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PREFACE: AUSTERITY, A PERSONAL HISTORY

This book has a rather unusual genesis. David McBride from Oxford University Press emailed me in July 2010 and asked me if I wanted to write a book about the turn to austerity in economic policy. I had been playing with a book idea called the “End of the Liberal World” for a while but really hadn’t been getting all that far with it. Dave’s offer seemed to be a ready-made alternative project. After all, someone had to write such a book, and since I had, as bankers say, “skin in the game” here, for reasons I shall elaborate below, I said yes. Shortly thereafter Geoffrey Kirkman, Associate Director of the Watson Institute for International Studies at Brown University, where I am a faculty fellow, wondered if there was anything that I would like to make into a short video. I said yes—I’d do something about this new book that I have agreed to write.

Both of these opportunities arrived shortly after the G20 issued its final communiqué at the end of its June 2010 meeting in Toronto. That G20 meeting marked the moment when the rediscovery of Keynesian economics that had informed state responses to the global financial crisis since 2009 gave way to an economically more orthodox, and austere, reading of events. The G20 communiqué called for an end to re-flationary spending under the guise of something called “growth friendly fiscal consolidation,” which is a fancy way of saying “austerity.” I remember thinking at the time “that’s about as plausible as a unicorn with a bag of magic salt.” So when I was afforded the opportunity to make a video, taking on this “austerity as a route to growth” nonsense seemed the way to go. The video can be seen at http://www.youtube.com/watch?v=FmsjGys-VqA.

Part of what academics do is generate ideas and teach. The other, perhaps more important part, is to play the role of “the Bu*l*hit Police.” Our job is to look at the ideas and plans interested parties put forward to solve our collective problems and see whether or not they pass the sniff test. Austerity as a route to growth and as the correct response to the aftermath of a financial crisis does not pass the sniff test. The arguments given for why we all must be austere do not pass the sniff test. You will read the full version of why not in this book. The short version became the video. But in shooting the video, the producer Joe Posner forced me to distill what I wanted to say about this topic into five-and-a-half minutes. Once I did that, I went back to the book and wondered if I had anything else to say.

The opportunity to get into more detail and flesh out the argument, the academic rationale, was still there. Both the reasons given for why we all have to be austere (we have spent too much, etc.) and the logics expounded for the supposed positive effects of austerity as a policy—that cuts lead to growth—are, as we shall see, by and large dangerous nonsense. Yet they remain the governing ideas of the moment. By the time the book is published this may no longer be the case, but in the meantime, these ideas will have wrought tremendous damage.

Part of the reason for this is, as we shall see, ideological. But part of the reason these ideas are so powerful is very material. It has to do with how a “too big too fail” banking crisis in the United States became a “too big to bail” banking crisis in Europe, and how this drives us all down the road to austerity. We are, at best, still saving the banks that we started saving in 2008, especially in Europe. This book allowed me to work out why such bad ideas remain the governing ideas, for both ideological and material reasons. But going back to the book after doing the video made me remember another much more personal reason why I should write this book that has to do with the unfairness of austerity as a policy.

I was born in Dundee, Scotland, in 1967, the son of a butcher and a television rental agent (yes, back in the day, TVs were so expensive that most people rented them). My mother died when I was very young, and my care was given over to my paternal grandmother. I grew up in (relative) poverty, and there were times when I really did go to school with holes in my shoes. My upbringing was, in the original sense of the word, quite austere. Household income was a government check, namely, a state retirement pension, plus occasional handouts from my manual-worker father. I am a welfare kid. I am also proud of that fact.

Today I am a professor at an Ivy League university in the USA. Probabilistically speaking, I am as an extreme example of intragenerational social mobility as you can find anywhere. What made it possible for me to become the man I am today is the very thing now blamed for creating the crisis itself: the state, more specifically, the so-called runaway, bloated, paternalist, out-of-control, welfare state. This claim doesn’t pass the sniff test. Because of the British welfare state, threadbare though it is in comparison to its more affluent European cousins, I was never hungry. My grandmother’s pension plus free school meals took care of that. I never lacked shelter because of social housing. The schools I attended were free and actually acted as ladders of mobility for those randomly given the skills in the genetic lottery of life to climb them.

So what bothers me on a deep personal level is that if austerity is seen as the only way forward, then not only is it unfair to the current generation of “workers bailing bankers,” but the next “me” may not happen.1 The social mobility that societies such as the United Kingdom and the United States took for granted from the 1950s through the 1980s that made me, and others like me, possible, has effectively ground to a halt.2 Youth unemployment across the developed world has reached, in many cases, record levels. Austerity policies have only worsened these problems. Cutting the welfare state in the name of producing more growth and opportunity is an offensive canard. The purpose of this book is to make us all remember that and thereby help to ensure that the future does not belong only to the already privileged few. Frankly, the world can use a few more welfare kids that become professors. It keeps the rest honest.

A word about the book itself. It’s designed to be modular. If you want an overview of what’s at stake in the fight over austerity, just read chapter 1. If you want to know why we all have to be austere and why a pile of stinky mortgages in the United States ended up blowing up the European economy, read chapters 2 and 3. If you want to know where the notion that austerity is a good idea comes from in terms of its intellectual lineage, read chapters 4 and 5. If you want to know why austerity is such a dangerous idea, apart from what’s in chapters 2 and 3, read chapter 6. If you want one-stop shopping for why the world is in such a mess and you are being asked to pay for it—read the whole book.

I would now like to thank all the many folks who made this book come to its final overdue form. Special thanks go to Cornel Ban for his help with the East European cases and Oddny Helgadottir for her help with Iceland. For clarifying the US side of the story, many thanks to David Wyss, Beth Ann Bovino, Bruce Chadwick, and David Frenk. On the European side, special thanks go to Peter Hall, Andrew Baker, Bill Blain, Martin Malone, Simon Tilford, Daniel Davies, David Lewis Baker, Douglas Borthwick, Erik Jones, Matthias Matthijs, Josef Hien, Jonathan Hopkin, Kathleen McNamara, Nicolas Jabko, Jonathan Kirshner, Sheri Berman, Martin Edwards, Gerald McDermott, Brigitte Young, Mark Vail, Wade Jacoby, Abe Newman, Cornelia Woll, Colin Hay, Vivien Schmidt, Stefan Olafson, Bill Janeway, Romano Prodi, and Alfred Gussenbauer. For being my econo-nonsense detectors I owe Stephen Kinsella and Alex Gourevitch a special debt of thanks. Other folks who deserve a mention in this regard are Dirk Bezemer and John Quiggin. Chris Lydon helped me find my voice. Lorenzo Moretti helped me find my footnotes. Anthony Lopez helped me find what other folks had said already. Alex Harris found data like no one else can.

