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FOREWORD

The IEA was delighted that Professor Robert Barro agreed
to give the 2011 Hayek Memorial Lecture. As will be clear from
reading his lecture, Professor Barro has an impressive record of
research into aspects of economics that are particularly relevant
at the current time. Perhaps of particular relevance is his work
on fiscal policy. In the wake of the financial crisis, many coun-
tries undertook significant fiscal expansions to try to create jobs
and increase economic growth. Other countries — including the
UK - have since announced programmes of fiscal consolida-
tion. It will be some time before it is possible to obtain robust
data that indicate whether so-called fiscal expansions increased
economic growth, but the preliminary evidence certainly accords
with the picture painted by Professor Barro in the Hayek lecture.
The increases in government borrowing led to some very short-
term growth but this was followed by significant reductions in
growth. This is consistent with the long-term fiscal multiplier
being negative. Why should this be so? Again, Professor Barro’s
work points the way to the answer. In the first place, government
borrowing has to be funded — which itself affects the economy
— and, in addition, taxes eventually have to be raised to pay
down the debt or, at least, to reverse the increase in government
borrowing. Growth will fall when those extra taxes are levied or,
possibly, before they are levied if households anticipate them.
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It is interesting too how such a process affects the policy
debate — a debate that is well under way in the UK. When growth
reverses after the very short-term effects of the fiscal stimulus wear
off, proponents of fiscal stimulus packages respond by arguing
that the packages were insufficient. They do not appreciate that
a medium-term reversal of growth is the likely result of the earlier
stimulus.

Professor Barro’s warnings about particular aspects of fiscal
stimulus packages are also prescient. For example, the recent
extension of unemployment benefits in the USA has led to
increased unemployment and increased unemployment terms.

Although F. A. Hayek and Professor Barro would agree on the
dangers of a so-called fiscal expansion led by increased govern-
ment spending in times of recession, Professor Barro is not an
Austrian-school economist. In the Hayek lecture he argued in
favour of the rescue of financial institutions at the time of the
financial crisis. At the same time, however, he does worry about
how the process of quantitative easing is going to be managed.

In his analysis of the financial crisis Professor Barro blames,
to a large extent, the increase in securitisation and suggests that
the government agencies that promoted this phenomenon should
be privatised. He also suggests, however, that we have, more
or less, learned the lessons from the recent financial crash and
the particular combination of mistakes that led to that crash is
unlikely to happen again.

Nevertheless, in Professor Barro’s view, that does not mean
that we can be sanguine about the economic outlook. The lecture
ends with compelling evidence that the next economic crisis will
be caused by government indebtedness. This crisis will arise
because of both the explicit and implicit government debt that has
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been built up within the EU and within US states. The lecture ends
with a discussion of possible ways to avert such a crisis.

This lecture can be commended for its important contribu-
tion to economic thinking on the recent financial crisis and its
aftermath, as well for its incisive and clearly expressed analysis of
looming economic problems in the Western world.

PHILIP BOOTH

Editorial and Programme Director,

Institute of Economic Affairs

Professor of Insurance and Risk Management,
Cass Business School, City University
September 2011

The views expressed in this monograph are, as in all IEA publi-
cations, those of the author and not those of the Institute (which
has no corporate view), its managing trustees, Academic Advisory
Council members or senior staff.
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SUMMARY

The ‘Great Recession has been particularly deep. In the USA,
the loss of GDP relative to trend growth has been 9 per cent.
The recovery from recession has also been much slower than
the recovery from the recessions of the early 1980s and early
1990s. After those recessions, the USA achieved economic
growth of 4.3 per cent and 3.6 per cent respectively.

The slump has not been nearly as bad as the US Great
Depression, though the fall in stock market values of over

50 per cent was the second-largest in history. This compares
with a fall in the stock market of 79 per cent during the Great
Depression. Furthermore, house prices have fallen by 37 per
cent since the financial crash.

One of the major causes of the crash was the boom in
securitisation whereby inherently risky loans were packaged
together and sold as very low-risk securities. This was
strongly encouraged by the government; Fannie Mae and
Freddie Mac, the government agencies responsible, should be
privatised.

The US government was right to bail out the systemically
risky banks. However, other aspects of the fiscal stimulus
package were misguided for various reasons.

In general a fiscal stimulus package might raise output in the
very short run but the long-term fiscal multiplier is negative.

11
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This leads growth to stall after an initial increase, as is
happening at the moment.

If fiscal stimulus packages are to be used at all then they
should be based around reducing taxes so that the tax
reductions stimulate work, investment and enterprise. While
some of the spending increases have just been a waste of
money, others have been very damaging. For example, the
significant lengthening of the duration of unemployment
payments has caused a rise in the unemployment rate of
between 1and 2 per cent.

Spending and welfare programme entitlements grew rapidly
under President George W. Bush and that growth has
continued under President Obama. In many respects, as far
as economic policy is concerned, Bush and Obama are ‘twins’,
just as Reagan and Clinton were ‘twins’.

There should be concerns about the exit strategy from the
process of quantitative easing. It will be difficult for central
banks to avoid both inflation and recession.

The next crisis will be a crisis of government debt. This debt
consists of both explicit borrowing and also of entitlements
through social security programmes that have been
dramatically expanded under Presidents Bush and Obama.
This crisis of government debt is not just a US problem.

The coming crisis can be addressed in the USA only by
reforming entitlement programmes and also by tax reform
to reduce ‘tax expenditures’ or special exemptions from taxes
for certain types of economic activity. In the EU, fiscal and
monetary policy need to be decoupled so that member states
do not become responsible for each other’s borrowing.

Figure 1
Figure 2
Figure 3
Figure 4
Figure 5
Figure 6
Figure 7

Table 1
Table 2
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1 CRISES OF GOVERNMENTS: THE
ONGOING GLOBAL FINANCIAL CRISIS
AND RECESSION

Introduction

It is a great pleasure to be here. I certainly could not resist giving a
lecture that is named after Hayek, not to mention following in the
footsteps of my great friend Gary Becker, who I believe delivered
the lecture last year.

I will talk about the recession, financial crisis and, as
mentioned, about the government responses in terms of fiscal
stimulus packages and other matters. As a brief introduction,
I think the central origin of the crisis, particularly in the United
States, was from the housing market, and I will try to detail
why I think that is true. An important part of the cause was the
problems caused in the housing markets by mortgage financing
and the developments in that sector. I think there was a critical
mistake made in terms of underestimating the possibility that
housing prices could fall on average because this was an unprece-
dented event, particularly in terms of the magnitude of the decline
in average house prices that occurred. I think that was the precipi-
tating agent for the crisis, both in the USA and elsewhere. And
indeed, this aspect of house prices interacted with developments
in the financial sector, in terms of new products, securitisations,
and so on.

