motivate students, and teachers 
with such abilities are usually in strong demand elsewhere. Tuition at some 
of the top U.S. universities has reached almost obscene levels as a result. 
Furthermore, the ability to think independently does not guarantee that 
students will immediately find work upon graduation. As such, this type of 
education is usually reserved for those who can afford it, which exacerbates 
the already widening income inequality in post-LTP pursued economies.

Need for the Right Kind of Education

In contrast, the cookbook approach to education, where students simply 
absorb what teachers tell them, is cheaper and more practical in the sense 
that students at least leave school knowing how to cook. The vast majority 
of the population is exposed only to this type of education, where there is 
limited room to express creative ideas or challenge established concepts. 
Creative minds may be buried and forgotten in such establishments, like the 
proverbial diamonds in the rough.

In pursued economies, therefore, teachers in all schools should be asked 
to keep an eye out for students who seem likely to come up with something 
new and interesting. Once found, those students should be placed in a pro-
gram that encourages them to pursue their creative passions.

The U.S. always had an excellent system of liberal arts education that 
encouraged students to challenge the status quo. As such, it was able to 
maintain the lead in scientific breakthroughs and new product development 
even as it fell behind the Japanese and others in manufacturing those new 
products at competitive prices.

In contrast, many countries in catch-up mode adopted a cookbook-style 
approach to education, which can prepare the maximum number of people 
for industrial employment in the shortest possible time. When a country is 
in catch-up mode, this type of system is often sufficient and is also more 
practical because the hard work of inventing and developing something 
new is already being done by someone else in the developed world.

However, these countries will have to come up with new products and 
services themselves once they exhaust the low-hanging investment oppor-
tunities related to industrialization and urbanization. The question then is 
whether they can alter their educational systems to produce the independent 
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and innovative thinkers needed for sustained economic growth in the pursued 
era. This can be a major challenge if society has discouraged people from 
thinking outside the box for too long, since both teachers and students may 
be unable to cope with the new task of producing independent thinkers.

Although people in most societies can recall the names of famous 
native innovators, the issue for economic policymakers is whether there are 
enough innovators and businesses to pull the entire nation forward. Often 
that is not the case, which means policymakers must work harder to create 
an environment that will allow innovators to flourish. A country with a large 
population may also need a large number of innovators.

The Challenge of Keeping Students in School

In many countries, education starts with the challenge of keeping students 
in school long enough to learn something useful. Janet Yellen, the Fed Chair, 
noted in a speech on June 21, 2016 that the median U.S. income is $85,000 
for Asian-Americans, $67,000 for whites, and $40,000 for African- Americans1. 
From the author’s own experience with the Japanese and American educa-
tional systems, the reasons for this gap are not difficult to understand.

It is not that Asians are any smarter than the rest. It is simply that many, 
if not most, Asian youth are brainwashed to such an extent that the option 
of not studying hard no longer exists in their minds. The default option for 
students is to spend most of their waking hours studying. When the author 
attended a Japanese elementary school as a boy, his school happened to 
have no classes on Saturdays when virtually all other schools in the country 
had classes on Saturday mornings. When the author would go outside on 
Saturday mornings, he was frequently stopped by adults asking him why he 
was not in school, as though he were some kind of delinquent. And each 
time he had to explain that his school had no classes on Saturdays. This 
shows just how much social pressure there was on each student to be in 
school studying five and a half days a week.

When the author moved to the U.S. at the age of 13 and enrolled in a 
public junior high school, he was shocked to find that many students there 
had no intention of studying at all. It came as a surprise because the idea 
that a student could get away with not studying was unthinkable for some-
one from Asia. And he envied them because they seemed to enjoy their 
teenage lives and freedom so much more than him.

1 Board of Governors of the Federal Reserve System (2016) Monetary Policy 
Report, submitted on June 21, 2016, p. 7. www.federalreserve.gov/monetarypolicy/
files/20160621_mprfullreport.pdf.
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Fifty years later, some of those who neglected their studies might regret 
their decisions back then. But fifty years ago, during the “Golden Sixties,” 
many of them probably thought they could make a decent living without 
an advanced degree. In this golden era, it was quite possible for someone 
without an advanced degree to buy a three-bedroom house and a car with 
a V-8 engine, automatic transmission, and power steering.

Many of them saw their parents, who also lacked advanced degrees, still 
doing relatively well and assumed that the good life was within easy reach. 
Little did they know that the well-paying manufacturing jobs their parents 
had would be disappearing to pursuing economies and that their lack of 
education would prevent them from moving higher up on the jobs ladder.

In retrospect, it could be said that the good life experienced during the 
golden age, when everyone benefited from economic growth, created a 
false sense of security for many who came to believe the good life would 
continue forever. They were then caught totally off guard when the U.S. 
entered the post-LTP pursued phase.

Had they grown up in a country where they could see what happens 
to workers when a country enters the post-LTP pursued phase, the chances 
are they would have been more diligent students. But there was no example 
for them to follow in the U.S. and Western Europe because they were the 
first ones in history to experience this phase of economic development. In a 
sense, those who did not apply themselves to their studies constitute a lost 
generation, since it is now too late for many of them to go back to school.

These frustrated people blame their plight on visible targets such as 
immigrants and imports, but that does change the fact that they themselves 
do not have the skills that businesses need. Although their frustrations are 
understandable and some social safety net must be provided, at the end 
of the day people must realize that they need to acquire skills that are in 
demand, since the clock cannot be turned back.

Many Asian-Americans, on the other hand, are the offspring of recent 
immigrants or are first-generation immigrants themselves. For centuries, 
China (starting in 598 A.D.) had an imperial examination system that assured 
upward mobility for the educated regardless of the person’s background. 
In Japan, the emphasis on education was such that the largest building in 
most villages, towns, and cities a century ago was often the public school 
rather than city hall or mansions for the well-to-do. With so much emphasis 
on education, the cultural imprinting to study hard still affects many of their 
offspring in the U.S. Because of this cultural straitjacket on the matter of 
educational achievement, even the dimmest Asian student ends up studying 
and acquiring some useful skills.

They may not be the most creative or articulate within their respective 
fields, and aspirations and talents that fell outside the confines of formal edu-
cation may have been suppressed to the detriment of their self-actualization 
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and true happiness. Indeed, an OECD survey of “life satisfaction” among 
15-year-olds in 2015 indicated that Japan ranked 42 out of 47 countries, fol-
lowed by South Korea, Taiwan, Macau, Hong Kong, and Turkey2. This stands 
in sharp contrast to the latest scientific literacy tests, where the same East 
Asian countries were all in the top 10. These results suggest that the cultural 
differences regarding education the author felt 50 years ago still hold today, 
i.e., high educational achievement in Asia does not come without a cost. 
But those who study manage to earn a decent living, which pushes up the 
average income for the group. This cultural imprinting of Asians in the U.S. 
is likely to wane as subsequent generations become more fully integrated 
into the American mainstream.

For the other two groups, which do not have such a pervasive cultural 
straitjacket, much depends on the particular family or environment where 
the child grew up. This is because the pay-off of education takes 15 years or 
more to realize. At a time when it is said that American corporate executives 
can only see as far as the next quarterly earnings report, it is a tall order 
for a child to commit to educating himself or herself when the economic 
pay-off of such effort is 12, 16, even 20 years away. In other words, most 
students will need a great deal of outside support to continue their long 
educational journey.

Those from families with a strong commitment to education will naturally 
go further than those who do not enjoy such support. Even in households 
where parents are often absent or too busy to help, studying and “being a 
nerd” is not so painful if the student is surrounded by hard-working friends 
and classmates. But studying can be very painful for youths who do not 
receive sufficient support and encouragement to stay in school when others 
like them seem to be having so much fun outside school.

It is these youths that need help, because their eventual inability to con-
tribute to the economy will be a loss to the entire society. They must also 
be made aware that they are now effectively competing with youths in the 
emerging world who are studying and working hard to achieve the living 
standards of those in the developed world.

An advanced degree is not for everyone, of course, but all students 
need to know what they are good at and what they enjoy doing so they can 
make appropriate choices given their personal circumstances. The emphasis 
on personal strengths and circumstances is important because workers in 
the post-LTP pursued phase are really on their own, and the chances are 
high that they will not do well in a field they do not enjoy.

This means counselors advising students at regular intervals might 
have just as big an impact on the student’s final educational outcome as 

2 OECD (2017) PISA 2015 Results (Volume III): Students’ Well-Being, Paris: OECD 
Publishing, p. 71.
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teachers and parents. In addition to supporting students who need outside 
encouragement to further their education, these counselors can help stu-
dents discover what they are good at and what they enjoy doing so they 
can be directed to areas where they are likely to succeed. If at all possible, 
these counselors should also be trained to spot independent thinkers and 
encourage them to pursue their ideas further.

Importance of Proper Tax and Regulatory Environment

Countries in the pursued phase must also revamp their tax and regulatory 
regimes not only to increase return on capital at home, but also to maximize 
people’s creative potential. In this regard, it must be stressed that to create 
something out of nothing and actually bring it to market often requires so 
much effort that “any rational person will give up,” in the words of Steve 
Jobs. In a similar vein, Thomas Edison famously claimed a new invention is 
1 percent inspiration and 99 percent perspiration.

Although some individuals are so driven that they require no external 
support, most mortals find outside encouragement important during the 
long, risky, and difficult journey of producing something the world has 
never seen before. Financial, regulatory, and tax regimes should therefore 
do everything possible to encourage such individuals and businesses to 
pursue their pioneering efforts.

Piketty cited the retreat of progressive tax rates as the cause of widen-
ing inequality in the post-1970 developed world3. But the U.S., which led the 
reduction in tax rates, has regained its high-tech leadership while Europe and 
Japan, which did not go as far as the U.S., have stagnated. This comparison 
suggests that tax and regulatory changes might have to be drastic enough for 
people to take notice. The gradualist approach preferred by the traditional 
societies of Europe and Japan may not work well when the economic sur-
roundings change so dramatically between the golden era and the pursued 
phase. This outcome also suggests that a tax regime that was reasonable when 
a country is not being pursued may no longer be appropriate when it is.

Difficulty of Achieving a Public Consensus

Unfortunately for many countries, these sorts of measures are often derided 
as “favoring the rich” and rejected out of hand by those with a golden-era 
mindset. When an economy is in a golden era with a surfeit of investment 

3 Piketty, Thomas (2014), op. cit.
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opportunities, this may not lead to a noticeable economic slowdown. But 
in a pursued economy that needs to outrun its chasers, a country’s inabi-
lity to fully utilize the creative and innovative potential of its people can 
have devastating consequences. Its future growth may well depend on how 
quickly it can achieve a social consensus on developing growth-friendly 
infrastructure, such as a liberal arts education system and innovator-friendly 
financial, regulatory and tax regimes to maximize the population’s innova-
tive capacity.

This may require a new consensus in which those who are unable 
to think outside the box understand and appreciate the fact that their 
well-being depends on those who can. Indeed, the whole of society must 
understand that such thinkers are essential to generating the new invest-
ment opportunities at home that will keep the economy out of prolonged 
stagnation.

This is far from easy, however. As Thomas Piketty noted, inequality in 
the West began increasing in the 1970s and is reaching alarming levels in 
some countries. This increasingly unequal distribution of income is prompt-
ing many developed countries to raise taxes on the rich. But such actions, 
which often represent the opposite of supply-side reforms, could easily 
backfire by discouraging innovation and risk taking, the most important 
drivers of economic growth in a pursued country.

To make matters worse, most advanced economies plunged into bal-
ance sheet recessions when their housing bubbles burst in 2008. This 
exacerbated the shortage of borrowers that began in the 1970s when these 
countries entered their post-LTP pursued phases. Because fiscal stimulus 
was needed to fight the recession, these countries will be saddled with 
a huge public debt when they finally emerge from their balance sheet 
recessions.

Faced with a large national debt, the natural tendency of economists 
and policymakers with a golden-era mindset is to raise taxes wherever pos-
sible. But such wanton tax hikes may discourage businesses from investing 
aggressively in new innovation, thus prolonging the period of sub-par eco-
nomic growth. This means that economies currently emerging from balance 
sheet recessions need to resist the temptation to raise taxes that may thwart 
innovation. Only in this way can they gain the escape velocity needed to 
fend off pursuers. This is particularly important in Japan, where debt levels 
are high and an orthodox (i.e., golden era), tax-raising mindset still domi-
nates the bureaucracy, academia, and the media.

Most advanced countries today are fighting two wars: one because 
they are in balance sheet recessions and one because they are being pur-
sued by increasingly sophisticated emerging economies offering attractive 
returns on capital. This means they are squarely in the other-half of macro-
economics, and the escape velocity needed for their economies to regain 
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forward momentum is very high. The leaders of these countries therefore 
must realize that tremendous effort will be needed to reach that velocity.

Of all the post-LTP pursued economies, the U.S. probably comes clos-
est to having achieved a consensus on the need for growth-friendly tax 
regime, which is why it attracts innovators from around the world. But 
with the rich growing ever richer while the remaining 80 percent of the 
population have seen little income growth for the last 20 years, the tempta-
tion to raise taxes on the wealthy is getting stronger even in the U.S. The 
anger of the 80 percent was also behind the support Donald Trump and 
Bernie Sanders received during the 2016 presidential campaign. The politi-
cal challenge for pursued countries, therefore, is how to persuade voters 
to maintain and improve innovator-friendly tax regimes when the public 
debt is so large and the vast majority of the population has experienced no 
income growth for many years.

Case Study in Bad Taxation: Japan’s Inheritance Tax

If a pursued country with an aging or declining population is to sustain eco-
nomic growth, it must maximize the productivity of those who are working, 
and especially of those who are able to create new products and transform 
them into viable businesses. This is because new, well-paying jobs are likely 
to come only from new businesses when a country is being pursued. If the 
country keeps on doing what it has always done, it is likely to be overtaken 
by emerging economies with lower wage costs. Each country in the post-
LTP pursued state must therefore ask itself whether its tax and regulatory 
regimes are maximizing the productivity of the people capable of develop-
ing new products and services.

In Japan, the author has noted recently that many of those who took 
risks, worked hard, and succeeded are now spending much of their time wor-
rying about their inheritance tax liabilities. It is really quite sad to see so many 
able people talking about such a backward topic when they could be spend-
ing their time expanding their businesses and chasing their dreams. They are 
worried because the top rate for this tax in Japan is 55 percent, and the tax-
free ceiling was lowered drastically in 2015 to just $300,000 (at an exchange 
rate of $1 = ¥100). The tax rate starts at 10 percent for assets worth less than 
$100,000 but climbs rapidly to 40 percent at $1 million. The concerns of those 
who succeeded can be gleaned from the fact that Japanese bookstores today 
are full of books about this tax and how to minimize it. It is also common 
knowledge that a key reason for the boom in Japan’s real estate market is that 
property offers a way to reduce inheritance tax obligations.

This represents a tremendous waste of human and physical resources 
that Japan, with its shrinking population, can ill-afford. People who should be 
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expanding their businesses or developing iPS cells are instead wasting time 
and mental focus on managing rental properties, which is something that any-
one could do, simply because of the inheritance tax. This represents a huge 
loss to the broader economy because so many capable people with a track 
record of success in generating new businesses are distracted by this tax.

The fact that the inheritance tax has fostered such a large real estate 
boom underscores just how distorted Japan’s allocation of resources is. After 
all, this is a country where the population is shrinking and unoccupied 
homes are a major social problem.

A shrinking population also means the productivity of each and every 
worker must be raised to maintain the existing level of economic activity. To 
enhance productivity, resources must be allocated as efficiently as possible. 
But in Japan the opposite is happening, and the economy is stagnating as 
a result.

Taiwan Slashed Inheritance Tax and Capital Gains Tax Rates 
to 10 Percent

What should be done about this issue? Taiwan’s recent experiment may offer 
some clues. The administration of President Ma Ying-jeou implemented bold 
tax cuts in 2008, slashing the top inheritance and gift tax rates to 10 percent.

The Taiwanese authorities initially assumed the lower rates would 
reduce tax revenues substantially, but in the event tax receipts did not 
fall at all (Figure 5.1). Moreover, funds that had been fleeing Taiwan for 
decades because of concerns about taxes and military tensions with Com-
munist China across the Taiwan Strait started returning, providing a major 
support for the Taiwanese economy in the immediate aftermath of the 
Lehman collapse.

Tax revenues did not fall because people who had been spending 
so much time and resources reducing their tax burden decided that at 
10 percent it was no longer worth the effort. They just decided to pay the 
10 percent so they could use their time and resources more productively 
elsewhere. The fact that tax revenues did not fall also means the lower tax 
rate did not reduce the amount of funds available for redistribution to the 
less fortunate.

From the perspective of the broader economy, the fact that the tax cuts 
eliminated distortions in the allocation of resources was far more important 
than any change in tax revenues. All the time and resources that had been 
devoted to avoiding taxes were now being channeled into more productive 
pursuits.

Like Japan, Taiwan is being chased by the emerging economies of China 
and Southeast Asia, and its working-age population began to shrink in 2015. 
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With no language barrier between Taiwan and China, the challenges facing 
economic policymakers in Taiwan are substantial, which is precisely why 
they implemented the bold tax cuts noted above.

If Japan were to lower its highest inheritance and gift tax rates—which 
are currently 55 percent with a very low deduction—to 10 percent, a great 
deal of money and human resources that are either fleeing overseas or 
going to all the wrong places would come back to where they belong. Such 
a cut would also encourage the inter-generational transfer of assets in a 
country where wealth is concentrated in the hands of senior citizens who 
typically have a lower propensity to consume. Most importantly, the tre-
mendous distortions in resource allocation that have resulted from efforts to 
avoid the inheritance tax would disappear as people decide that such efforts 
are simply not worth their time at a tax rate of 10 percent.

While it is difficult to say whether inheritance and gift tax revenues 
would increase or decrease relative to the current figure of around 2 tril-
lion yen if a 10 percent rate were introduced, even a small decrease would 
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be worth it if the change freed up increasingly precious human capital for 
forward-looking projects.

When the West was in its golden era lasting through the 1970s and had 
no competitors, and when Japan was in its golden era chasing the West but 
facing no competitors of its own, the entire population benefited from eco-
nomic growth. With all the growth momentum that characterizes the golden 
era, efficiency losses from the income redistribution function of taxation 
were not large enough to derail growth. The fact that golden-era economies 
were inflationary in spite of not-so-growth-friendly tax rates shows just how 
strong the underlying growth momentum was.

But now that the West and Japan are being pursued instead of pursu-
ing, they will find themselves in a serious predicament if they maintain 
their golden-era approach to taxation and regulation. The fact that pursued 
economies are all suffering from near-zero inflation rates in spite of astro-
nomical monetary easing indicates just how weak the underlying growth 
momentum really is.

Tax and regulatory distortions are found in all countries, even though 
the source of the distortions may differ considerably. The ultimate goal of 
regulatory and tax reforms in pursued economies, therefore, should be to 
minimize the time people spend on tax avoidance and to maximize the time 
they spend on activities they are good at.

How to Re-Organize Society for Post-LTP Pursued Phase 
Is an Open Question

How a society should reorganize itself for the post-LTP pursued phase is an 
open question. And the questions that need to be answered are many: what 
are the appropriate labor practices when so many workers are unhappy 
with wages that have been stagnant for the last two decades? What is the 
best kind of educational system when a true liberal arts education is so 
costly? How should society encourage innovators without appearing unfair 
to those who are not blessed with the ability to innovate? How should soci-
ety help those who were caught off guard and are too old to go back to 
school? And finally, how should the society prepare young people to cope 
with this new environment that no one has seen before? All of these will be 
massive challenges for society and the political system.

There is also a mounting social backlash against measures to encour-
age innovators and increase the flexibility of the economy, particularly in 
the labor market. Even in Taiwan, the top inheritance tax rate was rolled 
back to 20 percent from the original 10 percent by the new government of 
President Tsai Ing-wen in 2017. Such setbacks indicate how difficult it is for 
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social institutions to change to match the needs of the new pursued era. 
Many are also patiently waiting for a return of the golden era by pushing 
for a 2 percent inflation target even though the underlying realities have 
changed dramatically since then.

Not all the news is bad, however. Governments are finding the courage 
to expand infrastructure spending in Canada, Taiwan, and possibly even in 
the U.S. under President Trump. It is hoped that the projects selected by 
these governments will be self-financing or close enough to it so that this 
foray into fiscal activism is not short-lived.

For many traditional societies in Europe and Japan, some sort of shake-
up may also be needed to open fields to new outside-the-box thinkers. In 
Japan, two decades of economic stagnation and the diminished appeal of 
established companies are prompting some college graduates to consider 
starting businesses for the first time in many decades. This is a welcome 
development in a country where tradition and authority still carry a great 
deal of weight. Some younger engineers in Japanese firms, for example, find 
it difficult to challenge the achievements of older engineers in the company 
because such actions can be viewed as a sign of disrespect. Such seniority-
based rigidity has discouraged innovation in the country in no small way.

Some European designers are also migrating to the U.S. and Australia 
to free themselves from traditional constraints on how and where they can 
express their creative talents. Tradition-bound societies therefore desper-
ately need new businesses that are open to new ideas and innovations.

If the domestic environment is not producing enough innovators, the 
government may also consider importing creative thinkers and innovators 
from abroad. The immigrant-friendly U.S. is full of foreign-born innovators 
competing with each other and with native innovators in universities and 
the business world. Singapore is also pushing hard to attract foreign tal-
ent by inviting not just well-known names but also their entire teams and 
families to undertake research in Singapore. Pursued countries should con-
sider implementing and augmenting similar programs to acquire and retain 
people capable of creating new ideas and products. Generous tax treatment 
of stock options for innovating companies may also be useful. Since these 
incentives do not cost the government anything until the private sector actu-
ally succeeds, they are quite cost-effective as well.

If the tax and regulatory incentives are not sufficient, the government 
itself might have to function as innovator of last resort to develop new tech-
nologies or open up new fields of research. In this case, targeted spending 
on research by the government may encourage the private sector to follow 
by launching new businesses that might not have existed unless the govern-
ment had taken the lead.

In this sense, pursued-era economies may be similar to pre-LTP indus-
trializing economies in that infrastructure spending on new technology by 
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the government can help create investment opportunities for the private 
sector. If the required self-financing projects turn out to be in areas where 
the government has to act as innovator of last resort, so much the better.

Preparing Emerging Economies for the Future

Emerging countries that are now in the post-LTP golden era will eventually 
reach the pursued phase with all its challenges. How should they prepare 
themselves? What can they learn from the experiences of advanced coun-
tries today?

First, they should not assume that the rapid growth they are enjoying 
now will continue forever. There will almost certainly come a time when 
rising wages force businesses to look for higher returns on capital else-
where. Wage inflation could be driven by both rising domestic wages and 
currency appreciation. And with so many countries joining the globalization 
bandwagon, those changes may arrive sooner rather than later. This means 
emerging countries should operate on the assumption that institutional 
arrangements such as tax codes and regulations are not permanent and 
may have to be modified as the economy moves from one stage to the next.

They should also operate on the assumption that the rapid growth in 
tax revenue typical of the golden era will also slow down in the future. This 
means those projects that have to be financed with taxes should be imple-
mented while the economy is still in the golden era. People also like to 
“think big” during the golden era, which means those projects that require 
the population to think big should be implemented during the era. At the 
same time, policymakers must make sure that the generosity that is also 
typical of the golden era does not result in numerous white elephants.

They should also modify and refine their education system to ensure that 
it does not discourage out-of-the-box thinkers. Even though such people may 
appear to be of limited value when the economy is pursuing other countries, 
they will become the key drivers of growth when the economy enters the 
pursued stage. A system of liberal arts education should be introduced as 
early as possible to encourage students to think independently and allow 
them to challenge the status quo and come up with new ideas and products.

On the other hand, historical buildings and neighborhoods and monu-
ments of cultural value should not be torn down in the name of modernization. 
The more rapidly the country develops, the more important this cultural herit-
age becomes, because people in a rapidly changing environment need to be 
able to put down psychological roots. They need psychological homes where 
they can reaffirm who they are and whence they came. Historical neighbor-
hoods and monuments also attract foreign tourists, which can help the country 
earn foreign exchange.
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In this area, emerging countries should learn from Europe, which attracts 
a huge number of foreign tourists year after year because it kept its archi-
tectural heritage largely intact. Even though Europe’s high-tech industry has 
fallen behind those of America and Asia in some areas, the European tour-
ist industry draws millions of American and Asian visitors every year. And 
income from a nation’s architectural heritage is far more stable and reliable 
than income from volatile and extremely competitive high-tech industries.

At the same time, developing countries should be aware that there is 
a social backlash against free trade in the developed world from those in 
the “lost generation” mentioned earlier. The emergence of the “America 
First” Trump administration and similar groups elsewhere makes it less easy 
for emerging countries to take advantage of markets in the U.S. and other 
pursued economies. This means they will have to accept changes to their 
own economies, such as lower tariffs on imports from advanced countries, 
sooner than otherwise if they want to enjoy continued access to the markets 
of pursued economies. This point is discussed further in Chapter 9.

Economic Destiny of Human Progress

In 5,000 years of civilization, the human race has made tremendous progress 
in according respect to individuals regardless of their background, creed, 
sex or sexual orientation, or skin color. Although the process is far from 
complete and there are unfortunately areas where the progress is going 
backwards, it is far ahead of where it was just 100 years ago, and much of 
it has taken place after countries entered their post-LTP golden eras. What, 
then, is the economic destiny of human progress? What is the end game for 
all the chasing and being chased described in Figure 3.13?

The economic destiny of human progress would seem to be a world 
in which the opportunity for economic advancement is available equally 
to everyone on the planet regardless of where they were born or raised. 
It is a world in which a person born in Somalia or Uruguay will have the 
same opportunity to advance themselves economically as someone born in 
the U.S. or Germany. Today, unfortunately, the world remains far from that 
destination.

A person born in Somalia today would have to study and work excep-
tionally hard to attain the economic well-being of even the less-diligent peo-
ple born in the U.S. or Germany. During the golden age of the U.S. in the 
1950s and 1960s, even those with minimal skills could afford a nice house 
and a big car and enjoy a comfortable living that was unthinkable for people 
on other continents. It is this geographic inequality that is being corrected 
by the process of industrialization and globalization described above.
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During the last three decades, this process of globalization received a 
huge boost from developments in the IT industry that have dramatically 
lowered the cost of communication. As a result, any job that can be per-
formed outside an office can now be performed anywhere in the world. IT 
has also lowered the stock advantage advanced countries used to enjoy vis-
à-vis emerging nations. For example, it was not too long ago that the quality 
of a university was judged by the number of books its library held. Today, 
however, the vast majority of the material needed for research in many 
fields is available on the web. And this material is accessible from anywhere 
in the world with an internet connection.

This means the easy days are over for those in the advanced countries 
who do not study or work hard. Their real wages are likely to stagnate or 
fall if they do not upgrade their skillsets to match and stay ahead of current 
demand. The educational system must also be upgraded so that it is not 
only producing independent thinkers but also raising the general level of 
education to allow the whole society and not just businesses to take evasive 
actions to fend off pursuers from behind. This means Reagan’s supply-side 
reforms would have worked better had he also increased spending on edu-
cation at the same time (unfortunately, he did the opposite.) If governments 
in pursued countries rely on protectionism to preserve jobs for those with 
limited skills, the nation itself may fall off the list of advanced countries as 
its industries lose their ability to compete with the rest of the world.

These developments also lower the cost of starting a company or doing 
business in both the developed and the developing world. As a result, 
opportunities in both the developed and the developing world are expand-
ing rapidly for those willing to put in the effort.

An advanced economy that is being pursued must run faster if it hopes 
to remain an advanced economy. And it is the outside-the-box thinkers who 
will create the innovations and breakthroughs that enable these countries to 
remain at the forefront of progress. The first and foremost microeconomic 
policy priority for a country in the post-LTP pursued phase, therefore, 
should be to implement tax incentives and other measures to maximize 
innovation and domestic investment opportunities.
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CHAPTER 6 

Old beliefs die hard. Even though fiscal policy is the most effective 
remedy in addressing the problems caused by a lack of borrowers 

(Cases 3 and 4), orthodox economists who never considered the possibil-
ity that the private sector may shift to minimizing debt continue to rely on 
monetary policy, which was designed to address problems caused by a lack 
of lenders (Cases 1 and 2). Since the key assumption of Cases 1 and 2 is that 
there are willing private-sector borrowers, the appropriate policy response 
in their minds is to reduce budget deficits, thereby ending the phenomenon 
of crowding-out, while easing monetary policy. And that is exactly what the 
three central bankers mentioned in Chapter 2 did.

With the Japanese and European economies having difficulty reaching 
their inflation targets even after implementing negative interest rates and 
massive quantitative easing, some people are now discussing the possibility 
of helicopter money. This probably marks the end of the road for believers 
in the omnipotence of monetary policy, who have continued to press for 
further accommodation in spite of the fact that such policies simply cannot 
work during a balance sheet recession.

In spite of all post-2008 evidence to the contrary (Figures 2.9 to 2.14), 
these true believers have implemented a variety of policies that go beyond 
zero interest rates—among them quantitative easing, negative interest rates, 
forward guidance, and inflation targeting—and each has failed to produce 
the expected results. Now they have reached the end of the line, and the 
signpost reads “Last stop: helicopter money.”

In some sense, it is the belief that the economy will invariably pick up if 
only money is dropped from the sky that provided the psychological founda-
tion for these economists’ confidence in the efficacy of monetary policy. For 
example, Waseda University professor Masazumi Wakatabe, one of the most 
ardent proponents of monetary easing in Japan, declared without irony that 
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“the question of how to increase nominal GDP always has an answer: helicop-
ter money.”1 It is their belief that, since dropping money from helicopters will 
always revive the economy, slightly less extreme policies, such as quantitative 
easing and inflation targeting, will also help stimulate it.

Four Versions of Helicopter Money: (1) Dropping Money 
from the Sky

An overview of the helicopter money debate shows that the actual policies being 
discussed can be classified into four main types. The first is helicopter money in 
the literal sense of dropping money from helicopters. Would this work?

In Japan, at least, it would be yet another complete failure. This is 
because when the typical Japanese finds a 10,000-yen note lying on the 
ground, she will turn it in at the nearest police station rather than spend it. 
A helicopter money policy can work only if people in the country have little 
sense of right and wrong.

A more fundamental defect in the argument that helicopter money will 
always resuscitate the economy is that it focuses exclusively on the logic 
of buyers while totally ignoring the logic of sellers. Unethical people may 
try to go shopping with money that has fallen from the sky, but there is no 
reason for sellers to accept such money. No seller would exchange products 
and services for money that fell from the sky

Sellers are willing to take money in exchange for goods and services 
only because they believe the supply of money is strictly controlled by 
the central bank. If money starts falling from the sky, sellers will refuse to 
accept it as payment for their products. If the authorities actually began 
dropping money from helicopters, shops would either close their doors 
or demand payment in foreign currency or gold, and the economy would 
quickly collapse. There is no economy so wretched as one that no longer 
has a national currency the people trust.

It is astonishing that economists arguing in favor of helicopter money have 
never considered the perspective of the sellers of goods and services. Once sell-
ers realize what is going on, there is no reason for them to accept money falling 
from the sky. The argument that monetary policy is effective because heli-
copter money, the ultimate form of monetary accommodation, always works 
is complete nonsense that ignores the other half of the economy: the sellers. 
Taking monetary accommodation to such extremes will lead to the economy’s 
collapse, not its recovery. There is no case in recorded history of an economy 
without a credible national currency outperforming an economy that has one.

1 Wakatabe, Masazumi (2016), Herikopta Mane to wa Nanika (3) (“What Constitutes 
Helicopter Money?”), Nikkei, June 20, 2016.
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Four Versions of Helicopter Money: (2) Direct Financing 
of Government Deficits

Some proponents of helicopter money would say that the helicopter money 
policies now being discussed do not actually involve dropping money 
from the sky but rather call for direct financing of government fiscal expendi-
tures by the central bank. The argument here is that since fiscal expen ditures 
help the economy, direct central bank financing of the government should 
help the economy even more.

There are two problems with this view. First, as noted in Chapter 2, 
the government does not need the central bank’s help to finance fiscal 
stimulus when the economy is in Case 3 or 4. The funds needed to finance 
the stimulus are sitting in the financial market in the form of unborrowed 
private-sector savings. And the fund managers of financial institutions (out-
side the Eurozone, at least) are more than happy to lend to the government 
because it is the only borrower left. That, in turn, takes government bond 
yields down to very low levels.

Second, the reason why this kind of helicopter money will not work 
is no different from the reason why quantitative easing failed to deliver the 
inflation expected by the three central bankers mentioned in Chapter 2. Fis-
cal stimulus itself will provide a large boost to the economy and is absolutely 
essential when the economy is in Case 3 or 4. But the “direct” part of direct 
financing of fiscal stimulus by the central bank cannot stimulate the economy 
or raise inflation any more than the “non-direct” quantitative easing (QE).

While direct financing by the central bank will increase reserves in 
the banking system, those reserves will become trapped in the system 
in exactly the same way that QE-supplied reserves are trapped when 
no one in the private sector is willing to borrow the money from the 
banks and inject it into the real economy. In other words, how the cen-
tral bank acquired the government bonds is irrelevant. Both growth and 
inflation have remained at depressed levels in Japan (since 1990) and the 
West (since 2008) regardless of how accommodative monetary policy is 
because the private sector, facing a huge debt overhang, stopped borrow-
ing after the bubble burst.

Four Versions of Helicopter Money: (3) Handing Cash Directly 
to Consumers

A third version of helicopter money involves handing out money directly to 
consumers without requiring it to pass through financial institutions. This 
approach at least acknowledges the difficulty noted for the second version 
of helicopter money when the economy is in Case 3 or 4, namely, that 
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liquidity injected by the central bank cannot leave the financial sector and 
enter the real economy without the help of private-sector borrowers.

In this scenario, a consumer might open her mailbox one morning 
to find an envelope from the central bank containing thousands of dol-
lars in cash. While that discovery may bring momentary joy, she may feel 
a chill down her spine once she realizes that everyone around her has 
received similar envelopes. Unless the amount involved is very small, the 
entire country would quickly fall into a state of panic as people lose con-
fidence in the central bank and no longer know the value of their national 
currency. Regardless of what recipients of such cash might wish to do, 
sellers of goods and services would be forced to protect themselves, with 
stores putting up signs requiring payment in either foreign currency or gold. 
This is no different from the nightmare scenario in which money is actually 
dropped from helicopters.

Four Versions of Helicopter Money: (4) Government Scrip 
and Perpetual Zero-Coupon Bonds

A fourth version of helicopter money involves government (instead of cen-
tral bank) printing of money or the replacement of the government bonds 
held by the central bank with perpetual zero-coupon bonds. The people 
proposing these policies hope that fiscal stimulus financed by government 
scrip or perpetual zero-coupon bonds, which are not viewed as government 
liabilities, will elicit spending from people who are currently saving because 
of concerns about the size of the fiscal deficit and the likelihood of future 
tax increases.

Economists refer to the public’s reluctance to spend because of wor-
ries about future tax hikes as the Ricardian equivalence. “Equivalence” here 
refers to the possibility that deficit spending or tax cuts will have only a 
limited stimulative impact on the economy because the public will begin 
saving more to prepare for the future tax increases needed to pay for the 
spending and tax cuts.

If this equivalence holds, however, it also implies that consumption will 
increase each time the government raises taxes since higher taxes mean 
lower deficits in the future. The fact that this phenomenon has never been 
observed in the real world suggests it is nothing more than an empty con-
jecture. The author himself has not met a single person who would refrain 
from purchasing something because of the fear that taxes will eventually go 
up in response to increased government fiscal stimulus today. Even econo-
mists who talk endlessly about Ricardian equivalence do not practice it 
themselves. This means only a very small number of people would be 
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enticed to spend money simply because the government is using scrip or 
zero-coupon perpetual bonds (instead of conventional bonds) to finance its 
expenditures.

Question of How to Mop Up Excess Liquidity 
Has Not Been Answered

The biggest problem by far for both QE and all versions of helicopter 
money is the difficulty the central bank will eventually face in unwind-
ing these policies when the economy recovers. Although this may be two 
steps ahead of the current discussion on how to beat deflation, the private 
sector will sooner or later complete its balance sheet repairs and resume 
borrowing.

Borrowings will not recover to the level of the golden era, because 
advanced countries are now in the pursued phase. However, they could still 
be significantly more than at present inasmuch as the private sector now 
suffers from both balance sheet problems and a lack of domestic invest-
ment opportunities. When the balance sheet part of the problem goes away 
and demand for funds turns positive, inflation could accelerate significantly 
unless the central bank drains the excess liquidity it pumped into the econ-
omy under QE or helicopter money policies.

For example, excess reserves created by the Fed via QE currently 
amount to some 12.5 times the level of statutory reserves (Figure 6.1). That 
implies that if businesses and households were to resume borrowing in 
earnest, the U.S. money supply could balloon to 12.5 times its current size, 
sending inflation as high as 1,250 percent. The corresponding ratios are 
32.5 times for Japan, 30.5 times for Switzerland, 9.6 times for the Euro-
zone, and 15.3 times for the UK. The only reason these countries have not 
faced such inflation rates is because their private sectors are not borrowing 
money—in fact, they are saving money or paying down debt despite near-
zero interest rates.

Because these economies are no longer in the golden era, money 
supply growth and inflation rates are not likely to approach anywhere near 
their potential maximum values even after borrowers return. But if money 
supply and credit growth are even one-tenth the potential maximum, i.e., 
125 percent growth instead of 1,250 percent growth, inflation rates could 
still rise to unpleasant levels.

Since the Fed has already created some $2.1 trillion in excess reserves 
under quantitative easing and the BOJ has supplied about ¥305 trillion, 
central banks will have to slash excess reserves to a fraction of current 
levels once private-sector demand for loans recovers. But that sort of 
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extreme reduction in reserves will require the central bank to unload the 
bonds it holds, which would be a nightmare for the economy and the 
bond market.

Figure 6.2 shows what would be needed to normalize monetary policy 
in the U.S. It indicates that both interest rates and the monetary base will 
have to be normalized, a task that has never been successfully attempted 
in the past. Alan Greenspan, who brought interest rates down to 1 percent 
after the dotcom bubble collapsed, did succeed in normalizing interest 
rates by raising the policy rate seventeen times starting in 2004. But he 
was simultaneously allowing the monetary base to grow, albeit slowly. In 
other words, at the same time as he was tightening monetary policy by 
raising interest rates, he was also easing policy by allowing the monetary 
base to grow.

Janet Yellen and her successor will have to both raise interest rates 
and shrink the monetary base at the same time. The difficulty inherent 
in the latter task is one of the costs of QE, something traditional central 
bankers never had to face.

0

5

10

15

20

25

30

35

99 00 01 02 03 04 05 06 07 08 09 10 11 12 13 14 15 16 17

Japan 32.5x

U.S. 12.5x

Eurozone 9.6x

U.K. 15.3x

Switzerland 30.5x

(x)

Bank Reserves ÷ Statutory Reserves

normal
level of

reserves

FIGURE 6.1 QE Far Easier to Begin than End: Central Banks Must Reduce Reserves 
Massively to Avoid Credit Explosion

Notes: The Bank of England has suspended reserve requirement in March 2009. 
The post-March 2009 figures are based on the assumption that the original 
reserve requirement is still applicable.