I want to thank the Watson Institute at Brown University for its help and support, and to express my gratitude to my colleagues at Brown University for providing such a supportive working environment. I want to thank the Institute for New Economic Thinking for actually enabling new economic thinking. Cheers to Joe Posner for producing the austerity video and to Robin Varghese for sending me things I would never have found. Intellectually, two rather contradictory (in terms of each other) folks are important, one of whom—Andrew Haldane—I have yet to meet, and Nassim Nicolas Taleb. Thank you both for making me think harder about the world. Finally, to David McBride at Oxford University Press for having the presence of mind to ask, to push from time to time, and to leave me alone when needed. But most of all, thanks for keeping the faith. To anyone I left off this list, my apologies. As was once said about Dr. Leonard McCoy by a Klingon prosecutor, it’s most likely a combination of age plus drink.

Mark Blyth

South Boston, Massachusetts

December 2012
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A PRIMER ON AUSTERITY, DEBT, AND MORALITY PLAYS

Why Austerity?

On Friday, August 5, 2011, what used to be the fiscally unthinkable happened. The United States of America lost its triple A (AAA) credit rating when it was downgraded by the ratings agency Standard & Poor’s (S&P’s). This is a bit of a problem since the US dollar is the world’s reserve currency, which means (basically) that the dollar is treated as the emergency store of value for the rest of the world; practically all tradable commodities, for example, are valued in relation to the dollar, and the dollar serves as the anchor of the world’s monetary system. The following Monday, August 8, 2011, the Dow Jones Industrial Average (DJIA) lost 635 points, its sixth worst loss ever. At the same time, a continent away, the turmoil in the European bond market that began in Greece in 2009 now threatened to engulf Italy and Spain, undermining the European single currency while raising doubts about the solvency of the entire European banking system. Meanwhile, London, one of the world’s great financial centers, was hit by riots that spread all over the city, and then the country.

The London riots quickly blew over, but then the Occupy movement began, first in Zuccotti Park in Manhattan, and then throughout the United States and out into the wider world. Its motivations were diffuse, but one stood out: concern over the income and wealth inequalities generated over the past twenty years that access to easy credit had masked.1 Winter, and police actions, emptied the Occupy encampments, but the problems that spawned those camps remain with us. Today, the European financial-cum-debt crisis rolls on from summit meeting to summit meeting, where German ideals of fiscal prudence clash with Spanish unemployment at 25 percent and a Greek state is slashing itself to insolvency and mass poverty while being given ever-more loans to do so. In the United States, those problems take the form of sclerotic private-sector growth, persistent unemployment, a hollowing out of middle-class opportunities, and a gridlocked state. If we view each of these elements in isolation, it all looks rather chaotic. But look closer and you can see that these events are all intimately related. What they have in common is their supposed cure: austerity, the policy of cutting the state’s budget to promote growth.

Austerity is a form of voluntary deflation in which the economy adjusts through the reduction of wages, prices, and public spending to restore competitiveness, which is (supposedly) best achieved by cutting the state’s budget, debts, and deficits. Doing so, its advocates believe, will inspire “business confidence” since the government will neither be “crowding-out” the market for investment by sucking up all the available capital through the issuance of debt, nor adding to the nation’s already “too big” debt.

As pro-austerity advocate John Cochrane of the University of Chicago put it, “Every dollar of increased government spending must correspond to one less dollar of private spending. Jobs created by stimulus spending are offset by jobs lost from the decline in private spending. We can build roads instead of factories, but fiscal stimulus can’t help us to build more of both.”2 There is just one slight problem with this rendition of events: it is completely and utterly wrong, and the policy of austerity is more often than not exactly the wrong thing to do precisely because it produces the very outcomes you are trying to avoid.

Take the reason S&P’s gave for downgrading the US credit rating. They claimed that, “the prolonged controversy over raising the statutory debt ceiling and the related fiscal policy debate … will remain a contentious and fitful process.”3 Yet the DJIA didn’t fall off a cliff because of the downgrade. To see a downgrade on Friday followed by a DJIA collapse on a Monday is to confuse causation and correlation. Had the markets actually been concerned about the solvency of the US government, that concern would have been reflected in bond yields (the interest the United States has to pay to get someone to hold its debt) before and after the downgrade. Bond yields should have gone up after the downgrade as investors lost faith in US debt, and money should have flowed into the stock market as a refuge. Instead, yields and equities fell together because what sent the markets down was a broader concern over a slowing US economy: a lack of growth.

This is doubly odd since the cause of the anticipated slowdown, the debt-ceiling agreement of August 1, 2011, between Republicans and Democrats in the US Senate that sought $2.1 trillion in budget cuts over a decade (austerity), was supposed to calm the markets by giving them the budget cuts that they craved. Yet this renewed commitment to austerity instead signaled lower growth due to less public spending going forward in an already weak economy, and stock markets tanked on the news. As Oliver Blanchard, the International Monetary Fund’s (IMF’s) director of research, put it with a degree of understatement, “Financial investors are schizophrenic about fiscal consolidation and growth.”4 Today the US debt drama is about to repeat itself in the form of a so-called fiscal cliff that the United States will fall off when automatic spending cuts kick in in January 2013 if Congress cannot decide on what to cut. The schizophrenia Blanchard identified a year previously continues on this second iteration, with both sides simultaneously stressing the need for cuts while trying to avoid them.

Austerity policies were likewise supposed to provide stability to the Eurozone countries, not undermine them. Portugal, Ireland, Italy, Greece, and Spain (the PIIGS of Europe) have all implemented tough austerity packages since the financial crisis hit them in 2008. Greece’s bloated public-sector debt, Spain’s overleveraged private sector, Portugal’s and Italy’s illiquidity, and Ireland’s insolvent banks ended up being bailed out by their respective states, blowing holes in their debts and deficits. The answer to their problems, as with the US debt-ceiling agreement, was supposed to be austerity. Cut the budget, reduce the debt, and growth will reappear as “confidence” returns.

