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In June 2007, the S&P Composite sold for an index value of 1500, and a 
ten-year 5% coupon $1000 U.S. Treasury bond sold for $990. In March 
2009, the S&P Composite U.S. stock index sold for an index value of 800, 
and if there had been newly-issued ten-year 5% coupon $1000 U.S. 
Treasury bonds they would have sold for $1170. Over that 21 month 
period investors in long Treasuries gained 23% in real terms, while 
investors in diversified equities lost 45% in real terms). 
 
Only a small part of the 45% loss on the part of equity holders was due to 
the expectation of a continued recession. When the stock market's 
dividend yield is 3%, fully three-quarters of the present value of stocks 
comes from expected dividends to be paid more than a decade hence. Only 
an 8% fall in warranted S&P Composite value can be attributed to the 
recession. The other 37%—and the 23% cumulative real return on long 
Treasuries--was part of an enormous shift in the risk tolerance of the 
market, a grand flight to safety on a scale exceeds that of the Great 
Depression itself. The prices of all assets perceived as risky--with the 
stock market one of those on the risky end—fell and the prices of those 
assets perceived as safe—Treasuries—rose. 
 
These large movements in asset prices matter very much to the Princes of 
Wall Street and Canary Wharf. They matter also to those of us with 
401(k)s who want them to be healthy, because we hope someday to retire. 
But they also matter and matter much more to everybody: Our financial 
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markets are a large-scale, parallel-processing, distributed computational 
network for telling the real economy what kinds of organizations should 
be expanded (or shrunk) and what kinds of investments should be made 
(or avoided). We are glad that we have our financial markets to do this—
nobody wishes for us to hand over this social task to the investment 
directorate of the late and unlamented GOSPLAN.  
 
But over the 21 months from June 2007 to March 2008 the financial 
markets sent the real economy stronger and stronger signals that all risky 
investments should be avoided and all risky organizations should be shut-
down or shrunk. And—because virtually everything that firms employ 
people to make or do is somewhat risky—the firms of the real non-
financial economy have responded to these price signals generated by the 
collapse of financial-market risk tolerance by firing people: we now have 
an employment-to-population ratio in the United States of 58.2% down 
from 63.0% in June 2007, and a 10.0% unemployment rate up from 4.6% 
in June 2007. 
 
Since at least 1825—when the canal speculation-driven bubble collapsed 
in Britain and the Bank of England intervened at the request of a Prime 
Minister who did not want rioting and rock-throwing mobs of newly-
unemployed in the streets—there has been a standard drill for what the 
government should do when the risk tolerance of financial markets 
collapses. The problem is that industry and enterprise cannot go forward 
because finance is unwilling to hold their (inevitably risky) debts on terms 
that make industry and enterprise profitable. Finance is unwilling because 
everybody is trying to sell their risky assets and scramble to move their 
portfolio into a fixed supply of safe assets. And the solution is for the 
government to satisfy this demand by expanding the supply of assets 
widely regarded as safe in one of two ways: fiscal policy (i.e., have the 
government issue a lot of relative-safe government bonds and spend the 
money hiring people to do something useful) and monetary policy (i.e., 
have the central bank buy risky assets and pay for them by creating the 
ultimate safe asset: cash. 
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The problem with fiscal policy is that the boost to employment and 
production you get is not free: Interest must be paid to carry the safe 
government debt issued and taxes must be raised to amortize it, and those 
both act as a drag on the economy. Ramping-up government spending 
rapidly means that you are going to be buying things less valuable than 
government spending usually is. And if you issue too much debt you can 
crack the status of the Treasury bond as the safe asset in the economy—
and then you have made the situation worse, because you have not 
increased but rather reduced the supply of safe assets for financial markets 
to hold.  
 
The problem with monetary policy is analogous: Creating too much cash 
can crack confidence in the central bank’s commitment to price stability—
and then cash is no longer a safe asset. There is only so much the central 
bank can do to increase the supply of safe assets by buying up the 
relatively low risk stock of Treasury bonds. If the central bank buys up 
private assets for cash—well, then we have turned over a great deal of 
economic decision-making control over the firms in which the Federal 
Reserve has invested to its staff, which is better than turning it over to the 
investment directorate of GOSPLAN but still not ideal. And in the process 
the central bank boosts the profits of many of those financiers who created 
the problem, and thus creates the incentives that tend to make the next 
such problem worse. 
 
The problem with doing nothing and waiting for the system to cure 
itself—well, we tried that once and only once: it was called “1933.” 
 
It first became clear in June 2007 that lots of mortgaged-backed securities 
were a lot riskier than the rating agencies had allowed themselves to be 
convinced, and that lots of banks that were supposed to be originate-and-
distribute were instead originate-and-hold—and that they were as 
institutions much more risky than almost everyone had imagined. Since 
then the assembled technocrats of governments and central banks (with 
some “assistance” from elected politicians) have been trying to carry out 
the right kind and amount of fiscal policy (but not too much) to cushion 
the fall in employment without leaving the economy staggering under the 
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burden of an inordinate government debt load, and trying to carryout the 
right kind and amount of monetary policy (but not too much) to cushion 
the fall in employment without baking another round of destructive 1970s-
like inflation into the cake. This task is difficult and fraught: it is no 
accident that, to my eye at least, both Ben Bernanke and Tim Geithner 
look a decade older today than they looked at the start of 2007. I 
personally tend to think that they ought to be doing more in the way of 
fiscal and monetary policy—that they are underestimating the benefits and 
overestimating the risks of doing more. But I also know that there is at 
best one chance in ten that I would be a better Treasury Secretary than 
Tim Geithner and a better Federal Reserve Chair than Ben Bernanke. 
 
Looking forward the way to bet has to be that the risk tolerance of 
financial markets will recover, but will only recover slowly and gradually. 
Think of two years of 3% per year world growth and only very slow 
declines in unemployment before the economic recovery-to-be hits its 
stride. Should we regard this as a victory? I would say yes: the magnitude 
of the financial shocks was greater than the Great Depression, yet the 
damage to the real economy is, proportionally, less than one-third as 
much. That is a victory. 
 
The defeat came earlier, in bankers who were so eager to keep dancing 
while the music was playing that they had absolutely no clue that their 
subordinates had adopted an originate-and-hold rather than an originate-
and-distribute model for risky securities, and that the incentives they had 
given their subordinates induced them not to hold the appropriate fraction 
of their capital in safe assets but rather in assets rated safe. Given that 
earlier defeat, I think that we are all in all rather lucky. 
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