Source: Nomura Research Institute, based on BOJ, FRB, ECB, BOE, and SNB data



Helicopter Money and the QE Trap 133

Need for Shock Absorber

The tremendous difficulty and uncertainty surrounding the task of normal-
izing the monetary base was acknowledged by the Fed when it reversed 
the order of monetary policy normalization in September 2014. Prior to this 
date, the Fed’s official position on unwinding QE was that it would normal-
ize its balance sheet (i.e., shrink the monetary base) first, and only then 
set about normalizing interest rates. But as the difficulty and uncertainty 
surrounding the task of normalizing the monetary base became clearer, the 
order was reversed for the following reason.

First, the bond market has never seen the Fed unload trillions of dol-
lars in government bonds, but it has plenty of experience with rate hikes. 
By raising interest rates first and normalizing its balance sheet only after 
rates have recovered to sufficiently high levels, the Fed buys itself a shock 
absorber in case the balance sheet normalization process triggers a collapse 
of the bond market. In other words, if balance sheet normalization causes 
bond prices to tumble, the Fed can lower interest rates to absorb the shock.
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Raising interest rates when the private sector is not borrowing money 
is a tricky business. Indeed, some financial condition indexes have actually 
indicated an easing of borrowing conditions in the spring of 2017, as men-
tioned earlier with Figure 4.1, in spite of higher policy rates engineered by 
the Fed. But that did not stop the Fed from raising interest rates, because 
one of the key reasons for doing so was to obtain a shock absorber.

Although the lack of private-sector borrowers also suggests there is no 
need to rush the normalization process, central banks that implemented QE 
must move much faster than those that did not. This is because bond yields 
can surge (as bond holders try to protect themselves from inflation) if the 
borrowers return and the market starts to believe that the central bank has 
fallen behind the curve on inflation after supplying so many funds. Sharply 
higher bond yields, in turn, will have highly unpleasant consequences for 
the economy. To avoid such a disruption, central banks that have imple-
mented QE must start normalizing before private-sector demand for funds 
picks up in earnest if the normalization process is to proceed smoothly. This 
is because bond yields can go up only so much, even if the Fed started to 
unload the bonds, if there are no private-sector borrowers.

Fed More Concerned About Real Estate Market 
Than Stock Market

Another reason for the Fed to normalize monetary policy quickly was 
the emergence of asset price bubbles in certain sectors, and especially in 
the U.S. commercial real estate market. As mentioned in Chapter 2, mini-
bubbles are possible even in balance sheet recessions because the disap-
pearance of traditional borrowers forces fund managers to seek whatever 
assets that go up in value. But for central bankers, such bubbles are most 
unwelcome: after all, it was the collapse of the real estate bubble in 2008 
that triggered the Western world’s worst postwar recession.

While the media tend to focus on the stock market’s reaction to Fed 
policy changes, the Fed is probably more concerned about commercial real 
estate prices, which are now 26 percent higher than at the peak of the bub-
ble in 2007. While house prices are still slightly below their 2006 peak at 
the time of this writing, they, too, have exceeded the bubble peak in such 
markets as San Francisco, which has benefited from its proximity to the 
booming Silicon Valley (Figure 6.3).

With asset price bubbles already evident in these markets, it would 
hardly be surprising if monetary authorities felt pressured to act quickly to 
avoid a repeat of the last decade’s bubble and its aftermath. The surge in 
commercial real estate prices alone is enough to make the argument that 
the Fed is already behind the curve on asset prices. St. Louis Fed President 



Helicopter Money and the QE Trap 135

James Bullard has cited the need to curb this rise in asset prices as one of 
the key reasons for tightening policy early.

Whether or not the Fed will be able to handle the collapse of mini-
bubbles on the path to normalization depends on the amount of private-
sector leverage in the system. If parts of the private sector are highly 
leveraged, a burst bubble could lead to a bigger mess, while if the lever-
age is modest, any resulting correction should be manageable.

A look at the U.S. economy from the standpoint of private-sector lev-
erage shows that the household sector, the trigger of the last crisis, has 
steadily reduced its leverage (Figure 2.16). Even in places like San Fran-
cisco where house prices are in bubble territory, most of the high-priced 
deals are said to involve all-cash offers.

Unfortunately, that is not the case with commercial real estate, where 
most deals are done with borrowed money. Few businesses buy commercial 
properties with cash. Fed officials are therefore rightfully concerned about 
this market and have already imposed strong macro-prudential measures 
to clamp down on real estate lending since 2016. Some of the flattening in 
credit growth seen since the second half of 2016 in Figure 2.9 may reflect 
this macro-prudential policy action by U.S. monetary authorities.
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The emergence of real estate bubbles is not only a U.S. problem. Thanks 
to the ECB’s QE and negative-interest-rate policies, German real estate prices 
have risen sharply since 2015. Even in Japan, real estate prices in popular 
areas have surged under negative interest rates, Quantitative and Qualitative 
Easing (QQE) and the changes to the inheritance tax mentioned in Chap-
ter 5. Prices in the Ginza district in central Tokyo have reached a new all-time 
high in 2017 for the first time since the bubble burst 27 years ago.

Normalization Begins

The Federal Market Open Committee (FOMC) unanimously approved its 
first rate increase in nine years on December 16, 2015, and post-hike com-
ments by Fed officials left the impression that the central bank was seriously 
concerned about falling behind the curve on inflation. At her press confer-
ence on the day of the hike, Fed Chair Yellen said that “if we do not begin 
to slightly reduce the amount of accommodation, the odds are good that the 
economy would end up overshooting both our employment and inflation 
objectives.”2 She also said that if the Fed were to postpone the normaliza-
tion process for too long, it “would likely end up having to tighten policy 
relatively abruptly at some point,” thereby increasing the risk of recession.

In a January 6, 2016 interview with CNBC, Vice-Chairman of the Fed 
Stanley Fischer declared that market expectations for the pace of tighten-
ing were “too low,” which suggested the Fed was confident in its ability 
to raise rates as many as four times in 2016 along the path indicated in its 
dot plot3. He also said the Fed needed to proceed with normalization in 
order to “head off excessively high asset prices,” referring to mini-bubbles 
in both stocks and commercial real estate. Mr. Fischer warned that such 
high asset prices would be “creating big messes in the markets,” which is 
probably a shorthand for the eventual need to raise interest rates rap-
idly triggering a plunge in the value of stocks, bonds, and other assets.

These comments by Fed officials suggest that they are fully cognizant 
of the danger of waiting until the two percent inflation target is reached, 
when the private sector is likely to have resumed borrowing. A Fed attempt 
to tighten when the private sector is already borrowing again could push 

2 Board of Governors of Federal Reserve System (2015) “Transcript of Chair Yellen’s 
Press Conference, December 16, 2015,” p. 10. www.federalreserve.gov/media-
center/files/FOMCpresconf20151216.pdf.
3 CNBC (2016) “Fed’s Fischer: Markets Missing Mark on Future Rates,” January 6, 
2016. www.cnbc.com/2016/01/06/feds-fischer-uncertainty-has-risen-in-markets-
unsure-of-n-korea-news-impact.html.
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interest rates sharply higher in what Yellen referred to as an “abrupt tighten-
ing” scenario. That in turn may result in what Stanley Fischer called a “big 
mess” scenario of collapsing asset values and the economy, an outcome the 
Federal Reserve would like to avoid at all costs.

Cycle of Conflict Between Authorities and Markets Seen 
Continuing for Now

Even with the above precautions, however, the first rate hike in nine years 
sparked tremendous volatility in early 2016 when the Fed indicated that 
it was willing to raise rates as many as four times within the year. The 
market’s reaction forced the Fed to postpone the later rate hikes. Volatility 
picked up not only because many market participants had gotten used to 
easy money but also because the Fed would have been tightening when 
the inflation rate was still well below target. But the Fed’s determination 
not to fall behind the curve on both asset prices and the general level of 
prices can be seen from the fact that, as soon as its decision not to hike 
at the March 2016 FOMC meeting helped stabilize the markets, senior Fed 
officials resumed talking about another rate hike as early as the late April 
2016 FOMC meeting.

For example, Atlanta Fed President Dennis Lockhart and San Fran-
cisco Fed President John Williams both suggested in late March 2016 that 
an April rate hike might be in order. Williams said the 30 percent decline 
in share prices on Black Monday in October 1987 had had little impact on 
the real economy. He also made a point of citing economist Paul Samu-
elson’s quip that the stock market has predicted “nine out of the last five 
recessions” in an attempt to emphasize that the stock market and the real 
economy are not the same thing4. Vice-Chairman Fischer also noted that 
the U.S. economy was largely unaffected by large swings in equity prices 
in 2011.

The fact that these remarks came out as soon as markets regained 
their composure underscores the sense of urgency at the Fed regarding the 
normalization of monetary policy and suggests that it was hard at work on 
managing expectations of further rate hikes. Moreover, the hints at a pos-
sible April rate hike indicated that, for some Fed officials, even the severe 
market turmoil experienced in early 2016 was only enough to delay a hike 
by one FOMC meeting, or about six weeks.

4 Williams, John C. (2016) “The Right Profile: Economic Drivers and the Outlook,” 
a presentation to Town Hall Los Angeles, February 18, 2016. www.frbsf.org/
our-district/files/Williams-Speech-The-Right-Profile_Economic-Drivers-and-the-
Outlook.pdf.
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First Iteration of “QE Trap”

This is the first iteration of what the author dubbed the “QE trap” in his previ-
ous book5—a cycle of conflict between investors and the authorities in which 
market turmoil prompts the Fed to take a step back, but only until markets 
regain their balance, at which point it resumes its drive to normalize monetary 
policy. A fall in the stock market triggered by monetary tightening, like that 
seen in January 2016, will force the central bank to pause, but it must move 
forward again as soon as the market regains its composure because the road 
to normalization is such a long one. That, in turn, prompts another round of 
volatility. Given the amount of excess reserves in the banking system, this sort 
of back-and-forth iteration of conflict between the markets and the authorities 
could come to surface many times until monetary policy has been normalized.

Figure 6.4 illustrates the possible behavior of long-term interest rates in 
two scenarios: one in which the central bank has engaged in quantitative 
easing (thick line) and one in which it has not (thin line). When a central 
bank takes interest rates to zero after a bubble bursts but does not engage 
in QE, long-term government bond yields will still fall sharply because the 
government is the only borrower issuing fixed-income assets denominated in 
the local currency. This fall in government bond yields is the self-corrective 
mechanism of economies in balance sheet recessions noted in Chapter 2.

Once the economy begins to show signs of life after a few years, bond 
yields will be rising gradually in line with the recovery in both the economy 
and private-sector loan demand. At this point, people will be happy and 
relaxed because the recovery finally came, and the central bank will be 
raising short-term rates at a pace it deems appropriate for the extent of 
the economic recovery and inflation. This is the usual pattern of monetary 
policy and bond yields in an economic recovery.

A central bank that has implemented QE or helicopter money, mean-
while, faces a very different set of circumstances. In this case, long-term rates 
will fall further and faster than in the non-QE case because the central bank is 
also buying huge quantities of government bonds. Such low rates are likely to 
support asset prices via the portfolio rebalancing effect and bring economic 
recovery a little sooner (t

1
) than in the economy where there was no QE (t

2
).

Once the recovery begins, however, the market starts to gird for trou-
ble as rate hikes and a mop-up of excess liquidity appear increasingly 
likely. Market participants must brace themselves because the amount of 
long-term bonds the central bank must unload to drain the excess reserves 
is truly huge. If the Fed has to sell those bonds, bond prices will fall and 
yields will go up. If the Fed holds on to the bonds until maturity, the 

5 Koo, Richard (2015) The Escape from Balance Sheet Recession and the QE Trap, 
Singapore: John Wiley & Sons, Chapter 6.
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Treasury will have to sell an equivalent amount of bonds on the Fed’s 
behalf to absorb the excess liquidity (this point is discussed further below). 
And if the Fed wants to postpone the normalization of its balance sheet, it 
will have to raise interest rates that much faster to stay ahead of the curve.

To the extent that market participants have become addicted to mon-
etary easing, the reverse portfolio rebalancing effect (= negative wealth 
effect) brought about by the central bank’s normalization of monetary pol-
icy would be equivalent to going through painful withdrawal symptoms. 
From the standpoint of the policy authorities, however, withdrawal symp-
toms alone are not cause enough to discontinue treatment of the patient. 
While the treatment may be paused temporarily if the symptoms become 
too severe, it will need to resume as soon as the market stabilizes lest the 
central bank fall behind the curve.

The Fed’s first rate hike in nine years took place on December 16, 2015. 
That, and the market turmoil that followed in January 2016, signaled the 
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start of the economy’s long journey through the QE trap. The point is that 
the Fed has been raising interest rates in spite of increased market volatility 
because it not only needs a shock absorber for when it winds down QE, but 
it also wants to avoid what Yellen called an “abrupt tightening scenario” or 
what Fischer dubbed a “big mess” scenario

Global QE Trap

Subsequently, the rising dollar and the consequent increase in support for 
protectionism from then-Republican presidential nominee Donald Trump 
and others forced the Fed to delay tightening until December 2016. How-
ever, the dollar’s strengthening can itself be seen as a manifestation of a 
global QE trap that began in response to the Fed’s announcement of its 
intention to normalize interest rates in September 2014.

Soon after the Fed’s announcement, the BOJ eased policy again and the 
ECB began indicating it would follow with its own version of QE. The pros-
pect of higher interest rates in the U.S. and lower interest rates in Japan and 
Europe then prompted a rush of capital outflows from those two regions 
to the U.S. Treasury bond market in search of higher yields. That pushed 
the dollar sharply higher but also prevented a rise in long-term U.S. interest 
rates, thereby propping up the country’s commercial real estate sector.

The dollar’s surge, however, took a heavy toll on U.S. manufacturers, 
and that gave rise to the strong anti-free-trade rhetoric in the 2016 presiden-
tial election. Since protectionism can quickly destroy the world trade, the 
Fed had to postpone rate hikes in order to keep the dollar from strengthen-
ing even further.

Although the dollar rose only around 20 percent against the yen and 
euro starting in the summer of 2014, it had climbed as much as 48 percent 
against the Mexican peso and as much as 37 percent against the Canadian 
dollar (Figures 6.5 and 6.6) by the beginning of 2016. Not only are both 
countries key U.S. trading partners, but many U.S. companies have factories 
in one or both. U.S. workers who must compete with factories in these 
countries were therefore rightfully worried about such a substantial appre-
ciation of the U.S. currency.

Presidential candidates Donald Trump and Bernie Sanders capitalized 
on this situation. Their stances against free trade have proved very popular 
among the blue-collar workers who have suffered as the dollar has risen. 
Trump has even proposed levying a 35 percent duty on some imports from 
Mexico to help U.S. workers and companies fighting imports from that 
country.

Calls for protectionism became so loud that even Hillary Clinton was 
forced to declare her opposition to the current form of the Trans-Pacific 
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Partnership (TPP), an agreement she herself had helped negotiate. Her 
uncharacteristic shift can be attributed to the fact that the U.S. dollar’s sub-
stantial appreciation against not only the yen and the euro but also against 
the Canadian dollar and Mexican peso have made the free-trade argument 
a difficult one to sell in the U.S. Indeed, when she accepted the Democratic 
Party’s nomination for President in 2016, the whole convention arena was 
filled with signs saying “No to TPP!”

U.S. authorities, having seen the political and economic repercussions 
of the strong dollar at home and abroad (discussed below), decided their 
only option was to curb the rise in the U.S. currency that was causing these 
problems. After all, allowing the free-trade naysayers free run could have 
severe consequences for the global economy. Both Treasury Secretary Jack 
Lew and Fed Chair Janet Yellen had to ask themselves whether something 
could be done to slow the dollar’s ascent. In this round of the QE trap, 
therefore, it was the surging dollar rather than falling stock prices or rising 
bond yields that forced the Fed to slow down. Because the rise in the dollar 
was fueled by the anticipation of Fed rate hikes, U.S. monetary authorities 
had to curb their rate hikes until the Presidential election was over.
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RMB’s Sharp Rise Against USD Triggered Chinese Slowdown

The QE trap—in the form of a strong dollar—also created huge headaches 
for policymakers in China. Indeed, the Chinese predicament, together with 
explosive increase in support for protectionism in the U.S. fueled by the 
strong dollar, created a global QE trap that delayed the Fed’s normalization 
plans in the second half of 2016. Although many have blamed China for 
the market turmoil in August 2015 and again in January 2016, the causes of 
both episodes can actually be traced to Washington, D.C., and specifically 
to the reverse portfolio rebalancing effect stemming from the dollar’s rise in 
response to the expected normalization of U.S. monetary policy.

A great deal of attention has focused on the sharp deceleration in 
China’s economy since 2015. Chinese policymakers had of course antici-
pated a certain slowdown given the decline in the nation’s working-age 
population since 2012 (Figure 3.12), but the severity of the downturn was 
unexpected. The key contributing factor was the Chinese currency’s sharp 
rise—along with that of the U.S. dollar—against most of the world’s major 
currencies starting in September 2014 (circled area in Figure 6.7).

The RMB climbed as much as 35 percent against the dollar between 
2005 and mid-2014, but the nominal effective rate rose only about 30 percent 
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because this happened at a time of relative dollar weakness. An apprecia-
tion of this magnitude over a ten-year period was also modest enough for 
the fast-growing Chinese economy to overcome.

But the U.S. dollar took off in September 2014 with the Fed’s announce-
ment of a normalization of monetary policy, sending the U.S. currency nearly 
20 percent higher on a nominal effective basis (bottom graph of Figure 6.7). 
Since China had effectively pegged its currency to the dollar, the RMB was 
taken along for the ride, and the currency appreciated another 15 percent on 
top of the aforementioned 30 percent on a nominal effective basis. This was a 
major reason for the sharp slowdown in China’s economy that began in 2015.

The strong dollar struck a heavy blow to U.S. manufacturers, agricul-
tural producers, and other exporters, but exports represent only 9 percent 
of U.S. GDP. The stronger currency had much more serious implications in 
China, where exports account for nearly 23 percent of the economy (figures 
for both countries based on 2014 trade statistics).

The job-to-applicants ratio, which had been rising for many years, sud-
denly fell below its historical trend line in mid-2015, alarming Chinese eco-
nomic policymakers (circled area in Figure 6.8). The fact that this indicator had 
been rising until 2014 in spite of the slowdown in China’s economy suggests 
that the country was close to full employment and that there were no more sur-
plus workers in the countryside. Knowing that the nation was near full employ-
ment, Chinese authorities also refused to implement fiscal stimulus in spite of 
the economic slowdown until the job-to-applicants ratio began to fall in 2015.
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RMB’s Costly Decoupling from USD

The sudden slowdown in China’s economy and labor market then led the 
authorities to decouple the RMB from the dollar in August 2015, an event 
that not only roiled global markets but also elicited a decline in other Asian 
currencies. Because other Asian currencies had weakened further than the 
RMB, this decoupling worked only against the dollar and left the Chinese 
currency still trading at relatively high levels on a nominal effective basis 
(Figure 6.7).

Moreover, the decoupling prompted hot money that had previously 
flowed into China on expectations of continued RMB gains to flee the coun-
try suddenly, forcing Chinese authorities to intervene in support of their 
currency. As the RMB climbed more than 30 percent on a nominal effective 
basis over the ten years prior to 2014, China experienced massive capital 
inflows from speculators anticipating further appreciation. These inflows 
also played a significant role in pushing the Chinese currency higher prior 
to August 2015.

6

7

8

9

10

11

12

13

14

15

16

0.6

0.7

0.8

0.9

1.0

1.1

1.2

01 02 03 04 05 06 07 08 09 10 11 12 13 14 15 16 17

(Ratio) (y/y, %)

Real GDP Growth Rate
(%, right scale)

Job-offers-to-seekers Ratio in
the Urban Areas (left scale)

FIGURE 6.8 Job-to-Applicants Ratio Started Falling After RMB-USD Appreciation

Sources: National Bureau of Statistics of China, Ministry of Human Resources and 
Social Security, PRC, and CEIC Data



Helicopter Money and the QE Trap 145

When the authorities cut the link between the RMB and the dollar in 
August 2015, however, speculators realized the RMB could also go down. 
That realization then led to significant capital flight, and those outflows have 
weighed on Chinese stock markets.

Previously, the People’s Bank of China (PBOC) had intervened in the 
foreign exchange market to prevent speculative capital inflows from causing 
excessive appreciation of the RMB. That led to the accumulation of huge 
foreign reserves. Since 2015, the central bank has been using those reserves 
to manage the currency’s decline as speculative money tries to leave the 
country.

The PBOC’s pre-August 2015 interventions expanded the monetary 
base and therefore had the potential to spark inflation. But the authorities 
prevented a corresponding increase in the money supply by repeatedly rais-
ing reserve requirements for the banks.

The PBOC’s post-August 2015 interventions to stem the RMB’s decline, 
on the other hand, have reduced the growth in the monetary base and are 
potentially deflationary. The Chinese authorities therefore began lowering 
their reserve requirements in 2015 in an attempt to prevent the contraction 
in base money from causing the money supply to shrink. The stability of 
post-2015 money supply and credit growth in Figure 6.9 suggests that they 
have been quite successful so far.

These foreign exchange interventions are justified inasmuch as they are 
designed to prevent short-term portfolio capital inflows and outflows from 
upsetting the stability of China’s economy and exchange rate. U.S. Treasury 
Secretary Jack Lew understood the Chinese predicament when he poked 
fun at those clamoring about China. He noted that, at a time when China’s 
foreign reserves were much smaller than they are now ($3.15trn at the end 
of June 2017), those same individuals had argued that the reserves were too 
large, whereas now they say they are insufficient.

The Obama administration was also concerned about the global economic 
slowdown starting in China. Administration officials had not forgotten that 
it was China and other emerging markets (EMs) that supported the global 
economy in the darkest years after the global financial crisis, which had 
originated in the U.S. In their view, any set of policies that ignored those 
countries would not lead to broader economic growth and recovery.

In effect, China’s policy has been to (1) hold onto foreign reserves 
accumulated in currency interventions undertaken in response to specula-
tive capital inflows and (2) subsequently use those reserves to stabilize the 
exchange rate when those speculative funds leave the country. This can 
serve as a model for the many emerging economies that have been roiled 
by inflows and outflows of speculative capital, some of which were trig-
gered by wanton use of QE in the developed world. Had China not adopted 
this long-term approach, the RMB probably would have risen much further 
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when capital was flowing in and fallen much more sharply now that those 
funds are fleeing the country.

The proper policy response for emerging markets experiencing an 
influx of speculative capital is therefore to intervene on the currency market 
and raise reserve requirements to keep currency appreciation in check and 
prevent asset bubbles from forming. When capital starts to leave the coun-
try, authorities should then lower reserve requirements to curb deflation-
ary pressures while intervening on the foreign exchange market to support 
the currency. This combination of currency intervention and reserve ratio 
adjustments should be proactively used by countries affected by the wan-
ton use of QE by advanced economies. Exchange rate problems created by 
capital flows are discussed further in Chapter 9.

The stock market’s surprisingly strong reaction to the Trump victory in 
November 2016 gave the Fed a window of opportunity to raise interest rates 
three times, thereby making up for time lost during the election campaign. 
That gave the Fed the shock absorber it needed to embark on the real event, 
i.e., the normalization of its balance sheet and the monetary base.

Difficulty of Normalizing Central Bank’s Balance Sheet

If normalizing interest rates with QE is difficult, normalizing the central 
bank’s balance sheet is no easier. Some have argued that this process should 
be relatively straightforward since banks have the excess reserves supplied 
under QE to buy the bonds being unloaded by the central bank, but there 
is an asymmetry involved here.

When the central bank was acquiring the bonds under QE in a crisis, 
there was no private-sector demand for funds. This means that interest rates 
were low and bond prices were high. But when the time comes for the cen-
tral bank to sell the bonds, both the economy and private-sector demand 
for funds have presumably recovered. This means that interest rates will be 
higher and bond prices lower. The fact that the central bank is selling bonds 
at a time when the private sector also wants to borrow means that inter-
est rates could go much higher than when the central bank was a buyer. 
Indeed, rates can go sharply higher if the central bank is not careful. This 
is also why the Fed wants to undo QE before the return of private-sector 
borrowers when the asymmetry problem is minimal.

Many in the market, however, became complacent after Bernanke 
assured them that the Fed would hold the bonds until maturity. He indi-
cated that instead of selling the bonds to absorb excess liquidity, the Fed 
will absorb the liquidity by not reinvesting the proceeds of maturing bonds 
in its possession. Hearing this, many in the market assumed that nothing ter-
rible would happen even if the Fed normalized its balance sheet as long as 
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it did not sell the bonds. This complacency of market participants, however, 
is not without problems.

When a government bond matures, the government usually issues a 
refunding bond to obtain funds from the private sector to pay the holder of 
the maturing security. Because of the huge quantity of government bonds 
issued in the past, the market for refunding bonds in both Japan and the 
U.S. is three to four times the size of that for newly issued debt to finance 
government expenditures.

Ordinarily the issuance of refunding bonds is not thought to produce 
significant upward pressure on interest rates because the proceeds will be 
paid to private-sector holders of maturing government debt who are likely 
to reinvest those funds in government debt. In contrast, market participants 
grow tense when a new-money bond is issued because fresh private-sector 
savings will have to be found to absorb the bond—this money, after all, 
will be used to build roads and bridges and will not be coming back to 
the bond market. Bond market participants therefore relax when they hear 
that the Treasury is issuing refunding bonds as opposed to new-money 
bonds, because they know those bonds have a largely neutral impact on 
the market.

If the maturing government debt is held by the central bank, however, 
redemption funds raised from the private sector by the Treasury via the 
issuance of refunding bonds do not flow back to the bond market. Instead, 
the funds go to the central bank, where they disappear. Their disappear-
ance, of course, represents the absorption of excess liquidity by the Fed. 
This means that those refunding bonds—despite their name—are no differ-
ent from new-money bonds issued to finance budget deficits in terms of 
their upward pressure on interest rates. In other words, they have the same 
negative impact on supply/demand as if the central bank had sold its bond 
holdings directly on the market.

Fed Tackling QE Exit Problem Head-On

On June 14, 2017, the Fed decided to tackle this difficult issue of unwind-
ing QE head-on by presenting a concrete plan. Under this plan, the Fed 
will initially stop reinvesting $6bn a month in Treasury securities and $4bn 
a month in mortgage-backed securities (MBS), raising those amounts by 
$6bn and $4bn, respectively, every three months until they reach $30bn and 
$20bn. This process will continue until the excess reserves in the banking 
system have been brought down to a desirable level.

Figure 6.10 shows a projection for the amount of reserves remaining 
in the market under the Fed’s proposed schedule. In making this projec-
tion, it was assumed that currency in circulation (the shaded areas in the 
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graph) and required reserves (the heavy black line) would continue to 
grow along the trend lines established between January 2015 and the 
present (May 2017).

The Fed commenced the normalization process in October 2017, which 
marks the start of the U.S. government’s 2018 fiscal year. This means the 
program will continue until June 2021, when market reserves (the dotted 
portion of the graph) fall to roughly the same level as statutory reserves. If 
the plan proceeds according to schedule, the Fed will complete its exit in 
just under four years or 45 months, substantially less than the five- to eight-
year timeframe it previously suggested. In that sense, it represents a fairly 
bold initiative. The FOMC statement also indicated that the reinvestment 
program could be revived midway if the economy were to experience 
unexpected weakness that could not be addressed using rate cuts alone.

Even if everything goes according to plan and the exit process is com-
pleted in June 2021, the monetary base will still be substantially larger than 
it would have been had the pre-crisis growth trend continued (see circled 
portion in Figure 6.2). This is because the volume of banknotes in circula-
tion, which is part of the monetary base, increased substantially during the 
eight years of zero interest rates.

If the growth in banknotes in circulation occurred in reaction to the 
imposition of zero interest rates, the possibility exists that this cash will 
find its way back to the banking sector if interest rates are normalized. That 
would lead to an increase in bank reserves, and bringing those reserves back 
to normal levels would require the Fed to continue the recently announced 
program beyond the 45-month period mentioned above.

Will Exit from QE Proceed as Smoothly as Fed Hopes?

The question is whether the exit from QE will proceed as smoothly as the 
Fed hopes. Yellen said at her press conference on June 14, 2017, “My hope 
and expectation is that . . . this is something that will just run quietly in the 
background over a number of years, leading to a reduction in the size of 
our balance sheet.”6 She quickly repeated the phrase “something that runs 
quietly in the background” and compared the process to watching paint dry. 
While this is naturally what the Fed would like to see happen, and it cannot 
be ruled out entirely, there are problems.

As noted above, if the Fed is not reinvesting the principal payments, 
the issuers of maturing Treasury securities and MBS will need to issue 

6 Board of Governors of Federal Reserve System (2017) “Transcript of Chair Yellen’s 
Press Conference, June 14, 2017,” pp. 16–17. www.federalreserve.gov/mediacenter/
files/FOMCpresconf20170614.pdf.
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new debt and sell it to the private sector in order to procure the funds 
to pay the Fed. The issuance of new debt, which will still be called 
“redemption bonds,” is effectively “new money bonds” because it will 
have exactly the same economic effect as if the Fed had sold the bonds 
directly or if the Federal government had increased the fiscal deficit by 
an equal amount.

Moreover, the scale of the Fed’s quantitative easing means the amounts 
involved are not trivial. Figure 6.11 shows the amount of additional private 
savings that would be required under the Fed’s plan to discontinue its rein-
vestments. The savings required will amount to some $300bn in FY2018 and 
$600bn in both FY2019 and FY2020. The $600bn figure is roughly equal 
to the entire federal budget deficit for FY2016. In other words, removing 
the QE in those two years will have the same impact on interest rates as 
doubling the 2016 federal deficit.

It is hard to envision the massive hit to bond market supply/demand 
from an effective doubling of the fiscal deficit as “just running quietly in the 
background.” Even with a shock absorber already in place, this process is 
likely to put some upward pressure on interest rates and may even lead to 
a steep drop in bond prices.
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So Why Is the Fed Intent on Winding down QE?

Some may question the Fed’s decision to pursue such a risky path at a time 
when the U.S. inflation rate is significantly below the Fed’s own target. 
However, as mentioned earlier, if the Fed waits until the economy is strong 
and growing and private-sector loan demand has recovered, winding down 
QE will have the same effect as doubling the fiscal deficit at a time of brisk 
private-sector demand for funds, which could send interest rates soaring.

To avoid this outcome, the Fed needs to begin winding down QE while 
private-sector loan demand remains weak. With no private-sector borrowers 
clamoring for funds, even a doubling of the fiscal deficit is likely to have 
a more modest impact on interest rates. The Fed will also want to let the 
bond market grow accustomed to the exit process while private-sector loan 
demand is still depressed.

No Theoretical Consensus on Winding Down QE

Taking the discussion to a slightly more theoretical level, Professor Paul Krug-
man and many other economists encouraged central banks to adopt quantita-
tive easing but have not provided any theoretical framework for how to wind 
down these policies. As a result, there is no consensus among academics, 
market participants or the authorities on what conditions should be satisfied 
before starting to unwind QE or at what pace it should be wound down.

The complete absence of theoretical consensus means when the Fed 
does start winding down the policy it will almost certainly be criticized by 
academics, market participants, and authorities as being either too early or 
too late. The lack of a theoretical foundation also means the decision of 
when to end QE is bound to be wrong in one way or the other in hindsight. 
With no theory to guide the timing of this move, the real question for Fed 
officials is whether they would prefer to be criticized ten years from now 
for being too early or too late.

All indications suggest that the Fed has already come to a conclusion on 
this matter. Namely, it has decided that if it is going to be criticized no mat-
ter what it does, it would rather err on the side of being too early. The loss 
function in this case is that a premature exit will result in a more gradual 
subsequent recovery, but an exit that is too late could cause the economy 
to overheat and asset bubbles to expand, forcing the Fed to engage in an 
abrupt tightening that could plunge the U.S. economy back into a 2008-like 
(balance sheet) recession.

This view that “too early” is better than “too late” is fully reflected in the 
Fed’s 2013 decision to begin tapering of QE when inflation was running at 
just 1.1 percent and to carry out its first rate hike in 2015 when the inflation 
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rate was only 1.3 percent. All three rate hikes to June 2017 were also imple-
mented when inflation was less than 2 percent. These actions underscore 
just how afraid the Fed is of being too late and falling behind the curve.

In light of the above, there is little chance of the Fed hesitating to exit 
QE in response to a minor slowdown in the economy. The only case in 
which the Fed might reconsider is if the exit process itself were to trigger a 
bond market crash.

Huge Exit Problems for Zero-Coupon Perpetuals 
and Government Scrip

This issue of mopping up reserves becomes even more complicated with the 
third and fourth versions of helicopter money. Perpetual zero-coupon bonds 
are absolutely worthless, which means the central bank cannot sell them 
to mop up the excess liquidity. With nothing worthwhile to sell, the only 
way for the central bank to drain the excess reserves created by the central 
bank purchases of perpetual zero-coupon bonds is to ask the government 
to issue an equivalent amount of conventional interest-bearing bonds.

The same would be true when trying to absorb reserves created by the 
issue of government scrip. Once this scrip starts circulating, it becomes part 
of the monetary base, and draining it from the system requires that the central 
bank either sell its bond holdings or ask the government to issue new bonds.

If the government were to issue bonds to mop up reserves created 
by zero-coupon perpetuals or government scrip, it has to do so with an 
understanding that it would not be able to spend the proceeds of the issu-
ance. If it did spend them, the absorbed liquidity would flow back into the 
economy, defeating the whole purpose of draining the reserves—to keep 
inflation in check. Accordingly, when the bonds so issued to absorb the 
liquidity mature, the government will need to use the unused proceeds of 
the bonds noted above to redeem the bonds while issuing an equal amount 
of new bonds to quickly reabsorb the liquidity just released to the private 
sector via the redemption. Since this cumbersome process will have to go 
on forever, the government may just decide to issue perpetual (but not zero 
coupon) bonds to recover the liquidity for good.

Economists who recommend the issuance of government scrip or per-
petual zero-coupon bonds say the key advantage of this approach is that 
it does not lead to an expansion of government liabilities. However, that is 
true only at the outset: these instruments will become the equivalent of gov-
ernment liabilities when the economy eventually recovers and will have to 
be absorbed by the bond-issuing government. The legal issues involved in 
a government issuing coupon-bearing bonds (on behalf of the central bank) 
to drain reserves when it cannot use the proceeds must also be resolved.
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“Ignorance Is Bliss” Scenario Exactly What Fed Wants

The next question is under what circumstances Yellen’s preferred scenario 
of “running quietly in the background” might unfold. One possibility is 
that the size of the deflationary gap remains unchanged between the QE 
entry and the QE exit. In that case, there will be none of the asymmetry 
mentioned earlier. But that also implies that QE has had no impact on the 
real economy from the start.

If the liquidity injected under QE can be removed without any negative 
impact on asset prices, it means that the portfolio rebalancing effect was 
also minimal. This also implies that the U.S. economy was actually sup-
ported not by QE, but by President Obama’s fiscal policies and Chairman 
Bernanke’s warning about the fiscal cliff.

Another possibility is that the majority of market participants remain 
unaware that refunding bonds issued after the cessation of central bank 
reinvestments actually have the same (adverse) impact on supply/demand 
as new-money bonds issued to finance fiscal deficits.

For the past several years the author has made a point of mentioning this 
issue of refunding bonds when giving speeches or presentations to inves-
tors. The point was also made in the author’s previous book, The Escape 
from Balance Sheet Recession and the QE Trap. The fact that many investors 
are still surprised by this point underscores how little-understood it is.

If most market participants remained unaware of this point and contin-
ued to act based on the view that refunding bonds issued after the cessation 
of reinvestments were no different from ordinary refunding bonds, the Fed 
chair’s preferred scenario would become possible. Since the outcome of 
“running quietly in the background” is in the interest of many, including the 
Fed, few would want to disabuse the market of this notion—in this case, at 
least, ignorance would be bliss.

It should be remembered that Greek government bonds were trading at 
almost the same yields as their German equivalents up to 2009, with bond 
market participants believing that the government is within the Maastricht 
Treaty’s 3 percent deficit cap. This is in spite of the fact that Greece had 
been running massive fiscal deficits for years in violation of the Treaty. This 
state of affairs ended only when the new government in Athens announced 
that October that the prior administration had been fudging the deficit data. 
After the announcement was made, however, the 10-year Greek bond yield 
skyrocketed to 33.7 percent in 2012 from about 5 percent before October 
2008. This example suggests that the actual size of Greece’s deficits was 
less important for bond market participants than their perception that the 
government was observing the Treaty.

As such, Ms. Yellen’s “running quietly in the background” scenario 
would be possible even if the fiscal deficit were effectively doubled as long 
as the majority of bond market participants remained unaware of it.
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What If Other Central Banks Wound Down QE at Same 
Pace as Fed?

As of this writing, the BOE, ECB, and BOJ have not issued any comments 
about winding down QE, nor have they offered any indication how (or how 
fast) these policies would be wound down in the event they decide to do 
so. To provide a meaningful comparison of the challenges they will face in 
removing QE relative to those confronted by the Fed, the simulations below 
assume these central banks will follow the same unwinding schedule and 
procedure announced by the Fed on June 14, 2017.

For example, it was assumed that the three central banks would wind 
down QE over a 45-month period by gradually phasing in no-reinvestment 
policies that involve (1) increasing every three months the amount that will 
not be reinvested and (2) keeping this figure on hold after the fifth increase. 
All estimates assume that the three central banks will begin winding down 
QE in October 2017.

All of these simulations show the required amount of private-sector 
savings peaking in FY2019 and FY2020, just as in the U.S., although the 
figures before and after those two years differ by country and region. These 
differences are purely due to the use of different accounting years, which 
mean that the graphs would be shaped differently even if the other central 
banks began winding down QE in October 2017 and completed the process 
in June 2021, just like the Fed.

The private-sector savings required for an ECB exit from QE  
(Figure 6.12) would not be particularly large in 2017. In 2018, however, the 
process would require private-sector savings amounting to €227.5 billion, 
an amount substantially larger than the actual fiscal deficit of the entire 
Eurozone for 2016. In 2019 and 2020 the required funds would amount to 
€325.1 billion, or 1.96 times the size of the 2016 deficit. This implies that if 
the ECB begins winding down QE in October 2017 using the same proce-
dure as the Fed, the Eurozone’s fiscal deficit will effectively double in 2018 
and triple in 2019 and 2020.

In contrast, the amount of private-sector savings required in the U.S. 
(Figure 6.11) will come to $600 billion at the peak in 2019 and 2020, roughly 
the same size as the FY2016 fiscal deficit. The Eurozone would therefore 
appear to face a greater challenge in relative terms. But this is only because 
the U.S. fiscal deficit was more than twice the size of the Eurozone deficit 
to begin with. The required savings in the Eurozone would peak at €325.1 
billion, or $383.6 billion at an exchange rate of $1.18/euro, which is far less 
than the corresponding figure for the U.S. of $600 billion.