I think a number of mistakes were made here, but I think that

17
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it is critical to realise that the lessons from these mistakes have
basically been learned, particularly by the financial sector, and it
is unlikely that the next crisis is going to look similar to the last
crisis. As such, it is not the best source of policy change to try to
fix the mistake that caused the last crisis from which the main
lessons have already been learned. I think the most likely next
crisis is going to have to do with governments per se.

The recession and recovery in context

So let me try to give some of the data. This will be from a US
perspective but I think a lot of it is global in nature. Figure 1 illus-
trates the course of the Great Recession from the US perspective
measured in terms of the growth rate of the real gross domestic
product. I think you can see readily the recession, in terms of the
negative part. This recession accumulates to a decline in GDP
by 4.1 per cent. I don’t know if that sounds impressive, but it is
actually the largest post-Second World War decline in GDP. It is
bigger than the other recessions since the war, not by a lot, but
a little bit bigger. It certainly does not measure up to the Great
Depression of the 1930s. In this metric it is not at all comparable.
If you look at GDP relative to trend then you can say there
was a loss of 9 per cent in GDP, which makes the recession look
bigger, because the US economy normally grows at about 3 per
cent per year. If instead of that we have negative 4.1 per cent for
some period, that is a substantial loss relative to normal growth.
The other thing that has been true, and has been particularly
of concern recently, is the weakness of the recovery period, which
is shown in Figure 1. The average growth rate of GDP since the
recovery began is less than 3 per cent per year, which means that it
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Figure T GDP growth since 2000 (annualised)
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is not really a recovery in the sense of restoring total output back to
the trend. This, I think, relates to why the labour market has been
so weak. So it has been a very disappointing recovery and in fact
it looks worse now than it did perhaps six months ago or so. By
way of contrast, you can look at recoveries from some other reces-
sions. One is the Reagan period, basically the 1980s. Here there is
a pretty substantial recession through 1982, but then the recovery
is quite remarkable (see Figure 2). For pretty much the rest of the
1980s going into 1990 the average growth rate in the recovery
period is 4.3 per cent per year, and I think a lot of this particular
recovery is driven by tax policy changes. There were quite substan-
tial reductions in marginal income tax rates in this period — the
early 1980s and again in 1986. This was something new, really,
that Reagan had led, and I think it was quite an important factor

19
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Figure 2 ‘Reagan recovery’ after the 1982 recession (annualised growth)
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in terms of the strength of the recovery. So an average growth rate
well over 4.4 per cent for a long period is something impressive
and very different from the current recovery.

Another period you can look at is the 1990s. This is another
strong period in the USA and is mostly when Clinton was presi-
dent. This follows the moderate recession around 1991. The
average growth rate in this recovery is a little bit lower than
Reagan, it is 3.6 per cent per year, but it is a very extended
recovery — basically almost all the 1990s going into 2000. The two
heroes in terms of post-Second World War economic policy and
results in the USA, I think, are Reagan and Clinton, which shows
you how non-partisan I am in my approach to results! I think that,
at least in the way things turned out, Clinton was quite a conserva-
tive in terms of economic policy, and I think in that sense he is
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Figure 3 ‘Clinton recovery’ after the 1990 recession (annualised growth)
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kind of a twin with Reagan rather than being something different
from him.

Table 1 shows the global nature of the Great Recession. The
US decline that I have mentioned was a little more than 4 per cent
going up to the end of the recession in early 2009. The USA is
certainly not exceptional in terms of the severity of the recession
it experienced — it is actually a little bit less than the average. For
these 21 OECD countries the extent of the GDP decline averages
about 5.5 per cent, somewhat more than the USA. Several coun-
tries have declines of more than 10 per cent, which is the metric
I usually use to determine whether or not a rare macroeconomic
disaster has occurred. Some countries, such as Japan and Ireland
and Finland, are in that category: the decline in those countries
was more than 10 per cent. Greece would be in that category if you
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included the whole of 2010, which is not included in this table. So
we can see that several countries have suffered declines in GDP of
more than 10 per cent.

Table 1 The Great Recession in 21 OECD countries

Country Peak quarter Trough quarter Cumulative decline
Australia 2008.3 2008.4 1.0
Austria 2008.2 2009.2 5.1
Belgium 2008.2 2009.1 4.3
Canada 2008.3 2009.2 3.3
Denmark 2007.4 2009.2 7.9
Finland 2008.2 2009.2 10.2
France 2008.1 2009.1 3.9
Germany 2008.1 2009.1 6.6
Greece 2008.2 2009.1 3.5
Ireland 2007.4 2009.4 143
Italy 2008.1 2009.2 7.0
Japan 2008.1 2009.1 10.0
Netherlands 2008.1 2009.2 53
New Zealand 2007.4 2009.1 2.4
Norway 2007.4 2009.2 2.5
Portugal 2008.2 2009.1 3.6
Spain 2008.1 2009.4 4.9
Sweden 2007.4 2009.1 7.6
Switzerland 2008.2 2009.2 3.2
United Kingdom 2008.1 2009.3 6.4
United States 2007.4 2009.2 4.1
Simple average 2008.1 2009.2 5.6
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Another indicator of the events is the information we can
obtain from financial markets, specifically information from the
US stock market. Figure 4 shows the pattern of long-term returns
from the US stock market. You can pick out the periods of major
booms in the stock market and major collapses. And this was
particularly important as a signal of what was going on in the
worst of the Great Recession in the USA, which is early 2009.
You can see where the bottom is, and it looked very serious if you
consider what financial markets were predicting at that point.
They were predicting a decline that was much worse than the
decline that actually happened in practice. Now, some people just
denigrate the stock market as not being a very good forecasting
tool, but in fact it is better than almost anything you have avail-
able, even though it is certainly imperfect. At that time I wrote
a column for the Wall Street Journal about the probability of the
USA getting into a depression type of scenario, and particularly
based the column on the stock market return information. I said
that the probability of a depression-type scenario was something
like 30 per cent, which is enormously high. I remember talking
to a reporter and she said, ‘What do you mean, the probability is
thirty per cent? Is it going to happen or isn’t it?’! I find, at least in
the USA, that you can’t talk about probabilities when you talk to
journalists. Anyway, that’s what I thought was true at the time. So
this was quite a serious threat, and from that perspective things
have not worked out nearly as badly as they might have done.

Figure 4 is just showing periods of major stock market booms
and busts over the long term going back to 1913. Table 2 shows
that the worst stock market bust is associated with the Great
Depression. From 1929 to 1932 there is a decline in real value on
the stock market of an amazing 79 per cent. Very little of this is
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Figure 4 Cumulative real total stock return
Proportionate scale, relative to January 1913
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the crash in 1929 itself: it is actually the accumulation over three
years that gives you that remarkable reduction. And the recent
period is the second-worst decline in the whole of recent history:
it is a decline in real value up until the beginning of March 2009
of more than 50 per cent. And I think that was a serious negative
signal, and things have rebounded somewhat since then. Never-
theless, we had a serious crisis.