So PIIGS cut their budgets and as their economies shrank, their debt loads got bigger not smaller, and unsurprisingly, their interest payments shot up. Portuguese net debt to GDP increased from 62 percent in 2006 to 108 percent in 2012, while the interest that pays for Portugal’s ten-year bonds went from 4.5 percent in May 2009 to 14.7 percent in January 2012. Ireland’s net debt-to-GDP ratio of 24.8 percent in 2007 rose to 106.4 percent in 2012, while its ten-year bonds went from 4 percent in 2007 to a peak of 14 percent in 2011. The poster child of the Eurozone crisis and austerity policy, Greece saw its debt to GDP rise from 106 percent in 2007 to 170 percent in 2012 despite successive rounds of austerity cuts and bondholders taking a 75 percent loss on their holdings in 2011. Greece’s ten-year bond currently pays 13 percent, down from a high of 18.5 percent in November 2012.5

Austerity clearly is not working if “not working” means reducing the debt and promoting growth. Instead, in making these governments’ bonds riskier (as seen in the interest rate charged), the policy has indirectly made big European banks that hold lots of them (mainly in Germany, France, and Holland) riskier in the process. This was recognized by global investors when pretty much all private-sector lending to the European banking sector disappeared in the summer and fall of 2011, the response to which has been emergency liquidity provision by the European Central Bank (ECB) in the form of the so-called long-term refinancing operation (LTRO), the ancilliary emergency liquidity assistance program (ELA), and of course, demands for more austerity.6

The United Kingdom was supposedly spared this drama by “preemptive tightening,” that is, by adopting austerity first and then reaping the benefits of growth once confidence returns. Again, this approach hasn’t turned out quite as planned. Despite the fact that the United Kingdom’s bond yields are lower than many of its peers’, this has less to do with pursuing austerity and more to do with the fact that it has its own central bank and currency. It can therefore credibly commit to backing its banking sector with unlimited cash in a way that countries inside the Euro Area cannot, while allowing the exchange rate to depreciate since it still has one.7 UK growth certainly hasn’t sprung back in response either, and neither has confidence. The British are in as bad shape as anyone else, despite their tightening, and the United Kingdom’s economic indictors are very much pointing the wrong way, showing again that austerity hurts rather than helps.

It’s Not Really a Sovereign Debt Crisis

That austerity simply doesn’t work is the first reason it’s a dangerous idea. But it is also a dangerous idea because the way austerity is being represented by both politicians and the media—as the payback for something called the “sovereign debt crisis,” supposedly brought on by states that apparently “spent too much”—is a quite fundamental misrepresentation of the facts. These problems, including the crisis in the bond markets, started with the banks and will end with the banks. The current mess is not a sovereign debt crisis generated by excessive spending for anyone except the Greeks. For everyone else, the problem is the banks that sovereigns have to take responsibility for, especially in the Eurozone. That we call it a “sovereign debt crisis” suggests a very interesting politics of “bait and switch” at play.

Before 2008 no one, save for a few fringe conservatives in the United States and elsewhere, were concerned with “excessive” national debts or deficits. Deficit hawks in the United States, for example, pretty much disappeared in embarrassment as, under the banner of fiscal conservativism, the Bush administration pushed both debts and deficits to new heights while inflation remained steady.8 Even in places where fiscal prudence was the mantra, in the United Kingdom under Gordon Brown, or in Spain and Ireland when they were held up as economic models for their dynamic economies—really—deficits and debt did not garner much attention. Italian public-sector debt in 2002 was 105.7 percent of GDP and no one cared. In 2009, it was almost exactly the same figure and everyone cared.

What changed was of course the global financial crisis of 2007–2008 that rumbles along in a new form today. The cost of bailing, recapitalizing, and otherwise saving the global banking system has been, depending on, as we shall see later, how you count it, between 3 and 13 trillion dollars.9 Most of that has ended up on the balance sheets of governments as they absorb the costs of the bust, which is why we mistakenly call this a sovereign debt crisis when in fact it is a transmuted and well-camouflaged banking crisis.

As we shall see in chapter 2, the US banking system, the origin of the global banking crisis, was deemed by the US government to be “too big to fail” and therefore wasn’t allowed to fail when it got into trouble in 2007–2008. The price of not allowing it to fail was to turn the Federal Reserve into a “bad bank” (chock-full of bad assets that were swapped for cash to keep lending going) while the federal government blew a hole in its finances as it plugged the gaps caused by lost revenues from the crash with deficit spending and debt issuance. No good deed, as they say, goes unpunished. This much we know. What is less well known is how part two of this crisis is simply another variant of this story currently playing out in Europe.

The Greeks may well have lied about their debts and deficits, as is alleged, but as we shall see in chapter 3, the Greeks are the exception, not the rule. What actually happened in Europe was that over the decade of the introduction of the euro, very large core-country European banks bought lots of peripheral sovereign debt (which is now worth much less) and levered up (reduced their equity and increased their debt to make more profits) far more than their American cousins. Being levered up, in some cases forty to one or more, means that a turn of a few percentage points against their assets can leave them insolvent.10 As a consequence, rather than being too big to fail, European banks, when you add their liabilities together, are “too big (for any one government) to bail,” a phenomenon that the euro, as we shall see, only exacerbates.

France’s biggest three banks, for example, have assets worth nearly two and a half times French GDP.11 In contrast, the total value of the entire US banking sector is about 120 percent of GDP. The United States can print its way out of trouble because it has its own printing presses and the dollar is the global reserve asset. France cannot do this since the French state doesn’t run its own printing press anymore and so can’t bail its banks out directly. Neither can Spain nor anyone else. As a result, French government bond rates are going up, not because France can’t pay for its welfare state, but because its banking system constitutes a too big to bail liability for the state.

Nonetheless, if one of these behemoth banks did fail it would have to be bailed out by its parent state. If that state is running a debt-to-GDP level of 40 percent, bailing is possible. If it is already running close to 90 percent, it is almost impossible for the state to take the liability onto its balance sheet without its bond yields going through the roof. This is, as we shall see over the next two chapters, why all of Europe needs to be austere, because each national state’s balance sheet has to act as a shock absorber for the entire system. Having already bailed out the banks, we have to make sure that there is room on the public balance sheet to backstop them. That’s why we have austerity. It’s still all about saving the banks.