So when comparing the private-sector savings needed to wind down 
QE across different countries, it is important to look at the nominal amount 
as well as the percentage relative to GDP or to the fiscal deficit and not 
focus simply on the shape of the graph.
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The UK would require private-sector savings of 126.5 billion pounds 
per year in FY2019–2020, several times the current fiscal deficit of 38.4 bil-
lion pounds. The effective quadrupling of the deficit would put substantial 
upward pressure on interest rates.

As a percentage of GDP, the required amount of private-sector savings 
will peak in FY2019–2020 at 3.23 percent in the U.S., 3.03 percent in the 
Eurozone, and 6.52 percent in the UK, suggesting the impact of the QE exit 
relative to the size of the overall economy will be roughly twice as great in 
the UK as in the Eurozone or the U.S.

Additionally, according to the latest flow-of-funds data, the UK’s private 
sector has been running a financial deficit amounting to 2.97 percent of GDP7. 
Conditions are therefore very different from those in the U.S., where the private 
sector is running a financial surplus amounting to 4.12 percent of GDP, and the 
Eurozone, where the financial surplus is 4.62 percent of GDP. This means the 
asymmetry problem mentioned above is actually quite acute in the UK, i.e., it 
may experience more upward pressure on interest rates than the U.S. or the 
Eurozone because its private sector is now borrowing instead of saving.
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Japan Faces Massive Problems in Ending QE

Still, the scale of the problem in the UK is nothing compared with that in 
Japan. A look at current macroeconomic indicators shows that Japan has a 
lower unemployment rate than the U.S. and is also quite close to a state of 
full employment. Commercial real estate prices are rising sharply in central 
Tokyo and other areas, with data released early in July 2017 showing official 
land prices in Tokyo’s Ginza district reaching new all-time highs for the first 
time in 27 years. If commercial real estate prices and unemployment rates 
give sufficient reason for the Fed to unwind QE, then the case for the BOJ 
to remove QE is even stronger.

Figure 6.14 provides an estimate of the private-sector savings required 
when the BOJ decides to wind down QE based on the same assumptions 
as those for the other central banks. It shows that Japan would need almost 
¥95 trillion per year at the peak in FY2019 and FY2020, more than twice 
the size of FY2016’s already large ¥38 trillion deficit. In other words, an exit 
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from QE would cause Japan’s effective fiscal deficit to surge from ¥38 tril-
lion at present to ¥118 trillion in FY2018 and to ¥133 trillion in FY2019 and 
FY2020, with corresponding upward pressure on interest rates. Required 
private-sector savings in Japan will amount to 17.63 percent of GDP in 
FY2019 and FY2020, nearly six times the corresponding ratios for the U.S. 
and Eurozone and about three times the figure for the UK.

Although the central banks are simply draining the liquidity they previ-
ously supplied to the market, winding down QE will naturally lead to higher 
interest rates if today’s ultra-low interest rates are a result of this policy. The 
upward pressure on interest rates would also be more pronounced if the 
private sector was running a financial surplus when QE was being imple-
mented but is running a financial deficit when the policy is removed, which 
is the case in the UK. Normalization is even more challenging for Japan 
because its central bank also bought ¥15 trillion in Japanese stocks via 
Exchange Traded Funds (ETFs). Unwinding these holdings would almost 
certainly have an adverse impact on the Japanese stock market.

The fact that the process of winding down QE will take years also 
means that the upward pressure on interest rates will continue. Moreover, 
this upward pressure will actually increase during the unwinding process as 
the amount that will not be reinvested by the central bank gradually rises.
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Investors who understand this will naturally want to delay the 
 purchase of bonds whose prices are almost certain to decline. Bond prices 
could crash if enough investors delayed their purchases or become active 
short sellers. But the central bank will be unable to buy the bonds these 
investors are selling if inflation is already running at two percent. This 
is because doing so will reinject reserves back into the banking system 
that could cause inflation to accelerate, triggering a further crash in bond 
prices.

The Fed understood this risk and worried that everything could col-
lapse if the central bank was perceived by market participants as having 
fallen behind the curve on inflation. That is why it began tapering its asset 
purchases when inflation was running at just 1.1 percent and started raising 
rates when inflation was at just 1.3 percent.

BOJ Governor Haruhiko Kuroda, on the other hand, has shown abso-
lutely no indication that he is concerned about this risk. Instead, he boldly 
declares that quantitative easing will continue until it is confirmed that 
prices are rising at a sustained rate of two percent a year.

The Longer BOJ Waits, the Less Attractive JGBs Will Be

The BOJ also faces another difficult issue: given Kuroda’s position, Japan 
is likely to be the last of the QE countries to wind down this policy. In 
contrast, the Federal Reserve is currently rushing to end QE while domestic 
loan demand remains weak and the other three central banks are still imple-
menting their versions of this policy. This means the Fed will be able to 
count on increased demand for Treasury securities from overseas investors 
hungry for yield. The upward pressure on U.S. interest rates will be reduced 
if investors from Japan, the UK, and Europe absorb a significant portion of 
the increased supply of U.S. debt. In other words, the fact that the U.S. is 
the first to begin winding down QE means it may be able to complete the 
process with relatively little pain.

All of these factors will work against the BOJ, which will be the last 
of the major central banks to go down this road. When the time comes for 
Japan’s central bank to wind down QE, government bond yields in other 
developed economies will be substantially higher, destroying any incentive 
for investors in Japan and elsewhere to buy JGBs. When the BOJ tries to 
wind down QE, therefore, the resultant rise in interest rates could be far 
greater than if it moved in tandem with its counterparts and opted to wind 
down the policy sooner.

The ultimate effect of removing QE on interest and exchange rates 
therefore hinges in part on when other countries decide to end the pol-
icy. In that sense, there may be approaches that will work for the U.S. 
as “first mover” but not for Japan, which will be bringing up the rear.  
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As the first country to normalize monetary policy, the U.S. will see the 
 dollar rise against other currencies as normalization attracts capital inflows 
from abroad, but those inflows will also help limit the rise in domes-
tic bond yields. As noted above, both phenomena have already been 
observed in the U.S.

Japan will benefit as other countries unwind QE because that will prob-
ably weaken the yen. But with the Trump Administration in the U.S. com-
mitted to reducing the U.S. trade deficit, the BOJ may not get very far with 
its wishes to weaken the yen. When the BOJ moves to wind down the 
policy, however, it will not be able to depend on foreign inflows to keep 
bond yields low. With Japan’s public-sector debt already the largest in the 
world, some investors may question the ability of the government’s finances 
to withstand higher JGB yields. Others may try to profit by short-selling 
JGBs. Such selling could develop into a massive fiscal crisis if not handled 
correctly.

Total Cost of QE May Outweigh Its Benefits

The fact that the issuance of refunding bonds will raise interest and exchange 
rates that dampen economic activity means the total cost of QE, from imple-
mentation to unwinding, is likely to be much higher than anticipated by its 
supporters. Yet in all the debates over helicopter money and quantitative 
easing, the proponents of these policies have emphasized their initial ben-
efits while ignoring the potentially high costs involved in mopping up the 
excess reserves later on. When the costs and benefits are examined over 
the course of the policy’s lifetime, those initial benefits may well turn out to 
be small relative to the subsequent costs of unwinding the policy.

Ultimately, central banks that implemented QE will probably be forced 
to use all the tools at their disposal to either sterilize or drain excess reserves 
when borrowers return. Those tools would include tougher capital, liquidity 
and reserve requirements, and moral suasion to keep banks from lending to 
the private sector. The central bank is also likely to mobilize reverse repos, 
pay interest on reserves, and offer term deposits with higher interest rates 
so that commercial banks will have less incentive to lend to businesses and 
households. In effect, the central bank will be deliberately creating a Case 2 
economy by reducing banks’ ability to lend.

None of these remedies are pleasant or inexpensive. For example, if 
the Fed pays interest on reserves, $2.1 trillion in excess U.S. reserves at 3 
percent (the FOMC’s long-term goal for the Federal Funds rate) comes to  
$63 billion a year. If QE is not unwound, not only will the Fed have to pay 
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this amount every year, but the Federal government’s fiscal deficit will also 
be $63 billion larger, in perpetuity, than it would have been otherwise. At 
some point, the interest income earned by the central bank on bonds pur-
chased via QE will be fully offset by the accumulated interest costs.

In comparison to economies that did not implement QE, those that did 
may end up recovering much more slowly because of the higher interest 
and exchange rates they will face during the long journey out of the QE 
trap (Figure 6.15). Economies that did not resort to QE may even turn out 
to have greater cumulative GDP than those that did over the entire period, 
including the unwinding of QE. How to unwind trillions of dollars of QE 
without sending bond yields or exchange rates to damagingly high levels is 
the single most important challenge facing monetary authorities in the West 
and Japan today.

Images of GDP with and without QE
(GDP)

Benefit of QE

Cost of QE

t1t0 t2

Bubble Collapse

(Time)

GDP Path Without QE
normal growth rate

GDP Path with QE
slower growth rate due to higher long-
term interest rates, stronger exchange 
rates (than without QE), and reverse 
portfolio rebalancing effect on asset 
prices

FIGURE 6.15 QE “Trap” (2): Stronger Currency and Higher Long-term Rates Could 
Weigh on Economic Recovery for Years
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Why Is Helicopter Money so Popular?

Why do so many pundits continue to promote policies like quantitative eas-
ing and helicopter money while completely ignoring the costs of draining 
the liquidity unleashed under these policies when the economy recovers? 
Perhaps economists are assuming that private-sector loan demand will never 
recover. If that were the case, there would be no need to drain the excess 
reserves, and consequently no need to worry about the attendant costs.

The massive excess reserves in the banking system could stay there 
indefinitely if people who had terrible experiences digging themselves out 
of debt decided never to borrow again. In this case, the economy would 
stay in Case 3, and the money multiplier at the margin would remain at 
or below zero indefinitely. History also shows that Americans who lived 
through the Depression never borrowed money again, and many Japanese 
still refuse to borrow today, 27 years after their bubble burst.

If this debt trauma were to persist, there would be no need for the cen-
tral bank to move quickly to mop up the funds created under quantitative 
easing and helicopter money (except perhaps for reining in a commercial 
real estate bubble). Although not necessarily referring to this trauma, Ben 
Bernanke wrote in early 2017 that there was no need to speed up the nor-
malization of Fed’s balance sheet. Instead, he argued, it would be better to 
let the economy “grow into” the current size of the Fed’s balance sheet8.

It is extremely difficult to predict when the private sector will finish 
repairing its balance sheet, overcome its debt trauma, and resume borrow-
ing. This is because there are few historical instances of a democratic coun-
try emerging from a balance sheet recession in peacetime. The fact that the 
advanced countries are all in the pursued phase for the first time in history 
makes this prediction even more difficult.

On the other hand, it is dangerous to keep quantitative easing and 
helicopter money policies in place based on the assumption that the cur-
rent situation will continue forever. Figure 2.16 already indicated that some 
U.S. households have resumed borrowing after absenting themselves for 
about four years following the Lehman failure in 2008. The bottom chart 
of Figure 8.7 also indicates that some Japanese corporations are starting to 
borrow again. The bubbles in commercial real estate markets in the U.S. and 
elsewhere cannot be left to their own devices, either.

Indeed, the goal of all policies, including helicopter money, is to bring 
the economy back to Case 1, and that requires a recovery in private-sector 
demand for funds (even if not back to the level of the golden era). By ignoring 

8 Bernanke, Ben S. (2017) “Shrinking the Fed’s Balance Sheet,” from his blog 
at Brookings Institution, January 26, 2017. www.brookings.edu/blog/ben- 
bernanke/2017/01/26/shrinking-the-feds-balance-sheet/.
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the cost of draining reserves, proponents of helicopter money and QE are 
essentially saying that private-sector demand for funds will never recover. 
But that is equivalent to admitting that these policies will never work, 
because a full recovery requires the return of private-sector borrowers.

Fixation on Fiscal Limit Is Extremely Dangerous

Another reason why the focus of policy debate shifted to quantitative eas-
ing and helicopter money is the belief held by some economists that public 
debt levels in the advanced economies have reached “limits” that preclude 
the further use of fiscal policy. Policy options at the core of helicopter 
money, such as the issue of government scrip or perpetual zero-coupon 
bonds, were devised to overcome this “limit.”

However, when the economy recovers and the liquidity created by 
scrip and perpetual zero-coupon bonds has to be drained from the system, 
the government must issue (interest-bearing perpetual) bonds to do so. 
This means that the use of scrip or zero-coupon perpetuals will eventually 
lead to an equal increase in government liabilities, as described above, and 
therefore does nothing to overcome this “limit.”

Furthermore, as argued in Chapter  4, businesses and households in 
Japan, the U.S., and Europe are not only not borrowing but are actually sav-
ing money or paying down debt in spite of zero or negative interest rates. 
In other words, the funds to finance necessary fiscal stimulus during Cases 
3 and 4 are sitting in the nation’s financial sector in the form of unborrowed 
private-sector savings. If the government were to borrow those funds and 
spend them on self-financing infrastructure projects offering social rates of 
return equal to or higher than the ultra-low government bond yields typi-
cal of economies in Cases 3 and 4, there really is no “limit” to the size of 
the public debt because those deficits do not constitute a burden to future 
taxpayers.

Deficit Spending as Bubble Prevention in Pursued Economies

If the government does not borrow these surplus savings when the econ-
omy is in Cases 3 and 4, those funds may end up chasing bubbles, which 
is by far the worst form of resource misallocation. This happens when fund 
managers are forced to consider other possibilities as traditional private-
sector borrowers disappear. Desperate managers will eventually participate 
in bubbles, which offer great returns while they last. Even those who are 
cognizant they are in a bubble may join the party if they believe they can 
leave before the music stops playing. Of course if everybody thinks that 
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way, no one will be able to leave when the crash comes because everybody 
will be sellers and nobody will be buyers of assets. This is another example 
of a fallacy-of-composition problem.

Indeed, the increased frequency of asset price bubbles during the last 
two decades may be attributable to governments not borrowing enough 
when economies are already in the pursued phase and demand for funds 
from the private sector is insufficient even with very low interest rates. 
Although this topic is outside the scope of this book, it may well be that 
pursued economies saddled with excess savings are susceptible to asset 
price bubbles because investors become desperate for higher yields.

Up to the end of pre-Lewis Turning Point (LTP) urbanization phase, 
financial sector was relevant only for the wealthy because most people 
were too poor to save any money. The wealthy, in turn, probably felt no 
pressure to lend if the return on lending appeared too low to justify risk. 
In other words, if interest rates fell below a certain level, lending simply 
ceased in what Keynes called the lender’s liquidity preference. In other 
words, it made more sense for the rich money lender to just sit on cash 
rather than lend it at an interest rate that did not justly the risks involved. 
This may explain why recorded interest rates did not fall very much in 
historic times even when the economy was weak.

During the golden era, financial sector grows rapidly with millions of 
ordinary citizens joining the pool of savers. The sector also develops new 
and innovative products to meet the demand of increasingly influential 
institutional investors such as pension funds and insurance companies. 
At the same time, businesses have strong demand for funds to expand 
capacity and improve productivity. This means interest rates are quite 
high, and most saved funds are borrowed and spent by expanding busi-
nesses in a textbook fashion.

In the pursued phase, however, traditional demand for funds from 
corporate borrowers shrink while households continue to save for the 
uncertain future. This means interest rates will come down to very low 
levels as mentioned earlier, but unlike those wealthy lenders in the pre-
LTP era who could simply sit on cash, a large number of today’s fund 
managers working for financial institutions are under pressure to produce 
some returns at all times. Furthermore, many are now competing against 
market indexes. This means even if the absolute return of a fund manager 
is low, he will still be praised if his return was higher than that of the 
index. This means the notion of risk-adjusted-return is often pushed aside 
in order to beat the index in an environment of extremely low interest 
rates. These trends suggest that bubbles are easier to form in pursued 
economies than in two previous phases. Central banks implementing 
massive quantitative easing policies and zero or negative interest rates to 
reach golden era inflation targets are also reinforcing this trend.
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If the pursued economies tend to encourage bubbles in the above sense, 
the governments of such countries may have to become more active 
 borrowers in order to prevent their private sectors from squandering their pre-
cious savings on asset bubbles. Although governments sometimes  produce 
white elephants, no government could ever hope to equal the misallocation 
of resources by the private sector during a nationwide asset bubble.

Once the bubble bursts, of course, the government must borrow and 
spend to keep the economy from entering the $1,000–$900–$810–$730 
deflationary spiral. At that point, even white elephants are better than no 
elephants at all if they can keep the economy going.

Instead of wasting time talking about the “limits” of fiscal stimulus or 
public debt, policymakers in pursued economies should be setting up inde-
pendent commissions to find public works projects offering a social rate 
of return that exceeds ultra-low government bond yields for the benefit of 
both present and future generations. If such projects also end up preventing 
bubbles from forming, so much the better.

Economic Packages That Ignore Private-Sector Savings 
Surplus Cannot Succeed

Any economic stimulus package that does not take into account the fact that 
the private sectors in most advanced countries today are saving huge amounts 
of money in spite of zero or negative interest rates has little chance of achiev-
ing the expected results. Viewed from this perspective, there are only three 
examples of actual policies that were implemented since 2008 in the advanced 
countries that are based on a proper understanding of the situation.

One was the initial G20 fiscal package agreed to in November 2008—
President Obama’s $787 billion stimulus was part of this—which stopped 
these economies from falling into a deflationary spiral. The second was the 
warning sounded by former Fed Chairman Ben Bernanke and current Fed 
Chair Janet Yellen about the “fiscal cliff” (the dangers of premature fiscal 
consolidation), which saved the U.S. from a double-dip recession. The third 
was Japan’s second “arrow” of Abenomics which was fiscal stimulus. All 
other policies, including the first arrow of Abenomics (= monetary easing), 
have failed to produce the expected results because they assumed econo-
mies in Case 1 or 2.

At the same time, many equity and foreign exchange market partici-
pants continue to operate based on the assumption of a textbook world, 
as noted in Chapter 2. Their actions in response to quantitative easing had 
a positive impact on the real economy, even though such moves were not 
justified by money supply or credit growth in any of these countries. It will 
be interesting to see how long this “ignorance is bliss” situation will last.
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Neither Monetary nor Fiscal Stimulus Is Cheap

Some may argue that while monetary accommodation via quantitative eas-
ing or helicopter money will leave excess reserves that must eventually be 
mopped up, a continuous reliance on fiscal stimulus will also generate pub-
lic debt that must be paid back. Although the two outcomes sound similar, 
their impact on the economy will be very different.

First, fiscal stimulus works from day one in Case 3 or 4 by keeping both 
GDP and the money supply from shrinking. By preventing a decline in GDP, 
it gives the private sector the income (and jobs) it needs to repair damaged 
balance sheets. Government borrowing also keeps the money multiplier 
from turning negative in the face of private-sector deleveraging. That pre-
vents the money supply from shrinking as it did during the Great Depres-
sion. Indeed, when the government is the only borrower, the effectiveness 
of monetary policy hinges on the size of its borrowings.

When GDP is prevented from falling, the damage to the banking system 
is also contained because those with income can still service their debts. 
Government borrowing also offers a destination for surplus savings, which 
in turn provides interest income to depositors, pensioners and financial 
institutions.

When the government is the only remaining borrower, government bond 
yields fall so low that many infrastructure projects become self-financing or 
nearly so if correctly chosen and executed. This means that even if the public 
debt is large, debt repayment problems may not arise if the projects them-
selves are generating enough income. Last but not least, undertaking nec-
essary infrastructure spending when the economy is in Case 3 or 4, when 
interest rates are extremely low, provides massive cost savings for future 
 taxpayers.

When the private sector regains its financial health and the economy 
recovers, the financial markets should be telling the government to change 
course via the signal of higher interest rates. At that point, the government 
should start raising taxes and cutting spending to match the increase in 
borrowings by the private sector. This is also likely to be a gradual process 
because the businesses and households who had to repair their balance 
sheets are not likely to resume borrowing quickly.

In contrast, monetary accommodation via quantitative easing, helicopter 
money or negative interest rates will have little impact on the real economy or 
jobs except via the actions of some misinformed foreign exchange and stock 
market participants who may push for a lower exchange rate and higher 
stock prices, believing that their economies are still in Case 1 or 2.

Lower exchange rates brought about by monetary easing, however, are 
a beggar-thy-neighbor policy at a time when many trading partners face the 
same problem. The U.S., which benefited from lower exchange rates when 
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it became the first country to implement QE, is now suffering from a strong 
dollar and consequent bout of protectionism as other countries have under-
taken their own versions of the policy.

Both President Draghi and Governor Kuroda have argued that the 
policy of negative interest rates is working because bond yields have 
fallen since it was introduced. In both cases, however, there has been vir-
tually no pick-up in borrowing by the private sector, as shown in Figures 
2.9 to 2.11 and Figure 2.14. And without an increase in borrowing, there 
is no reason to expect an expansion of economic activity from monetary 
easing.

The continued sluggishness in borrowing is to be expected—after all, if 
there were any borrowers left in the economy, they would have borrowed 
the money long before interest rates had come down to these levels. Unless 
one believes that the last 20 or 30 basis point decline in interest rates has 
somehow brought rates to an inflection point where a huge number of 
borrowers will suddenly line up to borrow money, it is difficult to argue 
convincingly that negative interest rates will bring about a recovery.

The fact that the central bank is crowding out private-sector lending to 
the only borrower left—the government—deprives pensioners, depositors, 
and financial institutions of interest income. Banks also suffer from the pro-
longed recession as more borrowers become unable to service their debts. 
The health of financial institutions and the livelihoods of pensioners are 
undermined even more by negative interest rates.

Precious time is also wasted when the entire policy debate is devoted 
to basically ineffective monetary policy. In the end, negative interest rates 
may only result in scared depositors, angry pensioners, and worried finan-
cial institutions without producing any of the growth in borrowing needed 
to lift the economy.

Under negative interest rates, some financial institutions may become 
so desperate for yield that they take risks they are ill-equipped to assume. 
Such investments are likely to end in tears for depositors and pensioners, if 
not for the institutions themselves. The benefits of monetary easing, there-
fore, are likely to be limited to a few mini-bubbles in certain asset classes 
(the so-called portfolio rebalancing effect) and their secondary effect on the 
real economy.

But if and when the economy recovers—for whatever reason—the cen-
tral bank that has implemented these policies will face the massive task of 
selling bonds to drain the excess reserves (or having the government sell 
refunding bonds on its behalf) or sterilizing the reserves by paying interest 
on them. All of these would entail heavy costs for taxpayers. If either the 
central bank or the treasury sells bonds, yields are likely to go higher and 
become more volatile, which could adversely affect both financial markets 
and the recovery in the real economy.
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Central banks that have implemented QE or helicopter money policies 
also cannot afford to be seen as falling behind the curve on inflation. That 
means they will have to start tightening much earlier than central banks that 
stayed away from these non-traditional easing measures.

The point here is that neither fiscal stimulus nor monetary stimulus is 
cheap, but a cost-benefit comparison shows fiscal stimulus to be far more 
desirable—if not absolutely essential—when the economy is in Case 3 or 
4. This means when the economy is in the pursued phase or in a balance 
sheet recession, policymakers must mobilize the nation’s best and brightest 
to identify and implement viable public works projects. Not only will this 
help the present generation, but it will also provide necessary infrastructure 
for future generations at the lowest possible cost. When the economy is in 
Case 1 or 2, of course, the opposite is true, and monetary policy should play 
a leading role in maximizing the economy’s potential.

Harvard University professor Kenneth Rogoff recently argued that 
negative-interest-rate policies would work better if cash, or at least large 
denomination bills, were banned entirely9. But this is forcing people to 
undergo major inconvenience so that some economist’s ill-conceived mon-
etary policy remedy might work slightly better. Instead of forcing the pub-
lic to endure such inconvenience—which could also hurt the economy 
through a loss of efficiency—economists should realize that (1) monetary 
policy worked well in the past because the advanced economies were all 
in a golden era characterized by strong private-sector demand for funds, 
but (2) it is not working now because these economies are all experiencing 
balance sheet recessions and are in the pursued phase of development with 
limited domestic investment opportunities.

It was Albert Einstein who said “stupidity is when you keep doing the 
same experiment but keep on hoping for a different outcome.” Monetary 
easing policies such as zero interest rates, negative interest rates, quan-
titative easing, forward guidance, and inflation targets have all failed to 
produce results within the time frame indicated by their proponents. It is 
time for economists to question the fundamental assumptions behind these 
failed policies and to look for policies outside the monetary arena that may 
actually work.

9 Rogoff, Kenneth S. (2016) The Curse of Cash, New Jersey: Princeton University  
Press.
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CHAPTER 7 

While some European economies have shown signs of life since the 
second half of 2016, the emergence of extreme-right political parties 

in many countries has been alarming. It is even more worrying to note that 
this is happening in economic circumstances very similar to those prevailing 
when similar groups appeared in the 1930s. It was already noted in Chapter 3 
that Communism was a by-product of the extreme inequality created in the 
course of industrialization as an economy moves toward the Lewis Turning 
Point (LTP). In contrast, National Socialism or Nazism was a result of extreme 
economic hardship brought about by an inept policy response to a balance 
sheet recession. In other words, it was policymakers’ inability to understand 
that their economies were in the other half of macroeconomics that led to 
that tragic outcome.

The Failure of Economics in the 1930s and the Rise of 
National Socialism

When the New York stock market bubble burst in October 1929, all of those 
who had leveraged up during the bubble started paying down debt at the 
same time. This can be seen in the sharp fall in loans after 1929 in Figure 2.12. 
But since there was nobody on the other side to borrow and spend, the U.S. 
economy fell into the $1,000–$900–$810–$730 deflationary spiral and lost a 
full 46 percent of nominal GNP in just four years in what came to be known 
as the Great Depression. In 1933, the U.S. unemployment rate climbed over 
25 percent nationwide and was more than 50 percent in many major cities.

The problem is that the economics profession never considered this type 
of recession until a few years ago because it never allowed for the possibility of  
a private sector that sought to minimize debt. The entire theoretical toolkit  
of economics, built over many decades, was predicated on the assumption 
that the private sector is always trying to maximize profits.

Europe Repeating Mistakes of 1930s

The Other Half of Macroeconomics and the Fate of Globalization, First Edition. Richard C. Koo.
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Because recessions driven by private-sector attempts to minimize debt 
had never been discussed by economists, the public was totally unprepared 
for the balance sheet recessions that hit them in 1929 and again in 2008. 
Even Keynes, who argued for an increase in government spending in 1936, 
seven years after the Great Depression began, failed to free himself from the 
notion that the private sector is always maximizing profits.

With no economists talking about balance sheet recessions in 1929, it 
did not occur to political leaders of the time that the government should 
mobilize fiscal policy and act as borrower of last resort. On the contrary, 
most economists and policymakers argued strongly in favor of a balanced 
budget.

When the recession started in 1929, both President Herbert Hoover in 
the U.S. and Chancellor Heinrich Brüning in Germany insisted the govern-
ment should balance the budget as quickly as possible. The Allied Com-
mand, the victors of World War I, also insisted that the German government 
balance its budget and continue to make reparation payments. That was the 
worst possible policy one could have implemented in this type of recession 
because if the government stopped serving as “borrower of last resort,” the 
$100 leakage from the income stream would be left unaddressed and the 
economy would fall into a deflationary spiral. Soon enough, the German 
economy fell into deflationary spiral that caused unemployment rates to 
soar to 28 percent.

Although the Americans had only themselves to blame for getting 
caught up in a bubble, Germany was still recovering from the traumatic 
hyperinflation that followed its defeat in World War I and was very much 
dependent on U.S. capital when the New York stock market crashed. The 
extent of its reliance on American capital can be inferred from the saying 
in Germany in the 1920s that train passengers in the first-class cabin do not 
speak German at all, those in second class speak a little German, and those 
in the ordinary cars speak good German. With American capital rushing 
back to the U.S. after the crash and the Allied powers demanding both a 
balanced budget and reparation payments, the German economy had no 
place to go but down.

The extreme hardship and poverty this mistaken policy imposed on 
the German people forced them to find a way out. With only limited social 
safety net and established center-right and center-left political parties largely 
beholden to orthodox economics and insisting on a balanced budget, the 
only choice left for the German people after four years of terrible suffering 
was to vote for the National Socialists, who argued against both austerity 
and reparation payments.

Thus the Nazis, considered by most Germans just a few years earlier 
to be a gang of hoodlums, ended up winning 43.9 percent of the vote and 
securing the chancellorship in 1933. It was not as if nearly half the German 
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population woke up one morning and suddenly began hating immigrants 
and Jews. What happened was that they finally lost faith in established par-
ties that remained beholden to fiscal orthodoxy. People voted for the Nazis 
because the established parties, the Allied governments, and the economists 
had proved totally incapable of rescuing them from the four years of hor-
rendous poverty that followed the crash of 1929. The Nazis were swept to 
power because policymakers of that period failed to understand the balance 
sheet recession mechanics (the deflationary spiral described above) that led 
to so much suffering for the German people.

For better or for worse, Adolf Hitler quickly implemented the kind of 
fiscal stimulus needed to overcome a balance sheet recession—the con-
struction of the autobahn expressway system was among the many public 
works projects undertaken by the Nazi party. By 1938, just five years later, 
Germany’s unemployment rate had fallen to 2 percent.

This was viewed as a great success by people both inside and outside 
Germany—in contrast, the democracies of the United States, France, and 
the UK continued to suffer from high unemployment as policymakers were 
unable to think outside the box of orthodox fiscal consolidation. The stark 
contrast between the two made Hitler seem like an attractive alternative, 
and even those who used to look down their noses at the ranting lance 
corporal from Austria began to worship him.

Germany’s spectacular economic success also led Hitler to think that 
this time the nation could win a war—its economy, after all, was in a vir-
tuous cycle and generating plenty of taxes to support rearmament efforts, 
while the U.S., UK and French economies were in a vicious cycle of unat-
tended balance sheet recessions with ever-dwindling tax receipts and mili-
tary budgets.

That is what led to the tragedy of the Second World War. Nothing is 
worse than a dictator with the wrong agenda having the right economic 
policy. And the problem was made far worse in the 1930s by the inability of 
democracies to switch to the right economic policy until hostilities began.

Once war broke out, however, the democracies were able to introduce 
the same sorts of policies Hitler had implemented six years earlier. In other 
words, Allied governments started acting as borrower and spender of last 
resort to procure tanks and fighter planes, and the U.S. and UK economies 
jumped back to life, just as the German economy had done six years earlier. 
The combined productive capacity of the Allies soon overwhelmed that of 
the Third Reich, but not before millions had perished.

Every country has its share of extreme nationalists who blame immigrants 
and foreigners for society’s problems. But their ability to garner enough 
votes and actually emerge victorious in Germany despite the region’s demo-
cratic traditions and high levels of education suggests that ordinary people 
who traditionally voted for parties espousing democratic values switched 
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allegiance in desperation. It has been observed time and again that when 
survival is at stake, respect for individuals and human rights is often thrown 
out the window. And that is when things can go wrong in a big way.

The Nazis’ initial successes and the tragedies that followed were attrib-
utable largely to a lack of understanding of balance sheet recessions among 
the period’s economists and policymakers. If Allied governments and the 
Brüning administration had understood the mechanics and dangers of bal-
ance sheet recessions and administered sufficient fiscal stimulus to fight 
deflationary pressures in Germany, most Germans would never have voted 
for a ranting extremist like Hitler.

If Allied governments had also administered sufficient fiscal stimulus to 
prevent deflationary spirals in their own economies, Hitler’s success would 
not have appeared so spectacular by contrast. And if strong Allied econo-
mies had been able to present a credible military deterrent, Hitler might 
have thought twice about starting a war. The failure of economists in the 
democracies to understand balance sheet recessions in the 1930s therefore 
contributed significantly to the Nazis’ initial success and all the human suf-
fering that followed.

History Repeating Itself Since Global Financial  
Crisis (GFC) in 2008

With 50 million lives lost in World War II, readers may think this mistake 
could never be repeated. Unfortunately, that is not the case, especially in 
Europe.

When housing bubbles burst on both sides of the Atlantic in 2008, the 
Western economies fell into a severe balance sheet recession, with the pri-
vate sectors in these countries increasing savings or paying down debt in 
spite of zero or negative interest rates.

Figure 7.1 illustrates the financial position of the private sector in Euro-
zone countries that experienced housing bubbles. The figure shows that the 
private sectors in these countries were borrowing huge sums of money to 
invest in houses during the bubble (i.e., in financial deficit), but after the 
bubble burst they all began saving, some to a huge extent, in spite of zero 
interest rates (i.e., in financial surplus). That puts these economies fully in 
Cases 3 and 4 of Figure 1.3.

Since the bubble was in housing, a closer look at the household sectors 
of these countries reveals an even more dramatic change before and after 
bubble burst in 2007. For Spain and Ireland, where the bubbles were huge, 
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flow-of-funds data for the non-financial corporate sector are also included. 
As noted in Chapter 2, a white bar above zero in these charts (starting with 
Figure 7.2) means the household sector is increasing its financial assets, i.e., 
increasing savings. A white bar below zero means the household sector is 
reducing its financial assets, i.e., drawing down savings. Similarly, a shaded 
bar below zero means the sector is increasing its financial liabilities, i.e., 
increasing borrowings. And a shaded bar above zero means the sector is 
reducing its financial liabilities, i.e., paying down debt. The net number is 
shown as the broken line. This is not exactly the same as the household 
lines shown in Figures 2.6, 2.7, and 2.8 because it is seasonally adjusted 
while the latter are four-quarter moving averages.
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Statistics, and IMF
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The Spanish household sector, shown in Figure 7.2, behaved very con-
servatively until the bubble hit and then began borrowing massively. When 
the bubble burst in 2007, not only did borrowing stop altogether in spite 
of zero and now negative interest rates, but the whole sector began paying 
down debt (shaded bars above zero) in a trend that continues to this day.

Although the Spanish economy has been doing better since the second 
half of 2016, it seems unlikely that domestic demand has grown substan-
tially as long as the household sector continues to minimize debt and the 
Spanish non-financial corporate sector is not borrowing either (Figure 7.3). 
This suggests that the recent recovery may be due to increased competitive-
ness made possible by years of (painful) internal deflation, something that is 
discussed later in regard to the path of unit labor cost in Figure 7.10.

It is also worth noting that the white bars for the non-financial corpo-
rate sector in Figure 7.3 went below zero for seven consecutive quarters 
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starting in 2008. White bars below zero are a bad sign in that they usually 
indicate a credit crunch (or a drop in income) that is forcing the sector 
to draw down past savings just to make ends meet. A corporate treasurer 
who has lived through a credit crunch usually becomes extremely averse 
to borrowing from banks, and this aversion can last for years. This aversion 
may explain at least some of Spanish corporations’ reluctance to borrow 
since then.

The Irish household sector, shown in Figure 7.4, went through even 
more dramatic changes. Starting from a very conservative position around 
2000, it went deeply into debt during the bubble. But after the bubble burst, 
borrowing stopped completely and debt repayment (shaded bars above 
zero) continued almost every quarter until today. This indicates that the 
supposedly strong performance of the Irish economy observed recently has 
little to do with the household sector. Since Irish non-financial corporations 
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have been mostly net savers (Figure 7.5) except for the latest quarter, the 
recent growth is likely to be coming mainly from lower wages due to inter-
nal deflation (see Figure 7.10) and of the country’s position as a tax haven.

Greek households (Figure 7.6) were not as highly leveraged as their 
Spanish or Irish counterparts even though Greek house prices also soared 
(Figure 2.4). Nevertheless, the sector has been paying down debt since 
2010. This is a natural reaction for any sector caught in a bubble.

What is disturbing about Greece’s household sector is that it has been 
drawing down financial assets since the end of 2009, as indicated by the 
white bars below zero. As noted earlier, white bars below zero are very bad 
signs in that they represent the withdrawal of past savings to make ends 
meet. Such withdrawals are typically triggered by a credit crunch involving 
troubled financial institutions or in response to a fall in income. With Greek 
GDP nearly 30 percent below where it was in 2008 (Figure 7.7), it is under-
standable that many Greek households are being forced to dis-save just to 
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pay for daily necessities. Some Greek households might have indeed with-
drawn euro notes from the banks in anticipation of the country’s possible 
departure from the euro, but such moves should not affect the flow-of-funds 
data because both bank deposits and cash are financial assets. The point is 
that the low savings figure for Greece in Figure 7.1 is not because of strong 
investment but because of weak income.

In contrast to the peripheral countries mentioned above, Germany, the 
largest of the Eurozone countries, experienced no housing bubble (Figure 2.4).  
But that was because it entered a balance sheet recession in 2000 when  
the dotcom bubble burst. This can be seen from Figure 7.8, which shows 
that German households not only stopped borrowing money after 2000 
but also started paying down debt even though the ECB took  interest 
rates down to their lowest level in the postwar period. This change 
 happened because German households and businesses, who are usually 
very  conservative, apparently lost their heads over the Neuer Markt, the 
German equivalent of Nasdaq, which went up tenfold from 1998 to 2000  
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(Figure 7.9)1. When the bubble burst and the market lost 97 percent of its 
value, the financial health of the German private sector was devastated.

The German private sector then went on to save as much as 10 percent 
of GDP and pushed the economy into a serious balance sheet recession. 
Not realizing that the German economy was in balance sheet recession and 
monetary policy does not work well in such recessions, the ECB promptly 
brought interest rates down to a postwar low of two percent to save the 
largest economy in the Eurozone, but to no avail. This inability to revive 
Germany’s economy with record low interest rates led to the notion that the 
country was “the sick man of Europe.”

The Germans, in turn, began to push for structural reforms known as 
Agenda 2010 when in fact their problems were rooted in the balance sheet. 
After all, it is difficult to explain the sudden shift in German private-sector 
savings behavior starting in 2000 (Figure  7.8) with structural issues that 
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were in place decades before then. This fundamental misdiagnosis created 
distortions in Eurozone economies after 2000 and continued to do so after 
2008, when Germans began demanding that other Eurozone economies 
implement the same structural reforms they had gone through even though 
the problems were due largely to balance sheet—not structural—problems.

While Germany was struggling with both balance sheet recessions and 
painful structural reforms, the Eurozone countries that had stayed away 
from the dotcom bubble and had clean balance sheets responded enthu-
siastically to the ECB’s monetary easing. In no time, these countries were 
engulfed in huge housing bubbles. That allowed the Germans to export 
their way out of the balance sheet recession.

The fact that Germany was in a balance sheet recession and the rest 
were in housing bubbles opened up a large competitive gap between the 
two. Slow money supply growth in Germany with its balance sheet reces-
sion led to stagnant wages and prices, while rapid money supply growth 
in the rest of the bubble-ridden Eurozone resulted in rapidly rising wages 
and prices. Readers interested in seeing how the competitiveness issue 
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evolved in the Eurozone are referred to Chapter 5 of the author’s previous 
book, The  Escape from Balance Sheet Recession and the QE Trap, for a more 
detailed discussion.

If the private sector as a whole is saving, someone outside the private 
sector must borrow and spend those savings to keep the economy out of 
a deflationary spiral. Unfortunately, in spite of dramatic increases in post-
2008 private-sector savings, the concept of balance sheet recessions was 
still absent from economic textbooks, and powerful figures on both sides of 
the Atlantic started pushing for fiscal consolidation in a repeat of the 1930s.