Figure 5 shows us changes in house prices. Again, I think
this suggests a major downturn. The figure shows data from the
Case-Shiller Price Indices, which are very high-quality measures
of house prices. The data represent the real value of average
house prices in the United States, and you can see that there is
this remarkable period of boom in house prices with average
real prices growing by more than 8o per cent in the period from

CRISES OF GOVERNMENTS

Table 2 Major US stock market booms and busts since 1913

Booms
Period Cumulative increase (per cent)
1923.10-1929.08 519
1932.05-1934.01 282
1949.05-1956.03 449
1994.06-2000.08 328
Busts
Period Cumulative decrease (per cent)
1929.08-1932.05 79.4
1937.02-1938.03 49.8
1972.12-1974.11 47.4
2000.08-2002.09 47.3
2007.10-2009.02 51.7

1997 to roughly 2006. There are a lot of reasons that have been
put forward for this amazing boom, and I will talk about some of
the possible factors. But the boom, of course, is followed by this
equally amazing bust in house prices: a decline of something like
37 per cent in real terms of average house prices in a period going
up to, say, 2009. That really is an unprecedented shock from the
standpoint of the US economy. I think it is central that, ex ante,
financial markets put zero probability weight on this kind of a
result in terms of the house price declines, and that underlies a
lot of the problems, including those of Lehman Brothers, but also
other difficulties in the financial sector. It is also disturbing that
there has not been a rebound in house prices of any significance,
even up to today. It looked like there was some increase but in
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Figure 5 US real house prices
Nominal values divided by CPI, 2000.1=100
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the last months house prices have actually fallen on average by
another 7 per cent or so. So there isn’t really a rebound that you
yet see in this metric.

If we look at commercial real estate prices we find that the
accumulated decline associated with the Great Recession in that
sector is about the same as the decline in the residential sector (30
per cent to 40 per cent), but the decline clearly occurs later. I think
it is a reasonable inference that the problems started in the resi-
dential mortgage and housing sector and then spread elsewhere,
including to commercial real estate.

Causes of the boom and bust

Part of what is propelling the boom and the bust, I think, is related

CRISES OF GOVERNMENTS

to developments in securitisation. Figure 6 shows the volume of
issue of securities related to residential mortgages. This shows a
remarkable volume of issuance of these kinds of securities. In one
year, there were $2.4 trillion of mortgage-backed securities issued.
We can see that the number of sub-prime and Alt-A mortgages
that were securitised grew very rapidly — these were the higher-
risk mortgages. So I think a lot of the boom in the housing market
had to do with the fact that there was a lot of cheap financing
available to people who normally would not have been eligible for
mortgages — it is these mortgages that were categorised as ‘sub-
prime’. This was partly propelled by the government and partly
by the reasoning that prevailed in financial markets that somehow
you could create risk-free securities by packaging these mortgages
up. So there was an incredible volume of sub-prime mortgages
being securitised.

There are two amazing inventions here which, if either of
them were correct, would have been one of the most remarkable
inventions ever. One is the idea that you can take a lot of garbage
paper (sub-prime mortgages) but then you package them all
together and you somehow diversify it all and then the investment
ends up being AAA - or at least the upper tranches of the security
end up being AAA. So you could create this vast amount of more
or less risk-free paper by putting together a lot of junk. Now, if
that were correct that would of course be one of the most brilliant
things ever. And people did have confidence in this new device for
some period, but it doesn’t work too well when the average price
of houses falls by 30 per cent to 40 per cent.

Alt-A is also a very interesting invention. You take people
who don’t normally qualify for mortgages because they cannot
document their income, etc. Then you assume that these people
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Figure 6 US residential mortgage-backed securities (RMBS)
$ billion, 2000 prices
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are prime borrowers and so you call them ‘Alt-A” and you basically
provide mortgage financing on terms that are not too different
from prime. That didn’t work out too well either. In the end Alt-A
did not perform all that differently from sub-prime in terms of
defaults. So I think these are two sources of the problems that
caused the crash.

The US government has had an amazing amount of involve-
ment with the mortgage sector which has not happened in other
countries. The US Congress over many years, working through
Fannie Mae and Freddie Mac especially, has particularly tried to
expand the mortgage market so that more or less everybody could
own their own home. This was done by extending credit to people
who did not normally qualify. And the government-sponsored
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enterprises, Fannie Mae and Freddie Mac, were, to a large extent,
the vehicle for this expansion. Of course, the reason why they
essentially went bankrupt in September 2008 was because of
the sub-prime and Alt-A products that they had amassed on
their books. They amassed tremendous amounts of paper which
at some point was rated AAA but was in fact really sub-prime
and Alt-A. I think the government involvement in the mortgage
business in the United States is a crucial part of the picture, and I
think going forward that it is important in the USA to phase out
the government involvement in the mortgage sector. This means
completely privatising these government-sponsored enterprises,
Fannie Mae and Freddie Mac. The problem is that these vehicles
are basically a creation of the Congress and the same people
who were involved with creating these instruments and with
expanding them are now in charge of re-regulating that industry.
So it does not make one very optimistic about the outcome.

The US government response to the financial crisis

So let me say some things about the US response to the fiscal
crisis. Of course, there was a big mid-term election in November
2010, which moved part of government away from Democrat
control and towards the Republicans — particularly in the House
of Representatives and somewhat in the US Senate. I think part
of what was going on in that period was that there was general
opposition to a lot of what the government had done in response
to the crisis. In particular there was opposition to a large amount
of government expenditure in response to the recession, starting
in 2008 while George W. Bush was still president and going into
2009.
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Preventing financial institutions from failing

My view is not that all the spending in response to the crisis was
wrong. I am not just uniformly opposed to everything that the
government did in response to the financial crisis. Maybe it is
not consistent with what Hayek would have thought but I draw
a big distinction between the financial bailouts and the rest of the
fiscal stimulus package and other interventions by the US govern-
ment. If you go back to where the situation was in 2008, particu-
larly when Lehman Brothers went bankrupt on 15 September
2008, I thought that we were in a really difficult situation that was
threatening a Great Depression kind of outcome, as I described
a little bit before. In that environment I think it was true that
some major financial institutions were too big to fail, in the sense
that the cost to the economy and the taxpayers was too much to
accept. Because of that, I thought it was a better outcome to have
the government intervene as necessary to prevent those kinds of
collapses. That was the view of the government to some extent,
except that it let Lehman go bankrupt in September of 2008,
which I thought was a major mistake on the day it happened.
Indeed, I think the US government decided about ten hours later,
or whatever, that it was in fact a big error to allow that institu-
tion to go bankrupt! Overall I think the financial bailout part of
the spending package, which is a bit less than a trillion dollars in
terms of the amount of money the government contributed (much
of this eventually recouped), was unfortunate but necessary and
wise under the circumstances. The rest of the fiscal expansion I
thought was mostly a waste of money. So I draw a big distinction
between those two parts of the package, but I think that, within
the US electorate, there was opposition to all of it.