How this occurred is the subject of the next two chapters, but that it occurred is worth reminding ourselves now. This is a banking crisis first and a sovereign debt crisis second. That there is a crisis in sovereign debt markets, especially in Europe, is not in doubt. But that is an effect, not a cause. There was no orgy of government spending to get us there. There never was any general risk of the whole world turning into Greece. There is no risk of the United States ever going bust anytime soon. There is no crisis of sovereign debt caused by sovereigns’ spending unless you take account of actual spending and continuing liabilities caused by the rupture of national banking systems. What begins as a banking crisis ends with a banking crisis, even if it goes through the states’ accounts. But there is a politics of making it appear to be the states’ fault such that those who made the bust don’t have to pay for it. Austerity is not just the price of saving the banks. It’s the price that the banks want someone else to pay.

Bill Gates, Two Truths about Debt, and a Zombie

But austerity intuitively makes sense, right? You can’t spend your way to prosperity, especially when you are already in debt, can you? Austerity is intuitive, appealing, and handily summed up in the phrase you cannot cure debt with more debt. If you have too much debt, stop spending. This is quite true, as far as it goes. But thinking this way about austerity neither goes far enough nor asks the important distributional questions: who pays for the reduction in the debt, and what happens if we all try to pay back our debts at one time?

Economists tend to see questions of distribution as equivalent to Bill Gates walking into a bar. Once he enters, everyone in the bar is a millionaire because the average worth of everyone in the bar is pushed way up. This is at once statistically true and empirically meaningless; in reality, there are no millionaires in the bar, just one billionaire and a bunch of other folks who are each worth a few tens of thousands of dollars, or less. Austerity policies suffer from the same statistical and distributional delusion because the effects of austerity are felt differently across the income distribution. Those at the bottom of the income distribution lose more than those at the top for the simple reason that those at the top rely far less on government-produced services and can afford to lose more because they have more wealth to start with. So, although it is true that you cannot cure debt with more debt, if those being asked to pay the debt either cannot afford to do so or perceive their payments as being unfair and disproportionate, then austerity policies simply will not work. In a democracy, political sustainability trumps economic necessity every time.

There is, however, a second truth that completely undermines the first “too much debt, stop spending” story; that is, we cannot all cut our way to growth at the same time. It undoubtedly makes sense for any one state to reduce its debts. Greece, for example, is literally being driven to default by its ever-increasing debt; more debt, loans, and bailouts are not solving the problem. Yet what is true of the parts—it is good for Greece to reduce its debt—is not true of the sum of the parts. That is, if Greece cuts its debt while its trading partners—all the other states of Europe—are trying to do the same thing at the same time, it makes the recovery all the more difficult.

We tend to forget that someone has to spend for someone else to save; otherwise the saver would have no income from which to save. A debt, we must remember, is someone’s asset and income stream, not just someone else’s liability. Just as we cannot all hold liquid assets (cash), since that depends upon someone else being willing to hold less-liquid assets (stocks or houses), we cannot all cut our way to growth at the same time. For someone to benefit from a reduction in wages (becoming more cost-competitive), there must be someone else who is willing to spend money on what that person produces. John Maynard Keynes rightly referred to this as “the paradox of thrift”: if we all save at once there is no consumption to stimulate investment.

As we shall see, if one starts from the premise that investment and growth flow from confidence, then one misses this point rather completely. What matters is a “fallacy of composition” problem, not a confidence problem, in which what is true about the whole is not true about the parts. This runs counter to common sense and much current economic policy, but it is vitally important that we appreciate this idea since it is the third reason austerity is a dangerous concept: we cannot all be austere at once. All that does is shrink the economy for everyone.12

A comparison of periods of inflation and deflation might help here. One of the odd things about periods of inflation is that they are practically the only time that people far up the income distribution express solidarity with the poor en masse. Whenever inflation rears its head, we hear that it “mainly hurts the poor” since their incomes are low and they are more affected by price rises.13 This is at best half the story because inflation is perhaps better thought of as a class-specific tax. When “too much money” chases “too few goods”—an inflation—it benefits debtors over creditors since the greater the inflation, the less real income is needed to pay back the debt accrued. Since there are usually more debtors than creditors at any given time, and since creditors are by definition people with money to lend, democracy has, according to some, an inflationary bias. The politics of cutting inflation therefore take of the form of restoring the “real” value of money by pushing the inflation rate down through “independent” (from the rest of us) central banks. Creditors win, debtors lose. One can argue about the balance of benefits, but it’s still a class-specific tax.

In contrast, deflation, what austerity demands, produces a much more pernicious politics, since any person’s first move of self-protection (taking a pay cut to stay in a job, for example) is actually zero-sum against everyone else’s move (since doing so lowers that person’s consumption and shrinks demand for everyone else). It’s that fallacy of composition again. There are no winners, only losers, and the more you try to win, the worse the outcomes, as the Eurozone periphery has been proving for the past several years.

This problem is especially pernicious under a policy of generalized austerity because if a country’s private and public sectors are both paying back debt at the same time (deleveraging), then the only way that country can grow is by exporting more, preferably with a lower exchange rate, to a state that is still spending. But if everyone is trying the same strategy of not spending, as is happening in Europe today, it becomes self-defeating. The simple story of “too much debt, cut it now” becomes surprisingly complex as our own commonsense actions produce the very outcomes we are trying to avoid, and the more we try to cut, as Greece and Spain are proving to the world, the worse it gets. We cannot all cut our way to growth, just as we cannot all export without any concern for who is importing. This fallacy of composition problem rather completely undermines the idea of austerity as growth enhancing.