In the U.S. this move was spearheaded by the Tea Party faction of the 
Republican Party, and in the Eurozone it was the Germans, led by Chancel-
lor Angela Merkel and Finance Minister Wolfgang Schäuble, who took the 
initiative. In the UK, Prime Minister Gordon Brown understood balance 
sheet recessions and initially administered the required fiscal stimulus, but 
he was soon voted out of office in favor of David Cameron, who also opted 
for deficit-reduction efforts.

Fortunately for the U.S., policymakers from Ben Bernanke to Larry Sum-
mers recognized soon after the GFC that they were facing a balance sheet 
recession, the same economic sickness that had afflicted Japan. As mentioned 
in Chapter 2, they realized that with the entire U.S. private sector engaging 
in massive deleveraging in spite of zero interest rates, the government must 
administer sufficient and sustained fiscal stimulus to keep the economy from 
entering a deflationary spiral. They then used the expression “fiscal cliff” in 
their efforts to stop premature fiscal consolidation.

Even though the U.S. came close to falling off the fiscal cliff on several  
occasions with its government shutdowns, debt-ceiling debates and 
sequesters, it ultimately managed to avoid that predicament and is now 
doing much better. It is doing better because private-sector balance sheets 
are becoming healthier after eight years of fiscal support. Some busi-
nesses and households are actually starting to borrow again, as shown in  
Figure 2.16.

Defective Maastricht Treaty an Invitation for National 
Socialists to Return

In the Eurozone, where policymakers did not understand balance sheet 
recessions or the need for government to act as borrower of last resort in 
such situations, one country after another fell off the fiscal cliff, with dev-
astating consequences. The Maastricht Treaty that created the euro made 
no provision whatsoever for this type of recession and actually prohibited 
governments from borrowing more than three percent of GDP regardless 
of the size of private-sector savings. In other words, Eurozone governments 
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are prevented from acting as borrower of last resort beyond three percent 
of GDP.

This is not surprising given that the Treaty was ratified in 1998, when no 
one outside Japan knew anything about balance sheet recessions. But when 
the housing bubbles burst in 2008, triggering Europe’s balance sheet reces-
sions, policymakers were left with no tools to stop the deflationary spiral, 
resulting in deep recessions and tremendous human suffering not unlike 
what the Germans went through in the early 1930s.

For example, the Spanish private sector saved an average of 7.15 
percent of GDP in the eight years starting in Q3 2008 (Figure 1.1). But 
since the government was allowed to borrow only three percent of GDP, 
savings equal to more than four percent of GDP leaked out of the nation’s 
income stream. Shockingly, the Treaty offers no advice on how a govern-
ment should address this kind of deflationary gap because it was created 
based on the assumption that situations like Cases 3 and 4 in Figure 1.3 
could never happen. It is this fundamental defect in the Treaty that is kill-
ing the Eurozone economies in balance sheet recessions.

In reality, weakened economies saw tax receipts fall and budget deficits 
rise to more than three percent of GDP. An increase in the deficit due to 
economic weakness is referred to in economics as an automatic stabilizer 
because the increase in government borrowing and spending forced by 
lower tax revenues helps stabilize the economy.

But instead of strengthening this function by increasing government 
borrowing to match the increase in private-sector savings, Eurozone gov-
ernments were forced to reduce their borrowing to three percent of GDP. 
Instead of ending the recession, these government actions actually made 
it worse. The Spanish unemployment rate shot up to 25 percent, and 
many other countries suffered a similar fate. With center-left and center-
right political parties alike insisting on the fiscal consolidation mandated 
by the Maastricht Treaty, average citizens, not unlike the Germans in the 
early 1930s, grew increasingly destitute and desperate.

This disastrous outcome was perfectly predictable given the Treaty’s 
limitations. The author tried to warn Europeans in his 2003 book, Balance 
Sheet Recession: “Since fiscal stimulus is the most effective—if not the only—
remedy for a balance sheet recession, as soon as the symptoms of balance 
sheet recessions are observed in Europe, the EC Commission is strongly 
advised to take action to free the Eurozone economies from the restrictions 
of the Maastricht Treaty. Failure to do so may result in Europe falling into 
a vicious cycle with an ever-larger deflationary gap. Indeed, of the three 
regions—Japan, the U.S. and Europe—Europe is by far the most vulner-
able when it comes to balance sheet recessions because of the restrictions 
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placed on it by the Maastricht Treaty.”2 Unfortunately, this warning went 
unheeded, and one Eurozone economy after another fell into a prolonged 
balance sheet recession.

The author then warned about the political consequences of this 
 problem in his 2008 book The Holy Grail of Macroeconomics, arguing that 
“. . . forcing a country or region in a balance sheet recession to balance the 
budget out of misguided pride or stubbornness will not benefit anyone. 
Indeed, forcing an inappropriate policy on a nation already suffering from 
a debilitating recession can actually put its democratic structures at risk by 
aggravating the downturn.”3 This warning, too, went unheeded, and extrem-
ist parties have gained ground in all of these countries, as predicted.

Although none of the extremist parties has actually gained power as 
of this writing, the fact that a large portion of the population now sup-
ports them is a dangerous sign because it indicates that people are losing 
confidence in established center-right and center-left political parties. By 
May 2014, people had become so desperate that nationalist anti-EU parties 
shocked the political establishment by emerging victorious in European 
Parliament elections in the UK, France and Greece. The UK actually voted 
itself out of the EU in 2016, with some arguing that “the only continent that 
had lower growth rates than Europe was Antarctica!” These election results 
underscore just how many people are unhappy and distrustful of the Euro-
pean political and economic establishment.

The gains made by the Eurosceptics prompted both the establishment 
and the media to warn about a loss of momentum in the fiscal consolida-
tion and structural reform efforts they consider essential to the region’s 
economic revival. The powers-that-be have labeled the triumphant Euro-
sceptics “populists” and are desperately trying to paint them as irresponsible 
extremists.

All of the anti-EU parties that performed well in recent elections have 
elements of irresponsible populism in the sense that they blame immigrants 
for many of their countries’ domestic problems. There is no reason why 
stricter controls on immigration would meaningfully improve the lives of 
people suffering from unattended balance sheet recessions (or other factors 
mentioned later in Chapter 9). In other words, these parties all have some 
elements of National Socialism in them.

2 Koo, Richard (2003) Balance Sheet Recession: Japan’s Struggle with Uncharted Eco-
nomics and its Global Implications, Singapore: John Wiley & Sons (Asia), p. 234.
3 Koo, Richard (2008) The Holy Grail of Macroeconomics: Lessons from Japan’s 
Great Recession, Singapore: John Wiley & Sons (Asia), p. 250.
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Policymakers Need to Ask Why Eurosceptics Made Such Gains

On the other hand, the establishment’s argument that it has pursued respon-
sible policies deserves to be critically reexamined. Most countries in Europe 
fell into severe balance sheet recessions after the housing bubble collapsed, 
yet not a single government has recognized that and responded with the 
correct policies. To make matters worse, establishment policies have cen-
tered on fiscal consolidation, which is the one policy a government must 
not implement during a balance sheet recession. That policy mistake has 
had painful consequences for the people of Europe.

Moreover, the establishment has made the situation worse by mistak-
ing balance sheet problems for structural problems. While every Eurozone 
country, as a post-LTP pursued economy, need to address a variety of struc-
tural problems to stay ahead of pursing economies, the recessions currently 
unfolding in Europe are due mostly—perhaps about 80 percent—to balance 
sheet problems, with structural issues responsible only for the remaining 
20 percent or so. After all, it is difficult to attribute the sudden collapse of 
these economies in 2008 and their subsequent stagnation to structural fac-
tors that existed for decades prior to that. Furthermore, these economies 
were all responding correctly to conventional macroeconomic policies until 
2008 (until 2000 in Germany).

As mentioned in Chapter  5, all advanced countries are facing two 
challenges: the fact that they are being pursued and the fact that they are 
in balance sheet recessions. Structural reforms are necessary to address 
the former, but fiscal stimulus needed to deal with the latter is more 
urgent when the deflationary gap brought about by private-sector delev-
eraging is so large. In some sense, the present situation is more serious 
than in the 1930s when policymakers only had to deal with balance sheet 
recessions.

Moreover, as mentioned in Chapter 5, structural reforms which often 
take a decade or more to produce macroeconomic results are no substi-
tute for fiscal stimulus when the economy is in balance sheet recession. 
The political leaders, therefore, must make it clear to the voters that struc-
tural policies are needed to stay ahead of the pursuing countries, but fiscal 
stimulus is urgently needed to offset the deflationary pressures coming from 
private-sector deleveraging.

The situation also varies from one country to the next. In Spain and Ire-
land, which experienced particularly large bubbles, balance sheet problems 
are responsible for a greater percentage of the ongoing recession, while in 
Italy, which did not see a major bubble, problems are probably more struc-
tural in nature.

Regardless of national differences, that the Eurozone as a whole is in a 
balance sheet recession should be clear from the fact that net private-sector 
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savings for the whole region amounted to 4.62 percent of GDP in 2017 Q1 
(Figure 2.8) in spite of negative interest rates. This means that private-sector 
borrowers have not only disappeared from the scene, but are actually pay-
ing down debt or increasing savings. At such times the economy will not 
improve unless the government does the opposite of what the private sector 
is doing—i.e., unless it borrows and spends the unborrowed private-sector 
savings amounting to 4.62 percent of GDP.

Unfortunately, neither the European Commission nor European Central 
Bank (ECB) President Mario Draghi seem cognizant of the scale of private-
sector savings. As a result, they continue to argue in favor of fiscal con-
solidation and structural reform while ignoring the need to put unborrowed 
private-sector savings back into the economy’s income stream. This means 
that they are still operating on the textbook assumption that the Eurozone 
economy is in Case 2, where there are willing borrowers but a shortage of 
lenders. That assumption led the ECB to introduce LTROs, TLTROs (Targeted 
Longer-Term Refinancing Operation), quantitative easing, and a negative-
interest-rate policy—all of which are designed to increase lending on the 
assumption that there are plenty of willing borrowers. Although some of 
these ECB policies did help the Eurozone economy move somewhat closer 
to Case 3 from Case 4 (but not completely, as explained later in Chapter 8), 
the actual growth in credit extended to Euro-area residents over the last nine 
years was only 1 percent, as shown in Figure 2.10.

The Eurosceptics have been successful in recent elections not because 
they are populists. They were successful in spite of their populist leanings 
because the established center-left and center-right parties were unable to 
break out of their policy orthodoxy. It was the establishment’s bad policy 
choices that dragged the economy down and left residents no choice but to 
vote for the Eurosceptics. For people whose lives have been devastated by 
their governments’ inaction (or worse) on the deflationary gap, the first step 
toward a solution is to free their countries from the fiscal straitjacket imposed 
by the defective Treaty—hence the surge in support for anti-EU parties.

If it was the populist aspect of these parties that had attracted voters in 
the recent election, their historical election performance would have been 
much better than it actually was. Their much-improved showing in recent 
polls can be attributed instead to the fact that, after waiting for eight fruitless 
years, voters realized the situation was not going to improve as long as the 
established parties remained in power. And those are exactly the circum-
stances under which Adolf Hitler and the National Socialists came to power 
in Germany in 1933.

It is truly ironic that it is the Germans who are imposing this fiscal 
straitjacket on every country in the Eurozone even though they were the 
first victims of a similar fiscal orthodoxy in 1929, when Allied govern-
ments imposed austerity on the Brüning administration. Those demands 
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devastated the German economy and pushed its unemployment rate up to 
28 percent, as noted earlier. But with established center-right and center-left 
political parties largely beholden to orthodox economics and insisting on a 
balanced budget, the only choice left for the German people after four years 
of suffering was to vote for the National Socialists, who argued against both 
austerity and reparation payments.

Perhaps Germans today are so appalled by the utter brutality of the 
Nazi regime that everything Hitler did is now automatically rejected. This 
kind of total repudiation of a person or an era can be dangerous because 
people will be naïve and unprepared when the next Hitler comes, since 
they were never taught all the right things he did to win the hearts of the 
German people.

With so many Nazi-like political parties gaining ground in countries suf-
fering from balance sheet recessions but unable to do anything about them 
because of the ill-designed Maastricht Treaty, it is urgent that the people 
of Europe be made aware of this economic disease as quickly as possible. 
Without correct understanding of the disease, some member countries may 
find their economic crisis accompanied by a crisis in democracy.

Social safety nets today are far more extensive than in the 1930s, making 
modern democracies more resistant to such recessions and policy mistakes. 
Indeed social safety net themselves are a form of fiscal stimulus which did 
not exist in the 1930s. Nevertheless, people’s mistrust and unhappiness could 
eventually explode if complacent politicians, economists, and bureaucrats 
continue to implement misguided policies.

European Recovery Led by Internal Deflation

Economies do adjust given sufficient time. In spite of the misguided poli-
cies described above, some European economies have been doing bet-
ter since the second half of 2016 as a result of painful internal deflation 
brought about by double-digit unemployment rates that lasted for so long. 
Figure 7.10 shows that unit labor costs of high-unemployment countries such 
as in Spain, Ireland, Portugal, and Greece have all fallen quite substantially 
from their peaks. According to the OECD, unit labor costs fell 14.3 percent 
from their previous peak in Greece, 6.52 percent in Spain, and 5.14 percent 
in Portugal. In Ireland, they plunged 33.6 percent from the peak, although 
this decline may have been exaggerated by discontinuities in Irish GDP 
data. With German unit labor costs rising 22.2 percent from their low in Q3 
2007, the decline in unit labor costs in the peripheral countries made them 
quite competitive vis-à-vis Germany and the rest of the world.

Consumer prices in the Eurozone have increased by 10.2 percent since 
2008. To the extent that declines in unit labor costs represent a fall in real 
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income for workers, it should come as no surprise that those at the receiv-
ing end of internal deflation are casting their votes for the Eurosceptics, the 
only parties to come out against austerity.

In this sense, some of the self-congratulatory remarks coming from 
(northern) European policymakers since the second half of 2016 give cause 
for concern. They are now saying that most countries in the Eurozone—
with the possible exception of Greece—are well on their way to recovery, 
with both Spain and Ireland recording high growth rates. But the flow-of-
funds data for those countries have yet to show significant improvements, 
suggesting the growth is not necessarily domestically generated.

Economists also have a bad habit of using the term “recovery” to mean 
a return of the growth rate to positive territory. For the public, however, 
“recovery” often means returning to where they were before. In other 
words, economists are talking about the rate of change while the average 
public is talking about the level.

When one looks at the level, especially in terms of real per capita GDP 
or industrial production, most countries have yet to recover to where they 
stood in 2008. Many people might have already exhausted their savings 
or unemployment benefits trying to make ends meet during the last eight 
years. Some in Portugal told the author they had exhausted their savings 
during the crisis and actually had to rely on friends and relatives to make 
ends meet. That means they could still vote for extremist parties if things go 
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wrong or the established political elite appear complacent or irresponsive 
to their needs. Although none of the extreme-right parties has actually won 
power as of this writing, the fact that some of them received 30 percent or 
more of the vote means any mistake on the part of the establishment could 
tip the balance in their favor, with most unpleasant consequences. In that 
sense, this is no time to be complacent in Europe.

Two Simple Measures Needed to Fix Eurozone Problems

Unlike many famous American economists who argue that the Euro was a 
disastrous experiment that should never have been tried, the author believes 
the Euro is one of humanity’s greatest achievements, with bright and dedi-
cated people from across the region striving for years to make it work. And 
it worked quite well before 2008, when most economies were in Cases 1 
and 2. When they fell into balance sheet recessions after the bubble burst in 
2008, however, the Euro ran into massive problems that were predicted by 
the author in his 2003 book because its architects (or its antagonists, for that 
matter) never made provisions for economies in Cases 3 and 4.

Since Cases 3 and 4 were never anticipated, monetary policy was the only 
tool policy makers had to address recessions. It was what Mario Draghi called 
“the only game in town.” As a result, when Germany fell into a balance sheet 
recession in 2000, the ECB had to create bubbles elsewhere to save it. When 
those bubbles burst and other countries fell into balance sheet recessions in 
2008, the ECB had to encourage bubbles in German real estate and other 
places with quantitative easing (QE) and negative interest rates in a feeble 
attempt to help the rest. But fighting balance sheet recessions in one part of the 
Eurozone by creating bubbles in other parts is no way to run a currency union.

The author also does not agree with those who argue that extensive fis-
cal union, together with structural reform and greater fiscal stimulus in sur-
plus countries like Germany, is needed to make the single currency work. 
This is because the fundamental cause of the crisis is the Eurozone’s inabil-
ity to handle economies in Cases 3 and 4, not the absence of a fiscal union 
or lack of progress in structural reforms.

With regard to solutions, two modifications should be made to the Sta-
bility and Growth Pact. First, the Pact should enable governments to borrow 
more than three percent of GDP to stabilize the economy when the private 
sector is saving more than three percent of GDP at near-zero interest rates. 
This would allow the Pact to deal with both ordinary downturns and bal-
ance sheet recessions. It would also maintain the spirit of the original treaty 
by allowing member governments to borrow more than three percent of 
GDP only if the private sector is saving more than three percent of GDP at 
near-zero interest rates.
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Second, Eurozone governments should introduce differentiated risk 
weightings or similar measures to encourage the excess private-sector sav-
ings of countries in balance sheet recessions to flow into those countries’ 
government bond markets. This is needed because the self-corrective mech-
anism of economies in balance sheet recessions (see Chapter 2) does not 
function well in the European Monetary Union (EMU).

Elsewhere in the world, government bond yields typically fall to unusu-
ally low levels during this type of recession because fund managers who 
must invest funds in local-currency-denominated, fixed-income assets have 
no choice but to buy bonds issued by the one remaining domestic bor-
rower: their own government. This rush to buy government bonds brings 
yields down to levels that would have been unthinkable when the econo-
mies were in Cases 1 and 2. Extremely low yields, in turn, not only encour-
age the government to administer necessary fiscal stimulus but also make 
many infrastructure projects self-financing.

However, the EMU contains nineteen government bond markets, all of 
which are denominated in the same currency. This means there is no assur-
ance that Spanish savings will be invested in Spanish government bonds or 
that Portuguese savings will be used to buy Portuguese government bonds. 
Indeed, a huge amount of private-sector savings from the peripheral coun-
tries went into German government bonds (Bunds), pushing their yields to 
unthinkably low levels while raising the yields on their own governments’ 
bonds. The foreign exchange risk that ring-fenced government bond mar-
kets and channeled domestic savings to their own government bond mar-
kets during balance sheet recessions in non-Eurozone countries could not 
do the same in the Eurozone.

This intra-Eurozone capital flight at the onset of the EMU turbulence in 
2010 robbed many peripheral countries of their “fiscal space.” Even though 
the private sectors in peripheral countries (except Greece) were all gen-
erating massive savings, their governments could not tap those savings to 
stabilize their economies. If peripheral countries in balance sheet recessions 
had had their own currencies, those private-sector savings would have low-
ered bond yields and allowed governments to finance the fiscal stimulus 
needed to keep them away from the fiscal cliff.

This problem of capital flight among the nineteen different Eurozone 
bond markets is unique to the Eurozone but was never addressed by the 
Maastricht Treaty that created the euro. Some unscrupulous speculators also 
made the situation worse by shorting peripheral government bonds while 
flooding the media with talk of so-called redenomination risk, i.e., the immi-
nent disintegration of EMU.

This crisis was contained only because ECB President Mario Draghi 
came out and said he will do “whatever it takes” to defend the EMU. 
Although that helped protect one of mankind’s greatest achievements from 
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unscrupulous speculators, a formal mechanism is needed to address the 
instability caused by intra-Eurozone capital flight problems so that a similar 
crisis will not happen again.

This could be achieved by implementing measures to (1) keep sav-
ings from leaving the country of origin or (2) bring back savings that have 
already left the country of origin. One way to achieve (1) and keep savings 
from leaving is to assign lower risk weights to institutional investors’ hold-
ings of domestic government bonds relative to foreign government debt. In 
other words, institutional investors would be required to hold more capi-
tal against foreign government bonds than against domestic government 
bonds. This could be justified on the grounds that investors should know 
the risk characteristics of their home market best.

This way, Spain’s excess savings would be encouraged to flow into 
Spanish government bonds and Portugal’s savings into Portuguese govern-
ment bonds. The resulting purchases of domestic government bonds would 
lower yields and provide peripheral countries with the fiscal space they 
need to engage in necessary fiscal stimulus.

The point is that any country in a balance sheet recession, by defini-
tion, should be able to self-finance the necessary fiscal stimulus if the excess 
private-sector savings that is causing the recession is channeled into its 
own government bond market. The low government bond yields that result 
should also make many public works projects self-financing or nearly so. 
If differentiated risk weights enabled this self-corrective mechanism to work 
in the Eurozone, then the member economies would be doing no worse 
than the U.S., which utilized this mechanism to the fullest.

Misplaced Fear of Negative Feedback Loop

Unfortunately, the widespread but misplaced fear of a negative feedback 
loop between sovereign and banking risk has prompted Eurozone officials 
to make it more difficult for countries to use their own excess private-sector 
savings to fight balance sheet recessions. Indeed, the current push is to 
make it difficult for financial institutions to hold their own government’s 
bonds. But such a fear is misplaced because the very origin of the negative 
feedback loop is Eurozone governments’ inability to use fiscal stimulus to 
fight balance sheet recessions.

Because of this inability to use fiscal stimulus, when a debt-financed 
bubble bursts, Eurozone economies in balance sheet recessions are forced 
to implode, greatly exacerbating their banking sector problems. The bank-
ing problems arise not only because banks have lent money to participants 
in the bubble, but also because the imploding economy and falling incomes 
make it difficult for borrowers to service their debts.
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When people realize that the government is unable to stop the implo-
sion of the economy or the explosion of NPLs in the banking system, they 
become rightfully scared and move their money abroad, leading to capital 
flight and higher government bond yields at home. The higher yields then 
force greater austerity on the government, which makes the problems in the 
economy and the banking sector that much worse in a vicious cycle.

That increases the pressure on Germany, the recipient of savings from 
other countries (which are responsible for its rock-bottom bond yields), to 
engage in more fiscal stimulus. Yet instead of forcing a reluctant Germany, 
already at full employment, to do more, Europe should be allowing periph-
eral countries to use their own excess savings to restart their economies.

The correct way to address this negative feedback loop is to allow 
governments to fight balance sheet recessions with fiscal stimulus from 
the outset, so that there will be no vicious cycle. This can be achieved by 
allowing the government to borrow more than 3 percent of GDP when the 
private sector is saving more than 3 percent of GDP at near-zero interest 
rates. With no implosion of domestic economy, excess savings in the coun-
try will head toward its own government bonds with the help of favorable 
risk weights instead of toward higher-priced/lower-yield foreign govern-
ment bonds. Once the peripheral economies begin to move forward, the 
funds that fled these countries for German or Dutch government bonds are 
likely to return, and that will mark the start of a positive feedback loop for 
these economies.

The option (2)—of recycling peripheral savings back to peripheral 
countries—is possible in theory but is likely to be difficult in practice. 
For recycling to work smoothly, capital inflows to countries like Germany 
would have to be borrowed by the receiving countries first and then re-lent 
back to countries like Spain in some sort of automatic arrangement. It has 
to be automatic so bond market participants would not have to worry about 
bond yields being pushed higher by uncertainties surrounding delays or 
insufficient recycling.

Net-inflow countries such as Germany would also have to quickly 
determine how much they need to borrow and recycle to Spain, Portugal, 
etc. But the politics of such a mechanism—including the question of how 
much to borrow and who will assume the risk—are likely to be difficult to 
resolve. If recycling is politically difficult, differentiated risk weights or simi-
lar measures to keep excess savings from leaving countries in balance sheet 
recessions should be introduced.

As of this writing, EMU unemployment is still 2.7 million higher than it 
was before the financial crisis. Coupled with the turmoil surrounding refu-
gees, this is straining Europe to its political and economic limits. Amending 
the European treaties in the manner recommended here would not be easy, 
but the EU has already made numerous supposedly difficult procedural 
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changes in response to EMU challenges, such as inaugurating the banking 
union or addressing the crisis in Cyprus.

The two straightforward but essential measures proposed here will put 
European economies back on track for a full recovery by allowing the coun-
tries to tap their own excess private-sector savings. That will allow the ECB 
to retract its ill-conceived policies of negative interest rates and  quantitative 
easing, both of which have little impact when there are no  borrowers but 
will cause huge problems when borrowers return. This should be good 
news for the Germans and many others who are  concerned about the 
end game of the ECB’s “crazy” monetary easing policies. The proposed 
measures will also free Germany from the pressure to implement more 
 fiscal stimulus.

Simply put, the recovery of Eurozone economies does not require more 
fiscal union, more structural reforms, more quantitative easing, more nega-
tive interest rates, or more fiscal stimulus from Germany. All that is needed 
is to ensure that excess private-sector savings generated in countries suffer-
ing from balance sheet recessions are channeled to their own government 
bond markets and that governments can borrow and spend those domesti-
cally generated savings to fight recessions.

The refugee crisis would be far easier to address both politically and 
economically if the policies noted above had been implemented, providing 
jobs for the 2.7 million who have become unemployed. It is hoped that the 
EU, the ECB, and the German government will open their eyes to the real-
ity of balance sheet recessions and implement these two simple measures 
before it is too late. If they do, Europeans will resume voting in a direction 
more conducive to the proper functioning of democracy. The UK may also 
change course if it sees the Eurozone regaining its economic health and 
demonstrating robust growth.

In the never-ending Greek crisis, Greece’s GDP fell so sharply partly 
because the IMF, which was called in to help Greece following the deficit-
fudging scandal in 2010, had no understanding of balance sheet recessions 
at the time (it does now). The Fund then forced the country to engage in 
draconian fiscal consolidation in the hope that that would win back the trust 
of its creditors. Although that would be the right course of action for a coun-
try in an ordinary fiscal crisis, Greece was also in a balance sheet recession, 
and the austerity triggered the $1,000–$900–$810–$730 deflationary spiral, 
causing nominal GDP to contract by nearly 30 percent (Figure 7.7).

As a result, Greece is the only country where the private sector as a 
whole has continued to run a financial deficit (Figure 7.1). This deficit is a 
sign of depressed income, not strong investment demand. This can be seen 
from the fact that the white bars in Figure 7.6 have been mostly below zero 
since 2010, indicating that the country is so poor that its private sector has to 
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live off its past savings. There is no way such a country can pay its foreign 
creditors back.

The Greek government lost the market’s trust when its newly elected 
administration revealed in October 2009 that the previous government had 
been fudging the budget deficit numbers and the actual deficit was much 
larger than reported. However, the IMF and the EU also lost their credibility 
in the eyes of the Greek people when the economic package they imposed 
on Greece not only failed to meet its own targets, but also ended up dev-
astating the nation’s economy. Now that both sides have made one massive 
mistake each, it is time for them to call it even and move forward.

Three Problems with Milton Friedman’s Call for Free Markets

When Milton Friedman, Nobel Laureate and champion of free markets, mon-
etary policy, and small government, visited Japan in the 1950s and spoke to 
Kazushi Nagasu, an economist, he said: “I am a Jew . . . I do not think I need 
to tell you what kind of horrible deaths Jewish people had to face. The real 
drive behind my argument for free markets is the bloodied cries of Jewish 
people who perished under Hitler’s and Stalin’s regimes, and their message 
is that the best way to happiness is to have a mechanism that brings people 
together where states, races and political systems have no influence.”4

Although many sympathize with Friedman and agree that a free market 
is ideal, he is wrong on at least three counts. The first is his assumption 
that markets driven by a profit-maximizing private sector can never go 
wrong. Every several decades the private sector loses its head in a bubble, 
something observed most recently in the pre-2000 dotcom bubble and the 
pre-2008 housing bubble. During a bubble, the private sector in a frenzy 
of speculation ends up misallocating trillions of dollars of resources which 
no government could ever hope to match. In other words, markets work 
well when businesses and households have cool heads, but not when a 
bubble has formed.

When the bubble bursts, the private sector comes to its senses and real-
izes it must restore its financial health by shifting priority from maximizing 
profits to minimizing debt. But the economy will fall into the fallacy-of-
composition problem called a balance sheet recession if everyone does that 
at the same time.

4 Uchihashi, Katsuto (2009), Shinpan Akumu-no Saikuru: Neo-riberarizumu Junkan 
(“The cycle of nightmares: the recurrence of neoliberalism”), updated version, in 
Japanese, Japan: Bunshun Bunko, pp. 88–89.
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This is where Friedman made his second mistake. He argued that 
monetary policy—whereby the central bank supplies liquidity and lowers 
interest rates—should be mobilized to counter recessions. But once the 
private sector is minimizing debt to repair its balance sheet, the economy 
is in Case 3 or 4 and monetary policy is no longer effective. It stops 
working because the absence of borrowers means funds supplied by the 
 central bank to the financial sector have no way to enter the real economy 
even at zero interest rates.

His third mistake was that he vehemently opposed the use of fiscal 
stimulus, which is basically government borrowing and spending, to fight 
recessions. But in a balance sheet recession, the government must act as 
borrower of last resort. There is no other way to keep the economy out of 
a deflationary spiral and give the private sector the income it needs to pay 
down debt and rebuild its balance sheet.

Friedman’s overriding emphasis on small government and the suprem-
acy of markets and monetary policy allows no room for government to 
act as borrower of last resort. But it was the failure of the Brüning govern-
ment to do just that that paved the way for Adolf Hitler’s rise to power in 
 Germany in 1933. The failure of the French, UK, and U.S. governments to 
act as borrowers of last resort not only enhanced Hitler’s reputation, but 
also prevented those governments from presenting a credible deterrent to 
his rapidly expanding military. To prevent the tragedy of another Holocaust, 
it is essential that the public be taught what a balance sheet recession is and 
how to fight it with fiscal stimulus.
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CHAPTER 8 

When a bubble bursts, the economy typically faces an absence of both 
lenders and borrowers (Case 4). Lenders disappear from the scene 

because they lent money to participants in the bubble, many of whom 
became insolvent when the bubble burst. The resultant increase in non-
performing loans (NPLs) erodes banks’ capital, leaving them unable to lend. 
In fact, many lenders may find themselves effectively bankrupt.

Two Externalities of Banking System

When impaired balance sheets leave banks unable to function fully, the broader 
society suffers in two ways. First, banks are at the core of the settlement system. 
Because everything from utility bills to college tuition is paid via the banking 
system, a breakdown here can have a devastating impact on the economy. 
Banks’ second function is to ensure that saved funds are borrowed and spent, 
thereby keeping the economy functioning. A failure of this function will lead to 
the sort of $1,000–$900–$810–$730 deflationary spiral discussed earlier.

On the first point, banks have to make hundreds of thousands of pay-
ments on behalf of depositors for a wide variety of purposes every day. In 
making those payments, banks are merely passive executors of requested 
transactions. They have no prior knowledge of when a depositor will pur-
chase something or what the price will be.

A bank also receives a large number of payments on behalf of depositors 
from depositors at other banks. But there is no guarantee that the payments it 
receives one day will match the payments it has to make to other banks that 
day. To deal with this daily but significant uncertainty, interbank markets and 
central banks were created to ensure that banks always have enough reserves 
to meet payment requirements.

Banking Problems in the Other Half 
of Macroeconomics

The Other Half of Macroeconomics and the Fate of Globalization, First Edition. Richard C. Koo.
© 2018 John Wiley & Sons, Ltd. Published 2018 by John Wiley & Sons, Ltd.
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The interbank market was created to allow banks with net inflows to 
lend their surplus reserves to banks experiencing net outflows. Since the 
aggregate inflows and outflows for the banking system should sum to zero, 
a fully functioning interbank market should keep the payment system from 
running into difficulties.

When a bubble bursts and many borrowers go bankrupt, however, 
banks begin to distrust each other because they are all saddled with large 
and growing portfolios of non-performing loans. Banks with net inflows 
then refuse to loan out excess funds on the interbank market because they 
worry the borrowing bank may go under without repaying the loan. Dys-
functional interbank market, in turn, threatens the continued functioning of 
the settlement system, which is crucial to the economy.

Central banks were created as lenders of last resort to address this 
vulnerability of the interbank market. If the interbank market becomes dys-
functional or when a bank faces an excessively large outflow, it goes to the 
central bank to borrow the reserves needed to make the payment. Since 
the advent of central banks, virtually all payments in the economy have 
been settled through accounts that banks have with the central bank. In the 
U.S. these are known as “Fed funds.”

On the second function of banks, when a bubble bursts and banks incur 
losses from non-performing loans, sending their capital-adequacy ratios 
below the required minimum, they have to abstain from lending because 
their capital is not considered sufficient to absorb the risks associated with 
lending. They must also abstain from lending if their access to reserves via 
the interbank market is constrained or uncertain. This inability to lend is 
also known as a “credit crunch.”

When banks are unable to lend the savings entrusted to them, the entire 
economy suffers because saved funds cannot re-enter the economy’s income 
stream. Indeed, this lender-side problem can also trigger the $1,000–$900–
$810–$730 deflationary spiral. These two lender-side difficulties, coupled 
with borrowers’ debt overhang, throw the economy into Case 4.

These two externalities of the banking sector mean that the govern-
ment cannot treat banks as just another private-sector business. That is 
why they are closely supervised by the government in any country. When 
banking problems arise, the government and the central bank implement 
the sorts of policies described under Case 2 in Chapter 1. For example, 
if the interbank market has become dysfunctional, the central bank is 
expected to act as lender of last resort to help banks experiencing net 
outflows.

If the NPL-induced credit crunch is so bad that it triggers a deflationary 
spiral, the government must inject capital into the banks to enable them to 
lend again. Japan recapitalized the banking sector in 1998–99 and the U.S. 
did the same in 2008, although these actions were extremely unpopular in 
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both countries. The point is that the necessary remedies are well known 
and, once implemented, will usually resolve lenders’ problems within one 
to two years.

While central bank monetary policy is largely useless in helping bor-
rowers, it is absolutely essential in helping lenders emerge from a financial 
crisis. Lenders’ and borrowers’ problems are summarized in Figure  8.1. 
Once the banking system resumes functioning, the economy moves from 
Case 4 to Case 3.

Eurozone Banking Problems Still Unresolved?

When Lehman Brothers’ failure triggered the global financial crisis in 2008, 
both the West and Japan faced massive banking-sector problems. While the 
U.S., the UK, and Japan implemented the kinds of measures noted above to 
address the banking crisis in the first two years, the Eurozone continues 
to struggle with these problems fully eight years after the GFC. The situation 
has improved significantly since the crisis peaked five years ago as a result 
of efforts by the ECB. However, Deutsche Bank, Germany’s largest lender, 
came under the spotlight in early 2016, and Italian banks, among others, are 
reported to be still carrying large amounts of NPLs.
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Needless to say, the primary cause of the Eurozone’s banking-sector 
problems is that the economy itself continues to struggle: the number of 
unemployed in the single-currency zone exceeded the pre-Lehman figure 
by 4 million for over eight years after the GFC (this figure is finally coming 
down). As noted in the previous chapter, the economy has been struggling 
because the Maastricht Treaty prevents member governments from borrow-
ing more than 3 percent of GDP even though their private sectors have 
been saving 5 to 10 percent of GDP since 2008 in order to repair balance 
sheets damaged by the housing bubble’s collapse. But if the private sector 
in aggregate is saving 7 percent of GDP, as is the case in Spain today, but 
the government is only allowed to borrow 3 percent of GDP, the remaining  
4 percent will leak out of the economy’s income stream and become a defla-
tionary gap. With governments unable to fill that gap, it is hardly surprising 
that problems in the economy and banking sector persist.

If the government could borrow and spend the private sector’s excess 
savings GDP can be maintained. That means that businesses and house-
holds would have the income needed to service their debts even if they 
were technically insolvent. And if borrowers continue to service their debts, 
banks’ NPL problems will remain manageable. Many borrowers might actu-
ally succeed in removing their debt overhang altogether with their debt 
repayments.

Japanese banks went through a similar experience to that of post-2008 
European banks in 1997 as a result of premature fiscal consolidation. The 
Hashimoto administration opted for austerity at a time when the private 
sector was still saving more than 5 percent of GDP to repair balance sheets 
damaged when the bubble burst in 1990. Japan’s economy promptly fell 
into a classic deflationary spiral starting in April of 1997 and contracted for 
five straight quarters. That proved to be the final blow for both borrowers 
and lenders in Japan, and a nationwide banking crisis erupted in October 
1997. That forced the Japanese government to mobilize all the policy tools 
at its disposal, including a recapitalization of the banking sector, to over-
come the crisis. Even with all the efforts, it still took until 1999, nearly two 
years later, for things to return to normal (this point is discussed further 
below with regard to Figure 8.4).

Two Misunderstandings Regarding Banking-Sector Problems

Banking crises are frequent occurrences in post-bubble economies, but the 
Eurozone authorities also made a number of mistakes in handling the crisis 
that delayed the recovery in both the banking sector and the real economy.

In particular, they seem to have misunderstood the lessons of Japan 
and the U.S. and, even worse, have implemented policies based on those 
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misunderstandings. On Japan, they appear to believe that the country’s long 
economic slump occurred because banks and the government were unwill-
ing to address NPL problems until the Koizumi administration came along 
in 2001, more than ten years after the bubble burst in 1990.

On the post-2008 U.S., they seem to think the economy recovered 
quickly because monetary authorities there required the banks to dispose 
of their bad loans quickly in accordance with market principles. As a result, 
they have concluded that banks must dispose of their NPLs quickly in order 
for the Eurozone economy to recover.

Japanese Banks Began Writing off Bad Loans Early On

Many Western pundits over the last two decades have indeed attributed 
Japan’s economic stagnation to banks’ tardiness in writing off bad loans. 
But this view is completely mistaken, as I noted at the time. How this 
myth was created by certain self-serving groups is discussed later in the 
chapter.

The first political leader in Japan to raise the issue of NPLs was none 
other than Prime Minister Kiichi Miyazawa, who argued in 1993 that a quick 
resolution of this problem would reduce the future cost to taxpayers. Unfor-
tunately, ignorant media pundits and politicians rejected Miyazawa’s plan 
not only because bank rescues are politically unpopular, but also because 
they had no understanding of how to handle a banking crisis, since Japan 
had not experienced such a crisis since the war.

This rejection postponed the clean-up process by about two years, but 
that was the extent of the delay. Japanese banks began setting aside huge 
provisions against NPLs starting in 1995 (Figure 8.2). Consequently, some 
80 percent of the losses from NPLs had already been provisioned against 
before Junichiro Koizumi became prime minister in 2001. It is simply not 
true that Japanese banks were slow to deal with their NPLs.

Why NPLs Did Not Decline Even as Provisions Rose

In spite of the above, most overseas analysts continue to believe that Japan 
was slow to address its bad loan problems based on official data that show 
NPLs increasing until 2001 (Figure 8.3). The value of outstanding NPLs con-
tinued to rise on paper because the tax authorities, out of a desire to bolster 
revenues, refused to accept those loans as NPLs long after they had been 
designated as such by both the banks and the Ministry of Finance’s Bank-
ing Bureau. Banks were therefore forced to keep the loans on their books 
and make provisions using after-tax earnings. This ridiculous state of affairs 
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continued until the tax authorities finally recognized each individual NPL as 
a complete loss, a process that took years. The point is that Japan’s NPL 
statistics did not reflect the loan-loss provisions already made by the banks.