After Lehman, of course, there were a number of other larger
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interventions, AIG being probably the most important. So, as I
mentioned, after 15 September the US Treasury and the Federal
Reserve changed their viewpoints and decided they could no
longer afford a bankruptcy of the type that Lehman had under-
gone and therefore did everything they could to prevent further
implosions of that type. These interventions ensured that AIG,
Morgan Stanley, Citibank, etc. did not go under. I think that was
the correct position. I think it is very unfortunate from a moral
hazard standpoint but I think these institutions really were in a
too-big-to-fail situation in terms of where we had gotten to at the
end of 2008.

The fiscal stimulus package

So let me talk about the fiscal stimulus package. Hayek would
probably be more appreciative of my views on this part of the
government intervention. The US fiscal stimulus package in
2009/10 basically added up to something around $800 billion.
This used to be a big number! I think this is mostly a waste of
money. I do not think it has done a lot to retard the recession or
to promote the economic recovery. I think the Obama administra-
tion is vastly overestimating the contribution of this package to
US economic outcomes.

Some of this comes down to estimates of the so-called
spending multiplier: that is of the effect on real gross domestic
product of the government spending an extra dollar, particu-
larly by increasing purchases of goods and services by a dollar.
The government basically assumes that the spending multiplier
is around two. Now, if that were correct, that would be another
remarkable and magical thing, like the Alt-A mortgages and
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the sub-prime paper. If the multiplier is two it is quite amazing.
It means that you can create something out of nothing just by
spending another dollar. You not only get the dollar back, but you
get another dollar. So even if the government is spending money
on things that are totally wasteful — such as Keynes’s example of
digging holes and filling them up - it is nevertheless a good idea.
So this is a remarkable vision about how the private economy
operates, that somehow it is so inefficient that by doing this
apparently foolish kind of intervention you end up making things
better.

Now, I should say by way of confession that I used to be
a Keynesian and I did a lot of work in macroeconomics on
Keynesian models, but I kind of got over it and, in terms of
economic theory and more particularly in terms of empirical
evidence, I really don’t think this is a good way of viewing how
the macroeconomy operates. I have spent a lot of time on research
recently trying to estimate the value of the spending multiplier
and there is some other research that other people have been
doing that I think is increasingly informative about the magnitude
of the multiplier.

As a rough estimate, I think that the spending multiplier
is small but positive in the short run, which means that GDP
goes up but not by as much as the amount that the government
is spending. So a multiplier of about a half I think is roughly
reasonable in terms of a one-year response — a short-run type of
response. Now, if you factor that into what the government did in
2009 and 2010, what you get is that the GDP growth rate in 2009
would have been higher by one percentage point than it would
have been otherwise. So the spending has a positive contribution
to GDP growth in the short term but not that big — much smaller
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than the administration has estimated. The effect on growth the
next year is smaller because you have already kicked things up the
first year and then you are trying to keep activity at that level. And
then when you reduce the expenditure, because this is supposed
to be a temporary programme to stimulate the economy, then
of course the effect becomes negative. That is 2011 when you are
reversing the stimulus programmes. The longer-run effect is much
more negative because you have inflated the public debt by a very
large amount, not only in the United States but also in the UK and
elsewhere. And, ultimately, you have to pay for that not by fiscal
deficits, not by borrowing, but by raising taxes of some form.
When you raise the taxes you create a further negative effect on
the economy because the taxes are distortionary and they tend to
have negative incentive effects on investment and production.

Other people have estimated the effect on the economy of an
increase in taxes, and, of course, in general, it depends on how you
increase taxes. But the ultimate answer is that the effect is negative
and larger in magnitude than the stimulus you got from the
government expenditure. So I argue that the spending multiplier
typically is around a half, the tax multiplier is clearly bigger than
one in magnitude and has a negative sign. So, of course, if you put
the two together you get a so-called ‘balanced budget multiplier’,
which Keynes also talked about. And since the tax effect is larger,
the balanced budget multiplier is negative, and that is the sort of
medium- and longer-run effect from fiscal stimulus. It is clearly
negative in terms of economic growth, and we are now moving
into that part of this episode.

The bottom line here is that the only reason you might want
to spend $800 billion on public sector programmes is if you think
that those programmes are really productive from a social return
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perspective — in other words, we should not increase spending
to create a stimulus but should use the sort of usual calculus that
microeconomists would go through. So if you are thinking about
building a highway you figure out something about the social
rate of return and if it were high enough then maybe it is worth
it. I think that is the right calculus and it should be used as much
during the recession as at any other time. Of course, that is not the
reasoning that went into the stimulus package in the USA and, I
think, in many other countries.

So far, I have just mentioned the spending side of the Obama
programme. There are also some items that are described as ‘tax
cuts’. But, in fact, until December of last year the tax cuts were not
really tax rate cuts. They were not changes that gave people more
incentives to do things such as invest. The tax cuts were basically
throwing money at people, essentially a transfer payment and not
a tax cut. The December 2010 tax agreement was a bit different.
This was forced on President Obama by the November elections,
and he agreed in that package to keep intact the tax rate structure
that had been put in place under Bush in 2003, and they intro-
duced a cut in the social security payroll tax. So I have mixed
feelings about that aspect of the stimulus package. It is a cut in a
marginal tax rate, unlike all the rest of the things that were done.
But, on the other side, the social security payroll tax is actually the
most efficient part of the revenue-raising scheme by the USA. So if
you're going to cut tax rates it is probably not the favoured place
to go: the social security payroll tax is way down the list of what
would be an effective tax rate to cut. But at least it is a cut in a tax
rate which is different from the other parts of the programme.

There is evidence, more detailed evidence than of course
I can go through here, that cuts in marginal tax rates do have
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positive effects on economic growth. I don’t mean to seem like an
extreme ‘supply-sider’. Such people sometimes express the view
that you can cut tax rates and actually get more revenue, but I
think it is definitely the case that, if you cut marginal tax rates,
you get a response in terms of more economic activity, and I have
some quantitative estimates of that. I think that worked, particu-
larly in the 1980s under Reagan, and to a lesser extent under the
programmes that the younger George Bush had, particularly in
2003.