As we shall see in detail below, there have been a very few occasions when austerity has worked for states, but that has happened only when the fallacy of composition problem has been absent, when states larger than the one doing the cutting were importing, and massively so, to compensate for the effects of the cuts. Sadly, for the vast majority of countries, this is not the world we inhabit today. Moreover, under current conditions, even if the issue of political sustainability (who pays) can be addressed, the economic problem (everyone cutting at once) will undermine the policy.14

John Quiggin usefully terms economic ideas that will not die despite huge logical inconsistencies and massive empirical failures as “zombie economics.” Austerity is a zombie economic idea because it has been disproven time and again, but it just keeps coming.15 Partly because the commonsense notion that “more debt doesn’t cure debt” remains seductive in its simplicity, and partly because it enables conservatives to try (once again) to run the detested welfare state out of town, it never seems to die.16 In sum, austerity is a dangerous idea for three reasons: it doesn’t work in practice, it relies on the poor paying for the mistakes of the rich, and it rests upon the absence of a rather large fallacy of composition that is all too present in the modern world.

So Does “All That Debt” Not Matter?

Actually, debt does matter. It’s a problem, and those arguing for austerity out of more than just an innate hatred of the state and all its works are not tilting at windmills. While we may not be “drowning in debt,” there are many folks out there who are concerned that we will do a bit more than just get our feet wet if we are not careful. Carmen Reinhardt and Kenneth Rogoff’s much-cited paper, “Growth in a Time of Debt,” argues that government debt above a critical threshold of 90 percent can become a substantial drag on the economy.17 This claim is not without its critics, but notwithstanding those criticisms, the basic point can be rephrased as, why would any state want to carry and pay for such a debt load if it didn’t have to?18 Looking to the longer term, Simon Johnson and James Kwak argue that “America does face a long-term debt problem” that breeds a political climate of “hysteria, demagoguery and delusion,” which over the long haul leads to cuts that most affect “the people who can afford it least.”19 The end result, assuming that the United States doesn’t suffer an interest-rate shock in the short run, is that “the United States will look like the stereotypical Latin American country, with the super-rich living in private islands … a comfortable professional class … and a large, struggling lower class.”20 One could observe cynically that we are pretty much already there, but the point is once again well taken. Dealing with the debt now means, at least potentially, giving society more capacity to spend tomorrow.

Speaking of Latin America, some other analysts are a bit more worried. Menzie Chin and Jeffry Frieden, for example, argue that the US national debt is indeed a threat, but what really matters is the international debt and foreign borrowing that lies behind it. Looking at the international capital-flow cycle over time, they argue that America’s position is not so different from that of Ireland, Spain, and even Argentina.21 Other commentators, such as Paul Krugman, take a more relaxed view, arguing that large debts can be accommodated quite cheaply by running a balanced budget in a positive growth environment, so that real GDP grows faster than the debt, which shrinks the debt stock in real terms over time.22

We can, of course, raise issues with each position. To name but an obvious few: low growth could equally lead to more debt, so the solution would be to increase growth, not cut debt. Any savings that could be made through cuts now could simply be given away as yet another tax cut in the near future without any corresponding payoff to coming generations. A refusal by the United States to recycle foreign savings could be just as deleterious to the global economy as the excessive borrowing of foreign money, since the ability of the rest of the world to run a surplus against the United States, necessary because of its export-led growth models, would be compromised.23 Finally, financial repression, what Krugman implicitly advocates, does have some costs as well as benefits.24

I do worry about the debt, but for different reasons. I worry because most discussions of government debt and what to do about it not only misunderstand and misrepresent cause and effect, they also take the form of a morality play between “good austerity” and “bad spending” that may lead us into a period of self-defeating budget cuts. First of all, let’s establish something. If the United States ever gets to the point that it cannot roll over its debt, the supposed big fear, we can safely assume that all other sovereign debt alternatives are already dead. The United States prints the reserve asset (the dollar) that all other countries need to earn in order to conduct international trade. No other country gets to do this. Regardless of ratings agency downgrades, the US dollar is still the global reserve currency, and the fact that there are no credible alternatives (the Europeans are busy self-immolating their alternative, the euro) tilts the balance even more in favor of the United States. US debt is still the most attractive horse in the glue factory, period.

Second, we tend to forget that budget deficits (the increase in new debt accrued—the short-term worry that piles up and becomes “the Debt”) follow the business cycle: they are cyclical, not secular. This is really important. It means that anyone saying “by 2025/2046/2087 US debt/deficit will be $N gazillion dollars”—and a lot of people are saying such things—is pulling a linear trend out of nonlinear data.25 To see how silly this is, recall the great line by Clinton’s (now Obama’s) economic advisor Gene Sperling in 1999. Sperling predicted federal budget surpluses “as far as the eye can see.” Those surpluses lasted two years. Building upon this linear nonsense, in its 2002 budget the Bush administration forecast a $1,958 billion surplus between 2002 and 2006.26 The results, as we know, were quite at odds with the forecast.

Why, then, are we so worried about US government debt if it is still the best of all the bad options; the deficits that generate it are mainly cyclical; and, as we shall see later in the book, its level pales in comparison to the private debt carried by the citizens and banks of many other states? The answer is that we have turned the politics of debt into a morality play, one that has shifted the blame from the banks to the state. Austerity is the penance—the virtuous pain after the immoral party—except it is not going to be a diet of pain that we shall all share. Few of us were invited to the party, but we are all being asked to pay the bill.

The Distribution of Debt and Deleveraging

Austerity advocates argue that regardless of its actual origins, since the debt ended up on the state’s “books,” its “balance sheet of assets and liabilities,” the state’s balance sheet must be reduced or the increased debt will undermine growth.27 The economic logic once again sounds plausible, but like Bill Gates walking into a bar and everyone becoming millionaires as a result (on average), it ignores the actual distribution of income and the critical issue of ability to pay. If state spending is cut, the effects of doing so are, quite simply, unfairly and unsustainably distributed. Personally, I am all in favor of “everyone tightening their belts”—as long as we are all wearing the same pants. But this is far from the case these days. Indeed, it is further from the case today than at any time since the 1920s.