Faced with such an unfavorable tax regime, the MOF came up with 
a “grand bargain” in 1998 to provide an incentive for banks to proceed 
quickly with NPL disposals. This agreement allowed Japanese lenders to 
count as capital (deferred tax assets) the taxes they had paid and would 
eventually recoup—and which would not have been due if the loans had 
been properly classified as NPLs.

This led to an unusual situation in which deferred tax assets increased 
massively after 1998 (Figure 8.4) and accounted for a substantial portion of 
Japanese banks’ capital (Figure 8.5). The Koizumi administration’s financial 
services minister Heizo Takenaka, who did not understand the tax issue 
behind this grand bargain, sparked turmoil in Japan’s financial sector by 
demanding that banks reduce their deferred tax assets to levels in line with 
those in the U.S., in what became known as the “Takenaka Shock.” He was 
apparently totally unaware of the differences in tax treatment of NPLs in 
Japan and the U.S. The point here is that Japanese banks did not delay their 
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bad loan disposals to the extent suggested by some official statistics or by 
overseas commentators.

Takenaka and other “reformists” who dominated the media in the late 
1990s also pushed strongly for bail-ins which would have forced large 
depositors and creditors to accept losses during bank closures. They argued 
that pressure from depositors and other creditors would force banks to 
improve their management. They even concocted the fake notion that 
Japan’s adoption of bail-ins was an international commitment in order to 
ensure the country’s blanket deposit guarantee implemented in 1995 is 
removed. Although some discipline from depositors is useful under certain 
circumstances, forcing them to accept losses via bail-ins was nothing short 
of national suicide at a time when so many banks were experiencing the 
same problem and were also suffering from rock-bottom credit ratings.

By then, no Japanese bank was rated above D-, and most were at 
the lowest rating of E in Moody’s financial strength ratings1 when ordinary 

1 Moody’s stopped publishing these ratings in 2015.

FIGURE 8.5 Deferred Tax Assets’ Share of Japanese Bank Capital Skyrocketed 
After 1998
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banks are expected to be rated around B or higher (Figure 8.6). With all of 
Japan’s banks carrying rock-bottom ratings, any closure accompanied by a 
bail-in would have created a massive panic among large depositors at all 
banks. This sort of madness was only narrowly avoided when the author 
convinced Shizuka Kamei, then chairman of the LDP’s Policy Planning Com-
mittee, to postpone the introduction of bail-ins in December 1999. 
Interestingly, when Takenaka himself served as Financial Services Minister 
from 2002 to 2005, he did not implement a single bail-in.

Real Cause of Japan’s Slump Can Be Traced 
to Borrowers, Not Lenders

As for the impact of Japan’s banking crisis on the real economy, the Bank 
of Japan has for decades been asking 10,000 large and small businesses for 
their views on the “lending attitude of financial institutions” in its quarterly 
Tankan survey (upper portion of Figure 8.7). According to this survey of 
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corporate borrowers, Japanese banks have been willing lenders for most of 
the last 27 years except for three cases of credit crunches. Indeed, recent data 
indicate that bankers’ willingness to lend has returned to levels last seen dur-
ing the bubble era. Nevertheless, the bar graph at the bottom of Figure 8.7 
shows that companies not only did not borrow during this period, but were 
actually paying down debt from 1997 to 2012 (shaded bars above zero) in 
spite of zero interest rates. Even though some businesses have resumed bor-
rowing since 2013, the net number remains positive, at some 4.1 percent of 
GDP. In other words, the corporate sector as a group is still not borrowing 
money even though banks have been willing lenders and companies have 
completed their balance sheet repairs.

This indicates that the main reason for the weakness in Japan’s econ-
omy was that borrowers disappeared faster than lenders: businesses who 
could not find attractive investment opportunities at home or whose bal-
ance sheets had been damaged when the bubble burst were all saving 
money or paying down debt in spite of zero interest rates. Indeed, the 
Japanese private sector has been saving on average 8.6 percent of GDP over 
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the last 20 years at a time of zero interest rates. Japan’s economy has been 
stuck in Case 3 except for three brief periods in 1997, 2002 and 2008, when 
it found itself in Case 4.

When the private sector as a whole is saving money at zero interest 
rates, the economy will fall into a deflationary spiral unless the government 
steps up to serve as borrower (and spender) of last resort. It is precisely 
because the Japanese government has largely fulfilled that role for the past 
25 years (the one exception being 1997–98) that the nation’s GDP has never 
fallen below bubble-peak levels.

The IMF, which was surprised to learn the truth about Japan’s banking 
problems after the author pointed it out, flew him to participate in a seminar 
titled “How Japan Recovered from Its Banking Crisis: Possible Lessons for 
Today” at the annual meeting of the IMF and the World Bank in Istanbul 
on October 6, 2009. The goal was to try to foster a proper understanding of 
what actually happened in Japan. Unfortunately, people will believe any-
thing if it is repeated often enough, and in spite of the IMF’s efforts in Istan-
bul, most people in Europe continue to argue that Japan offers a cautionary 
tale for Europe in terms of its reluctance to deal with bad loans.

U.S. Rescue of Commercial Real Estate Went Against Market 
Principles but Led to Recovery

Turning to the post-2008 U.S., many European banking officials continue 
to believe that the U.S. authorities forced banks to dispose of NPLs quickly, 
when in fact they did just the opposite. In particular, European officials 
appear to be completely unaware of the “Policy Statement on Prudent Com-
mercial Real Estate Loan Workouts”—commonly known as “pretend and 
extend”—that was implemented jointly by the Federal Reserve, the Federal 
Deposit Insurance Corporation (FDIC), and the Office of the Comptroller of 
the Currency (OCC) on October 30, 20092 in an attempt to rescue both the 
banks and the commercial real estate market.

Under this program, U.S. authorities took the highly unusual step of 
asking banks to roll over existing commercial real estate loans even when 
the loan’s outstanding balance far exceeded the value of the underlying col-
lateral. This request was crucial because by October 2009, commercial real 
estate prices had already plunged 40 percent from their peak (Figure 6.3),  
and the refinancing crisis for commercial real estate loans was so bad 
that many thought commercial real estate would be the next pillar to col-
lapse after the residential housing market. A collapse of commercial real 
estate market at that juncture would have completely devastated the U.S. 

2 https://www.federalreserve.gov/boarddocs/srletters/2009/SR0907.htm
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economy and its banks and made the recovery many times more difficult 
and expensive.

The “pretend and extend” policy for the banks, combined with Pres-
ident Obama’s $787 billion fiscal stimulus package for the real economy, 
solved this problem and laid a foundation for the subsequent economic 
recovery. Figure 6.3 indicates very clearly that the “pretend and extend” 
policy sparked a recovery in the commercial real estate market. U.S. 
commercial real estate prices today are substantially higher than at their 
2008 peak.

Volcker’s “Pretend and Extend” Was Effective During Latin 
American Debt Crisis

October 2009 was by no means the only time U.S. banking authorities had 
implemented a “pretend and extend” policy. A similar policy was adopted 
during the Latin American debt crisis which erupted in 1982, which left 
seven out of the eight largest U.S. banks technically insolvent and hundreds 
of others in very bad shape. Indeed, it was then the country’s worst-ever 
postwar financial crisis. The author was personally involved in resolving 
this crisis as the Federal Reserve Bank of New York economist in charge of 
syndicated Eurodollar loans, the instrument U.S. banks used to lend money 
to Latin American borrowers. He can attest that the U.S. survived the cri-
sis only because then-Chairman Paul Volcker announced a “pretend and 
extend” policy on the day the crisis erupted and kept it in place for a full 
seven years thereafter.

Specifically, Volcker instructed all U.S. banks with more than $1 million 
in exposure to Mexico to continue rolling over loans that came due even 
though the country was effectively bankrupt in August 1982. He also assured 
banks that the authorities would not treat those loans as bad loans (even 
though they were). This assurance was necessary to free the banks from 
the pressure to write off NPLs, which would have caused massive fallacy-
of-composition problems and made the crisis far worse. This is because, 
with so many banks facing the same problem at the same time, there would 
have been no buyers for the NPLs dumped onto the market. The resultant 
free-fall of asset prices would have made the banking crisis even worse. 
This policy, which was also enacted jointly by the Fed, the FDIC, and the 
OCC, remained in place for seven years, giving U.S. banks all the time they 
needed to rebuild their balance sheets.

In 1989, after lenders had finally regained their financial health, the 
authorities brought the saddest chapter in postwar U.S. banking history to 
an end with the introduction of Brady bonds. While many have heard of 
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the bonds, few are aware of the measures taken by U.S. authorities in the 
preceding seven years.

These two examples from 1982 and 2009 show that while the U.S. 
banking authorities seek market-based solutions when banking problems 
are limited in scale, that approach goes out the window during a systemic 
financial crisis, when a large number of banks are confronting the same 
problem at the same time. U.S. policymakers then opt for pragmatism above 
all else.

European officials seem curiously unaware that the U.S. adopted a 
policy of “pretend and extend” in both 1982 and 2009 to address systemic 
banking crises. This misreading of events in the U.S., coupled with a mis-
taken belief that Japan’s prolonged slump was caused by an unwillingness 
to write off bad loans, has pushed European policy in an increasingly coun-
terproductive, market-fundamentalist direction.

Eurozone Suffers from Systemic Banking Crisis

For the Eurozone, which is facing the same systemic crisis that Japan 
confronted in 1997 and the U.S. did in 1982 and 2009, demands for higher 
capital and the rushed disposal of NPLs will only exacerbate the paralysis in 
the banking sector, with corresponding negative implications for the econ-
omy. Forced bail-ins in Europe are also scaring away potential providers of 
capital to European banks.

There are far fewer providers of capital when so many financial institu-
tions are facing similar problems at the same time. That increases the cost 
of capital if it is available at all. But expensive capital may actually increase 
the pressure on banks. Faced with prohibitively expensive capital, banks 
will cut lending in order to economize on capital and achieve required 
capital-to-asset ratios, but that only exacerbates the credit crunch that is 
already choking the economy. The resultant weakness in the economy then 
aggravates banks’ NPL problems.

The extent to which European banks are economizing on capital, 
and the resultant credit crunch, can be observed in Figure  8.8, which 
illustrates flow-of-funds data for Eurozone financial institutions. It shows 
that while the initial shock triggered by the Lehman bankruptcy was not 
that severe, the situation grew much worse in 2012 when the shaded 
bars went above zero and the white bars went below zero (the circled 
area). In effect, banks were reducing both assets and liabilities in order 
to economize on capital and enhance their capital ratios. But reducing 
assets was tantamount to a reduction in lending, otherwise known as a 
credit crunch.
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For some countries, this was indeed a devastating period for banks and 
their borrowers. Figure 8.9 illustrates the flow-of-funds for the Spanish finan-
cial sector. It shows that there was a massive contraction at Spanish banks 
from mid-2012 onward as they reduced financial assets and liabilities alike 
in order to economize on capital.

Irish banks were hit particularly hard when the nation’s housing bubble 
burst. This can be seen from the flow-of-funds data in Figure 8.10, which 
shows white bars below zero and shaded bars above zero from mid-2010 
through the end of 2013.

In Portugal, which did not experience a large housing bubble, banks 
were relatively calm until the Eurozone crisis hit in 2012 (Figure 8.11). The 
white bars then moved deep into negative territory and the shaded bars 
deep into positive territory until the end of 2015, indicating a huge contrac-
tion in Portuguese banking activity during this period.

Even in Germany, which had no housing bubble, banks have been shrink-
ing their balance sheets since 2008 because many of them were caught hold-
ing U.S. Collateralized Debt Obligation (CDOs) containing subprime loans. 
German banks bought CDOs in response to the disappearance of domestic 

FIGURE 8.8 Credit Crunch in Eurozone Financial Sector
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private-sector borrowers after the dotcom bubble burst in 2000, as noted in 
the previous chapter. Indeed, the post-2008 reaction of German banks was far 
more violent than when they faced the collapse of the dotcom bubble in the 
Neuer Markt back in 2000. In most quarters from 2008 to 2013, the white bars 
were below zero and the shaded bars were above zero (Figure 8.12), a very 
distressing state of affairs that was seldom observed in the past.

All of the above is to demonstrate that the Eurozone was indeed suf-
fering from a systemic banking crisis. The correct way to address such a 
contraction and the resulting credit crunch is for the government to relax 
capital requirements by postponing their imposition date and/or inject capi-
tal directly into the banks, as Japanese and U.S. authorities did in 1998–99 
and 2008, respectively. The imposition of bail-ins was also totally counter-
productive under the circumstances.

The Japanese and U.S. decisions indicate that if the policy choice is 
between ending the credit crunch and fixing the banks, the authorities must 
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end the credit crunch first. Allowing it to continue means that saved funds 
are not borrowed and spent, resulting in an ever-weaker economy. A weaker 
economy, in turn, makes it difficult for borrowers to service their debts, thus 
increasing banks’ NPLs and undermining the effort to fix the banks.

Unfortunately, European banking authorities continued with this market-
fundamentalist orthodoxy, simultaneously demanding higher capital ratios, 
bail-ins and quick disposals of NPLs. This resulted in a sustained credit 
crunch and a weaker economy, which eventually prompted desperate vot-
ers to opt for extreme-right political parties.

The Right Way to Inject Capital

If capital is to be injected, it must be injected to a large number of banks at 
the same time in order to avoid the issue of stigma. The government must 
also ensure that the injected capital is used to support lending and not to 

FIGURE 8.10 Credit Crunch in Irish Financial Sector
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write off NPLs. This is important because cleaning up NPLs and ending 
the credit crunch are two contradictory goals: the faster banks dispose of 
their bad loans, the more their capital will shrink, impeding their efforts to 
lend. While both are ultimately desirable goals, the authorities—given the 
choice—should strive to end the credit crunch first and allow banks to use 
their earnings to write off NPLs over the medium term. Moreover, a col-
lective attempt by banks to sell off their bad loans when there are so few 
buyers will accelerate the decline in the value of those assets, creating a 
fallacy-of-composition problem as mentioned earlier in which bank balance 
sheets, instead of improving, only get worse.

When the author spearheaded the effort to recapitalize the Japanese 
banks starting in late 1997 via numerous TV and parliamentary appear-
ances, he had to make sure the fresh capital was used to support lending 
and not to dispose of bad loans.

The author also recommended that NPL disposals proceed slowly in 
Japan to avoid the fallacy-of-composition problems mentioned above based 
on his involvement in the rescue of American banks in the 1982 Latin 
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FIGURE 8.11 Credit Crunch in Portuguese Financial Sector
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American debt crisis. This public stance made the author very unpopular 
with U.S. investment houses and their asset-stripper friends who sought to 
buy Japanese assets on the cheap. On the other hand, he received the sup-
port of Paul Volcker, who published a piece in leading Japanese economic 
journal Toyo Keizai3 arguing that the government should establish a speed 
limit on the pace of bad loan write-offs to prevent fallacy-of-composition 
problems. His recommendation (and mine) is, of course, the exact opposite 
of what Eurozone officials are demanding of banks today.

As the examples above indicate, banking authorities face a minefield of 
contradictions and fallacy-of-composition problems when addressing a sys-
temic banking crisis. But few people in the Eurozone today seem capable 

3 Volcker, Paul A. (2001) Jinssoku na Furyo-saiken Shori ga Hitsuyo daga Shori no 
Seigensokudo wa Daiji (“Prompt disposal of NPLs is needed, but so is setting a 
speed limit”), Shukan Toyo Keizai, June 23, 2001, p. 58.

FIGURE 8.12 Credit Crunch in German Financial Sector
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of drawing a distinction between an ordinary banking crisis involving only 
a few banks and a systemic crisis involving a large number of lenders. 
In the former case, a market-based solution may be appropriate if the rest 
of the economy is large and strong enough to absorb the shock, but in the 
latter case, such a solution could easily result in massive contradictions and 
self-defeating fallacy-of-composition problems.

Unless these distinctions are drawn and the contradictions addressed, 
the Eurozone is likely to continue its current market-fundamentalist 
approach of more bail-ins, higher demands for capital, and faster bad 
loan disposals. Such measures are likely to result in a sustained credit 
crunch and sub-par economic performance until policymakers realize 
that a more pragmatic approach is needed to address systemic banking 
challenges.

Ghosts of U.S. Asset Strippers Killing European Banks

The irony here is that it was mostly American asset strippers and their 
investment banking friends in the 1990s who championed the view that the 
Japanese economy was stagnating because its banks were not writing off 
their NPLs fast enough. They spread these rumors because they had come 
to Japan to buy distressed assets on the cheap but were unable to pur-
chase them at attractive prices. Disappointed, they started telling the Western 
media and policymakers that the Japanese economy was not recovering 
because banks were not writing off their NPLs fast enough.

Western journalists in Japan not only had no knowledge of how the U.S. 
handled the Latin American debt crisis, they did not even speak Japanese. 
They therefore had to rely on Western financial institutions for their stories, 
since they never knew whether the person who picked up the phone at a 
Japanese bank would speak English. Not only did Western journalists fail to 
get the Japanese side of the story, but they were bombarded with stories from 
Western asset stripers and investment bankers, who insisted the  Japanese 
economy was doomed until its banks cleaned up their NPLs. Those stories 
ultimately reached Washington, where equally uninformed officials began 
repeating the story invented by the self-serving asset strippers.

It was also quite astonishing to see so many high-ranking U.S. officials 
making the same argument without realizing that the U.S. also had to use 
the same “pretend and extend” policy when it faced problems of similar 
scale in the 1982 Latin American debt crisis. Indeed, the ignorance of U.S. 
officials, academics, and investment bankers (but not commercial bankers) 
regarding the “pretend and extend” policies of 1982 and 2009 is appalling. 
The only banking crisis with which they seem to be familiar is the 1989 sav-
ings and loan crisis, which was tiny compared with the 1982 Latin American 
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debt crisis. Those same ignorant officials and economists then went on to 
lecture the Japanese (and other Asians after the 1997 Asian currency crisis) 
what to do in a banking crisis without knowing anything about their own 
nation’s crises.

Today, Japanese banks are considered some of the healthiest in the 
world, but the Japanese economy remains slow. This indicates that those 
who blamed the banks for the nation’s economic stagnation 20 years ago 
largely misunderstood the situation. The Japanese economy has been slug-
gish not because of a lack of lenders but because of a lack of borrowers.

The irony in all of this is that the self-serving pronouncements by U.S. 
asset strippers talking their book on Japanese banks twenty years ago has 
convinced unsuspecting Europeans that they must rush ahead with NPL dis-
posals, further compromising their response to the systemic banking crisis. 
True to form, asset strippers and investment bankers are also telling European 
officials that they should push ahead with NPL disposals so that they can 
buy distressed European assets on the cheap. Since that is basically the job 
description of asset strippers, one cannot expect them to recommend a 
gradualist approach to bad loan disposals. But just as Paul Volcker warned 
the Japanese in 2001, European officials charged with looking after the 
broader economy should have the courage to consider the gradualist option 
during a systemic banking crisis.

Too-Big-To-Fail Has Little to Do with Global 
Financial Crisis (GFC)

It should be noted that not all of the U.S. authorities’ post-2008 policy 
responses were on the mark. In particular, the emphasis on “too-big-to-fail” 
and the orderly dissolution of such institutions missed the key lessons of 
the systemic banking crisis. An absence of provisions for an orderly disso-
lution of non-banks such as Lehman and AIG was not responsible for the 
severity of the GFC. The crisis would have unfolded even if there had been 
a textbook-perfect resolution of Lehman.

The crisis in September 2008 was not a result of Lehman being too big 
to fail. The problem was that so many other financial institutions faced the 
same problems as Lehman. When all institutions face the same problem at 
the same time, everyone distrusts everyone else because they know that 
others are in the same boat. And the problem was that nobody knew the 
value of their huge CDO holdings because the market for those securities 
had completely collapsed. This means that no one knew how big their 
losses were or whether they were still solvent. It was this uncertainty and 
mutual distrust that triggered the GFC.
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Problems of this magnitude do not happen often, but when they do, 
the authorities must have the power to implement “pretend and extend” 
policies the way Paul Volcker did with the Latin American debt crisis in 
1982. As noted above, the 1982 crisis engulfed a huge number of finan-
cial institutions around the world via their participation in syndicated 
loans. With hundreds of banks around the world holding claims on Latin 
American borrowers that were collapsing in value, the situation resem-
bled the Lehman crisis.

To contain the crisis on the day it erupted, Volcker made a superhuman 
effort of calling the heads of central banks around the world and telling 
them to instruct their banks to stay with Latin American borrowers while 
maintaining their credit lines with American banks, knowing fully well that 
both were insolvent.

When the crisis erupted on a Friday morning (New York time) in August 
1982, the 13-hour time difference meant that most people in Japan had 
already left the office. When Paul Volcker, after many emergency meetings 
and conversations with other central bankers, called BOJ Governor Haruo 
Maekawa, it was close to midnight in Tokyo, and only a handful of people 
remained at the Bank.

It fell to Mr. Shuzo Aoki, who happened to be still working, to respond 
to the call from the chairman of the Federal Reserve. To the harried and 
agitated Fed chairman, Aoki could only say that the governor had left for 
his country home in Karuizawa which was a four-hour drive from Tokyo in 
those days. And there were no mobile phones.

A flabbergasted Volcker yelled at the BoJ official, “If you cannot get 
Governor Maekawa on the phone in the next few hours, there will be 
no U.S. banks left on Monday!” Shocked, Aoki and his staffers worked 
desperately to find a way to contact Maekawa so he could call the Fed 
chairman. When he finally succeeded, Volcker basically told Maekawa 
that Mexico and American banks needed all the help Japanese banks 
could offer.

While Volcker in Washington was frantically calling foreign central 
bankers and asking them to instruct their banks to keep on lending to insol-
vent Mexico and U.S. institutions, the author and other Federal Reserve staff 
were calling hundreds of U.S. banks, urging them to continue lending to the 
bankrupt state of Mexico. The author recalls that the instruction from Wash-
ington at that time was: “Do not let a single U.S. bank with an exposure 
of more than one million dollars to Mexico leave Mexico.” Although these 
efforts succeeded in avoiding a GFC-like outcome with tens of millions of 
jobs lost, the legality of the actions taken by U.S. authorities was perhaps 
questionable. After all, asking a bank to lend to a bankrupt borrower goes 
beyond the typical mandate of a bank supervisor.
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Volcker had the courage to save the world first and only then worry 
about the legality of his actions. A lesser central banker might worry about 
overstepping his authority and desist from taking the necessary actions 
until it was too late. This problem seems to be particularly acute in the 
 Eurozone, where national banking authorities must consult so many  different 
 institutions before taking action (witness the situation in Italy in the spring 
of 2017). Such powers should be explicitly given to the authorities so that 
they can act at the first indication of a systemic banking crisis, where many 
banks face the same problem at the same time.

Talking about too-big-to-fail is politically popular because no one likes 
big banks or fat bankers. But if Lehman were an isolated case, it would 
never have morphed into a global crisis that eventually claimed 8 million 
jobs on each side of the Atlantic. No “orderly resolution” of a bankrupt 
Lehman or AIG would have prevented that outcome, either.

What is needed is an explicit granting of emergency powers in a sys-
temic crisis so that banking authorities can move to save all banks quickly. 
Lesser minds may object to such policies, citing moral hazard and the cost 
to taxpayers. But the extraordinary actions taken by Paul Volcker not only 
did not lead to a debilitating credit crunch or economic slowdown, but actu-
ally cost the U.S. taxpayer almost nothing, even though most of the largest 
U.S. banks were insolvent for nearly seven years.

Volcker’s actions in 1982 also proved that bail-ins championed by Jeroen 
Dijsselbloem, the chairman of the Eurogroup of finance ministers, are by no 
means the only way to save taxpayers’ money. Indeed, “pretend and extend” 
policies in 1982 and 2009 not only cost taxpayers nothing, but were crucial 
in keeping the economy functioning despite massive problems in the bank-
ing sector. And in both cases, the relatively strong economy made possible 
by these policies gave the banks the income they needed to repair their 
balance sheets over time.

What Europeans need above all else, therefore, is pragmatism. They 
could also use someone like Paul Volcker who is willing to take unpopular 
actions in order to save the economy, jobs, and taxpayers.

Are Reserve Requirements and Money Multipliers Obsolete?

Putting aside the topic of NPLs for the moment, some economists have 
objected to the author’s use of concepts such as reserve requirements and 
money multipliers, arguing that they are no longer useful in understanding 
monetary policy. Some even say they were never applicable. In particular, 
economists who believe bankers actually create money out of nothing tend 
to argue that reserve requirements and the money multiplier are outdated, 
irrelevant concepts.
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This point is made by M. McLeay, A. Radia, and P. Thomas at the Bank 
of England (2014)4 as well as by Z. Jakab and M. Kumhof (2015)5 and  
R. Werner (2016),6 among others. The latter two actually examined how banks 
account for money-lending transactions. Kumhof worked for Barclays Bank 
and Werner worked with Raiffeisenbank to conclude that when a banker 
grants a loan, he simply credits the bank account of the borrower with the 
amount of the loan without any corresponding debits. They then concluded 
that the bankers create money out of thin air (or with a stroke of a pen), 
that this action has nothing to do with the availability of reserves in the 
banking system.

But these economists failed to ask what happens when the borrower 
actually uses the loaned funds. When the loan is used to purchase a car, 
for instance, the car dealer must be paid. If the seller insists on cash pay-
ment, the borrower must withdraw the required amount from the bank that 
granted him the loan (Bank A) in bills and coins. This means Bank A must 
either have that cash on hand or get it from the nearest central bank office.

In the first case, Bank A will have to debit its cash holdings. In the sec-
ond case, it will have to debit its account at the central bank. Since Bank A’s 
account at the central bank is where its reserves are kept, this transaction 
effectively reduces its reserves with the central bank.

If the car is purchased with a check drawn on Bank A, the seller will 
deposit the check with his bank (Bank B). Bank B will then present the 
check to Bank A for payment, and Bank A will debit its account at the 
central bank by the amount of the purchase and credit the same amount to 
Bank B’s account at the central bank. It is only after Bank B acknowledges 
that its account at the central bank has received the funds from Bank A that 
the transaction is considered complete.

What this means is that a bank must have sufficient cash or reserves at 
the central bank to make the loan. Otherwise, it cannot make any payments 
or grant any loans. The notion that a bank can create money out of noth-
ing is therefore complete nonsense. Only banks that have plenty of cash or 
reserves can grant loans.

In response to this, the authors above would probably argue that 
reserves do not represent a constraint on bank lending because they are 
available from the central bank “on demand.” Although it is true that banks 

4 Bank of England, Quarterly Bulletin 2014 Q1, pp. 14–27.
5 Jakab, Zoltan and Kumhof, Michael (2015) “Banks Are Not Intermediaries of Loan-
able Funds—and Why This Matters,” Bank of England Working Paper, No. 529. 
www.bankofengland.co.uk/research/Documents/workingpapers/2015/wp529.pdf.
6 Werner, Richard A. (2016) “A Lost Century in Economics: Three Theories of Bank-
ing and the Conclusive Evidence,” International Review of Financial Analysis, 46, 
pp. 361–379.
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can borrow reserves from the central bank by posting high-quality col-
lateral, both the availability of such collateral and the stigma attached to 
such borrowing (see below) discourage banks from relying on the central 
bank as a source of reserves except in emergencies.

In the U.S., reserves borrowed from the Fed by commercial banks 
are called “borrowed reserves,” and this data series was used earlier in Fig-
ure 2.12. If the authors above are correct, borrowed reserves should have 
grown more or less in line with the growth in bank lending. Figure 8.13, 
which tracks borrowed reserves since 1959, indicates that not only was 
there no growth, but that borrowed reserves represented just 0.86 percent 
of total reserves held by the banks even before quantitative easing (QE). 
This means 99.14 percent of the reserves held by banks are obtained from 
private-sector sources who are willing to entrust their money with the bank, 
such as depositors, bond holders and shareholders.

The notion that a bank can create money out of thin air because the cen-
tral bank is always ready to provide reserves “on demand” is therefore com-
plete nonsense. Banks do whatever they can to avoid borrowing from the 
central bank. Consequently, only banks with plenty of reserves grant loans.

At the moment the loan is granted, there is no corresponding debit at the 
bank because the money has not moved. But as soon as that loan is used to 
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make a payment, the debit appears, either in the form of reduced reserves at 
the central bank or reduced cash holdings at the bank office that granted the 
loan. Since most if not all loans are used to make payments, the bank grant-
ing the loan must have sufficient cash or reserves to fund the loan.

For individual loan officers, however, the availability of reserves is not 
a major concern unless the bank is in serious difficulty or the requested 
loan amount is exceptionally large. This is because the reserve requirement 
applies to the entire bank, not to individual branches. As such, only those in 
the treasury department of the head office are closely monitoring the bank’s 
reserve requirement. Others have no idea where the bank stands relative to 
its requirement. However, if the requested loan was large enough, even loan 
officers who would not normally check with headquarters would probably 
call the treasury department to make sure the loan could be funded.

Perhaps this rather silly confusion among academic economists could 
have been avoided if government regulators had required banks to have 
two reserve accounts at the central bank, one to handle general payments 
and the other for loan withdrawals. As soon as a loan is granted (but not 
paid out), the bank would move the amount of the loan from the general 
reserve account K to the loan reserve account L, and when the loan is paid 
out, it would be paid out from the reserves in account L. That way, there 
will be a visible debit to correspond with the granting of the loan for aca-
demic economists to see. In real life, banks make no distinction within the 
reserve account because debits from loan withdrawals are no different from 
hundreds of other withdrawals the bank has to process every day on behalf 
of depositors.

The vast majority of these payments are settled through the accounts that 
banks maintain with the central bank. When outflows exceed inflows, the 
bank’s reserves with the central bank are drained, while reserves increase 
if the reverse is the case. Whether the bank has sufficient reserves or not is 
therefore a hugely important issue in running a bank.

Because banks earn next to nothing for processing a massive number 
of payments every day, they are allowed to earn interest by lending the 
deposits entrusted to them. While they have an incentive to lend as much 
as possible to maximize interest income, they may run into ugly payment 
problems if they lend too much. To ensure banks that do not lend exces-
sively and jeopardize their role as payment processors, government regula-
tors have imposed reserve requirements. This requirement is generally set at 
a low level because inflows and outflows tend to even themselves out over 
a period of time, especially at the larger banks.

Within this framework, large banks, which are expected to have full 
access to the interbank market, are expected to turn to the central bank for 
reserves far less often than smaller regional banks, which may have only 
limited access to the interbank market. When the author was at the Federal 
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Reserve Bank of New York and was involved in a project to familiarize the 
U.S. offices of foreign banks with access to the Fed discount window, money 
center banks (the category which included the domestic offices of foreign 
banks) were allowed to access the discount window up to three times per 
month, while small regional banks could do so up to six times each month.

If a bank exceeded that maximum, the Fed would send a team of 
supervisors to audit it and determine the cause of its reserve management 
problems. Since a Fed audit, like a tax audit, is not a pleasant affair, banks 
did their best to meet their reserve requirements. There was also a strong 
stigma attached to borrowing from the Fed because frequent borrowing 
implied the institution was poorly managed.

These maximums were considered guidelines, inasmuch as banks were 
granted almost unlimited access to the discount window in the case of a 
systemic crisis. As the upper part of Figure 8.13 indicates, the borrowed 
reserves increased to $700 billion during the GFC from about $200 million 
just prior to it. This 3500 times increase indicates just how dysfunctional 
interbank market had become following the Lehman Shock.

To borrow from the Fed, banks also had to post collateral to ensure 
that taxpayers’ funds were not placed at risk. Although many economists 
with no experience in bank supervision, including those on the payrolls 
of central banks, the IMF, and the BIS, often talk as though reserves are 
freely available from the central bank at the going interest rate, any bank 
that borrows from the central bank faces a myriad of costs, and those who 
borrow too often will face highly unpleasant audits. This explains why 
borrowed reserves constituted only 0.86 percent of bank reserves even 
before QE.

More recently, the guidelines mentioned above have been relaxed for 
banks in “good standing” with the Fed. The Fed is also trying to remove 
some of the stigma attached to the use of its discount window for banks 
in good standing. But the “good standing” designation presumably means 
the bank is meeting its reserve requirements and other regulations most of 
the time.

In Japan, an officer at the Bank of Japan who is responsible for oversee-
ing a particular bank will monitor the institution’s progress in meeting its 
reserve requirements. When the bank looks likely to miss the target, she will 
make a phone call a few days before the end of the reserve maintenance 
period to ensure the bank makes the necessary adjustments.

It was mentioned earlier that only banks with sufficient reserves grant 
loans. Although most well-managed banks can extend loans most of the 
time, they will stop lending altogether when they feel their supply of 
reserves is exhausted or uncertain. At such times, banks put aside their 
profit-maximizing motive and stop granting loans so that they can earmark 
remaining reserves for the more urgent need of making payments.
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Banks also refrain from lending when they feel that their capital is 
insufficient to absorb the risk associated with lending. Credit crunches were 
observed in the U.S. in the early 1990s following the savings and loan deba-
cle, in Japan during its banking crisis from 1997 to 1999, and in Western 
economies after the GFC in 2008. Some of the post-2008 credit crunch con-
tinues today in many parts of the Eurozone. At times like these where many 
banks are involved at the same time, monetary authorities must act quickly 
to recapitalize the banks or, if there are borrowers, provide “fat spread” 
(= unusually wide spread between deposit and lending rates) to help the 
banks recapitalize themselves. They should also provide sufficient reserves 
as lender of last resort to make sure that the settlement system does not run 
into problems. The authorities should push the banks to dispose of NPLs 
only after the debilitating credit crunch has subsided.

In the post-2008 world, where central banks have flooded the system 
with excess reserves via QE, most banks have no problem meeting their 
reserve requirements. Indeed, the UK suspended its reserve requirement 
when the Bank of England embarked on its massive QE program in 2009.

But reserve requirements will become relevant again when the private 
sector finishes repairing its balance sheets and resumes borrowing. Indeed, 
some in the U.S. are already arguing that a higher reserve requirement 
might be needed—together with higher interest rates—if the unwinding of 
QE described in Chapter 6 turns out to be too slow to contain inflationary 
pressures as the economy recovers.

Indeed, if the economy’s recovery turns out to be stronger than expected, 
the central bank is likely to mobilize every means at its disposal to remove or 
sterilize excess reserves. Such measures may include raising interest rates or 
raising reserve, capital and liquidity requirements. The central bank may also 
try to borrow those funds from the banks to keep the banks from lending 
them to the private sector. There may also be some arm-twisting via window 
guidance when push comes to shove. None of these measures is likely to be 
pleasant or pretty. But with massive excess reserves sloshing around the sys-
tem, central banks will have no choice but to mop them up or sterilize them 
if they hope to maintain price stability as the economy recovers.

Individually banks are financial intermediaries,  
but collectively they are money creators

So how does money get created in this system? It starts when the central 
bank buys government bonds or other assets from a private-sector entity 
such as an insurance company. When the transaction is consummated, 
the central bank (1) credits the account of the insurance company’s bank 
(Bank E) with the amount of the purchase, and Bank E (2) credits the 
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insurance company’s account with the same amount. Since the money supply 
represents the aggregation of all bank accounts plus notes and coins in cir-
culation, transaction (2) increases the money supply.

Because transaction (1) boosts the reserves of Bank E, the bank can 
grant loans to earn interest income if there are any willing borrowers. If a 
borrower with a high enough credit score appears, the bank will grant her 
the loan by (3) crediting her bank account with the amount of the loan.  
Since the money supply includes all bank accounts, transaction (3) will  
also expand the money supply. The amount of the loan is capped by the 
amount of the increase in reserves minus the larger of either (a) required 
reserves or (b) whatever sum bankers consider it appropriate to keep within 
the bank.

When the borrower then uses the borrowed money to buy an automo-
bile from a car dealer, the dealer’s bank (Bank F) will (4) credit the dealer’s 
account by the amount of the purchase, which increases the money sup-
ply. Bank E, however, will (5) debit the account of the borrower by the 
same amount, which reduces the money supply. Transactions (3) and (5) 
therefore cancel each other out in terms of their impact on the size of the 
money supply. That leaves only the increase in the money supply due to 
transactions (2) and (4).

The transaction between Banks E and F is settled through their accounts 
with the central bank. Bank E’s reserves with the central bank are therefore 
reduced, while Bank F’s reserves with the central bank increase.

Bank F, which now has more reserves, will try to lend the money to 
earn interest income if there are any willing borrowers. If a qualified borrower 
shows up and borrows the money to buy furniture, the initial increase and 
subsequent decrease in the borrower’s bank account will offset each other, 
but (6) the increase in the furniture store’s bank account will remain, thereby 
increasing the money supply. This also means the furniture store’s bank (Bank 
G) will try to lend the inflow of reserves if there are any willing borrowers.

This process will not continue forever because banks cannot lend out 
all incoming reserves—after all, the insurance company, car dealer or furniture 
store may want to withdraw money for their own purposes. The reserve 
requirement prescribes the minimum amount banks must set aside to pre-
pare for the possibility of withdrawals. When the full amount of reserves 
supplied by transaction (1) is set aside for this purpose after all the lending, 
the process of money supply creation has reached its apogee.

The process will come to a halt much sooner if demand for loans from 
borrowers is insufficient or non-existent. For economies in Cases 3 and 4, 
where the private sector as a whole is either paying down debt or saving 
money, this money creation process will not only fail to engage but may 
actually go into reverse with people paying down debt, triggering the kind 
of money supply shrinkage observed during the Great Depression.
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The ratio of total bank deposits created (i.e., the sum of transactions (2), 
(4), (6), . . . .) to the initial injection of reserves (1) is called the money mul-
tiplier, a term first used in this book in Chapter 2. This number will reach 
its maximum value if there is strong demand for funds (as is the case dur-
ing the golden era) and all reserves are fully set aside for meeting reserve 
requirements.

But during the pursued phase, when demand for loans becomes very 
weak, the multiplier is likely to be a fraction of its maximum potential value. 
It may actually turn negative at the margin if the private sector as a whole is 
paying down debt. As long as the money multiplier is not at its maximum, 
loan officers should be able to grant loans without worrying about whether 
there are sufficient reserves.

If the multiplier is at its maximum but there is still unmet demand for 
funds, perhaps because regulated interest rates are too low, banks begin 
competing for deposits. This phenomenon has been observed in many coun-
tries during their golden eras before interest rates were fully deregulated.

This discussion should make it clear that while individually banks are 
financial intermediaries, collectively they are creating tremendous amounts 
of bank deposits because of their ability to lend money under the  fractional 
reserve banking system. It also means the fractional reserve system is 
 helpful—if not essential—in ensuring that saved funds are borrowed and 
spent, thereby keeping the economy going.