There is a series of other programmes that the Obama admin-
istration put into place that I think has been unfortunate. I think
the bailout of General Motors was a mistake. I think General
Motors, unlike Lehman Brothers, could very easily have been
allowed to go bankrupt and be bought out by some other private
companies. I do not think that General Motors was too big to fail
in the same sense that I think some major financial institutions
are and, if we have time to talk about it, I can try to address why
I think there is a difference there. The healthcare law, of course,
is also a problem. The most curious intervention of the govern-
ment, however, was the so-called ‘cash for clunkers’ programme.
don’t know whether this programme is well publicised in the UK,
but this is one of the most idiotic programmes ever designed by a
government. It basically involved the government paying people
to destroy functioning used cars and then give them a form of
a credit to buy new cars. The consequence of that was that you
destroyed some perfectly productive cars and, at the same time,
you changed the timing of when people bought other automo-
biles. It did not do anything in terms of the longer-run invest-
ment in the purchase of cars. This programme, curiously enough,
shows that incentives actually matter. The incentives here were
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all perverse, but people did respond to those incentives — it is not
that people ignored them.

A more important mistake — and I find I get attacked viciously
if I ever mention it — is that the government made the unemploy-
ment insurance programme much more generous than it used to
be in the United States. We had a well-functioning programme
of unemployment insurance. The basic idea was that the typical
programme was 26 weeks in duration and during recessions the
duration for which people were eligible for benefits was raised
from 26 weeks to about twice that length. That is what had been
done several times. And it makes sense on economic grounds that
the duration should be longer when there is a general recession
than at other times. But what happened in 2009 was that, all of
a sudden, the eligibility was raised to 99 weeks, which is almost
four times the normal duration. I think that this extension to the
programme had incentive effects that raised the unemployment
rate, made it more persistently high and, especially, made the
duration of unemployment much higher than it has ever been in
the United States. This change to the unemployment insurance
programme has probably increased unemployment by one to two
percentage points. This means that unemployment, which is now
just over 9 per cent, could have been around 8 per cent or below.
But I find that if T raise this point I am just described as not being
a caring person because I don’t want to give more money to the
poor and, in particular, to the poor who are unemployed. So I find
that it is very difficult to discuss this matter. Maybe here I can
discuss it, but often it is difficult.

I think that it is also a problem for the United States that the
Obama administration was preceded by the Bush administration,
which was almost as bad. There was a tremendous expansion of
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government under Bush and it really reversed the achievements
in the 1980s and the 1990s under Reagan and Clinton. I think of
Reagan and Clinton as twins, but Obama and Bush are also kind
of twins with respect to economic policy. There is a list of prob-
lematic policies arising from the Bush era which we do not seem
to be able to get rid of. One of the craziest of these is the ethanol
subsidy programme. This is not only idiotic like ‘cash for clunkers’
but is much bigger. The effects are also much more consequen-
tial. Basically we are burning up half of the corn crop in order to
produce fuel inefficiently. So you see how hard it is to get rid of
these government programmes once they are put into place.

The Federal Reserve response to the financial crash

Let me say something about monetary policy, which I think is
equally applicable to the UK as to the USA, but I will talk about
the Federal Reserve in the United States. One part of the monetary
policy response to the financial crash and its aftermath was fairly
conventional but very substantial in magnitude. This was the
reduction in nominal interest rates — short-term interest rates —
in response to a severe recession. I think that this was basically a
reasonable policy. You can see the effect in Figure 7. This figure
shows the Federal Funds rate, which has been zero, roughly
speaking, for some time now, in response to the Great Recession.
And I think that this was actually reasonable and I still think it is
reasonable to keep the rates at the low level that they are currently
at.

I don’t know if I am going to discuss it now but this (2003-05)
is the period that turned Greenspan from a hero into a villain. It
used to be that Greenspan ‘walked on water’ and he could never
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do or say anything that anybody from any political party really
criticised. But the sharp reduction in interest rates in response
to the mild recession of 2001/02 is very surprising. It is very
surprising how sharply rates were cut at that time and those rate
cuts are thought to be one of the factors underlying the housing
boom which I looked at before. But I won’t dwell on that at the
moment.

The more surprising part of the Federal Reserve’s response —
the quantitative easing part — really explains how much the Fed’s
balance sheet has expanded. If you look at the Fed’s balance sheet
since early 2008, from before the crisis really hit, it expanded by
$2 trillion, which is a big amount of money. US GDP is $15 trillion
so, in relation to that, $2 trillion is an enormous sum. The Fed’s
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balance sheet used to be less than $1 trillion, so this is a tremen-
dous proportionate expansion. Initially, which I found even more
surprising at the time, the Federal Reserve mainly expanded its
balance sheet by buying up mortgage-backed securities. They
accumulated more than $1 trillion worth of mortgage-backed
securities. At that point the Federal Reserve didn’t look all that
different from the way Lehman Brothers looked in late 2008.
It had all this short-term financing in effect and it was holding
all these risky securities which are particularly linked into the
housing market. I did not think this made any sense. It made the
Federal Reserve look like a development bank. The Fed was inter-
vening in particular sectors of the economy and this was really
threatening central bank independence; it had a very risky port-
folio. I did not really understand this kind of choice and I believe
that the Bank of England did not do this kind of activity.

More recently, in the so-called QE2 phase, the Fed did some-
thing more traditional. They bought up US government securi-
ties — another $800 billion basically. They expanded the balance
sheet, but this time buying treasury bonds rather than mortgage
bonds. I don’t think that there’s much impact on the economy
from the latest activity, and that would be equally true for the
Bank of England as for the Federal Reserve. You have a situation
where nominal short-term interest rates are essentially zero, and
what the central bank is doing with these operations is taking
on to its books longer-maturity securities. I don’t know what the
average maturity is of the bonds the central bank is buying, but
let’s say they are, on average, five-year bonds. In return the central
bank is getting people to hold much shorter-term assets, such as
reserves held on the books of the central bank, which pay slightly
positive nominal interest rates but rates that are close to zero

39



CRISES OF GOVERNMENTS

40

— like US Treasury bills now. So what that accomplishes is that the
private sector is holding shorter-term maturity instruments than
it would have been otherwise: instead of holding five-year bonds it
is holding overnight instruments. Well, firstly, I don’t think that is
going to matter very much; and, secondly, the US Treasury could
have done that by itself without the central bank. If it wanted to
fund the government by printing more treasury bills — by issuing
very short-term paper — the US Treasury can do that. It does not
need the central bank. So basically I don’t think that quantitative
easing is going to have very much impact.

There is a question about whether this vast liquidity expan-
sion is inflationary. Normally economists have thought that, if
you have this tremendous volume of open market operations —
the purchase of debt by central banks — it would be inflationary.
The reason it is not inflationary in the current environment is that
people, or companies, are willing to hold vast amounts of short-
term paper at close to zero nominal interest rates because people
still think that the economy is very risky and they like paper that
looks secure even if it pays very low interest rates. The Federal
Reserve can increase reserves by, say, a trillion dollars and buy up
a trillion dollars of treasury bonds. It is not inflationary because
people are willing to just hold the trillion dollars of extra reserves.
So as long as people are willing to do that, it does not have much
effect on the real economy but it is also not inflationary, so it just
doesn’t matter that much.