As the Occupy movement highlighted in 2011, the wealth and income distributions of societies rocked by the financial crisis have become, over the past thirty years, extremely skewed. The bursting of the credit bubble has made this all too clear. In the United States, for example, the top 1 percent of the US income distribution now has a quarter of the country’s income.28 Or, to put it more dramatically, the richest 400 Americans own more assets than the bottom 150 million, while 46 million Americans, some 15 percent of the population, live in a family of four earning less than $22,314 per annum.29

As Robert Wade has argued:



The highest-earning 1 per cent of Americans doubled their share of aggregate income (not including capital gains) from 8 per cent in 1980 to over 18 per cent in 2007. The top 0.1 per cent (about 150,000 taxpayers) quadrupled their share, from 2 per cent to 8 per cent. Including capital gains makes the increase in inequality even sharper, with the top 1 per cent getting 23 per cent of all income by 2007. During the seven-year economic expansion of the Clinton administration, the top 1 per cent captured 45 per cent of the total growth in pre-tax income; while during the four-year expansion of the Bush administration the top 1 per cent captured 73 per cent. … This is not a misprint.30

If you reside in the middle or the bottom half of the income and wealth distribution, you rely on government services, both indirect (tax breaks and subsidies) and direct (transfers, public transport, public education, health care). These are the transfers across the income distribution that make the notion of a middle class possible. They don’t just happen by accident. Politics makes them happen. Americans did not wake up one morning to find that God had given them a mortgage-interest tax deduction. Those further up the income distribution who have private alternatives (and more deductions) are obviously less reliant upon such services, but even they will eventually feel the consequence of cutting state spending as the impact of austerity ripples back up the income distribution in the form of lower growth, higher unemployment, withered infrastructure, and an even more skewed distribution of resources and life chances. In essence, democracy, and the redistributions it makes possible, is a form of asset insurance for the rich, and yet, through austerity, we find that those with the most assets are skipping on the insurance payments.

When government services are cut because of “profligate spending,” it will absolutely not be people at the top end of the income distribution who will be expected to tighten their belts. Rather, it will be those who lie in the bottom 40 percent of the income distribution who haven’t had a real wage increase since 1979.31 These are the folks who actually rely upon government services and who have taken on a huge amount of debt (relative to their incomes) that will be “fiscally consolidated.” This is why austerity is first and foremost a political problem of distribution, and not an economic problem of accountancy.

Austerity is, then, a dangerous idea because it ignores the externalities it generates, the impact of one person’s choices on another person’s choices, especially for societies with highly skewed income distributions. The decisions of those at the top on taxes, spending, and investment prior to 2008 created a giant liability in the form of a financial crisis and too big to fail and bail financial institutions that they expect everyone further down the income distribution to pay for. “We have spent too much” those at the top say, rather blithely ignoring the fact that this “spending” was the cost of saving their assets with the public purse.32 Meanwhile, those at the bottom are being told to “tighten their belts” by people who are wearing massively larger pants and who show little interest in contributing to the cleanup.

In sum, when those at the bottom are expected to pay disproportionately for a problem created by those at the top, and when those at the top actively eschew any responsibility for that problem by blaming the state for their mistakes, not only will squeezing the bottom not produce enough revenue to fix things, it will produce an even more polarized and politicized society in which the conditions for a sustainable politics of dealing with more debt and less growth are undermined. Populism, nationalism, and calls for the return of “God and gold” in equal doses are what unequal austerity generates, and no one, not even those at the top, benefits. In such an unequal and austere world, those who start at the bottom of the income distribution will stay at the bottom, and without the possibility of progression, the “betterment of one’s condition” as Adam Smith put it, the only possible movement is a violent one.33 Despite what Mrs. Thatcher reportedly once said, not only is there something called society, we all live in it, rich and poor alike, for better and for worse.

The Book in Brief

Following this overview, chapter 2, “America: Too Big to Fail: Bankers, Bailouts, and Blaming the State,” explains why the developed world’s debt crisis is not due to profligate state spending, at least in any direct sense. Rather, we piece together how the debt increase was generated by the implosion of the US financial sector and how this impacted sovereigns from the United States to the Eurozone and beyond. To explain this I stress how the interaction of the repo (sale and repurchase) markets, complex instruments, tail risks, and faulty thinking combined to give us the problem of too big to fail. It takes us from the origins of the crisis in the run on the US repo market in September 2008 to the transmission of this US-based crisis to the Eurozone, noting along the way how a banking crisis was deftly, and most politically, turned into a public-sector crisis and how much it all cost.34

Chapter 3, “Europe: Too Big to Bail: The Politics of Permanent Austerity,” analyzes how the private debt generated by the US banking sector was rechristened as the “sovereign debt crisis” of profligate European states. If chapter 2 places the origins of the debt in the United States, chapter 3 describes the bait and switch in Europe. We show how the world turned Keynesian for about twelve months, and examine why the Germans never really bought into it. We showcase British opportunism and American paralysis, and stress how the argument that austerity was necessary and that the crisis was the fault of state spending was constructed by an assortment of business leaders, bankers, and paradoxically, European politicians. This chapter fleshes out why the European fixation on austerity as the only possible way forward reflects not simply a strong ideological preference, but a structural liability that came to Europe through global and regional bank funding conduits. This liability, caused by a giant moral hazard trade among European banks prior to the introduction of the euro, was amplified further by the peculiar institutional design of the European model of “universal” banking, and the peculiarities of repo market transactions (again), to produce a banking system that is too big to bail. Austerity, plus endless public liquidity for the banking systems of Europe, is the only thing keeping macroeconomic and monetary mess afloat, and it’s a time-limited fix.

Having examined where the crisis came from and why it constitutes the greatest bait and switch in human history in Part I (chapters 2 and 3), we can now engage Part 2, “Austerity’s Twin Histories,” in chapters 4, 5, and 6. The first history is austerity’s intellectual history. The second history is how austerity has worked out in practice—its natural history. In chapter 4, “The Intellectual History of a Dangerous Idea, 1692–1942,” we ask where austerity, as an idea, came from; why it appeared; and who popularized it? As we shall see, its intellectual history is both short and indirect. Austerity is not a well worked-out body of ideas and doctrine, an integral part of economic, or any other, theory. Rather, it is derivative of a wider set of beliefs about the appropriate role of the state in the economy that lie scattered around classical and contemporary economic theory.

We journey through the works of Locke, Smith, and Hume, noting how they construct what I call the “can’t live with it, can’t live without it, don’t want to pay for it” problem of the state in liberal economic theory. We next discuss how economic liberalism splits in the early twentieth century between those who think we cannot (and should not) live with the state and those who think that capitalism cannot survive without it. British New Liberalism, the Austrian school of economics, British Treasury officials, Keynes’s advance, and Schumpeter’s retreat take us up to 1942, when the battle seems to have been won for those who hew to the “can’t live without it” school of thought.