Finally, it should be noted that this process of money creation does not 
make society any richer. The increase in the money supply is matched by 
the increase in debt held by those who borrowed to purchase the car and 
the furniture. So the net increase in wealth is zero. If the borrowed money 
is used to fund viable investment projects that generate value, society will 
be richer at the end, but that is the result of the wise use of funds and not 
of money creation itself.
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CHAPTER 9 

The disappointment and despair felt by many in the Eurozone is due 
largely to glitches in the Maastricht Treaty that have prevented mem-

ber governments from responding correctly to balance sheet recessions. 
However, there is also a widespread sense of frustration among those in 
advanced countries over income inequality and stagnant wages, along with 
a general feeling of helplessness. At the same time, the establishment fig-
ures and “experts” responsible for the Great Recession are losing credibility 
everywhere. Even in the U.S., where the economy is doing better than 
most of its counterparts, Donald Trump, a complete outsider, was elected 
president at least partly because of his opposition to free trade and other 
establishment policies.

Backlash Against Globalism in Pursued Countries

One reason for the frustration and social backlash witnessed in the advanced 
countries is that these countries are experiencing the post-Lewis Turning 
Point (LTP) pursued phase for the first time in history. As noted in  Chapter 5, 
many were caught off guard, having assumed the golden era that they 
enjoyed into the 1970s would last forever. It comes as no surprise that those 
who have seen no improvement in their living standards for many years but 
still remember the golden age, when everyone was hopeful and living stand-
ards were steadily improving, would long for the “good old days.”

The June 2016 Brexit vote, where older people tended to vote for an 
exit from the Eurozone while younger people voted to stay, suggests that 
the older generation is still hoping for a return of “great” Britain, when the 
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country was second to none. In the U.S., too, the Trump phenomenon, 
which has depended largely on the support of blue-collar white males, sug-
gests that people are longing for the life they enjoyed during the golden era, 
when U.S. manufacturing was the undisputed leader of the world.

Participants in this social backlash in many of the pursued economies 
view globalization as the source of all evil and are trying to slow down the 
free movement of both goods and people. Donald Trump and others like him 
are openly hostile toward immigration while arguing in favor of protectionism 
and the scuttling of agreements such as the TPP that seek even freer trade.

The real target of this backlash, however, seems to be the market fun-
damentalism—also known as neoliberalism—espoused by individuals like 
Milton Friedman. It is the belief that individuals and companies should be 
allowed to do anything—so long as it does not violate the law—in the pur-
suit of profit. This view also holds that whatever increases the freedom of 
the private sector will result in a better allocation of resources. According 
to this view, companies should invest in countries like China and Mexico as 
long as it is more profitable than investing in the U.S., and that they should 
strive to reduce the number of high-cost employees in their home countries 
as long as that enhances the bottom line.

President Trump, on the other hand, has openly opposed U.S. busi-
nesses’ decision to fire workers at home and replace them with less expen-
sive labor abroad. He has gone so far as to describe executives who take 
such actions as “getting away with murder.” The fact that some major corpo-
rations in the U.S. responded almost immediately to Mr. Trump’s request not 
to move factories abroad is a sign that they realize this is a social issue, not a 
legal issue. If it were a legal issue, they could simply hire an army of lawyers 
to fight the pressure from Washington. But such a response would backfire 
if this is viewed as a social issue. It is indeed unprecedented for major U.S. 
corporations to alter their business plans solely on the basis of tweets by a 
man who, at the time, had not even become president.

This unusual turn of events may be a result of corporate executives 
waking up to the deepening social backlash against their past behavior, 
something that was underscored by Trump’s ascendancy. Some of them may 
feel guilty about having closed so many domestic factories and moved pro-
duction to China and Mexico solely in order to boost shareholder returns. 
No matter how loud the calls for enhancing shareholder returns, execu-
tives are bound to feel pangs of conscience for firing people they worked 
together with for years or even decades simply to enrich faceless sharehold-
ers who may unload their shares in the company tomorrow.

The cost of neoliberal policies is that society as a whole must look after 
the “victims” of such policies. This is not a major problem as long as there 
are relatively few “losers.” Indeed, economists have traditionally argued that 
while free trade creates both winners and losers within the same country, it 
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offers significant overall welfare gains for both trading partners because the 
gains of the winners are greater than the losses of the losers. In other words, 
there should be more winners than losers from free trade. The task for poli-
cymakers, according to this view, is to ensure that the losers are looked after 
so that free trade can continue to benefit the entire society.

This conclusion, however, is based on one key assumption: that imports 
and exports will be largely balanced as free trade expands. When—as in the 
U.S. during the past 30 years—that assumption does not hold and a nation 
continues to run massive trade deficits, free trade may produce far more 
losers than theory would suggest. With the U.S. running a trade deficit of 
almost $740bn a year, or about four percent of GDP, there were apparently 
enough losers from free trade to put the protectionist Donald Trump into 
the White House. The fact that Hillary Clinton was also nominated to be the 
Democratic Party’s candidate for president in the arena full of banners saying 
“No to TPP” indicates that the social backlash has grown very large indeed.

Trade and current account deficits are important because they represent 
a transfer of income from one country to another. Exports are added and 
imports subtracted when calculating a country’s gross national product or 
GDP. The U.S. current account deficit amounted to some 2.6 percent of GDP 
in 2016, and the UK ran a deficit totaling more than 4.3 percent of GDP. This 
means that a great deal of income (and employment) was transferred from 
these countries to their trading partners.

Deficit countries receive goods made by the surplus countries, so it is 
not a total loss. But with the IMF and others warning countries for decades 
that an external deficit of more than 3 percent of GDP is unhealthy, it is 
easy to see why Donald Trump and other policymakers in deficit countries 
are concerned about external imbalances. Indeed, the size of the social 
backlash in some pursued countries is now so large that it is beginning to 
threaten not only free trade but also the very foundations of democracy.

On the other hand, outright protectionism is likely to benefit the 
working class in the short term only. In the long run, history has repeatedly 
shown that protected industries always fall behind on competitiveness and 
technological advances, which means the economy will stagnate and be 
overtaken by more dynamic competitors. A nation that relies on protection-
ism to save jobs may therefore drop off the list of “advanced” countries.

This does not mean that free trade as practiced since 1945 and globalism 
in general have no problems. They both have major issues, but these can 
be addressed if properly understood. A correct understanding is important 
here because even though increasing imports is the most visible feature of 
an economy in a pursued phase, trade deficits and the plight of workers 
displaced by imports have been made far worse by the free movement of 
capital since 1980, a point that will be revisited after the inadequacies of the 
current WTO-based system of free trade are discussed.
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GATT and WTO Rules Ended up Favoring Latecomers

The problem with the General Agreement on Tariffs and Trade (GATT) and 
the current World Trade Organization (WTO) is that they do not provide 
sufficient safeguards for existing members when a country in a different 
stage of economic development joins the system at a later date. Both GATT 
and WTO, which are at the heart of the postwar free-trade regime, are 
based on two fundamental principles: most-favored-nation treatment, under 
which treatment granted to one trading partner must be granted to all, and 
national treatment, under which imported products must be treated the 
same as domestically produced goods.

This is a very generous system in the sense that it allows a country 
to set tariff rates according to its national priorities as long as those rates 
apply to all member countries. For example, a country may set high tariffs 
on automobile imports as long as those tariffs apply to automobile imports 
from all member countries.

It could also be argued that this system is unfair to automakers and 
their employees in countries that happen to levy low or no import duties on 
motor vehicles. For example, if country A, which is running a large trade sur-
plus with country B, has higher tariff rates on imports from country B than 
country B has on imports from country A, people in country B will naturally 
get upset. It is this point that Trump made with respect to China and oth-
ers that are running large and persistent trade surpluses with the U.S. while 
imposing much higher tariffs on U.S.-made goods than the U.S. charges on 
their exports.

How did this (in a sense) unfair trade framework come to be? When the 
GATT was created in 1947 after World War II, its members were all devel-
oped countries of the West with similar levels of economic development. 
In other words, countries with similar wages and productivity levels were 
lowering tariffs among themselves to facilitate trade. At the same time, the 
U.S. was dominant in all sectors and was running massive trade surpluses 
with the rest of the war-torn world. And rebuilding the devastated econo-
mies of Japan and Western Europe was a key priority for the U.S. as it faced 
the Soviet threat.

Along with the GATT, the U.S. also created a number of interna-
tional “public goods” around this time in an attempt to prevent another 
world war. These included the Bretton Woods currency regime, the 
United Nations, the IMF, and the World Bank. Of these, the one that 
made the greatest long-term contribution to postwar peace and prosper-
ity was the free-trade framework made possible by the GATT, as noted 
in Chapter 3.
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Adoption of Free Trade Marked End of Imperialism. . . 
But Also Led to Stagnant Incomes for U.S. Workers

Before the GATT, import duties were decided in bilateral trade negotiations. 
This prompted countries to erect numerous barriers to trade, and some 
even used multiple exchange rates for different product lines in an attempt 
to gain the upper hand in trade negotiations. In this world, the dominant 
principle was the imperialist view that maximizing the geographic scope of 
national power was essential for economic development. This principle was 
also the cause of countless wars throughout human history.

Once the U.S. opened up its massive markets to the world after 1945 
and the GATT-based system of free trade was adopted, nations belonging to 
this system found that it was possible to achieve economic growth without 
territorial expansion as long as they could produce competitive products. 
The first countries to recognize this were the vanquished nations of Japan 
and West Germany, which then decided to devote their best people to 
developing globally competitive products. The two countries soon overtook 
the victorious UK and France to become the world’s second- and third-
largest economies as a result. They were subsequently followed by Taiwan, 
South Korea, and ultimately China, as noted in Chapter 4.

By the end of the 1970s, however, the West began losing its ability 
to compete with Japanese firms as the latter overtook their U.S. and Euro-
pean rivals in many sectors, including home appliances, shipbuilding, steel, 
and automobiles. This led to stagnant income growth and disappearing job 
opportunities for Western workers.

When Japan jointed the GATT in 1963, it still had many tariff and non-
tariff trade barriers. In other words, while Western nations had been steadily 
reducing their own trade barriers, they were suddenly confronted with an 
upstart from Asia that still had many barriers in place. But as long as Japan’s 
maximum tariff rates were falling as negotiated and the remaining barriers 
applied to all GATT members equally, GATT members who had opened 
their markets earlier could do little under the agreement’s framework to force 
Japan to open its market (the same problem resurfaced when China joined 
the WTO 38 years later). That led to much frustration among Japan’s trading 
partners and sparked ugly trade frictions between the West and Japan.

When U.S.–Japan trade frictions began to flare up in the 1970s, how-
ever, exchange rates still responded correctly to trade imbalances. In other 
words, when Japanese exports to the U.S. outstripped U.S. exports to Japan, 
there were more Japanese exporters selling dollars and buying yen to pay 
employees and suppliers in Japan than there were U.S. exporters selling yen 
and buying dollars to pay employees and suppliers in the U.S.
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Since foreign exchange market participants in those days consisted 
mostly of exporters and importers, excess demand for yen versus the 
dollar caused the yen to strengthen against the dollar. That, in turn, 
made Japanese products less competitive in the U.S. As a result, trade 
frictions between the U.S. and Japan were prevented from growing any 
worse than they did because the dollar fell from ¥360 in mid-1971 to 
less than ¥200 in 1978 in response to widening Japanese trade surpluses 
with the U.S.

But this arrangement, in which the foreign exchange market acted as 
a trade equalizer, broke down with financial liberalization, which began in 
the U.S. with the Monetary Control Act of 1980. Japan’s efforts to liberalize 
capital flows based on the misguided U.S. pressure explained below started 
the same year. European countries also began allowing the free movement 
of capital around this time.

These changes prompted huge capital outflows from Japan as local 
investors sought higher-yielding U.S. Treasury securities. Since Japanese 
investors needed dollars to buy Treasuries, their demand for dollars in the 
currency market outstripped the supply of dollars from Japanese exporters 
and pushed the yen back to ¥280 against the dollar. This rekindled the two 
countries’ trade problems, because few U.S. manufacturers were competi-
tive vis-à-vis the Japanese at that exchange rate.

When calls for protectionism engulfed Washington, President Ronald 
Reagan, a strong supporter of free trade, responded with the September  
1985 Plaza Accord, which took the dollar from ¥240 in 1985 down 
to ¥120 just two years later. The dollar then rose to ¥160 in 1990 but 
 subsequently fell as low as ¥79.75 in April 1995, largely ending the 
trade-related hostilities that had plagued the two nations’ relationship 
for nearly two decades.

The news for U.S. workers was not all good, unfortunately, because 
Japan was soon replaced by Taiwan, South Korea, and finally China. Mean-
while, the North American Free Trade Agreement (NAFTA) led to the emer-
gence of Mexico as a leading destination for U.S. manufacturers seeking to 
relocate their factories.

Capital transactions made possible by the liberalization of cross-border 
capital flows also began to dominate the currency market. Consequently, 
capital inflows to the U.S. have led to continued strength of the dollar—and 
stagnant or declining incomes for U.S. workers—even as U.S. trade deficits 
continue to mount. In other words, the foreign exchange market lost its 
traditional function as an automatic stabilizer for trade balances, and the 
resulting demands for protectionism in deficit countries are now at least as 
great as they were before the Plaza Accord in 1985.
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Trump Administration Views Two WTO Principles as Being 
Unsuited to Current Conditions

Donald Trump won the election in November 2016 by giving a voice to 
these unhappy workers. He argued that while the WTO framework may 
have been acceptable when the U.S. was economically dominant, it needed 
to be reconsidered now that the U.S. has lost that position. He effectively 
exposed a key contradiction in the WTO framework: the fact that China 
levies high tariffs on imports from all WTO nations is no reason why the 
U.S.—which runs a huge trade deficit with China—should have to settle for 
lower tariffs on imports from China.

This problem arose because the developed-world members of the WTO 
had already lowered tariffs among themselves before developing coun-
tries such as China, with their significantly lower wages and higher tar-
iffs, were allowed to join. When they joined, developing countries could 
argue that they were still underdeveloped and needed higher tariffs to allow 
infant domestic industries to grow and to keep their trade deficits under 
 control. Although that was a valid argument for developing countries at the  
time and their maximum tariff rates have come down as negotiated,  
the effective rates remained higher than those of advanced countries long 
after those countries became competitive enough to run trade surpluses 
with the  developed world.

The negotiations required to join the WTO are not easy for developing 
countries, but they are often influenced by industry representatives from the 
developed countries. For example, aspiring members may have to commit 
to opening their insurance or banking sectors to foreign firms by a certain 
date. Since many businesses in the developed world are eager to enter 
emerging markets, these negotiations can become quite tense. However, 
there are apparently few negotiations at the macroeconomic level that might, 
for example, link the country’s trade performance to its overall tariff rates.

Because the WTO system is based on the principle of multilateralism, 
with rules applied equally to all member nations, this framework provides 
no way of addressing bilateral imbalances between the U.S. and China. It is 
therefore not surprising that the Trump administration has decided to pur-
sue bilateral, not multilateral, trade negotiations.

In retrospect, what the WTO should have done is to impose a macro-
economic condition stating that new members must lower their tariff and 
non-tariff barriers to advanced-country norms after they start to run sig-
nificant trade surpluses with the latter. Here the term “significant” might 
be defined to mean running a trade surplus averaging more than, say, two 
percent of GDP for three years. If a country fails to reduce its tariffs to the 
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advanced-nation norm within say five years after reaching that threshold, 
the rest of the WTO community should then be allowed to raise tariffs on 
products from that country to the same level that country charges on its 
imports. The point is that if the country is competitive enough to run trade 
surpluses vis-à-vis advanced countries, then it should be treated as one.

If this requirement had existed when Japan joined the GATT in 1963 or 
when China joined the WTO in 2001, subsequent trade frictions would have 
been far more manageable. Under the above rules, Japan would have had 
to lower its tariffs starting in 1976, and China would have had to lower its 
tariffs from the day it joined the WTO in 2000! Such a requirement would 
also have enhanced the WTO’s reputation as an organization that supports 
not only free trade but also fair trade.

U.S. May Seek Tariff Equality from Trade Partners 
Running a Surplus

The Trump administration has already indicated that its goal in bilateral 
negotiations is to lower the tariffs U.S. exporters face abroad, especially in 
countries that are running large trade surpluses with the U.S. This means it 
is effectively trying to achieve the above-noted requirement that the WTO 
failed to impose on developing countries when they joined the organiza-
tion. In all likelihood, the Trump administration will threaten to raise U.S. 
tariffs to the same level as the tariffs imposed by those countries in order to 
force them to lower their import duties on U.S. goods.

Naturally, the U.S. also has the option of unilaterally raising its own tar-
iff rates, but that would lead to a contractionary equilibrium for the global 
economy. A reduction of import duties in surplus countries, on the other 
hand, would lead to an expansionary equilibrium that would benefit the 
global economy.

President Trump may also apply a similar approach to non-tariff barri-
ers. When a country has erected non-tariff barriers to keep out U.S. prod-
ucts, the U.S. may adopt similar barriers targeting imports from that country.

Ideally, however, the WTO should (belatedly) impose the rule men-
tioned above on all members. In other words, it should require all post-1947 
“newcomers” to lower their tariffs to the advanced country average within, 
say, five years if they are running significant trade surpluses with those 
countries. That will not only keep the multilateral spirit of the WTO alive 
but will also address the fairness issue raised by President Trump while 
nudging the global economy toward an expansionary equilibrium.

At the time of this writing, it is not clear how China will respond to 
the challenges posed by President Trump, but if Chinese President Xi  
Jinping understood the gravity of the situation, lowered Chinese tariffs on all 
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imports to U.S. levels, and applied those tariffs to imports from all WTO 
member countries effective immediately, the result would be a new Chinese-
led WTO regime that is both free and fair. That could transform China 
into the new leader of free trade, possibly replacing the protectionist and 
 anti-WTO U.S.

Unfortunately, China has a bad habit of using trade as a policy instrument 
in diplomatic disputes. For example, it stopped exports of rare earth to 
Japan in response to a dispute over the Senkaku Islands and boycotted 
South Korean businesses when Seoul had to deploy Terminal High Altitude 
Area Defense (THAAD) missiles to defend itself from the ever-expanding 
North Korean missile threat. These actions and many others are all contrary 
to the spirit of the WTO and are likely to prevent China from claiming the 
moral high ground on free trade vis-à-vis the U.S.

Fixing WTO Without Fixing Capital Flows Problem 
Leads Nowhere

Attaining a level playing field on tariffs and non-tariff barriers, however, is no 
guarantee that the trade accounts of countries will come closer to balance. This 
is because the foreign exchange market is now dominated by capital flows, 
which means that exchange rates no longer help to reduce trade imbalances. 
This free movement of capital that began in the 1980s was justified by the 
neoliberal notion that anything that increases the freedom of the private sec-
tor will increase its welfare. It was also implemented without careful thought 
on the part of economists. And it is those carelessly implemented aspects that 
are causing problems. This also means the term “globalization” as used today 
actually has two components: free trade and the free movement of capital.

Of the two, it was argued in previous chapters that the system of free 
trade introduced by the U.S. after 1947 led to unprecedented global peace 
and prosperity. Although free trade produces winners and losers and pro-
viding a helping hand to the losers is a major issue in the pursued economies, 
the degree of improvement in real living standards since 1945 has been 
nothing short of spectacular in both pursued and pursuing countries. It is 
said, for example, that an average U.S. resident today is better off than the 
Queen of England in 1900 thanks to massive advances in technology and 
free-trade-driven competition, which made air conditioners, automobiles, 
and smartphones affordable for ordinary people.

The same cannot be said for the free movement of capital, the second 
component of globalization. Manufacturing workers and executives in the 
pursued economies feel so insecure not only because imports are surging 
but also because exchange rates driven by portfolio capital flows of ques-
tionable value (explained later) are no longer acting to equilibrate trade.
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To better understand this problem, let us take a step back and consider 
a world in which only two countries—the U.S. and Japan—are engaged 
in trade, and each country buys $100 in goods from the other. The next 
year, both countries will have the $100 earned from exporting to its trading 
partner, enabling it to buy another $100 in goods from that country. The 
two nations’ trade accounts are in balance, and the trade relationship is 
 sustainable.

But if the U.S. buys $100 from Japan and Japan only buys $50 from the 
U.S., Japan will have $100 to use the next year, but the U.S. will have only 
$50, and Japanese exports to the U.S. will fall to $50 as a result. Earning only 
$50 from the U.S., the Japanese may have to reduce their purchases from 
the U.S. the following year. This sort of negative feedback loop may push 
trade into a “contractionary equilibrium.”

When exchange rates are added to the equation, the Japanese manu-
facturer that exported $100 in goods to the U.S. must sell those dollars on 
the currency market to buy the yen it needs to pay domestic suppliers and 
employees. However, the only entity that will sell it those yen is the U.S. 
manufacturer that exported $50 in goods to Japan.

With $100 of dollar selling and only $50 worth of yen selling, the dol-
lar’s value versus the yen will be cut in half. This is how a surplus country’s 
exchange rate is pushed higher to equilibrate trade.

Continuing with this example, if Japanese life insurers, pension funds, or 
other investors who need dollars to invest in U.S. Treasury bonds sold yen and 
bought the remaining $50 the Japanese exporters wanted to sell, there would 
then be a total of $100 in dollar-buying demand for the $100 the Japanese 
exporter seeks to sell, and exchange rates would not change. If Japanese inves-
tors continued buying $50-worth of dollar investments each year, exchange 
rates would not change, in spite of the sustained $50 trade imbalances.

Although the above arrangement may continue for a long time, the 
 Japanese investors would effectively be lending money to the U.S. This 
means that at some point the money would have to be paid back.

Unless the U.S. sells goods to Japan, there will be no U.S. exporters to 
provide the Japanese investors with the yen they need when they eventually 
sell their U.S. Treasury bonds to pay yen obligations to Japanese pensioners 
and life insurance policyholders. Unless Japan is willing to continue lending 
to the U.S. in perpetuity, therefore, the underlying 100:50 trade imbalance 
will manifest itself when the lending stops.

At that point, the value of the yen will increase, resulting in large for-
eign exchange losses for Japanese pensioners and life insurance policyhold-
ers. Hence this scenario is also unsustainable in the long run. The U.S., too, 
would prefer a healthy relationship in which it sells goods to Japan and uses 
the proceeds to purchase goods from Japan to an unhealthy one in which 
it funds its purchases via constant borrowings.
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In the real world, there are over 200 countries trading with each other, 
not just two. Moreover, cross-border capital flows from investors around the 
world easily dwarf foreign exchange transactions driven by exporters and 
importers. Exporters of oil and other natural resources also complicate the 
situation. In this complex multilateral environment, it is neither possible nor 
desirable to balance each and every bilateral trade.

The complexity of the actual world, however, does not change the fun-
damental fact that a deficit country must borrow from abroad to maintain 
its exchange rate and imports. The IMF and other organizations have also 
been warning countries for decades that external deficits of more than three 
percent of GDP are potentially unsustainable and should therefore be cor-
rected. President Trump’s pledge to improve his country’s trade imbalances 
also signals a political desire to put an end to this sort of unhealthy trade 
relationship. This means there has to be a balance between the complex 
realities of the multilateral trading (and investing) world and the income 
and job losses that deficit countries can tolerate.

Open Capital Markets a Relatively New Phenomenon

The major economies opened their markets to cross-border capital flows 
only three decades ago. As noted earlier, U.S. financial markets were not 
liberalized until the Monetary Control Act of 1980, which started the deregu-
lation of interest rates. The Monetary Control Act itself was a response to 
the double-digit inflation which the U.S. economy experienced in the late 
1970s, which made it difficult to maintain administered interest rates.

Before this act, there had been a raft of controls and regulations that 
insulated U.S. financial markets from the rest of the world. These included 
Regulation Q, which controlled domestic interest rates, Eurodollar reserve 
requirements, which discouraged arbitrage between domestic and offshore 
markets, and the Fed’s “Bank of America letter,” which discouraged domes-
tic financial institutions from offering foreign-currency-denominated instru-
ments to U.S. retail customers.

The deregulation of Japan’s capital markets also started in 1980, when 
the Foreign Exchange Law was amended to allow, in principle, invest-
ments in foreign assets for the first time. Washington pushed hard for 
Japan to open its capital markets via the so-called Yen Dollar Committee, 
based on the mistaken notion that it would attract more foreign capital to 
Japan and strengthen the yen. But as soon as the floodgates were opened 
in the early 1980s, a huge amount of capital flowed out of Japan in search 
of higher yields elsewhere. Those outflows completely overwhelmed for-
eign capital inflows to Japan and prompted a significant decline in the 
value of the yen.
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Many European countries also started removing controls on cross-
border portfolio flows during the 1980s. These liberalization efforts acceler-
ated in the mid-1990s as part of the preparations for the single currency. The 
point is that, even in advanced countries, it was only in the last thirty years 
that cross-border capital flows really got off the ground.

Capital Flows Distorting Trade Flows

When financial markets are liberalized, capital moves to equalize the 
expected return in all markets. To the extent that countries with strong 
domestic demand tend to have higher interest rates than those with weak 
demand, money will flow from the latter to the former. Such flows will 
strengthen the currency of the former and weaken the currency of the latter. 
They may also add to already strong investment activity in the former by 
keeping interest rates lower than they would be otherwise, while depress-
ing already weak investment activity in the latter by pushing interest rates 
higher than they would be otherwise.

To the extent that countries with strong domestic demand tend to run 
trade deficits and those with weak domestic demand run trade surpluses, 
these capital flows will exacerbate trade imbalances between the two by 
pushing the deficit country’s currency higher and pushing the surplus coun-
try’s currency lower. In other words, these flows are not only not in the 
best interests of individual countries, but are also detrimental to the attain-
ment of balanced trade between countries. The widening imbalances then 
increase calls for protectionism in deficit countries.

Furthermore, the equalized rate of return on capital obtained in this 
way might not be in the best interest of any individual country. For exam-
ple, if market forces are trying to equalize global interest rates at, say, three 
percent, countries requiring rates either above or below three percent will 
suffer. Indeed, the market-driven three percent interest rate may not be in 
the interest of any individual economy.

In the world that existed before efforts to liberalize capital flows com-
menced in the early 1980s, trade was free, but capital flows were regulated, 
so the foreign exchange market was driven largely by trade-related transac-
tions. The currencies of trade surplus nations therefore tended to strengthen, 
and those of trade deficit nations to weaken. That encouraged surplus coun-
tries to import more and deficit countries to export more. In other words, 
the currency market acted as a natural stabilizer of trade between nations.

Today, it is said that only about five percent of foreign exchange trans-
actions involve trade, while the remaining 95 percent are attributable to 
capital flows. And those capital flows are seeking to equilibrate invest-
ment returns across countries. With no mechanism to balance trade, global 
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imbalances have expanded to an unprecedented level. The U.S. current 
account and trade account deficits reached as much as six percent of GDP 
in 2006, when three percent is already considered far too high. New Zea-
land’s deficit was 7.8 percent of GDP in 2006 Q1. Today it is the UK that has 
the largest trade deficit, at 6.9 percent of GDP.

If imbalances and job losses prove too much for the deficit country to tol-
erate, the market or politicians will act, usually with unpleasant consequences. 
The market’s reaction may include a collapse of the deficit country’s currency 
(the dollar fell from ¥360 in 1971 to ¥75 in 2011). The foreign exchange losses 
incurred by surplus-country investors could wipe out earlier gains and put a 
temporary stop to the sorts of capital flows illustrated in Figure 9.1.

But once investors in the surplus countries get over their losses in a  couple 
of years, they will see that the U.S. trade deficit is declining with a weaker dollar. 
They will then conclude that “the dollar has fallen enough.” This will prompt a 
resumption of the capital flows indicated in Figure 9.1, and they will not stop 
until another crash forces another temporary suspension. Indeed, the world 
may repeat this silly cycle of destabilizing capital flows and financial crashes for 
decades without any benefits or efficiency gains accruing to participants.
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FIGURE 9.1 Ultimate Outcome of Free Capital Movement?
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If the politicians are forced to act, it could mean protectionism and 
a collapse of global trade, as exemplified by the Smoot–Hawley Tariff, 
which triggered the global depression in the 1930s. More recently, with no 
mechanism left to balance trade, a massive expansion of trade deficits has 
ignited protectionist sentiment in the U.S. and elsewhere. As mentioned in 
 Chapter  6, since the Fed announced its intention to normalize monetary 
policy in September 2014, the dollar has appreciated over 20 percent on a 
trade-weighted basis and more than 60 percent against the Mexican peso at 
one point (Figure 6.5) as portfolio investors sought potentially higher inter-
est rates in the U.S. Such a large and abrupt appreciation made life difficult 
for U.S. manufacturers and their employees and contributed in no small 
way to the election victory of Donald Trump, who openly argued in favor 
of protectionism.

Efficiency Gains from Capital Flows?

Some may argue that there must be efficiency gains for the global economy 
as a whole if capital is earning a higher return abroad. Although that may 
be true for intra-country investments, the final outcome is not so clear when 
different countries and currencies are involved. Japanese investors ended 
up incurring huge foreign exchange losses when the dollar fell from ¥240 
in 1985 to ¥80 in 1995. The Chinese also sustained massive losses on their 
dollar investments when the RMB appreciated 40 percent against the  dollar 
from 2005 to 2015. Large investments in the U.S. from 2001 to 2003 also 
ended up costing Europeans dearly as the euro climbed sharply higher 
against the dollar. Similarly, U.S. investors with foreign-currency assets suf-
fered heavy losses when the dollar became the strongest currency in the 
world starting in September 2014.

It is also difficult to argue that the massive purchases of U.S. Treasur-
ies that helped fund the U.S. budget deficit—by the Japanese starting in 
the 1980s and by the Chinese starting in the 1990s—were the best use for 
those funds. When the average American is living far better than the average 
Japanese or Chinese, it makes no fundamental sense for the latter two to  
be lending money to the former. Richard Cooper (1997)1 has also argued 
that there are many cases of cross-border capital flows that are hard to 
 justify on efficiency grounds, among them flows driven by differences in tax 
laws and accounting treatment.

1 Cooper, Richard N. (1997) “Should Capital-Account Convertibility Be a World 
Objective?” in Peter B. Karen et al. (eds), “Should the IMF Pursue Capital-Account 
Convertibility?” Essays in International Finance 207, Princeton: Princeton Univer-
sity International Finance Section, May 1998, pp. 11–19.
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The point is that the massive capital flows that are influencing exchange 
rates are of dubious value because it has never been proven that such flows 
actually improve the welfare of all concerned. Economists and financial 
market participants who pushed for ever-freer capital flows simply assumed 
that whatever increases the freedom of the private sector will result in a 
better allocation of resources along the neoliberal tradition. Although that is 
largely true in a closed economy, a positive result is not at all assured in an 
open international context with multiple currencies.

Capital Flows Undermining Effectiveness of Monetary Policy

The rapid expansion of cross-border flows is also making it difficult for 
central banks to implement monetary policy. Today, it is just as easy for 
Japanese households to invest their savings in U.S. dollars as it is for 
Croatian households to arrange home mortgages in Japanese yen. The 
ease with which these transactions can be undertaken would have been 
unthinkable just twenty years ago.

Indeed, the pre-2008 housing bubbles in Europe were made possible 
to some extent by people taking out home mortgages in Japanese yen or 
Swiss francs in what was known as the “carry trade.” This trade refers to 
investments financed with borrowings in currencies offering lower rates of 
interest. Even if the ECB tried to rein in housing bubbles in Spain and other 
Eurozone countries by raising interest rates, those borrowing in yen to buy 
houses would not be affected, because the interest rates they pay are deter-
mined by the Bank of Japan.

Higher euro interest rates as a result of ECB tightening, however, will 
widen the yield spread between the euro and the yen. That, in turn, lifts 
the euro against the yen by enticing capital away from the yen and into 
the euro. The weaker yen reduces the liabilities of those borrowing in yen, 
emboldening even more people to fund their investments with borrowed 
yen. In other words, the growth of the Swiss franc and yen carry trades 
undermined the effectiveness of ECB policy in its own market.

When the Fed announced its intention to normalize monetary policy in 
September 2014, the U.S. was already nearing full employment, and some 
asset prices were displaying bubble-like tendencies. In particular, commer-
cial real estate prices had already returned to their pre-crisis peak and were 
still moving higher, as shown in Figure 6.3. Any central banker in these 
circumstances would want to begin tightening to forestall inflation and an 
asset bubble.

What followed, however, was very different from what the Fed expected. 
When the Fed announced in September 2014 that it would normalize interest 
rates, Japan and Europe were still in the process of expanding quantitative 
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easing (QE) and lowering interest rates. As a result, massive amounts of 
funds left those two regions for the U.S. in search of higher yields. U.S. 
funds that had left the country following the GFC in 2008 in search of higher 
emerging market yields also began to return.

Those capital inflows pushed the dollar sharply higher while putting 
downward pressure on long-term U.S. bond yields. Instead of higher bond 
yields putting the brakes on a commercial real estate bubble, therefore, 
domestic and foreign appetite for U.S. debt kept Treasury yields low and 
actually helped expand the bubble in commercial real estate. Commercial 
real estate prices are now 26 percent higher than at the 2008 bubble peak.

The same capital inflows also transformed the dollar into the world’s 
strongest currency. The strong dollar then made life difficult for U.S. export-
ers and firms competing with imports, thereby enlarging the already alarm-
ing size of U.S. current account deficit and adding to protectionist pressures 
from both workers and businesses.

The U.S., which wants and needs stronger exports and a cooler 
commercial real estate market, is getting the opposite results because 
of cross-border capital inflows, while the Japanese and Europeans have 
the same problem in reverse. Both are running large external surpluses 
while suffering from weaker domestic demand, which is why they eased 
monetary policy in the first place. But monetary easing prompted invest-
ment funds to leave in favor of the U.S., weakening their currencies and 
encouraging their exporters to export more.

National Policy Objectives Inconsistent with Free 
Capital Flows

No economics textbook offers any guidance as to what the Fed or the Bank 
of Japan should do under these circumstances. This is because most of 
the research done by academic economists on so-called “open economies” 
dealt with open trade in goods only and seldom included open trade in 
capital. In other words, the economics profession has never envisioned a 
world with a globalized financial market, in which anyone, anywhere can 
borrow and invest in any currency at any time. But that world is here today, 
and for the first time. The world economy is truly entering uncharted waters.

In this world, central banks that set low interest rates end up stimulat-
ing investment outside their borders via the carry trade, while those setting 
higher rates end up attracting a disproportionate share of global savings. At 
the moment, the Bank of Japan and the ECB find themselves in the former 
position with negative interest rates, while the Fed is in the latter position 
with a strong dollar, but this is not a problem specific to any individual 
country. It is a problem for all central banks in a globalized financial market.
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No economist would argue that such a world is desirable on the grounds 
of either efficiency or equity. Moreover, the adverse exchange rate movements 
created by these capital flows have caused global imbalances to reach alarm-
ing levels and pushed desperate working families in deficit countries into the 
protectionist camp. If no one wanted this outcome, how did it come about?

It came about because the opening of capital markets in these countries 
brought financial sectors together into a single global market, while govern-
ments and labor markets remained strictly local. The conflict stems from 
market forces trying to integrate the world’s economies into a single market 
but the people and governments of individual countries have no intention 
of becoming a single country.

To see this, assume that Japan and the U.S. were planning to become 
one country. Their relationship would then be similar to that of the states 
of California and New York, and no one would give a second thought to 
trade imbalances between the two, no matter how large they might become. 
The balance of trade between states like California and New York is not an 
issue because people, capital, and goods are free to flow between the two. 
If New York has a booming economy but California is in the midst of reces-
sion, people will move from California to New York in search of better job 
opportunities. Similarly, if investment opportunities are more attractive in 
California than in New York, capital will flow from New York to California 
in search of higher returns.

Even if people are not so free to move, the federal government in 
Washington can use its powers to redistribute income from the area expe-
riencing an inflow of income (i.e., a trade surplus) to the area experiencing 
an outflow of income (i.e., a trade deficit). This is possible because both 
California and New York are part of the U.S.

With all factors of production free to move between New York and 
California, it also makes no sense for the two states to have separate mon-
etary policies. Given the ease with which money can move between them, 
any difference in interest rates between the two would immediately result 
in massive arbitrage that would equalize rates.

Today, capital is moving between countries as though they were going 
to become a single nation. This is why investors pay so little attention to the 
huge current account deficits of the U.S. or the current account surpluses 
of China. This also explains why monetary policy is losing its effectiveness 
at the national level, in the same way that New York and California cannot 
have separate monetary policies.

The problem, however, is that neither Japan nor the U.S. plans to merge 
into a single nation. Both set limits on immigration that restrict the free 
movement of labor between the two countries. They also have different 
value systems, different languages, and different traditions. In other words, 
they are and will remain separate nations.
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The fundamental conflict stems from the fact that countries are trying 
to remain independent while their financial markets are behaving as though 
they were about to merge into one nation. Trump and others blame free trade 
for today’s problems, but it is actually the free movement of capital that is 
causing these huge global imbalances. The calls for protectionism and the 
rhetoric against free trade in the U.S. would have been much more man-
ageable if dollar exchange rates had not gone up as much as they did after 
September 2014. To the extent that capital flows are allowed to enlarge the 
external imbalances of individual countries, trade frictions and imbalances 
are likely to remain important political issues for years to come.

Financial Types Have No Choice Either

The financial market participants behind these capital flows are unable to 
act any differently since their job is to place funds where expected returns 
are highest, even though such actions may worsen global imbalances and 
add to protectionist pressures. Their actions can also undermine the effec-
tiveness of central banks in their own economies, as higher interest rates 
designed to cool domestic investment end up attracting more investment 
funds from abroad, while low interest rates designed to stimulate domestic 
investment end up pushing domestic investment funds overseas.

Global investors have also paid virtually no attention to trade or current 
account imbalances during the last twenty years. As the chief economist of 
a research institute associated with the largest investment bank in Japan, the 
author’s main job is to brief the bank’s global investor clients all over the 
world. When the author mentions trade imbalances as a potentially important 
determinant of exchange rates (based on his own involvement with the pre-
1995 U.S.-Japan trade frictions, as noted in Chapter 5), most young investors 
stare back in disbelief. They cannot imagine that trade-related transactions, 
which account for only about five percent of total foreign exchange transac-
tions, could have such an impact.

Instead, they are interested mainly in the direction of monetary policy 
in various countries and the resultant interest rate differentials. This is in 
spite of the fact that monetary policy has lost much of its effectiveness in 
advanced countries (Figures 2.9 to 2.14 and Figure 4.1), all of which are in 
a pursued phase and are suffering from balance sheet recessions.

It is indeed fascinating to note that, regardless of where they reside, 
these investors are all looking at basically the same economic, market, and 
policy indicators when making investment decisions. Thus the questions the 
author gets from investors in New York are no different from those he hears 
in Singapore, Frankfurt, Tokyo, or London. They really are part of one huge 
global market working to equalize returns on capital.
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Foreign exchange market participants have ignored massive U.S. trade 
deficits for the last twenty years and supported the dollar based on a belief 
that continued deficits on this scale do not matter. However, Mr. Trump’s 
election victory and the social backlash he represents are an indication that 
trade deficits do matter, and that there is something fundamentally wrong 
with the views of currency traders.

