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Fourteen months ago, just after Barack Hussein Obama’s election, most of 
us would have bet that the U.S. unemployment rate today would be 
something like 7.5%, that it would be heading down, and that the economy 
would be growing at about 4% per year. The Federal Reserve and the 
Treasury, trying to provide enough support to asset prices to avoid a deep 
depression but not so much as to ignite a burst of consumer price inflation, 
had made bad missteps in the weeks surrounding the collapses of Lehman 
Brothers and AIG. That there was going to be a bad rather than a mild 
recession had now become clear. But the Treasury and the Federal 
Reserve were trying to recover: $700 billion to support the banking system 
via the TARP, another $1 trillion or so of extra short-term government 
spending via fiscal stimulus on the way, large quantitative easing 
programs by the Federal Reserve to buy up risky financial assets and boost 
their prices and pay for it by accepting more reserve deposits from banks 
seeking safer portfolios, and additional Treasury support and perhaps 
control or nationalizations of banks in trouble. 
 
All this led to the late-fall 2008 projections that—with expected policies—
the U.S. unemployment rate was as likely to be under as over 7.5%. A 5% 
unemployment rate as of the end of 2009 would have been seen from a 
late-2008 perspective as a very good and lucky outcome (and one in which 
the Federal Reserve would be frantically reversing course to fight 
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inflation) and a 10% unemployment rate would have been seen as a very 
bad and unlucky outcome. 
 
Well, we have been unlucky. Unemployment is not going down but going 
sideways—we hope that it is still not going up. And the unemployment 
rate is not 7.5% but 10%. More important, perhaps, is that the modal 
expectation is for 3% real GDP growth in 2010.  
 
This is a striking and extraordinary difference from what happened the last 
time the U.S. unemployment rate edged above 10%, at the end of 1982. 
Then real GDP took off like a rocket: the fourth quarter-to-fourth quarter 
real GDP growth rate in 1983 was 7.8%; the fourth quarter-to-fourth 
quarter real GDP growth rate in 1984 was 5.6%. The night had been long 
and cold, but in 1983 and 1984 it was indeed, then, morning in America. 
 
Thus we have two big things to understand: First, why has the outcome so 
far been so much worse than pretty much everyone expected in the late 
fall of 2008? Second, why is the forecast going forward for growth so 
very, very much worse than our previous experience with recovery from a 
deep recession in 1983-1984? I attribute the differences to four factors: 
 
The first factor is that the financial collapse of late 2008 did much more 
damage to American households’ and businesses’ willingness to spend 
and to the financial system’s ability to match savers with cash to lend with 
businesses with requirements to borrow than people at the time imagined. 
The shock now looks to have been about twice as great as the consensus in 
the fall of 2008 thought, and thus required twice as big a policy response 
as was then envisioned. 
 
Ever since 1825 when the Bank of England first intervened in financial 
markets in a big way to support asset prices an reduce the magnitude of a 
depression, governments have had a standard bag of tricks to try to fight 
depressions. Their tricks fall into two broad categories: either have the 
government directly put the otherwise-unemployed to work via deficit 
spending, or have the central bank boost asset prices and so make it more 
attractive for businesses to borrow and put the otherwise-unemployed to 
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work. The incoming Obama administration tried to do both. And here we 
have the second factor: the Obama administration was envisioning a $1 
trillion short-term deficit-spending stimulus, a problem that turned out to 
be twice as big as was then understood would call for twice as big a policy 
response—a $2 trillion stimulus—but we got a $600 billion stimulus: 
about one-third of what we needed. 
 
This second factor is tied up with the third factor: that the Obama 
administration declared victory on fiscal policy with the ARRA—
consisting as it did of $600 billion in stimulus money and $200 billion of 
ineffective transfers to the upper middle class—and went home. There was 
no intensive lobbying for a bigger program, no proposals to introduce 
triggers into the budget resolution so that if the late-2009 situation 
appeared dire a second round of additional deficit spending could be 
undertaken, no attempts to pivot and expand the stimulus programs when 
it became clear in the spring that the macroeconomic shock had in fact 
been twice as bad as people had thought in the fall. The background 
chatter is that spending energy on trying for more deficit spending would 
have been fruitless—the broken senate, the 60 vote filibuster, and the 
necessity to pivot in the next couple of years from expanding the short-
term to shrinking the long-term deficit all constrained what the 
administration could do. And that background chatter is probably right. 
 
But even if the ARRA was the largest direct deficit-spending anti-
depression plan that could have been gotten through our broken senate, 
there is still the Federal Reserve: the Federal Reserve could have taken a 
more aggressive and expansionary policy posture in 2009. It is true that as 
far as normal monetary policy is concerned, the Federal Reserve was 
tapped out: its normal purchases of short-term Treasuries for cash had 
already done all that they can do. But there is more in the way of 
extraordinary monetary policy that could have been attempted: inflation-
targeting announcements, the taking of additional risky assets out of the 
pool to be held by the private sector, larger operations on the long end of 
the yield curve.  
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And I must confess that Federal Reserve thought and decision making in 
2009 remains largely a mystery to me. 
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