Chapter 5, “The Intellectual History of a Dangerous Idea, 1942–2012,” continues this journey. We travel to Germany, the home of ordoliberalism, a set of ideas that was to prove unexpectedly important for the current crisis in Europe and which acted as a home for austere thinking during the long winter of Keynesianism. We touch upon the issue of timing and development as we visit the Austrian school’s postwar redoubt of the United States to discuss its ideas about banks, booms, and busts. We then pass through Milton’s monetarism and Virginia public choice on our way to chat to some time-inconsistent politicians in search of credibility. After this, we visit the IMF’s monetary model and seek out Washington’s consensus on how to get rich. Finally, we travel to Italy to find the modern home for the idea of why austerity is good for us, and then come back to Cambridge, the American one, to share the news that the state can’t be trusted and that cuts lead to growth. This, then, is austerity’s intellectual history.

Chapter 6, “Austerity’s Natural History, 1914–2012,” looks at austerity in practice. Noting that it’s not until you get states that are big enough to cut that you really get debates about cutting the state down, we begin with the classical gold standard and how cuts were built into the script of its operation, with calamitous results. We examine six cases of austerity from the 1930s: the United States, Britain, Sweden, Germany, Japan, and France, and note how austerity in these cases mightily contributed to blowing up the world—literally—during the 1930s and 1940s. We next examine four cases from the 1980s: Denmark, Ireland, Australia, and Sweden, which are most commonly thought to prove that austerity is good for us after all. We then analyze the latest empirical studies on the relationship between austerity and growth, noting that far from supporting the idea of “expansionary austerity,” it rather completely undermines it.

Finally, we examine the new hope for austerity champions, the cases of Romania, Estonia, Bulgaria, Latvia, and Lithuania—the REBLL alliance. These cases supposedly show that despite what the historical record and contemporary theory tell us, austerity does work. However, we find nothing of the kind. Austerity doesn’t work for the REBLL alliance either, but the fact that we are still being told that it does shows us one thing: facts never disconfirm a good ideology, which is why austerity remains a very dangerous idea. A short conclusion summarizes the discussion, suggests why we should have perhaps let the banks fail after all, and suggests where we might be heading given the dead end that is austerity.


Part One

WHY WE ALL NEED TO BE AUSTERE
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AMERICA: TOO BIG TO FAIL?

BANKERS, BAILOUTS, AND BLAMING THE STATE

Introduction

The Oscar-winning documentary Inside Job has many virtues. It gives a clear and understandable description of what happened in the financial crisis. It does a marvelous job of exposing the conflicts of interest endemic in the economics profession; for example, economists publishing “scientific” proof of the efficiency of markets and the positive role of finance while being paid lots of undeclared cash by the financial services industry for consultancy gigs that tell the industry what it wants to hear. The film is, however, less compelling as an explanation of why the crisis happened in the first place. It goes awry when it begins to focus on the moral failings of bankers. (Apparently, middle-aged men with too much money spend some of that money on prostitutes.) The filmmaker’s point, I think, was to suggest that what underlay the crisis was the moral weakness of individuals. Given all that money, the story goes, morality went out the window.1

While this story satisfies some, the moral failings of individuals are irrelevant for understanding both why the financial crisis in the United States happened and why austerity is now perceived as the only possible response, especially in Europe. However, you could have replaced all the actual bankers of 2007 with completely different individuals, and they would have behaved the same way during the meltdown: that’s what incentives do. What really matters is how seemingly unconnected and opaque parts of the global system of finance came together to produce a crisis that none of those parts could have produced on its own, and how that ended up being the state’s, and by extension, your problem.

But how are we to adjudicate what is important and what is not important in reconstructing the US side of the crisis? After all, as Andrew Lo noted in a recent wickedly entitled essay called “Reading about the Financial Crisis: A 21-Book Review,” the crisis is both overexplained and overdetermined.2 The crisis is overexplained in that there are so many possible suspects who can be rounded up and accused of being “the cause” that authors can construct convincing narratives featuring almost any culprit from Fannie and Freddie to leverage ratios to income inequality—even though the meltdown obviously was a deeply nonlinear and multicausal process.3 The crisis is overdetermined in that, being a nonlinear, multicausal process, many of these supposed causes could be ruled out and the crisis could still have occurred. For example, three excellent books on the crisis stress, respectively, increasing income inequality in the run-up to the crisis, the captured nature of bank regulation, and the political power of finance. Each book certainly captures an important aspect of the crisis.4 But are these factors absolutely necessary to adequately explain it?

I hope to add to these accounts one simple thing: the idea that this crisis is first and foremost a private-sector crisis. In each episode we examine in this book, in the United States, the European Union, and Eastern Europe, we shall see that the crisis was generated by the private sector but is being paid for by the public sector, that is, by you and me. We can establish this by thinking counterfactually. One might ask the question, could we have had the crisis if the income distribution had been less skewed, if regulators had been more independent, and if finance had been less powerful? I believe we could. These were important factors—they turbocharged the problem—but they were not essential to it in and of themselves.

In what follows, I focus on four elements that I believe you cannot remove counterfactually and still explain the crisis. These are the bare essentials that made it possible, and they all lie firmly in the private sector. They are—and we shall unpack them in plain English as we go—the structure of collateral deals in US repo markets, the structure of mortgage-backed derivatives and their role in repo transactions, the role played by correlation and tail risk in amplifying these problems, and the damage done by a set of economic ideas that blinded actors—both bankers and regulators—to the risks building up in the system. Again, I stress that these are quintessentially private-sector phenomena. I do this so that I can ask one more question as a setup. If all the trouble was generated in the private sector, why do so many people blame the state for the crisis and see cuts to state spending as the way out of a private-sector mess? Answering that question is what concerns us in the rest of this chapter.

The Generator: Repo Markets and Bank Runs

The repo market is a part of what is called the “shadow banking” system: “shadow,” since its activities support and often replicate those of the normal banks, and “banking” in that it provides financial services to both the normal (regulated) banks and the real economy. Take paychecks, for example. It would be hugely impractical for big businesses to truck in enormous amounts of cash every weekend to pay their employees out of retained earnings held at their local bank. So companies borrow and lend money to each other over very short periods at very low interest rates, typically swapping assets for cash and then repurchasing those assets the next day for a fee—hence “sale” and “repurchase”—or “repo.” It is cheaper than borrowing from the local bank and doesn’t involve fleets of armored trucks.