The fact that the dollar has been flat or even weaker since Trump’s inau-
guration in spite of the Fed’s push to normalize monetary policy may reflect 
a new realization among foreign exchange market participants that trade 
imbalances do matter. After all, they do not want to be caught long dollars 
when the President of the United States starts talking (tweeting?) down the 
dollar to reduce the U.S. trade deficit.

Converse of Optimal Currency Theory Needed

In economics, there is a rich literature on the concept of optimal currency 
areas. It argues that if two regions have free movement of capital, labor, and 
goods, they should adopt a common currency. It also states that, if there is 
to be a common currency, there should also be free movement of people, 
goods, and capital. In areas such as the Eurozone, where governments have 
invested a great deal of time and effort to enable the free flow of people, 
capital, and goods, a single currency will provide major benefits for all con-
cerned. Globally, however, governments making such efforts are the excep-
tion rather than the rule.

Theory and reality are at greatest odds when it comes to the flow of 
people, because immigration remains a thorny issue in most countries. 
Even if immigration were fully liberalized, differences in language, race, 
religion, and culture would continue to hamper the free movement of peo-
ple. The world consists of 200 independent nations mostly because there 
are 200 different value systems and national identities. The barriers cre-
ated by the differences in these values cannot be overcome by economic 
exchanges alone.

Nor is it realistic to expect the advent of a world government capable 
of redistributing income across national borders. As long as nations have no 
intention of becoming a single country or giving up an important part of 
their sovereignty to a “world government” anytime soon, trade imbalances—
which signify the transfer of income from deficit to surplus nations—will 
remain a major political issue.

Although individual governments and the IMF seek to reduce trade 
imbalances, their efforts often run contrary to financial markets’ trend 
toward globalization. Indeed, the IMF itself seems to be schizophrenic, with 
one part of the organization pushing for freer movement of capital while 
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the other is fighting trade imbalances brought about by the same. This 
contradiction between free capital flows and the trade tensions resulting 
from a lack of political integration will be with us for decades.

The key question facing the world economy today, therefore, is really 
the converse of the optimal currency area concept. In other words, if the 
free movement of one or more factors of production is not achievable, 
should the remaining factors be allowed to move freely? More specifically, if 
labor is not allowed to move freely across national borders, should capital 
be allowed to do so?

Providing a full answer to this question would probably require vol-
umes of research. And that research should commence immediately given 
the growing threat of protectionism in so many pursued countries. Policy-
makers and scholars must re-examine the benefits and costs of the unre-
stricted opening of capital markets instead of blindly assuming that anything 
that increases the freedom of the private sector is good for the economy. 
Although the economics profession has proved that open trade in goods 
improves the welfare of the concerned economies, it has not demonstrated 
that open trade in capital will produce the same result when there are 
multiple currencies involved and other factors of production are not free 
to move. The profession should also look into the welfare implications of 
prolonged unbalanced trade.

The Case for Government Intervention in the Foreign 
Exchange Market

For policymakers facing protectionist threats today, however, waiting for the 
results of such research may not be an option: they may have to take action 
now to protect free trade (and world peace). To the extent that the explo-
sion of cross-border capital flows during the past three decades contributed 
to larger global imbalances and more calls for protectionism, they may want 
to consider placing some restrictions on those flows.

Alternatively, they may wish to consider more direct government 
involvement in the foreign exchange market if capital flows themselves are 
to be left to the private sector. For example, they may consider implement-
ing something similar to the Plaza Accord of 1985 to realign exchange rates 
in order to forestall protectionism and prevent destructive cycles of capital 
flows and financial crashes.

As noted earlier, a strong dollar left the U.S. facing widespread calls for 
protectionism in the summer of 1985. Only a handful of U.S. companies were 
still competitive against the Japanese with the dollar hovering around ¥250. 
Indeed, it was said at the time that there were only two U.S. companies that 
were still in favor of free trade: Boeing and Coca-Cola. Everyone else was 
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opposed. President Ronald Reagan, a strong believer in free trade, then had 
to convene a meeting of the G5 countries on September 22, 1985 to create 
the Plaza Accord, which was designed to save free trade by weakening the 
dollar.

Although markets were initially highly skeptical, the G5 (later G7) coun-
tries succeeded in halving the value of the dollar to ¥120. By 1988 the 
agreement had completely neutralized the protectionist threat in the U.S. 
Although the dollar did return briefly to ¥160 in 1990, it never touched ¥200 
again, indicating that forceful government action can have a lasting impact.

Plaza Accord-like government interventions are considered “politically 
incorrect” in a neoliberal academic climate, which views with suspicion any 
market restrictions or interventions undertaken by the government. But if 
capital flows are to remain free, policymakers must also have the ability to 
ensure that trade balances do not go out of whack. Oddly enough, protec-
tionist measures are the only tool policymakers have to keep trade imbal-
ances within politically or socially acceptable bounds under the current 
regime of liberalized capital flows and a hands-off policy toward foreign 
exchange rates.

Deciding what constitutes the correct exchange rate is no easy task, 
of course. After all, this is largely a zero-sum game, and no country wants 
to be stuck with an uncompetitive rate. The current “hands-off,” market-
determined exchange rate regime adopted by the developed countries is in 
some sense a cop-out by policymakers who find it impossible to agree on 
an exchange rate. But given the groundswell of protectionism, policymakers 
simply cannot leave the exchange rate to the whims of international inves-
tors and speculators who care little about trade imbalances or job losses.

Central Bank Intervention Can Be Effective If It Sides 
with Trade Flows

Some argue that even if central banks decide to intervene in the foreign 
exchange market on behalf of governments, their actions are bound to be 
ineffective because private capital flows are now so much larger than the 
amounts that central banks can mobilize. But the impact of such interven-
tions can far exceed the actual amounts of money being mobilized if central 
banks side with trade flows and coordinate their actions. Siding with trade 
flows means buying the currencies of surplus countries and selling the cur-
rencies of deficit countries.

Central banks are the only participants in the foreign exchange mar-
ket who do not have to worry about profits and losses. When they side 
with trade flows and start pushing exchange rates in such a direction as to 
reduce trade imbalances, private-sector participants, who do have to worry 
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about losing money, get scared. After all, they are in the market not to prove 
how strong they are, but to make money. When they see central banks 
charging their way, many would prefer to avoid confrontation, because cen-
tral banks pushing in the same direction as trade flows have potentially 
unlimited resources. This is because the central bank of a deficit country 
wishing to weaken its currency can print potentially unlimited amounts of 
its own currency and sell it on the foreign exchange market to depress the 
currency’s value.

To avoid such confrontations, investors who have been betting on an 
appreciation of deficit-country currencies will square their positions by sell-
ing the currencies of deficit countries and buying the currencies of surplus 
countries. Their selling of the deficit country’s currency multiplies the impact 
of the central bank’s initial sale of the deficit-country currency and pushes 
exchange rates in the desired direction.

The best example of this was in the two years after the Plaza Accord of 
September 1985, when G5 central banks successfully pushed the overval-
ued U.S. dollar down from ¥240 to ¥120. However, central bank interven-
tions tend to be ineffective or easily overpowered by the market when they 
go against trade flows.

Risk of Capital Flight in Adjusting Exchange Rates

Although a central bank can influence the exchange rate if it is acting on the 
side of trade flows, its influence may come at a high cost if it triggers capital 
flight. To understand this risk, imagine a world where the U.S. government 
started to openly push for a weaker dollar. In face of such overt govern-
ment action, anyone holding dollar assets, including U.S. investors, would 
probably consider dumping those assets in exchange for foreign-currency-
denominated assets and buying back the dollar assets later, once they have 
become cheaper in foreign-currency terms.

If these investors sold their holdings of U.S. bonds, bond prices would 
be pushed lower, sending yields higher and putting highly unpleasant pres-
sure on U.S. financial markets and the economy. Indeed, this sort of capital 
flight could lead to sharply higher bond yields and the dreaded “big mess” 
scenario mentioned in Chapter  6, something the Fed has been trying to 
avoid at any cost.

Although largely forgotten by both market participants and academics, 
such a capital flight actually occurred 30 years ago in March 1987, roughly 
a year and a half after the start of the Plaza Accord. By then the dollar had 
fallen to just above ¥150 from ¥240 in September 1985, and U.S. authori-
ties were satisfied with the extent of the adjustment in exchange rates. To 
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indicate their satisfaction, the G7 countries in February 1987 concluded the 
Louvre Accord, which basically stated that the dollar had fallen enough. The 
Japanese government was also busy assuring investors, who had suffered 
huge foreign exchange losses on their U.S. bond holdings, that ¥150 marked 
the bottom for the dollar.

But a few days before the all-critical end of the Japanese fiscal year 
on March 31, the dollar suddenly slipped below ¥150, shocking Japanese 
investors who had refrained from selling the dollar and dollar assets on the 
understanding that ¥150 marked the bottom. Feeling betrayed, they dumped 
U.S. bonds and bought Japanese government bonds ( JGBs), sharply widen-
ing the interest rate differential between the two bond markets, starting on 
the day the dollar fell below ¥150 (Figure 9.2).

U.S. policymakers and market participants, who seldom look to Asia 
for answers, initially had no idea what was happening and blamed the 
sudden increase in U.S. bond yields on domestic inflationary fears. From 
his vantage point in Japan, the author could see what was happening 
and quickly telephoned former colleagues at the Federal Reserve Bank 
of New York to inform them that the long-feared capital flight was now 
unfolding, knowing that Paul Volcker, the Fed chairman, had been wor-
ried about this risk from the outset of the Plaza Accord. The author told 
U.S. authorities to look at what was happening to (1) the yen/dollar 
exchange rate, (2) U.S. Treasury bond yields, and (3) JGB yields after the 
dollar slipped below ¥150.

Once U.S. authorities realized that the dollar had triggered this move in 
bond prices, the Fed chairman announced that the Fed was ready to raise 
interest rates to defend the dollar. This announcement had an impact since 
it was the first indication since the Plaza Accord that the U.S. was willing 
to defend the dollar, and the dollar returned to ¥150 by early July. The 
divergence in U.S. and Japanese government bond yields that had begun in 
March was also reversed.

But when the dollar again fell below ¥150 just a few days after Alan 
Greenspan became the Fed chairman in August, policymakers’ credibility 
was lost, and U.S. bond yields renewed their upswing, eventually triggering 
the Black Monday stock market crash in October 1987. On Black Monday, 
U.S. bond yields were fully 270 basis points higher than when the dollar had 
fallen below ¥150 for the first time six months earlier.

This incident indicates that U.S. policymakers must be careful with 
exchange rate adjustments if U.S. financial markets are vulnerable to capital 
flight out of the dollar. If U.S. bond yields rose 270 basis points from where 
they are now, not only the U.S. housing market but also the commercial 
real estate market (with its extremely low capitalization rates) and the stock 
market (with its extremely high valuations) would likely suffer mightily.
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“Paying Back Our Fathers’ Debt”

The above incident also begs the question as to why Japanese investors in 
the late 1980s did not dump the dollar earlier while it was falling from ¥240 
to ¥150 and whether similar patience could be expected from Japanese 
and other investors today. The Japanese investors refrained from selling 
the dollar until March 1987 for two reasons. First, they had large unrealized 
capital gains in their domestic stock portfolio that could be used to absorb 
losses elsewhere. Those gains had accumulated on their cross-holdings of 
Japanese equities, an arrangement that started in the 1950s. Because the 
Japanese economy had grown rapidly in the 30 years to 1987 and share 
prices had also surged, investors had accumulated large unrealized capital 
gains by the time the Plaza Accord was implemented.

But having unrealized capital gains is no reason for Japanese investors 
to hold on to dollar assets when the U.S. government is openly pushing 
for a weaker dollar. Here, a very different mindset was at work in the late 
1980s—in effect, many Japanese investors told themselves that, by not sell-
ing dollar assets, they were paying back their fathers’ debt to the U.S.

Their fathers’ debt refers to the help the U.S. extended after the war to 
rebuild Japan, a former enemy. The author actually heard this phrase many 
times from Japanese institutional investors during those years. By not selling 
their dollar assets and absorbing the losses, they were helping the U.S. bring 
its exchange rate down nearly 40 percent without a major disruption to its 
economy and its markets. What should not have been possible became pos-
sible because of the peculiar way Japanese investors viewed the war debt 
of their fathers.

When the dollar fell below ¥150 in late March 1987, however, even 
these investors found themselves unable to hold on to their sentimental 
positions any longer. But it was still extremely fortunate for the U.S. that this 
happened at ¥150 to the dollar and not at ¥180 or ¥200.

The stock market crash in Tokyo starting in 1990 wiped out Japanese 
investors’ unrealized gains. Besides, mark-to-market accounting is now 
the norm and cross-holdings of shares have been reduced drastically, both 
under pressure from the U.S. While Japanese investors had a major pres-
ence in the U.S. bond market during the 1980s, today Chinese and other 
investors also play important roles, and they are likely to think and act very 
differently than the Japanese did 30 years ago.

It should also be noted that not all of the capital flight observed in the 
late 1980s and into the 1990s was due to Japanese investors. In March 1988, 
about a year after the events described above, it was reported again that 
selling by the Japanese had triggered another plunge in the U.S. Treasury 
market, sending the dollar lower. Japanese investors—who were not selling 
this time—actually made an official statement to that effect through the Life 
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Insurance Association of Japan.2 Eventually it was discovered that it was 
U.S. investors, worried that their Japanese counterparts were about to start 
selling, who had moved preemptively to unload their U.S. bond holdings.

Today, the potential for investors to move preemptively, correctly or 
otherwise, is far greater than it was 30 years ago given the prevalence 
of quick-acting hedge funds and computer-driven program trading. This 
means that if the Trump administration wants to adopt a weak-dollar policy, 
it needs to assume that there will be a certain amount of capital flight. In 
other words, the Trump administration should be able to weaken the dollar 
because the U.S. is a deficit country, but it has to be careful when doing so 
to ensure that capital flight out of the dollar—and the higher domestic inter-
est rates that would result—do not get totally out of control.

Not Perfect, but Better Than Today

Even if exchange rates are moving to equilibrate trade, there will still be 
some grievances from workers in pursued countries. This is because exports 
from pursued countries are likely to be more capital- and technology-intensive, 
while those from pursuing countries will tend to be more labor-intensive. 
Consequently, even if trade is balanced, the pursued countries end up 
“importing labor” because of the higher labor content of their imports. 
However, that is still far better than the situation today, where deficit coun-
tries could continue losing income and jobs to surplus countries for decades 
because no mechanism exists to equilibrate trade.

To their credit, economists did point out that even though free trade will 
improve the welfare of the countries involved, there are winners and losers 
within each country. They also noted that since the winners’ gains are larger 
than losers’ losses, the entire society should benefit from trade as long as 
the winners share some of their gains with the losers.

While that is true in theory, actually structuring a loss-sharing arrange-
ment between free-trade winners and losers is not easy, since even the losers 
enjoy some benefits as consumers. This practical difficulty may be the reason 
why political leaders have never implemented loss-sharing arrangements. 
Given the strong anti-free-trade sentiment in so many pursued countries 
today, however, policymakers should consider measures, including currency 
realignments, to ensure that free trade “losers” are not left behind.

It was argued in Chapter 5 that the easy days are over for those in post-
LTP pursued countries who do not put in the effort to improve their human 

2 Asahi Shimbun (1988), Endaka ‘Seiho-Hannin-Setsu’ ni Kyoukai ga Kirei no 
Hanron (“Accusation that life insurers are responsible for strong yen is absurd”), in 
Japanese, March 30, p. 9.
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capital. At the same time, the explosion of social backlash against trade 
deficits and job losses in pursued countries means that the easy days are 
over for emerging countries whose economies are open only on the export 
side. Those days when they could export all they want without opening 
domestic market for imports are rapidly coming to an end. They must open 
their markets faster or accept higher exchange rates if they want to continue 
enjoying access to the markets of pursued countries.

Two Types of “Equalizing” Capital Flows and the Quality 
of Investors

Much will also depend on the quality of the investors involved, as well as 
whether capital flows are driven by direct investment or portfolio invest-
ment. If investors paid more attention to trade imbalances and refrained 
from investing excessively in trade deficit countries, some of the adverse 
currency movements noted above would also be contained.

The distinction between direct and portfolio investment is important 
because even though both are in some sense “equalizing” returns on capital 
across national borders, their impact on exchange rates can be very differ-
ent. Most investors who are sending money abroad as direct investment are 
likely to be non-financial operating companies who have done careful stud-
ies of the host country, including its trade balance, because once they build 
a factory or set up operations there, they cannot leave easily.

These businesses are investing abroad because of higher returns on 
capital, as discussed in earlier chapters. But returns are higher because 
of real competitive reasons and not because of higher interest rates. This 
means that direct investment flows will tend to push up the exchange 
rates of increasingly competitive recipient countries while depressing the 
exchange rate of the increasingly uncompetitive home countries. Hence 
these investment flows tend to move exchange rates in a direction that 
equilibrates trade flows.

Portfolio investors, on the other hand, will often buy the financial assets 
of deficit countries as long as they offer higher interest rates. Such flows 
tend to move exchange rates in a way that will enlarge existing trade imbal-
ances, as noted earlier.

Another problem facing portfolio investors is that they often have only lim-
ited time to study the countries they are investing in, especially when they are 
competing against global stock market indexes such as the MSCI. If a sudden 
boom in a certain country’s stock market pushes the MSCI index higher, for 
example, fund managers who are competing with that index but do not own 
any of that country’s stocks will come under tremendous pressure to include 
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those stocks in their portfolios. Too often they end up rushing to buy those 
stocks without fully understanding all the issues surrounding the country.

When something unexpected happens, these uninformed portfolio inves-
tors tend to rush to the exit simultaneously in a massive panic that hurts 
both the market and the country’s economy. Although academic economists 
tend to assume that investors are always rational and know what they are 
doing, the actual market is littered with examples of ignorance or worse. 
The all-too-frequent formation of asset price bubbles proves just how irra-
tional investors can be.

Both the Latin American debt crisis of 1982 and the Asian currency 
crisis of 1997 were preceded by supposedly sophisticated Western finan-
cial institutions lending billions of dollars to poorly managed public-sector 
borrowers in Latin America and to investment projects with huge financial 
mismatch (short-term foreign-currency financing for long-term domestic 
projects) in Asia. Although the Latin American crisis was stopped from 
getting worse by Paul Volcker as mentioned in Chapter 8, no-one stopped 
the outside investors from rushing to the exit at the same time in the Asian 
crisis, resulting in massive panic and confusion. These two crises demon-
strated that nothing is worse for emerging economies than an influx of 
cash-rich but ignorant investors from the developed world investing huge 
amounts in projects they do not fully understand.

In the wake of the 1997 Asian crisis, for example, many Western inves-
tors complained bitterly about a wide range of structural problems in Asia, 
including crony capitalism and the inadequacy of Thai bankruptcy laws. 
But their very complaints proved that they had done no homework on the 
countries they were investing in. In other words, they showed themselves to 
be totally unqualified to invest in Thailand: it was their duty to investigate 
those laws before investing in the country.

In view of the quality of investors in the real world, the authorities 
might want to consider implementing higher risk weights for institutional 
investors’ holdings of assets located in current account deficit countries or 
denominated in the currencies of such countries. The purpose of such a 
measure would be to remind investors that their decision to invest in such 
assets may contribute to the widening of global imbalances that could cost 
them dearly in the end.

Risk weights can also be used to rein in the carry trade, which has 
undermined monetary policy in many parts of the world. The Russian 
central bank, for example, has successfully reined in the market for foreign- 
currency-denominated home mortgages by imposing higher risk weights 
on banks’ holdings of such mortgages.

The point is that, even though both direct and portfolio investment 
flows move to equilibrate the return on capital across national borders, the 
former is based on real competitive reasons which tend to move exchange 
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rates in the direction needed to equilibrate trade balances, while the latter 
is often based on interest rate differentials, which tend to move exchange 
rates in the opposite direction. It is this latter type of capital flow that is 
problematic.

Chilean Solution to Deter Uninformed Investors

The authorities of emerging countries receiving portfolio inflows may also 
want to consider the Chilean solution. Chile was a victim of the Latin 
American debt crisis in 1982, when U.S. banks that understood little about 
Latin America lent billions of (petro) dollars to public-sector borrowers 
there in the belief that governments do not go bankrupt. When Mexico duly 
went belly up in August 1982, all other borrowers south of the U.S.–Mexico 
border were caught up in the contagion and suddenly lost access to the 
market, resulting in devastating recessions that lasted for over a decade.

From this bitter experience, the Chileans correctly concluded that it is 
dangerous to accept money from foreign investors who have not done their 
homework. They realized that investors with insufficient knowledge of the 
country will quickly panic when things go wrong and collectively rush to 
the exit, causing devastating turmoil in the market and the economy.

To ensure that those who bring money to the country have done 
their homework, Chile imposed a high tax rate on portfolio inflows 
that stayed in the country only briefly. The tax rate gradually declined 
with the length of the capital’s stay. Although this tax helped enhance 
the stability of the Chilean economy by forcing outside investors to do 
homework on Chile, it was later removed, apparently under pressure 
from U.S. authorities.

The value of Chilean approach was proved again fifteen years later 
when Malaysia imposed a similar tax in the midst of the Asian currency cri-
sis. The tax succeeded in quickly stabilizing the economy and markets but 
was harshly condemned by the U.S. Treasury Department. One of Treas-
ury’s top officials declared that the Malaysian economy would not recover 
for the next ten years given such bad policy choices. In reality, the country 
was the first to recover, emerging from the currency crisis in just 18 months 
and proving that free portfolio capital flows provided few benefits to Malay-
sia at that stage of economic development.

The Malaysian experience also means the IMF and the U.S. government 
should be more careful when asking countries to allow free portfolio capital 
flows. For Wall Street types, more-open foreign capital markets mean more 
playgrounds to play in. But there is no proof that the benefits of foreign 
capital flows to the host country outweigh the negatives of heavy fluctua-
tions in asset prices and exchange rates.
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As noted above, financial liberalization in the U.S. started in the early 
1980s in response to the high inflation rates of the late 1970s. Double-digit 
inflation rates, for example, made a mockery of Regulation Q’s administered 
(low) interest rates and led to a wholesale shift of funds from banks with 
regulated interest rates to unregulated money market mutual funds. That, 
in turn, forced the Fed to abandon Regulation Q with the Monetary Control 
Act of 1980.

Today, however, virtually all advanced economies are in the pursued 
phase and face private-sector balance sheet problems. That puts them in 
Case 3 or 4, where inflation is not likely to be a problem. This means that 
some of the rationale for financial deregulation that was valid when the 
economy was in a golden era and inflationary pressures were rampant is no 
longer relevant today. In other words, it may be possible to roll back some 
of the financial liberalization that took place 30 years ago without adverse 
consequences now that inflation is no longer a major issue.

Time to Rethink Capital-Market Liberalization

Financial globalization makes sense if the world is eventually going to 
become a single nation. The current turmoil, including the social backlash, 
stems from financial globalization proceeding at a time when no country 
seeks global political integration. Nor has there been any move to create a 
global government with the authority to redistribute income.

The free-trade component of globalization has not only improved the 
lives of billions of people on this planet, but has also contributed tremen-
dously to human peace and happiness since 1945 by making wars obsolete. 
The importance of free trade was demonstrated most clearly when the world 
tried the alternative—protectionism—in the 1930s and experienced a devas-
tating global depression and a horrendous world war as a result. Although 
measures to help the losers of free trade are needed, the huge benefits 
countries have obtained from free trade should not be given up easily.

The same cannot be said for the free movement of capital. This part of 
globalization often enlarges global imbalances and increases cries for pro-
tectionism in deficit countries while undermining domestic monetary policy 
everywhere. Countries such as Malaysia actually recovered faster when they 
scrapped the free movement of capital that had been destabilizing their econo-
mies. Since it is not at all certain whether free capital movement, especially of 
the short-term variety, adds value to the global economy, thorough research on 
when to allow and when not to allow such flows should be part of the effort 
to contain protectionism in all post-LTP pursued countries. Until conclusive 
research is available, policymakers facing the choice between free trade and 
free portfolio capital movements should definitely opt for the former.
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With less-than-perfect investors and less-than-perfect economic and 
political integration, it is hoped that policymakers will be pragmatic and not 
beholden to the unproven ideology such as neoliberalism when addressing 
the problems of capital flows, exchange rates, and trade imbalances. This 
means there is still something policymakers can do for working families 
before surrendering to unfettered globalization or the other extreme, pro-
tectionism. But if no action is taken on capital flows and/or exchange rates 
and if trade imbalances are allowed to expand unhindered, the resulting 
social backlash against free trade in the pursued countries might force some 
governments to choose protectionism, in what would be the worst of all 
possible outcomes.
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CHAPTER 10 

Before the discovery of the other half of macroeconomics, economists 
had to come up with all sorts of explanations for phenomena they 

could not explain with their conventional framework, which is based on 
a profit-maximizing private sector. Those phenomena included prolonged 
economic stagnation and unemployment, and the explanations put forward 
included allusions to structural problems, expectations (of deflation), secu-
lar stagnation, and “external shocks.” These explanations are in some ways 
similar to the explanations astronomers gave for the movements of the plan-
ets before Copernicus realized it was the earth that was circling the sun and 
not the other way around.

Structural or Balance Sheet Problems?

Allusions to structural problems are a common retreat for economists when 
their conventional macroeconomic policies fail to produce the expected 
results. Too often, however, they do so without realizing that other factors—
such as balance sheet problems or a lack of investment opportunities—can 
also produce similar results.

Economists tend to focus on structural issues because Ronald Reagan 
and Margaret Thatcher made the public aware of the importance of struc-
tural or supply-side issues. In contrast, balance sheet problems or shortages 
of investment opportunities were never discussed in economics depart-
ments or business schools until quite recently.

A large number of economists and policymakers therefore jumped 
onto the structural reform bandwagon in both post-1990 Japan and post-
2008 Europe. But the Reagan and Thatcher era in the U.S. and UK could 
not be more different from the post-bubble period in Japan and Europe. 
At the time of Reagan and Thatcher, both the U.S. and the UK were facing 
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high inflation and interest rates, incessant labor disputes, and large trade 
deficits. In present-day Japan and Europe, inflation and interest rates are 
both extremely low, labor disputes are rare, and trade accounts are deeply 
in surplus. Moreover, the economies were doing fine and responding well 
to conventional macroeconomic policies before 2008 in the West and 
before 1990 in Japan. This makes it difficult to argue that the economy is 
stagnating because of age-old structural issues.

But because of mainstream pundits’ near-exclusive focus on structural 
reforms, Japan has wasted a tremendous amount of political capital and 
precious time on such policies over the last 20 years, as has Europe for the 
last eight. In the U.S., meanwhile, policymakers understood within the first 
two years of the GFC that the country was actually suffering from balance 
sheet problems and not structural issues. The U.S. is doing much better than 
Japan or Europe today because it did not waste any time debating structural 
reform policies. Indeed, it is the only country that did not fall into the struc-
tural reform “trap”, even though many of its economists were confidently (if 
not arrogantly) lecturing the Japanese on the need for such reforms only a 
few years earlier.

Structural Reforms Require Correct Narrative

The lack of investment opportunities typical of countries in a pursued phase 
is indeed an argument for structural reform. This is because deregulation 
and other structural reform policies can raise the return on capital at home. 
What must be made clear, however, is that structural policies are needed to 
address problems that existed before the economy fell into a balance sheet 
recession. In other words, structural reforms are necessary, but they are not 
the answer to the sudden deceleration in economic growth after the bub-
ble bursts and the private sector begins deleveraging. For these much more 
urgent problems, fiscal stimulus, not structural reform, is needed.

The policymakers who peddled structural solutions for the post-2008 
stagnation lost credibility with the public when their policies failed to pro-
duce a recovery within the expected timeframe. That loss of credibility then 
allowed outsiders and far-right political parties make substantial political 
gains, especially in Europe.

In Japan, former Prime Minister Junichiro Koizumi’s favorite slogan, “no 
economic recovery without structural reform”, and his opposition to fiscal 
stimulus were therefore totally inappropriate for a country that was actually 
suffering from massive balance sheet problems. During his five-year tenure, 
Japan’s private sector was saving an average of 9.5 percent of GDP in spite 
of zero interest rates. Not surprisingly, the economy continued to stagnate 
during and after his structural reform efforts.
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Ten years have passed since then, and Japan’s private sector has finally 
repaired its balance sheet. The remaining challenge for Japanese policymak-
ers is to fend off pursuers from behind, which is indeed a structural reform 
issue. The third “arrow” of Abenomics—structural reforms—is designed 
specifically to increase the return on capital at home by increasing domestic 
investment opportunities via deregulation and market-opening measures.

The problem is that the public was told 15 years ago that structural 
reforms would lead to economic recovery, but the promised recovery never 
materialized. Feeling betrayed, people are now rightfully skeptical of struc-
tural reforms of any kind. Many are tired of hearing the term itself.

What is missing, then, is a proper narrative for why the third “arrow” 
of Abenomics is required. The new narrative must clarify that these reforms 
are needed to make the economy innovator-friendly and more flexible and 
thereby raise the return on capital at home while allowing the country to 
take evasive actions to fend off pursuers from behind. While the second 
“arrow” of fiscal stimulus is countering the still-large after-effects of a bal-
ance sheet recession such as debt trauma and consequent excess private-
sector savings, bold implementation of the third arrow is essential if Japan 
wishes to regain escape velocity from stagnation and remain an advanced 
country.

A similar distinction is also needed in Europe. It must be made clear 
that while structural reforms are necessary to increase the return on capital 
at home and fend off pursuers from behind, they are no substitute for the 
fiscal stimulus that is needed to counter the balance sheet recessions engulf-
ing the region since 2008.

Summers’ Secular Stagnation Thesis

When Larry Summers first discussed secular stagnation in 20131, the U.S. 
was in the midst of a balance sheet recession in which the private sector 
was saving over 7 percent of GDP at zero interest rates. He subsequently 
noted2 that the return on capital in the West began falling in the 1970s, long 
before the global financial crisis erupted in 2008.

It should be obvious that Western economies have experienced such a 
sudden loss of economic momentum since 2008 because they are suffering 
from serious balance sheet recessions following the collapse of the hous-
ing bubble. Alvin Hansen, who first coined the term “secular stagnation” in 

1 See Lawrence H. Summers’ webpage on secular stagnation: http://larrysummers 
.com/category/secular-stagnation/.
2 E.g., at a private conference held in Paris on June 4, 2015.
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1938, also did so at a time when the U.S. was in the midst of the greatest 
balance sheet recession of all, the Great Depression, and the unemployment 
rate was 19 percent.

At the time of Hansen’s speech, however, nobody in Germany was talk-
ing about secular stagnation. There, speedy, sustained, and substantial fiscal 
stimulus implemented to fight the balance sheet recession had completely 
eradicated the recession and brought the German unemployment rate down 
to just two percent in 1938 from a high of 28 percent in 1933. The fact that 
both Hansen and Summers brought up the issue of secular stagnation dur-
ing balance sheet recessions, and that Germany—which had overcome its 
own balance sheet recession by 1938—was not suffering from such stagna-
tion, suggests that balance sheet recessions are actually the main driver of 
“secular stagnation.”

The post-1970 decline in the return on capital, however, is likely due 
to the fact that Western economies were all entering the post-Lewis Turn-
ing Point (LTP) pursued phase by the mid-1970s, when Japan started chas-
ing them. From that point on, a growing number of manufacturers in those 
countries found that the return on capital was higher abroad than at home. 
Many of them decided to buy from or invest in the pursuing economies 
themselves, which at the time included Japan. Shrinking capital investment in 
the advanced countries then led to slower growth in productivity and wages.

This pattern of emerging economies taking away investment opportu-
nities from the developed countries will continue until all economies have 
long passed their Lewis Turning Points and the return on capital has been 
more or less equalized. Although China has passed the LTP already, India 
and many other economies have a long way to go. The current transition 
process is therefore likely to continue for many years to come.

The above pattern can be explained by applying the framework of 
 Figure 3.3 in a global context.  Most countries can reach the EQ level of 
wages for ordinary workers in a relatively straightforward fashion if they 
follow the correct policies for economic development.  These include pro-
viding a good education for the workforce, creating the necessary infrastruc-
ture, eradicating corruption, encouraging entrepreneurship, and opening up 
the economy.

For wages to grow beyond their EQ levels, however, wages for workers 
in all other countries must reach their EQ levels so that employers no longer 
have the option of finding cheaper workers elsewhere. This means indi-
vidual countries can look forward to income growth until wages reach their 
EQ levels, but at that point the EQ level of wages effectively becomes the 
ED level of wages in Figure 3.3, applied in a global context.  In other words, 
these countries must wait until all slack in other labor markets is eliminated 
for wages to resume rising.  And the world is still decades away from what 
might be called the “Global Labor Market Maturity Point (GLMMP),” where 
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all countries have reached their EQ level of wages.  This means that work-
ers in pursued countries should start improving their skills now instead of 
 waiting for the global economy to reach its GLMMP, when the general level 
of wages might start rising again.

Beware of Fake “External Shocks”

Economists are also fond of using the term “external shock” to describe what 
happened after 2008. This implies that the event originated outside the econ-
omy and therefore could not have been predicted (hence the “shock”). The 
author would agree that 9-11 was an external shock that he himself had failed 
to predict (which is why he, along with many economists of the National 
Association of Business Economists, was in the World Trade Center building 
in New York City when the attack took place). But to call the Lehman bank-
ruptcy and the subsequent GFC an external shock is preposterous.

For years before Lehman, the existence of a housing bubble financed 
with Collateralized Debt Obligations (CDOs) containing subprime mort-
gages loans but carrying outrageously high ratings from corrupt rating agen-
cies was well known. Once the bubble burst, the overwhelming amount of 
leverage in the system meant that economies had to fall into balance sheet 
recessions. In that sense, what happened after 2008 was largely endogenous 
to the system: it was not caused by unpredictable external factors.

When the crisis unfolded, economists, including former Fed Chair-
man Alan Greenspan, argued that it was a “once-in-a-hundred-year event” 
that could not have been predicted. Others called it a “perfect storm” or 
an “external shock.” These terms all imply that economists should not be 
blamed for failing to predict it.

A young but brilliant Brazilian investor who incurred heavy losses in 
2008 decided to leave the field altogether when he heard such statements 
from prominent economists. He thought that if the financial world contains 
dangers that even Alan Greenspan and other famous economists cannot 
anticipate, he would rather take up a different profession that did not expose 
him to such unpredictable perils.

After wondering for several months what profession to pursue, it 
occurred to him that if there was one person on this earth who saw the cri-
sis coming, then 2008 was not a perfect storm. It simply meant that the big 
names in economics had the wrong models in their heads. After conducting 
the kind of extensive research that was typical of his style, he did find a 
few who had seen it coming, and the author was honored to be included 
in this very short list. The fact that the list was so short, however, is testi-
mony to the fact that the economics profession has gone badly wrong for 
far too long.
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The point is that the condition the economy was in prior to the “shock” 
is absolutely critical in understanding how it will subsequently respond to 
various policy actions. The nature of the shock itself is also important in 
predicting what follows.

For a purely external shock such as 9-11 in the U.S. or 3-11 in Japan3, the 
economy may take a year or two to recover, although it depends, of course, 
on the magnitude of the event. But a highly leveraged economy will invari-
ably take many years to recover when a bubble eventually bursts because 
millions of underwater private balance sheets must be repaired. Although 
the collapse itself may be triggered by some external event, the long and 
painful balance sheet recession that follows is no shock at all. Apart from 
events such as 9-11, economists should not use the term “external shock” 
to describe a simple lack of understanding of what was happening in the 
economy (including unsustainably high leverage) prior to the shock.

Beware of Fake Allusions to “Expectations”

There is a great deal of literature in economics on expectations, especially 
on inflationary expectations. Indeed, those who are pushing for continued 
monetary stimulus on the face of repeated failures of central banks to reach 
inflation targets argue that such efforts are needed to “anchor expectations.” 
But people’s expectations are fundamentally based on what they see hap-
pening and what they have experienced in the past.

In post-bubble Japan, where commercial real estate prices fell 87 percent 
nationwide, the typical CEO was busy repairing his firm’s balance sheet by 
using corporate cash flow to pay down debt. He was also aware that most 
other CEOs in the country were doing the same thing. With no borrowers 
to take funds out of the financial institutions and inject them into the real 
economy, it was obvious to these executives that no amount of central bank 
liquidity injections would increase the money circulating in the economy. 
And with no way to increase the money circulating in the economy, it was 
clear to them that monetary easing could not boost economic growth or infla-
tion rates.

In this environment, the announcement of a two percent inflation tar-
get by the central bank will have no impact at all because CEOs realize 
that such a target is unattainable. Since the escape from negative equity is 
a matter of survival for businesses, they also have no choice but to con-
tinue deleveraging until their balance sheets are repaired. But if they con-
tinue their deleveraging, there will be no credit growth and no inflation. 

3 Tsunami that devastated Northeastern Japan on March 11, 2011.
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Banks are also not allowed to lend money to businesses with balance sheet 
 problems. The resultant undershooting of inflation targets by the central 
bank then reinforces these CEOs’ understanding of the economy while 
undermining the credibility of monetary authorities and economists who 
pushed for these targets.

In such a world, the announcement that a central bank has raised its 
inflation target from two percent to four percent does not lower these CEOs’ 
expectations of future real interest rates, because the original two percent 
target was not credible to begin with. This is the reality, and it has noth-
ing to do with expectations. Anyone who cared to ask CEOs why they are 
deleveraging when the central bank is posting a 2 percent inflation target 
would have gotten this answer4.

This also means that there is a disconnect between central bankers (and 
their economist friends, along with some market participants noted in Chap-
ter 2), who are still operating on the assumption that the economy is in Case 
1 or 2, and the rest of the population, who correctly understand that the 
economy is in Case 3 or 4. After all, they are the ones busily repairing their 
balance sheets. This is the case of CEOs and the general public having the 
correct model of the economy in their heads, while the economists do not.

When the economy was in a golden era (in Cases 1 and 2), in contrast, 
most CEOs were busy procuring funds to increase their productivity- and 
capacity-enhancing investments. Financial institutions were also lending out 
all available funds, raising the money multiplier to its maximum value. In 
such a world, a central bank could contain inflation by limiting the supply 
of reserves because the availability of reserves was a constraint on money 
and credit growth. This is why the three lines in Figures 2.9 to 2.11 moved 
together before 2008 in the West and before 1990 in Japan. The credibility 
of the central bank was also very high, especially when it was successful in 
taming inflation. But that is not the environment advanced countries find 
themselves in today.

There are many economists, including some at the Fed, who still fear 
that the fall in inflationary expectations will lead to economic stagnation 
“as happened in Japan.”  But this is an extension of the 1960s and 1970s 
mentality, where ingrained inflationary expectations that were formed in part 
due to inappropriate monetary policy had to be eradicated by drastic tight-
ening measures (starting in October 1979) in order to restore price stability.  
Their view is that if inappropriate inflationary expectations can be crushed 
with severely restrictive monetary policy, then inappropriate deflationary 
expectations can also be corrected with highly accommodative policy.