A difficulty with the Fed’s approach is that it compromises
the so-called ‘exit strategy’. In other words, if the economy even-
tually recovers and interest rates go up, then the Fed is going to
have to reverse this whole process if it does not want quantitative
easing to become inflationary. That is the so-called ‘exit strategy’.
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The usual way to do this would be to sell off the securities that the
central bank has accumulated, whether it is mortgage securities or
US government bonds. At the same time this would correspond-
ingly reduce reserves of high-powered money. The problem with
this approach is that it is supposed to be — or might be — contrac-
tionary, so there is a risk that the Fed will reignite a recession. On
the other hand, if they do not sell back the securities they have
bought, it is going to be inflationary. That is supposed to be the
problem. I think Bernanke in the USA is too confident about how
he can handle this. He is certainly well aware of this problem, but
I think that he is too confident about being able to handle it. This
could be a serious threat going forward.

On the other hand, I always think financial markets know
more than I do and, if you look at US government bonds (both
nominal bonds and inflation-linked bonds), there is no expecta-
tion of high inflation, even going out ten years in that market.
Expected inflation is something like 2 per cent, maybe 2.5 per
cent if you look over five years. So the financial markets seem to
be confident that there won'’t be a lot of inflation. Now, that could
be because nobody thinks there is ever going to be a recovery, or it
could be because people think there is going to be a recovery and
that the Fed will handle the exit strategy satisfactorily. The issues
with regard to the Bank of England and its handling of the exit
strategy from quantitative easing would be analogous.

The coming crisis - ‘crises of governments’

I think the most likely source of the next crisis is what I call ‘crises
of governments’. There is a lot of fragility in this respect. A good
deal of it has to do with the longer-term lack of fiscal discipline
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which has become more apparent recently, especially for some
European governments, but also for US states. This is where these
issues have become most clear.

Problems in the Eurozone

There is a serious threat, deriving from the lack of fiscal discipline,
to the maintenance of the Eurozone as it has been constructed.
This of course relates, in the first instance, to the crisis in Greece,
Portugal and Ireland. It will be more serious if it spreads to Spain
and Italy because they are much larger. If it does spread to Spain
and Italy that will be a source of acute danger for the Eurozone.
The euro should have been just a currency zone and I think that,
as a common currency, it would have made a lot of sense.

When I spent a year in England in 1995 the big issue was
whether the UK should join the euro — that was very contentious
at the time. My view then was that a common currency would
be a good idea for the UK. Unfortunately you could not join the
common currency without getting a lot of other baggage, and the
other baggage was that it was a semi-fiscal and political union. The
UK did not want either of those things. In retrospect, of course,
the UK is now very happy that it stayed out of this arrangement.

I do not understand the argument that people have some-
times made that, if you are going to have a common currency,
you have to have a fiscal union and maybe some kind of political
union. I don’t know any evidence that supports that position and
conceptually it does not make sense to me. Another way to put it
is this: if Greece wants to issue bonds denominated in euros, that
should be fine, but it should not — and need not — be the business
of the other countries and governments to prop up those bonds
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in terms of guaranteeing their repayment. That is the part of the
development of the Eurozone that is troublesome. And, of course,
if Greece is in a situation where Germany is going to bail it out all
the time there is not enough incentive for fiscal discipline and it is
the lack of that discipline that is the source of the crisis itself.

Fiscal problems in US states

There are a lot of parallels with the situation of some US states.
Their problems are analogous to the problems in the Eurozone.
The problem for US states is not so much that there is too much
formal government borrowing financed by the issuing of govern-
ment bonds. The problem relates to implicit promises — and
sometimes explicit ones — that the state governments have made,
particularly in terms of overly generous pension and healthcare
benefits. For example, California and Illinois have enormous
problems with unfunded defined-benefit pension liabilities and
healthcare benefits.

This problem is what may bankrupt a lot of the US states ulti-
mately. They have made promises that seem to be fiscally impos-
sible to keep in many circumstances. Default on these obligations
is more likely than default on government bonds. I do not know
what is going to happen in the end. If Illinois decides, ‘T was
only kidding when I said you could have these pensions for ever
and they are too big’, what is the US government going to do in
response to that? Is that kind of decision going to trigger some
kind of default? Is the US government going to bail the states out?
Is the US government going to say that state governments are
too big to fail? Which, to repeat, I thought was true for Lehman
but not for General Motors. So I am not sure how this is going
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to work out, but it is not so different from the problems with the
euro.

The need for fiscal reform: curtailing expenditure

There is a need for some basic fiscal reforms. This should not
be a controversial statement. A lot of this should be in terms of
curtailing government expenditures. You have to keep in mind
that there was a vast expansion in the USA of various government
programmes, both under Bush and Obama, so part of this process
is just getting back to where we were in 2000. But then there is
also this longer-term structural problem related to the major enti-
tlement programmes and the promises that have already been
made — particularly social security pensions and the medical
programmes. These form a major burden which would have been
there even in the absence of the financial crisis. As such, funda-
mental fiscal reform has to feature sharp curtailing of spending,
particularly of the major entitlement programmes such as Social
Security, Medicare and Medicaid.

The need for tax reform

Some major tax reforms also need to be part of this package. So,
for example, I would get rid of the corporate income tax in the
United States. That form of taxation makes no sense and it does
not raise very much money. I would not have an inheritance tax.
You could also raise revenues by cutting back on so-called tax
expenditure items which are deductions from income tax for
certain forms of expenditure such as mortgage interest, state and
local taxes and employee fringe benefits. But the bigger question
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in the USA is whether to have a value added tax or generalised
sales tax, which is one of the favourite taxes in western Europe.
The value added tax is a very efficient form of taxation which
is both the plus and the minus of the system. More or less like the
payroll tax in the USA, the value added tax is very good at gener-
ating a lot of revenue and it causes fewer distortions for a given
amount of revenue raised. On the other hand this is bad because
when government has available this kind of money machine it
tends to grow larger and spend more! That is the key trade-off in
terms of efficient taxation, and whether you want it or not. But
in the USA I do not really see an alternative because I think that,
given the status of the entitlement programmes and where they
are going, the USA will have to have more revenue. I do not see an
alternative to a VAT form of taxation. So I think a value added tax
is coming at some point. Larry Summers had a famous statement
here about why we do not have a value added tax in the United
States. He said that it was because the Democrats thought it was
regressive and the Republicans thought it was a money machine,
and a sort of political equilibrium between those two forces
prevented it being enacted. Then he followed the statement up by
saying ‘we are going to have a value added tax in the US when the
Democrats realise that it's a money machine and the Republicans
realise that it’s regressive’. There are pluses and minuses of the
value added tax, but I think it is coming. In fact, I think the USA
is the only OECD country that actually does not have this system.

A double-dip recession?

I want to finish by talking about the chance of a double-dip reces-
sion. Things looked a little better six months ago or so, and I think
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Obama made his best economic intervention in December 2010
by preserving the tax rate structure and for about a week not
saying that you had to tax the rich at a higher rate because they
are bad people! He actually did have a tax rate cut as part of the
package as I have already mentioned.