What happened in 2007 and 2008 was a bank run through this repo market.5 A bank run occurs when all the depositors in a bank want their cash back at the same time and the bank doesn’t have enough cash on hand to give it to them. When this happens, banks either borrow money to stay liquid and halt the panic or they go under. The repo market emerged in the 1980s when traditional banks lost market share because of a process called “disintermediation.”6 Banks, as intermediaries, traditionally sit in the middle of someone else’s prospective business, connecting borrowers and lenders, for example, and charging fees for doing so. Before disintermediation, banks engaged in what was often called “3-6-3 banking”: they would borrow at 3 percent, lend at 6 percent, and hit the golf course by 3 p.m. It was safe, steady, and dull. But as financial markets became more deregulated in the 1980s, large corporations began to use their own cash reserves, lending them to one another directly—they disintermediated—bypassing banks and squeezing bank profits. What further squeezed 3-6-3 banking was a parallel process called securitization.

The old 3-6-3 model presumed that the bank that issued a loan to a customer held the loan until it was paid off, with profits accruing from the interest payments it received. But what if these loan payments could be separated out and sold on to someone else? What if many such loans, mortgages for example, could be bundled together as a pool of mortgage payments and sold to investors as an income-generating contract called a mortgage-backed security? That way, the bank that issued the loan could borrow cheaper and make more loans because the risk of the loan not being paid back was no longer on its books, and the borrower would get better rates. It was win-win, as they say.

Collateral Damage: American Style

Although securitization was a threat to the traditional methods of banking, it was also an opportunity for the banks that got on board with the new model. They got to offset their risk by selling the loan on, and as a result they were able to borrow cheaper and lend more. What could be wrong with that? What was wrong was that the risks inherent in these loans never really disappeared: they just got pushed elsewhere. Indeed, the process of selling on loans inadvertently concentrated those risks in short-term repo markets. So, how did everyday mortgages end up in a repo market?

When you and I put our money in a bank, the Federal Deposit Insurance Corporation (FDIC) guarantees it against the failure of the bank: this default risk is covered. But there is no such insurance in the repo markets, so repo-market investors protect their cash by receiving collateral equivalent to the cash lent. If the borrower goes bust, the lender can still get the money back, so long as, and this is critical, the collateral doesn’t lose value. What counts as high-quality collateral? Back in the early 2000s, it included such things as Treasury bills, of course. But increasingly, AAA-rated mortgage-debt securities began to be used as collateral, since T-bills were in short supply, which is how mortgages ended up in the repo markets.7

A decline in house prices in 2006 hit the value of these bundled mortgage securities. If you were using mortgage securities as collateral for loans in the repo market, you needed to find more collateral (which people were increasingly less willing to hold) or higher-quality collateral (alternative assets that were in short supply), or you would have to take a “haircut” (a discount) on what you would get back, all of which affected your bottom line. Now, if a big player in these markets, Bear Stearns or Lehman Brothers, for example, has problems “posting collateral” because the value of what it holds and can offer has fallen, it may be forced to reassure its investors by announcing publicly that there is no problem with the firm.

Unfortunately, doing so is deadly for a major financial firm. As Walter Bagehot noted over 100 years ago in his book Lombard Street, the moment a big bank has to say that its “money good,” it isn’t; or at least you can no longer assume that it is, so lending to the bank dries up: it gets hit with a “liquidity crunch.” In the case of Bear Stearns, as house prices fell and mortgage defaults increased, the value of its investments fell, and its “collateral calls” (what the people it borrowed from would accept to continue lending to the company) rose. As a consequence, Bear Stearns’ reputation fell and so did its capacity to borrow, which was a disaster given how much it was levered-up (how much debt it carried relative to its assets).

Leverage is how banks make such absurd sums of money. The Germans have a saying, “when you have two marks, spend one.” In modern banking that becomes “when you have one dollar in the bank, lend thirty or forty or more.” Leverage, the ratio of assets (loans and investments out in the world) relative to equity (reserve capital—the cushion you draw upon when things go wrong), rose precipitously throughout the 1980s and 1990s. If a major bank is running thirty times leverage, as was common in the run-up to the crisis, all it takes is a very small change in its asset values against its equity cushion to make it illiquid, if not close to insolvent. When securitized mortgages started to lose value in 2006, that very small decline became all too real, and the big banks that had funded themselves through the repo market (essentially borrowing overnight to loan for much longer periods with huge amounts of leverage on their balance sheets) saw their funding sources disappear. Liquidity, the very thing repo markets are supposed to provide, dried up, since no one was willing to lend to anyone else at normal rates. And because the banks were so levered up, they didn’t need all their funding to dry up—just enough to make them almost instantly illiquid.

Liquidity, however, does not simply evaporate like the morning dew. It burns up in a “fire sale” as a process called “contagion” takes hold.8 With everyone in the market knee-deep in mortgage securities and trying to raise money with the same devaluing collateral, they were trying to cash out what were essentially similar assets. And if they couldn’t sell mortgages, they sold anything else they could to raise cash and cover their losses, even supposedly high-quality assets that had nothing to do with mortgages. Because the market could not absorb the volume of securities being dumped on the market all at once, asset dumping to raise cash created the very panic everyone had sought to avoid.9 Prices plummeted, firms folded, and trust evaporated further.

Note here that this has nothing to do either with the state, which now gets the blame for the debt stemming from this crisis—a wonderful confusion of cause and effect—or with the individual moral failings of the bankers.10 You can blame regulators for being lax or negligent and politicians for caving to banking interests all you like, but this was a quintessentially private-sector crisis, and it was precisely how you get a multi-billion-dollar financial panic out of a bunch of defaulting mortgages. But it was not yet sufficient to cause a global crisis. To get there, you have to understand how the structure of these mortgage securities combined with unbacked insurance policies called “credit default swaps” (CDSs) to produce a “correlation bomb” that spread the repo market crisis into the global banking system. Again, this had nothing to do with states and their supposedly profligate spending habits and everything to do with weaknesses internal to the private sector.

The Amplifier: Derivatives

It’s hard to describe derivatives in the abstract.
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