4 Admittedly, the question will have to be asked very carefully and somewhat 
indirectly because no CEO would admit that his or her company has balance 
sheet problems.
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But post-1990 Japan and the post-2008 Western economies stagnated 
not because of deflationary expectations caused by inappropriate monetary 
policies, but rather because of private-sector balance sheet problems and 
higher overseas returns on capital, both of which have nothing to do with 
expectations or monetary policies. Without addressing these real issues 
with fiscal and structural policy actions, no amount of monetary easing will 
improve the economy or enhance the public’s expectations of the future.

The point is that instead of treating “expectations” as some sort of a 
variable for policymakers to play with, economists should find out why 
people are behaving the way they are. The example of Japanese CEOs 
offered above indicates that they ignored monetary accommodation not 
because they had somehow acquired deflationary expectations but because 
they knew from their own debt-minimizing actions that there was no rea-
son why monetary easing should work. Once these fundamental drivers of 
behavior are understood, economists should make far fewer allusions to 
expectations than they do today.

Rethinking Macroeconomics

Macroeconomics is still a very young science. It began when Keynes, 
who recognized the existence of fallacy-of-composition problems in a 
macro-economy, came up with the concept of aggregate demand in the 
1930s. With only 85 years of history, it is like a toddler when compared 
with centuries-old disciplines such as physics and chemistry. For example, 
Nicolaus Copernicus discovered the workings of solar system in 1530, and 
Isaac Newton discovered the universal law of gravity in 1687. These mon-
umental discoveries took place 250 to 400 years before Keynes developed 
the concept of aggregate demand in 1936. As a young science, economics 
has been able to explain only a limited range of economic phenomena. 
Its youth also makes it prone to fads and influences.

The profession’s immaturity was amply demonstrated by the fact that 
only a handful of economists saw the Great Recession coming, and even 
fewer predicted how long it would take to recover from it. Most also 
failed to anticipate that zero interest rates, massive quantitative easing, 
and inflation targeting would fail to bring about inflation within the fore-
cast time.

These fundamental failures stem from the fact that most macroeco-
nomic theories and models developed during the last 85 years assumed that 
private-sector agents always have both attractive investment opportunities 
and clean balance sheets (i.e., that they are maximizing profits) and there-
fore are willing to borrow if only the central bank lowers real interest rates 
far enough. In other words, these economists’ mindsets remain stuck in the 
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golden era, when economies are typically in Cases 1 and 2. They have not 
realized that most advanced economies today are not only in the pursued 
phase but are also experiencing balance sheet recessions, i.e., they are 
squarely in Cases 3 and 4.

By presuming that there are always willing borrowers, economists have 
assumed away the two most critical challenges to economic growth: the 
availability of domestic investment opportunities worth borrowing for and 
the existence of businesses with clean balance sheets that are able and will-
ing to take on the risks of those investments. While the public is desperately 
waiting for economists to come up with policy recommendations to get 
the economy in Cases 3 and 4 to grow again, the economists themselves 
have largely assumed away the problem of growth because their models are 
assuming that the economy is already in Cases 1 and 2.

Abrupt Reversals Difficult to Handle in Conventional Models

It was also assumed, sometimes implicitly, that the responses of economic 
agents to changes in prices and other external factors are always continu-
ous. As Brendan Markey-Towler of the University of Queensland pointed 
out, traditional economics is based on the implied principle of universal 
substitutability, which means that a change in relative prices will always 
create a reaction in the economy5. For example, if the price of good A rises 
relative to the price of substitute good B, a certain number of consumers 
will stop buying A and start buying B. From this perspective, which assumes 
that changes in prices—including interest rates and exchange rates—always 
lead to corresponding changes in the economy, it is natural to assume that 
a sufficient decline in real interest rates will always encourage willing bor-
rowers to step forward.

It was this kind of thinking that led the economist Paul Krugman to 
argue that the monetary authorities should opt for a four percent inflation 
target if a two percent target was not working. It also led some central bank-
ers to conclude that if zero interest rates were not adequate, they should 
take rates into negative territory. The assumption here, of course, is that in 
the world of universal substitutability there should be at least some response 
to their policy actions.

When businesses and households experience actual or technical 
insolvency, however, their responses are highly discontinuous as they shift 

5 Markey-Towler, Brendan (2017a) Foundations for Economic Analysis: The Archi-
tecture of Socioeconomic Complexity, Ph.D thesis, School of Economics, University 
of Queensland.
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abruptly from profit maximization to debt minimization. Debt minimiza-
tion is also an urgent process because a technically insolvent business 
faces extinction unless it can quickly emerge from that state of negative 
equity. If the true state of the company’s finances becomes known, no 
supplier will do business with it unless it pays in cash given the imminent 
possibility that it will seek bankruptcy protection. Financial institutions 
are also prevented by law from lending money or rolling over loans to 
insolvent borrowers in order to protect depositors. Many of the firm’s best 
employees may also leave for other companies.

What this means is that the principle of universal substitutability does 
not apply when individuals and businesses face insolvency, because they 
not only stop borrowing money abruptly but also start paying down debt, 
which is the exact opposite of borrowing. And this shift, as observed after 
2008, happens regardless of how low the central bank takes interest rates.

The problem is that economists who were trained under the assump-
tion that universal substitutability is always valid find it exceedingly difficult 
to understand that there can be such disconnects and abrupt reversals in 
human behavior. As a result, their theories and models are often incapable 
of incorporating sudden shifts and reversals in private-sector behavior.

Obsession with Mathematics Is Killing 
Macroeconomics’ Credibility

The reliance on universal substitutability became essential when mathemati-
cal modeling became an obsession (or fad) for mainstream economists. 
Today, many in the profession would not consider anything that is not 
expressed in mathematical terms (such as this book) to be serious econom-
ics. But for mathematical equations to be useful (i.e., differentiable), models 
have to assume universal substitutability so that the behavioral changes of 
economic agents remain smooth and continuous. That, in turn, makes these 
models useless when households and businesses are forced to make abrupt 
changes or even reverse their behavior because of balance sheet concerns 
or other problems.

Economists such as Eggertsson and Krugman (2012)6 have argued 
that their models indicate that monetary easing is still effective even in a 
Fisher–Minsky–Koo environment, and that inflation targeting and quantita-
tive easing (QE) should work. The fact that Krugman himself admitted three 

6 Eggertsson, Gauti B. and Krugman, Paul (2012) “Debt, Deleveraging, and the 
Liquidity Trap: A Fisher-Minsky-Koo Approach,” The Quarterly Journal of Econom-
ics, 127(3), pp. 1469–1513.
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years later that these policies have failed to be “game changers”7 in the real 
world suggests that their models and equations did not fully incorporate the 
possibility that universal substitutability would not only disappear but also 
change signs following a bubble collapse.

In view of the fact that the discipline of macroeconomics was born 
in the midst of the most abrupt shift to debt minimization in history, the 
Great Depression, the use of mathematics that cannot accommodate such 
disconnects in human behavior makes little sense. The fact that only a 
few economists were able to predict the Great Recession and its long and 
unpleasant aftermath says a lot about the usefulness of mathematical tools 
in understanding the economy.

The advanced mathematics used in astrophysics succeeded in landing a 
man on the moon. The advanced mathematics used in economics (and the 
professors who ply the trade) failed to predict not only the biggest macro-
economic event since the Great Depression and the birth of macroeconom-
ics, but also the substantial changes to the effectiveness of monetary and 
fiscal policy after 2008.

Astrophysicists could land a man on the moon because the moon does 
not change direction abruptly. Economists failed to predict the Great Reces-
sion because people react to events and change direction all the time. And 
some of those changes can happen quite abruptly. By relying on mathemat-
ics as their primary tool, economists are often treating people as they would 
treat planetary objects like the moon or Mars, and not as thinking and react-
ing individuals.

The Power of Plain Language in Economics

Economists may have latched on to mathematics because of what George 
Soros called “physics envy.”8 Indeed Soros has been arguing for decades 
with his theory of reflexivity the importance in economics of treating busi-
nesses and households as thinking and reacting entities.

At the same time, economists have a huge advantage over physicists in 
that they are analyzing the behavior of people just like themselves. Econo-
mists are themselves workers, consumers, savers, and investors. Economists 
even have the luxury of directly asking households and businesses why they 

7 International Monetary Fund (2015) “IMF Survey: Top Researchers Debate 
Unconventional Monetary Policies,” Maurice Obstfeld and Gustavo Adler, IMF 
News on November 20, 2015. www.imf.org/en/news/articles/2015/09/28/04/53/
sores111915a.
8 Soros, George (2009) “Soros: General Theory of Reflexivity”, Financial Times, 
October 27, pp. 11 www.ft.com/content/0ca06172-bfe9-11de-aed2-00144feab49a.
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are doing what they are doing. Indeed they could have asked the Japanese 
CEOs why they were deleveraging when interest rates were zero. Unfortu-
nately, very few did.

This means that nothing in economics is outside human cognitive expe-
rience. Everything in economics, including the behavior of households and 
businesses, must be explainable in plain language. As Alfred Marshall said, 
economics is a science of everyday life9.

This is the opposite of physics, which cannot describe the movements 
of comets or electrons without using mathematical tools. Physicists also get 
nowhere by asking a comet or an electron why it does what it does.

This means it should be possible to spell out in plain language the 
assumed or expected behavior of individual consumers or businesses in 
an economic theory or model, mathematical or otherwise, to see whether 
it makes sense. In other words, it should be possible to determine whether 
the model is treating humans as planetary objects or as thinking and react-
ing beings by writing out in plain language what the model expects of 
households and businesses. The problem is that once the elegant-looking 
mathematical models have been deciphered and translated into plain lan-
guage, it will be discovered that many of them do indeed treat people as 
comets and electrons.

When the author took part in a debate on trade frictions in Japan with 
a professor known for his elegant mathematical models, the professor inad-
vertently spelled out in plain language what was happening in his model. 
From that description, it was “discovered” that a worker who had lost his job 
to imports in his model would immediately find another equally well-paying 
job. But if that were the case, there would be no trade frictions to start with.

Trade frictions exist because people in importing countries are losing 
jobs and income. In real life, a worker who loses his job to imports will have 
to go through years of retraining to regain the income he enjoyed earlier. 
In many cases, his income may never recover fully. It is this difficulty that 
causes trade frictions. The economist’s model, however, was saying that 
there should be no trade frictions because there are no income losses. This 
“discovery” effectively ended the debate.

Practitioners of economics, therefore, should constantly check to see 
what their models expect households and businesses to do. Students of eco-
nomics need to be constantly asking professors to explain in plain language 
what is happening to households and businesses in their mathematical 

9 Markey-Towler, Brendan (2017b) “Poetry and Economics: Maintaining our Link to 
Humanity,” from Brendan Markey-Towler’s blog, July 24. https://medium.com/@
brendanmarkeytowler/poetry-and-economics-maintaining-our-link-to-humanity-
532785047f0e.
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models. Only then can they judge for themselves whether the model makes 
any sense.

Put differently, because of the discipline’s half-century-long infatuation 
with mathematics and the belief that mathematically formulated economics 
is the only “legitimate form” of economics, important phenomena falling 
outside its assumptions—such as balance sheet recessions and a lack of 
investment opportunities—have been completely overlooked. As a result, 
the economics taught at universities often applies only to non-bubble, 
largely closed economies in a golden era where balance sheet problems 
and a shortage of investment opportunities do not exist.

But under those conditions, who needs economists? Economists are 
needed when the economy is in Case 3 or 4, i.e., when there are the numer-
ous counter-intuitive fallacy-of-composition problems mentioned in  Chapter 1 
that only trained economists can see through and analyze. Unfortunately, 
most economists today are only trained to look at economies in Cases 1 and 2 
(or their models only work in those cases). Hence the public’s ongoing disap-
pointment with economists and their friends in the establishment.

Moreover, most economists simply assumed a rate of long-term “poten-
tial” growth based on the trend growth of capital, labor, and productivity 
and argued that policymakers should strive to bring the economy back to 
that growth trajectory. But such “potential growth rates” mean absolutely 
nothing when businesspeople on the ground are either unable (because 
of balance sheet concerns) or unwilling (because of a lack of investment 
opportunities) to borrow money and invest it at home. This also suggests 
that conventional economics has no meaningful theory of economic growth: 
economists have assumed away all the relevant questions the public expects 
them to answer.

The biggest concern for the economics profession at this juncture in 
history should be that the parents, students, and taxpayers who pay for or 
subsidize college tuition will eventually realize that what passes as “eco-
nomics” in universities has very little to do with reality. When the public 
realizes that the vast majority of economics professors had no clue about 
the Great Recession, which cost eight million jobs on both sides of the 
Atlantic, it may want to cut funding to economics departments altogether.

New economist groups such as the World Economics Association with 
13,500 members and the Institute for New Economic Thinking are keenly 
aware of this deficiency in the profession and are working hard to make 
the discipline relevant for society again. Professor Takamitsu Sawa10 of 
Kyoto University is also issuing warnings that the funding for economics 

10 Sawa, Takamitsu (2016) Keizaigaku no Susume: Jimbun-chi to Hihan-seishin no 
Fukken (Introduction to True Economics: Re-integration of Humanities and Criti-
cal Thinking), Tokyo: Iwanami Shinsho, p. 52.
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departments in universities might be cut by the Japanese Ministry of Edu-
cation11 if the profession’s unrealistic obsession with mathematics is not 
corrected. Unfortunately, many if not most economics professors continue 
to teach the same old material, as if 2008 had never happened and that the 
golden age is just around the corner. This means the profession as a whole 
must reinvent itself before the public realizes what it is actually happening.

Economics a History of Changing Fads

Young disciplines, like young people, are easily influenced by fads. When 
macroeconomics was in its formative years in the 1940s and 1950s, most 
Western economies had passed the LTP and were in their golden eras with 
no one chasing them. New products were continually being invented, and 
people were optimistic about the future. Their balance sheets were also 
strong, thanks to the astronomical government spending during the war that 
had repaired the balance sheet damage wrought by the Great Depression. 
With strong demand for funds from the corporate sector, the economy was 
squarely in Case 1 or 2.

While the extraordinary effectiveness of fiscal policy in lifting the devel-
oped economies out of the Great Depression during World War II was 
obvious for everyone to see, Keynes, who argued for such policies, never 
realized that fiscal stimulus should be used only when the private sector is 
minimizing debt, i.e., when the economy is in Case 3 or 4. Because of this 
fatal omission by him and his followers, the postwar fad among economists 
was to believe that fiscal policy could solve most problems.

With private-sector balance sheets already repaired, however, the 
government’s attempt to fine-tune the economy with fiscal policy in the 
1950s and 1960s only resulted in more inflation, higher interest rates, and 
a general misallocation of resources. Although it still took Americans a full 
30 years after 1929 to repair their balance sheets and overcome their debt 
trauma (long- and short-term U.S. interest rates did not return to the average 
levels of the 1920s until 1959), the fact that economies in the West were in 
a golden era meant that inflation was becoming an ever-larger problem. By 
the late 1960s and early 70s, the emergence of inflation caused significant 
loss of relevance and credibility for Keynesian economics.

When the inflation reached double-digit levels and became a national 
concern in the late 70s, the pendulum shifted to the opposite extreme, with 
people like Milton Friedman arguing that monetary policy and smaller gov-
ernment were the answer to most problems. They argued that central banks 

11 Full name: Ministry of Education, Culture, Sports, Science and Technology.
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should be able to control inflation by controlling the money supply, and the 
Fed actually adopted a policy of money supply targeting in October 1979. 
Although that policy did not work as smoothly as expected, the enthusiasm 
for monetary policy among academic economists was such that some even 
tried to rewrite history by arguing that the Great Depression could have 
been avoided with better use of monetary policy by the Fed12.

When the private sector lost its head in a bubble and sustained massive 
balance sheet damage, first in Japan in 1990 and then in the West in 2008, 
the advanced economies were already in the pursued phase, with falling 
demand for funds from private-sector businesses. The economics profes-
sion, however, was still beholden to a golden era mindset and golden era 
monetary policy.

Although all advanced economies were squarely in Case 3 or 4 by 
then, many economists argued for more monetary accommodation—even 
though fiscal policy is the only tool that can address a recession caused 
by a disappearance of borrowers. Fiscal policy was mobilized soon after 
Lehman’s failure at an emergency G20 meeting held in Washington, D.C. in 
November 2008. By 2010, however, the orthodoxy had regained its grip on 
power and forced participating countries in the G20 summit in Toronto that 
year to halve their fiscal deficits, effectively throwing the global economy 
into reverse.

Policymakers who realized soon afterwards that the Toronto agreement 
had been a mistake, including former Fed Chair Ben Bernanke and current 
Chair Janet Yellen, issued stern warnings about the “fiscal cliff” to ensure 
that government continued to serve as borrower of last resort. That helped 
keep the U.S. economy from shrinking. Japanese Finance Minister Taro 
Aso also recognized this danger and included fiscal stimulus as the second 
“arrow” of Abenomics in late 2012. Their actions provided essential support 
for the Japanese and U.S. economies, and unemployment rates in the two 
countries fell to the full-employment levels of 2.8 percent and 4.3 percent, 
respectively.

In the Eurozone, however, no such understanding emerged in policy 
circles, and millions are still suffering from unemployment and deprivation 
because member governments are required by the Maastricht Treaty, which 
never considered Cases 3 and 4, to do the opposite of what is needed to 
fight balance sheet recessions. It is truly ironic that it is the Germans who 
are imposing this fiscal straitjacket on every country in the Eurozone even 
though they were the first to discover the effectiveness of fiscal policy in 
fighting balance sheet recessions in the 1930s. This was famously noted 
by Joan Robinson, a British economist and contemporary of Keynes, when 

12 See Koo (2008), op. cit, Chapter 3.
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she said, “I do not regard the Keynesian revolution as a great intellectual 
triumph. On the contrary, it was a tragedy because it came so late. Hitler 
had already found how to cure unemployment before Keynes had finished 
explaining why it occurred.”13

Economies do adjust given sufficient time. After eight years of doldrums 
and painful internal deflation, European countries such as Spain and Ireland 
are finally starting to improve. But there is no room for complacency given 
that flow-of-funds data for the region (Figure 7.2 to 7.5) continue to show 
massive deleveraging by the private sector. Indeed, there is a contradic-
tion between the improvements in peripheral economies made possible by 
internal deflation and falling wages on one hand and the ECB’s attempts to 
rekindle inflation by introducing massive quantitative easing and negative 
interest rates on the other. Most countries also remain below their pre-2008 
peaks in terms of industrial production and real GDP per capita.

Nazi-like political parties have gained ground in Europe because peo-
ple have been suffering from balance sheet recessions but the ill-designed 
Maastricht Treaty prevents their center-left and center-right governments 
from doing anything about it. Indeed, the whole continent is beginning to 
look a little like Germany under the Allied Powers in the early 1930s.

A few percent of the people in any country may hold xenophobic, 
 far-right, anti-immigration views, but the ability of politicians and politi-
cal parties espousing such views to garner significant support in the U.S., 
the UK, and France—countries that have traditionally been champions of 
democracy and human rights—needs to be closely monitored inasmuch as it 
suggests a huge loss of credibility for the established center-right and center-
left parties and their economist advisors. In other words, the emergence of 
outsiders and extreme-right parties underscores voters’ unhappiness with 
orthodox thinking. It is urgent, therefore, that people be made aware of the 
other half of macroeconomics (i.e., Cases 3 and 4) and how to address it with 
fiscal stimulus before the next Hitler arrives.

In the U.S., Donald Trump is pushing for infrastructure spending, 
which is the right thing to do in an economy where the private sector is 
still saving close to 5 percent of GDP at very low interest rates (Figure 1.1). 
Fed officials, including Vice-Chair Fischer, welcomed Trump’s infrastruc-
ture spending proposals because they understand that the U.S. economy 
still needs its government to function as borrower of last resort. Given the 
truly sorry state of infrastructure in the country, it should also be easy to 
find public works projects that have social rates of return in excess of low 
U.S. Treasury bond yields.

13 Robinson, Joan (1972) “The Second Crisis of Economic Theory,” American 
 Economic Review 62(1/2), pp. 1–10.
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Unfortunately, this understanding of the economy is not shared by 
Trump’s own party, which controls both the House and the Senate. And the 
Tea Party faction is dead-set against increasing government spending for 
any reason. This means the U.S. economy could still fall off the fiscal cliff if 
Republicans manage to overrule the president before the U.S. private sector 
is ready to resume borrowing.

Appropriate Policy Response Depends on State of 
Economic Development

More generally, economists must wake up to the fact that the world they 
have been assuming, where monetary policy is effective because there are 
ample investment opportunities and the private sector has a clean bal-
ance sheet, describes only one half of the macroeconomic picture (Cases 1 
and 2). In the other half, the private sector is minimizing debt because of 
balance sheet problems or a dearth of domestic investment opportunities 
(Cases 3 and 4).

The behavior of economic agents and the effectiveness of macroeco-
nomic policy also change depending on the stage of economic develop-
ment. These stages, in turn, have huge implications for inflation, growth, 
and the appropriate form of monetary or fiscal policy.

Economies in the golden era are fundamentally inflationary because 
wages, consumption, and corporate demand for productivity- and capacity-
enhancing investments are all increasing. This means that the central bank 
must be vigilant against inflation during this period in order to ensure eco-
nomic stability.

In the pursued era, however, economies are fundamentally non-inflationary 
because wages are stagnant, consumers are fastidious, imports are flooding 
the market, and businesses are cutting back productivity and capacity enhanc-
ing investments at home. If private-sector demand for funds falls below the 
level of savings even at very low interest rates, the government must mobilize 
fiscal policy and act as borrower of last resort to stabilize the economy.

The economy can also move from Case 1 to Case 3 or 4 very quickly 
after a bubble bursts. Even though the government and central bank have 
the tools needed to nudge the economy from Case 4 to Case 3 in one to 
two years, it may take years, if not decades, for an economy in Case 3 to 
return to Case 1.

Only fiscal policy can support an economy in Case 3 or 4, and it must 
be left in place until the private sector is ready to borrow again. Although 
that may seem to be a tall order given the size of the public debt in most 
advanced countries, bond yields fall to extremely low levels when the private 
sector is minimizing debt and government is the only borrower remaining. 
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These low yields are the market’s way of telling the government that if any 
public works projects are needed for the nation’s future, this is the time to 
implement them. Many public works projects also become self-financing at 
these very low bond yields.

Indeed, the most important task for policymakers in Case 3 and 4 econ-
omies is to assign their best and brightest to an independent commission 
to identify and implement public works projects capable of earning a social 
rate of return in excess of these ultra-low government bond yields. Instead 
of the independent central bank, which played a key role in stabilizing the 
economy during the golden era, it is the as-yet-to-be-created independent 
fiscal commission that must play a central role in stabilizing the economy 
during the pursued era.

This commission will have to continue finding self-financing projects 
until private-sector borrowers return. Such projects will increase the national 
debt, but they will not increase the burden on future taxpayers because they 
are self-financing. This is a policy option that was not available in Cases 1 
and 2, when interest rates are much higher and self-financing public works 
projects are much more difficult to find.

In terms of monetary policy, the authorities should recognize that the 
advanced economies are in Cases 3 and 4, which means that monetary 
policy is not as effective as it was during the golden era, but the econo-
mies themselves are also fundamentally non-inflationary. In this environ-
ment, central banks’ all-out efforts to meet inflation targets using such 
tools as quantitative easing and negative interest rates have not only failed 
to achieve their targets but have also saddled these economies with exces-
sive risk taking and a consequent misallocation of resources, including 
frequent mini-bubbles. Additionally, they have left authorities with the 
daunting task of draining the excess liquidity that is now sloshing around 
the banking system.

Because trying to rekindle inflation in a fundamentally non-inflationary 
environment does far more damage than good, central banks should dis-
tance themselves from inflation targets and other legacies of the golden era. 
Instead, central banks should lead the policy debate in the direction of fiscal 
policy, as Ben Bernanke and Janet Yellen have done with the expression 
“fiscal cliff.” They must inform the public that the government needs to play 
a central role in stabilizing the economy when private-sector businesses are 
no longer absorbing all the savings generated by the household sector, even 
at very low interest rates.

They should then find the least disruptive path to remove the excess 
liquidity in the banking system in order to normalize monetary policy. They 
must also do so before falling behind the curve on inflation and asset price 
bubbles.
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Difficulty of Maintaining Fiscal Stimulus in 
Peacetime Democracies

This policy re-orientation should be spearheaded by the central bank not 
only because it is the entity that collects the flow-of-funds data, but also 
because its credibility is at stake: a central bank should not be pushed into 
adopting policies such as inflation targets that it cannot expect to achieve 
when the economy is in Case 3 or 4.  It has to convince the public, whose 
knowledge of economics comes entirely from golden-era textbooks stating 
that fiscal deficits are something to be avoided, that times have changed. 
Banks and institutional investors, who confront this shortage of borrowers 
on a daily basis, should also contribute to the debate by telling academics 
and politicians what is actually happening in the financial sector.

In other words, until universities begin explicitly teaching students 
about the other half of macroeconomics, the central bank (and its friends 
in the banking and institutional investor community) must take the lead in 
this debate because it will be monumentally difficult for elected leaders to 
convince the public that the economy is actually in the other half and that 
government must act as borrower of last resort to keep the economy going. 
Most will not even try because the risk of being labeled a pork-barrel politi-
cian is too great.

As a result, even those leaders who understand the need for speedy, sub-
stantial, and sustained fiscal stimulus will only propose it when the economy 
is in desperate shape. The rest will simply choose the path of least resistance, 
which means that they will go along with the usual anti-deficit chorus.

Because government spending, unlike monetary easing, always adds 
to GDP, the economy will react positively to such expenditures even if the 
private sector is still deleveraging. Those initial positive signs, however, 
will prompt the anti-fiscal-policy chorus to push for fiscal consolidation, 
only to see the economy fall back into a balance sheet recession. That will 
prompt another round of fiscal stimulus, only to be aborted again when the 
economy shows another round of positive initial signs. At best, therefore, 
fiscal stimulus is applied in an on-again, off-again fashion that is nowhere 
near sufficient to pull the economy out of Cases 3 and 4. That lengthens the 
recession and leads to a loss of public confidence in established political 
parties and economists.

In the meantime, those who have lost jobs or businesses will become 
increasingly desperate. Some may even backtrack on human rights pro-
gress if they feel a Nazi-like government is the only way to break through 
a policy orthodoxy that works only when the economy is in Case 1 or 2. In 
order to prevent such an outcome, financial market participants—including 
the central bank—who confront the shortage of borrowers on a daily basis 
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must speak out, and schools must teach students about the other half of 
macroeconomics so that democratically elected leaders need not explain 
why fiscal stimulus is required when the economy is in Cases 3 and 4.

Paul Krugman, who fully understood the need for fiscal stimulus from 
the beginning in the post-2008 West, nonetheless expressed his disbelief 
at the author’s adamant opposition to additional monetary easing. But the 
author was flabbergasted by the fact that 80 to 90 percent of the policy 
debate after 2008 was focused on monetary easing, when 80 to 90 percent 
of the problem originated in a lack of borrowers, which monetary policy is 
ill-equipped to handle.

Krugman, on his part, correctly realized early on that there was no 
political appetite in Washington for additional fiscal stimulus beyond the ini-
tial $787 billion package unveiled in early 2009. However, that was also true 
in Japan in 1997, when the whole country was obsessed with the need for 
fiscal consolidation. Both the IMF and the OECD were also putting strong 
pressure on Japan to cut its budget deficit.

When the author and his assistant Shigeru Fujita became the only two 
economists in Japan14 to warn publicly that fiscal consolidation would 
destroy the economic recovery, it was an extremely unpopular and risky 
stance to take. But when their prediction came true and the economy 
collapsed, policymakers were able to change direction quickly because 
there was already an alternative road map that had been provided by the 
author. The point is that economists must continue telling the public what 
is needed even if there is no political appetite for it. If their prediction 
comes true, the public will change its mind, and that is the best an econo-
mist can hope for.

Chinese philosopher and educator Ku Hung-Ming once said it is not 
the educated or uneducated who cause problems, but rather the presence 
of a large number of half-educated people15. By half-educated, he meant 
people who think they know something but in fact do not. Naturally, not 
everyone can be educated on all issues at all times. The problem arises 
when policymakers turn out to be only half-educated on their area of policy 
responsibility.

The author was a panelist at a 2017 conference held in Europe when a 
central bank governor said “if Mr. Koo’s argument is correct, then Italy and 

14 Koo, Richard and Fujita, Shigeru (1997) Zaisei-saiken no Jiki wa Shijo ni Kike: 
Zaisei-saiken ka Keiki-kaifuku ka (“Listen to the bond market for the timing of 
 fiscal reform”), Shukan Toyo Keizai, February 8, pp. 52–59.
15 Ku, Hung-Ming (1915) The Spirit of the Chinese People, Beijing, 1915, reprinted in 
Taipei, 1956, p. 106.
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France should be the champions of economic growth because they both 
have large public sectors.” He knew about the author’s recommendation for 
fiscal stimulus, but he was only half educated on the central point of the 
author’s argument—that such a policy should be used only when the econ-
omy is in Cases 3 and 4, i.e., when the private sector is minimizing debt.

The size of the public sector or public debt before the economy fell 
into a balance sheet recession is therefore irrelevant to the discussion of 
post-2008 economies. The high levels of government spending and debt in 
France and Italy were probably harmful to their economies before 2008 if 
they were in Cases 1 and 2. What the author was trying to point out in the 
panel was that it was a mistake for France and Italy to reduce their defi-
cits to meet Maastricht criteria after 2008, when their private sectors had 
shifted from profit maximization to debt minimization despite near-zero 
interest rates.

If the absence of borrowers is due to a lack of worthwhile investment 
opportunities at home, the government must not only implement (self-
financing) fiscal stimulus to stabilize the economy, but should also carry out 
supply-side reforms of the tax and regulatory regimes to maximize domestic 
investment opportunities. If the lack of investment opportunities is due to 
the fact that the country is being pursued, policymakers must also under-
stand that the problem will not go away anytime soon and that a long-term 
fiscal and supply-side responses to increase the return on capital at home 
are needed.

This means that policymakers should review each and every regula-
tion and tax and ask whether it is maximizing the creative and innovative 
potential of the population. They should also review the way the educa-
tional system is structured to determine whether it is preparing students 
to think critically and independently so they can create new products and 
services that will enable the country to survive and prosper in the post-LTP 
pursued phase.

Policymakers should also recognize that tax and regulatory regimes that 
were appropriate in earlier years, when there were numerous low-hanging 
investment opportunities and nobody was chasing them, may no longer be 
appropriate when those opportunities are exhausted and the country must 
come up with new products and services to stay ahead of its pursuers.

Maximizing incentives for those capable of creating new ideas and 
products may require a new social consensus on why such policies are 
needed in a pursued era. The public must be shown that what was fair and 
desirable in the golden era may not necessarily be fair and desirable in the 
pursued phase. In some cases, the government may also have to direct fiscal 
spending toward the development of cutting-edge technologies—in effect 
serving as innovator of last resort.
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Better Borrower Surveys and Flow-Of-Funds Data Needed

More generally, the economics profession should demand that governments 
and central banks in all countries collect data from borrowers similar to 
those collected by the Bank of Japan in its Tankan survey (top of Figure 
8.7). Such data will make it possible to tell whether the constraint to eco-
nomic growth is on the borrowers’ side (Cases 3 and 4) or on the lenders’ 
side (Cases 1 and 2). If such surveys indicate that lenders are willing to lend 
but borrowers are not borrowing, then it can be inferred that the problem 
rests with the borrowers.

By supplementing such surveys with interest rate and flow-of-funds 
data like those shown in Figures 2.3, 2.5 to 2.8, 2.16, and 2.17 as well as 
Figures 7.1 to 7.6, and 7.8, it is possible to see what borrowers are doing 
with their financial assets and liabilities. If borrowers are not borrowing or 
actually paying down debt despite very low lending rates, they are likely the 
source of the problem, which means that fiscal policy should be mobilized 
to overcome the constraint to growth.

If the borrower survey indicates that lenders are unwilling to lend, it 
can be concluded that the problem lies with the lenders. By supplementing 
this information with interest rate and flow-of-funds data for the financial 
sector, as shown in Figures 8.8 to 8.12, one can determine whether banks 
are trying to expand lending or economize on capital. If lending rates are 
high (even if policy rates are low) but lending is still contracting, the prob-
lem is probably with the lenders. In that case, monetary easing and bank 
rescue policies such as capital injections should be mobilized to overcome 
the constraint to growth.

The economics profession should also demand that governments and 
central banks improve the accuracy and timeliness of their flow-of-funds 
data. In some countries such as Netherlands and Austria, this data is only 
available annually. In other countries such as Taiwan, the data comes out 
too late to be of any use. In the U.S. and in Germany, this data has been 
subject to huge revisions.

As explained in the author’s previous book16, compiling these data is a 
massive and costly undertaking with great room for improvement. In spite 
of all the resources authorities have spent to compile this data, most econo-
mists still appear unable or unwilling to use it, even though it is essential 
in determining whether growth is being held back by the lenders or the 
borrowers. Now that there is a better understanding of the importance of 
these data in identifying which half of macroeconomics the economy is in, 
perhaps more economists will make use of them in the future.

16 Koo (2015), op. cit., pp. 143–148.
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Summary and Conclusions

During the golden era, when private-sector investment opportunities were 
plentiful and interest rates were high, economists rightfully focused on 
strengthening the ability of monetary policy to rein in inflation while dis-
paraging profligate fiscal policy. But that era ended in the 1970s for the West 
and in the 1990s for Japan.

Once the economy is in the pursued phase and the private sector often 
becomes a net saver even at very low interest rates, the effectiveness of 
monetary and fiscal policy is reversed. In particular, once the government 
becomes the last borrower standing, the effectiveness of monetary policy 
comes to depend on the size of the government’s borrowings, because it is 
the only entity able and willing to borrow money from financial institutions 
and inject it into the real economy. Policymakers must therefore shift their 
focus from easing monetary policy to building an independent commission 
to seek out viable infrastructure projects so that the government can, in 
good conscience, continue to serve as borrower of last resort.

Economists should also recognize that multipliers and elasticities that 
were obtained in an earlier stage of economic development may be totally 
useless during the current pursued phase. These parameters can also change, 
sometimes drastically, within the same phase, depending on whether the 
economy is in Cases 1 and 2 or in Cases 3 and 4. For example, even if an 
economy is fundamentally in a golden era, the collapse of an asset bubble 
could leave it in Case 3 or 4 with no private-sector borrowers. That is basi-
cally what happened to the U.S. during the Great Depression and to Asian 
countries during the currency crisis of 1997.

At the global level, it must be recognized that there were enough 
losers from “free trade” in the U.S. in 2016 to put protectionist Donald 
Trump into the White House. In reality, however, they are the victims of 
free flows of capital, which is distorting exchange rates and trade flows. 
Since it was free trade (together with the nuclear deterrent) that made 
war obsolete and brought about the greatest prosperity in human history, 
it must be defended against unfettered capital flows, which are exacerbat-
ing trade imbalances and spawning protectionist pressures. This means 
policymakers cannot be indifferent to trade imbalances and exchange 
rates.

Economists must also examine the efficiency and welfare implications 
of unbalanced free trade and ask how long such conditions can be sus-
tained, both economically and politically. Balancing every bilateral trade 
account is neither possible nor desirable in a world of 200-plus countries, 
but allowing trade imbalances to grow without limit is also an unsustainable 
policy. This means that economists must come up with measures to keep 
trade imbalances within manageable limits.
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The already substantial size of social backlash against free trade in 
pursued countries also means that the easy days are over for emerging 
countries exporting all they want without opening their domestic markets 
for imports. Export-led growth based on comparative advantage is fine, but 
these countries must open their markets faster or accept higher exchange 
rates if they want to continue enjoying access to the markets of pursued 
countries.

Economists must also investigate the efficiency and welfare implications 
of cross-border portfolio capital flows when other factors of production are 
not free to move. Instead of simply assuming that anything that increases 
the freedom of the private sector will increase its welfare, they must deter-
mine under what circumstances such flows should be free and under what 
circumstances they should be constrained.

At the most fundamental level, the economics profession must realize 
that, apart from the early stages of industrialization, which are character-
ized by a surplus of low-hanging investment opportunities, shortages of 
borrowers have always been a bigger problem for growth than shortages 
of lenders. The poor economic performance and low productivity growth 
of advanced countries today stem from the fact that households continue 
to save for an uncertain future, but businesses are unable to find sufficient 
investment opportunities with a high enough return on capital at home to 
absorb those savings.

Instead of making facile assumptions about “trend growth rates” and 
assuming that there are always willing borrowers, economists need to con-
front head-on this shortage of domestic investment opportunities with a 
sufficiently high return on capital. The availability of investment oppor-
tunities and willing borrowers should never be taken for granted. This is 
particularly true in countries that are in balance sheet recessions or are 
being pursued, a group that includes virtually every advanced economy in 
the world today.
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Afterword

As can be gleaned from the text, I take economics, the science of eve-
ryday life, quite seriously. I take it seriously because I believe many 

human tragedies could have been avoided if the economists of the time 
had understood what was actually happening and had recommended the 
correct policy responses. In that sense, how well or poorly economists 
understand the world around them often has a direct bearing on the quality 
of people’s lives. That was what prompted me to write books to share my 
thoughts with the general public on where our economies are going and 
what those developments mean for our daily lives. And that was in addition 
to my regular job as the chief economist of a research institute associated 
with Japan’s largest investment bank1.

Writing a book takes an enormous amount of time away from my  family, 
and I am eternally grateful to my wife, Chyen-Mei, who allows me to spend 
so much time writing books like this one. I am also indebted to my daughter 
Jacqueline and my son Richard, both in the U.S., who kept up the family 
conversation via LINE so my wife would not feel too lonely.

This book would have been impossible without the help of my two able 
assistants. Mr. Masaya Sasaki, who prepared all the charts and checked the 
numbers, has long been the resident expert on flow-of-funds data, among 
many other things. Ms. Yuko Terado, who often works harder than I do, 
managed my schedule to ensure my health was not compromised despite 
demanding professional circumstances, both at home and abroad. I can 
never thank them enough for their hard work and dedication.

I am also extremely grateful to Mr. Chris Green, who was able to edit 
the manuscript of this book under a very tight schedule. This is our third 
book together, and I am fortunate to have someone who understands my 
thinking to do the editing work. Finally, I would like to thank Mr. Robert 
McCauley at the Bank for International Settlements for his comments on an 
earlier paper published by the World Economic Association.

1 As a legal entity, Nomura Research Institute has been independent of Nomura 
Securities since 2001.
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Someone asked me the other day where my inspirations come from. 
My answer: they come late on Sunday nights when I am under tremendous 
pressure to produce something useful to say to Nomura Securities’ clients 
in my “Monday Meeting Memo”. I hate to admit it, but I do better work 
under pressure. The ideas are tested first with Nomura’s traders and deal-
ers, and then with its global client base. Since these are all serious people 
managing billions of dollars every day, they never let me go off on a tan-
gent, and any loose ends in my thoughts are usually laid bare by the end of 
Monday morning. The assistance, encouragement, and constructive criticism 
received from Nomura staff and clients over the last 34 years have therefore 
been invaluable in keeping me focused on the issues that matter, and I am 
forever grateful for their continuing support.

Richard C. Koo 
October 2017
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