But there are various indicators that look quite weak with
respect to the recovery in the USA. These include GDP growth;
the outlook for the labour market — particularly with regard to
the sustained high unemployment rate; the outlook for house
prices, which really are not recovering; the stock market, which,
having done pretty well for a while, then turned downwards; and
the underlying fiscal issues that have not yet been seriously dealt
with. You do hear some voices in the USA that I think are more
rational than usual, but it is not clear at this point how things are
going to work out in terms of solving the basic fiscal problems
that we have. There are also these questions about future inflation
which I have already discussed a bit. Again, the financial markets
seem to be quite optimistic in that regard. And then there is the
broader question about the potential default on some government
obligations, which is part of this ‘crisis of governments’ that I have
outlined. This problem is somewhat more acute in Europe and it
is a little hard to see how Europe is going to escape from the crisis,
but, to repeat, the US states are another great source of concern.
So, on balance, I do not end up being terribly optimistic at this
stage and I am sorry to have to end on this note.

2 QUESTIONS AND DISCUSSION

QUENTIN LANGLEY: If banks are too big to fail, should they be
broken up? And, if so, now or later?

ROBERT BARRO: I think this is part of the more general question
about what kind of regulatory changes you would want that
particularly relate to financial institutions. One consequence of
the crisis has been a tremendous outpouring of research on that
question in terms of why did you have this financial implosion.
What kind of regulations seem to improve matters? I think some
of the capital requirements coming out of the Bank for Interna-
tional Settlements are sensible in terms of basically increasing the
capital requirements. And sometimes it is proposed to do that
in a progressive manner, which is discouraging financial institu-
tions from growing too large. It is puzzling about the too-big-to-
fail thing. Because on the one hand, you get these institutions that
seem to have that status, and then the government feels, I think
accurately, that it has to bail them out ex post. But, on the other
hand, if you look at what the government relies on, in terms of
solving some of these problems at least temporarily, it relies on
very large institutions: for example, JPMorgan taking over Bear
Stearns or something analogous to that. So I think there are
regulatory changes that have been proposed that could make the
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system work more effectively. Whether one predicts that govern-
ments will actually move in a direction where, on average, the
changes in regulations are favourable is a different matter. I would
not be too optimistic about that because they are probably more
likely to make changes that will make things worse rather than
better.

RUPERT FAST: If injecting more money into the economy through
quantitative easing doesn’t cause inflation, what do you make of
the rampant inflation people are experiencing in the UK, when
incomes are barely rising at all? And is there a risk that this will
turn us into a Second World country?

ROBERT BARRO: I start from the proposition that if you just told
me that the Federal Reserve in the United States had suddenly
expanded high-powered money by $2 trillion, then I would have
said that this would be very inflationary. That would be the
normal kind of response. However, in the USA, for example, the
inflation rate has ticked up a little bit, but not that much.

SPEAKER: Rubbish.

ROBERT BARRO: I don’t know why you say rubbish. You think the
statistics are unreliable?

There have been other developments in the world, related
to commodity prices, and related to food prices. And indeed,
the ethanol programme is part of the rationale for why food
prices have increased so much. So some prices, of course, have
gone up. But I don’t really have a problem in believing that the
overall index of prices, for example the Consumer Price Index in
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the United States, is reasonably reliable. And you've seen a bit of
an uptick in inflation, but not very much. And as I mentioned,
in terms of expectations in the financial markets, expectations
of future inflation are relatively low. That is also true in the UK.
So my belief is that there has been a temporary blip in inflation,
related to certain prices rising, but not that it is an endemic thing.
So you put that along with the quantitative easing, and you would
have thought that quantitative easing would be inflationary. So in
the lecture I was trying to interpret why I thought it had not been
more inflationary than it has been. But, again, it is important to
stress that the nature of the exit strategy is crucial, in terms of the
longer-term implications.

MATTHEW SINCLAIR: To what extent do you think China is likely to
continue to perform strongly, or is it likely to suffer a hard landing
as aresult of what appears to be an asset boom there?

ROBERT BARRO: Overall, I'm optimistic about the China experi-
ment, which really goes back to roughly 1979, when they decided
to become a market economy to some extent, relative to the
previous system. There is a lot of potential there for further
convergence towards the richer states in the world. Today, they
have only about one seventh of the per capita GDP of the USA. So,
even though they have been growing for more than twenty years
— indeed, almost thirty years — at quite a high rate, there is still
quite a bit of potential, in terms of this convergence. There are a
number of potential pitfalls for China, which I have thought about
for some time. I think there are two major pitfalls. First, on the
political side there is the problem of what will be the nature of the
political liberalisation, which usually has to come when countries

49



CRISES OF GOVERNMENTS

50

get more prosperous. How are they going to move towards some-
thing that looks more like democracy with more civil liberties?
Is that transition going to involve some kind of violence, which
it could have done in 1989, but of course there was a different
outcome at that point? Secondly, there is this tremendous rural/
urban divide. So a lot of the growth has been focused in the urban
areas, and that produces a lot of other tensions, related to internal
mobility. I would have focused on those factors, rather than on
the asset boom or the big infrastructure investment boom that the
Chinese government has initiated. I have less concern about that,
than about these other two points that I mentioned.

LINDA WHETSTONE: You ended up on a pessimistic note. You obvi-
ously know a huge amount about these things. But you didn’t
make suggestions. For instance, what should the US and UK
governments be doing to make the economic outlook more opti-
mistic in a year or two’s time?

ROBERT BARRO: Well, if  go back to 2009, in the USA, for example,
I think it is quite appropriate to have a fiscal deficit in response
to a large recession. I would have focused all the response on
the tax side. I would not have been doing a lot of expenditure
programmes, that don’t seem to have any rationale intrinsically
because they are not really productive public sector activities.
So, I would have focused it all on the tax side. And on the tax
side, I would have focused on things that have incentive effects.
This means that you want to cut tax rates, not just throw money
at people. So I think I could be able to come up with a pretty
good concrete programme for what such a tax reform package
would have looked like. And I would still want to go forward
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in that direction, so I would not be following the expenditure
programmes. As I mentioned, I thought a lot of the financial
sector bailouts were unavoidable. And I wasn’t really criticising
that part of the response which occurred, starting in 2008, going
into 2009.

FEMALE SPEAKER: I hope Keynes did not use Germany for his
general theory in 1936. Not everyone, even today, knows that
Germany had the money to reflate her economy in 1933. She was
the world’s greatest exporter in 1931, in terms of value. She also
had 40 per cent cover for her banknotes in the Reichsbank. She
used deflation for political ends in the Great Depression. Germany
is not the same country as she was then, but can we reflate our
economy when she is still in deflationary mode — indeed, when
Europe is in deflationary mode?

ROBERT BARRO: So you know, I have done this study of rare
macroeconomic disaster events using lots of countries and data
over a period that is longer than a hundred years. So Germany
is an interesting case there, because they experienced all the bad
events between the two world wars. They had four macro disaster
events in the period between 1913 and 1948, including the two
world wars, but also the depression. It had its own hyperinflation,
which was associated with the aftermath from World War One.
So Germany has been quite an interesting case, from that perspec-
tive. Keynes actually started doing work that was maybe more
serious, which was about hyperinflation and about government
revenue from printing money. And a lot of that was applicable to
the extreme inflation period of Germany. I think it is true that,
after the hyperinflation, Germany was more sensitive to that issue
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than most other countries. And that is why Germany would have
a tendency towards deflation, and also towards price stability,
which I think is a characteristic that is still there. People think that
this has to do with the history of the hyperinflation in the early
1920s; I am not sure how correct that is.

NIGEL VINSON: Can I come back to the issue of infrastructure
development? The infrastructure in this country is almost Third
World. People come here to go potholing on our roads. Wouldn’t
it be sensible to put contra-cyclical finance into our declining
infrastructure, where it undoubtedly would yield economic
benefits? And would it also have a much higher multiplier effect,
probably even up to two or three, if this were done?

ROBERT BARRO: I'm not basically an anarchist. I don’t think that
there is nothing governments can do that is useful. And filling
potholes is probably one of the most useful activities that govern-
ments undertake, and it’s always a shame they don’t do more of it
— I certainly see that in my own locality. So, I am not disputing the
idea that there might be useful social investments of that type. It
would be a matter of looking at the particulars, if you are talking
about a particular airport, particular highway and so on. And I am
not saying that those are bad ideas in general. However, I don’t
think they become so much better ideas during a time of recession
than they are at other times. It is a question of getting the social
rate of return that makes it worthwhile putting the resources into
those activities. Otherwise, if you are just trying to expand the
economy because you think there is a downturn, as I mentioned, I
think you should focus your efforts on the tax side and particularly
on tax rates. So I don’t regard recession as a justification for public

QUESTIONS AND DISCUSSION

expenditures that are not worthwhile in terms of the social rate of
return per se. But that does not exclude airports and highways: I
just don’t know if you particularly want to build these things in bad
economic times. Japan is the real example of this. Japan used to be
a low public debt economy. And they have had a vast expansion
of public sector borrowing. And a lot of it has been to finance all
sorts of infrastructure activities. It never really helped in terms of
the economic growth of Japan, which has been quite weak for some
time. But interestingly, every time they did it, every time they had
some kind of infrastructure investment boom, and it didn’t seem
to help economic growth, the response from some economists
was that they just did not do enough! And that is the same with
the US fiscal stimulus package. We did this programme, which was
around $800 billion, and the results look disappointing. I think
everybody agrees they look disappointing. I take that as some indi-
cation that maybe we should not have followed the programme.
But the response from a lot of Keynesian economists is that Obama
did not do enough. My great friend Paul Krugman always has
that viewpoint, for example. He argues that we just didn’t go far
enough; we didn’t stick with it long enough. But then you never
seem to get the answer, from supporters of such programmes,
‘well, maybe this wasn't such a good device for curing a recession,
in terms of governments expanding their expenditure on various
activities’. Of course, it is also true, and I don’t think that this is
really controversial, that most of the fiscal stimulus stuff in the
USA was not on these kinds of social expenditures that you are
suggesting are productive. That really is not what it was composed
of. And somebody gave me this good line yesterday saying it was
basically shovel-ready stuff. But anything that’s shovel-ready must
not be very productive, in terms of social rates of return. There
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must be something funny about it, if they can all of a sudden spend
all this money in a quick way. It must mean that it’s not really a
high rate of return from a social perspective.

MICHAEL LYON: I am afraid the gentleman just asked more or less
the question I had in mind. But perhaps I could just develop it
slightly, which is to say that I think what perhaps is being groped
for is a smarter approach to government expenditure in terms of
the fiscal response, rather than the somewhat crude response that
we're taught from Keynes, and the holes in the roads examples.
Do you think that there might be scope for economists to develop
their thinking on that? For example, it would require things such
as medium-term tax-balance criteria on the selection of invest-
ment projects and so forth.

ROBERT BARRO: So the problem is that, if you really think the
spending multiplier is around two, which, for example, is the view
to which the US government subscribes, then you basically just
want to do a lot of it. It is better to do something productive than
non-productive, but it’s not that critical. So I think understanding
the value of the multiplier — at least approximately — is central
to thinking about this kind of fiscal response on the expenditure
side. The US government really believes that their multiplier is
something like two and I think that explains a lot of the nature
of the response. On the tax side, I think there are a lot of good
proposals for how you can make the tax system more produc-
tive, particularly in the United States, and I think a lot of that
makes sense. And I think there are some good reforms that could
be made there, that would promote economic growth over the
medium term and longer term.

QUESTIONS AND DISCUSSION

GRAEME LEACH: In what circumstances can you achieve an expan-
sionary fiscal contraction? How do you get a negative multiplier?

ROBERT BARRO: I take that question seriously and I have been
trying in my own research agenda — and also there is other
people’s research — to try to get a better idea on exactly that kind
of issue. For example, think about transfer payments. Is it right
that, when the government borrows more money and gives it
to people, maybe unemployed people, it has a positive effect on
GDP? Is that expansionary? I don’t know any empirical evidence
on that question. But a lot of macroeconomists believe that it is
true. Therefore they believe the reverse, that when you have the
contraction in welfare benefits, it is going to be contractionary for
the economy. But I repeat, I don’t know any empirical evidence
on that question. There is accumulated sub-evidence about the
response of the economy when the government is doing more
activities that look like purchases of goods and services: it is from
there that I got the spending multiplier of around a half, which
came from some particular kinds of evidence, which we could
debate. But at least it came from somewhere. I understand some
of the magnitudes involving tax changes and the response of the
economy, but in terms of some of these other magnitudes, people
argue as if they know the answers to these things and I think that
they are just taking their answers from basically nowhere. So it
would be a good product from this current, global Great Reces-
sion if, as I think was suggested some time before, you had the
data from all these different responses from different countries,
some with more contractionary policies, and some with more
extravagant expansions. And then we could look at what was the
answer to that question about ‘expansionary fiscal contractions’.
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Now, from an economist’s point of view, what you really want is
a situation where the governments are following different policies
randomly. That is, randomly you say, ‘Well, OK, Germany, you
have to be conscientious and tough; Greece, you do the opposite.’
You want the assignment to be unrelated to the economic struc-
ture. The problem is that this is not exactly the way the data come.
But maybe somebody could be clever enough to use the results
of this episode — 2008 to 2011 or so — and evaluate the different
responses to give us better answers to some of those questions,
not all of which I think I have the answers to.
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