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  For sections between Th Mar 10@ 12:30 and 
Th Mar 17 @ 11:00: Read chapters 16-19 on 
how the smart guys go short: how the more 
clever of the investment banks began to 
figure out ways to profit from the 
forthcoming housing crash, but how the bulk 
of investment and commercial bankers were 
not so clever... 

  For sections in the first week after spring 
break: Read chapters 20-Epilogue on the 
slow-motion panic that was the impulse that 
generated our current economic downturn...  

All the Devils Are Here 



  Sample exam: out... 
  http://delong.typepad.com/20110227-

pset6.pdf 
  Due at 11:00 am Tuesday March 8... 
  Write your section time on the front... 

Problem Set 6 



  March 10... 

Midterm 1 



Commercial... 
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  Suppose I=$2 trillion, G=$2 trillion, GX=$2 
trillion, imy=0.2, cy = 1.0, t = 0.2, c0=$2 trillion. 
What is Y going to be? 

  A. $13.5 trillion 
  B. $18.0 trillion 
  C. $20.2 trillion 
  D. $15.3 trillion 
  E. $20.0 trillion 

To Your iClickers... 



  Suppose imy=0.1, cy=0.8, t=0.25, Ir=25, Xε=1, 
εr=10. What is the multiplier: 1/[1-(1-t)cy + imy]? 

  A. 1 
  B. 0.5 
  C. 2 
  D. -1 
  E. 5 

To Your iClickers... 

€ 

ΔY =
ΔA0 + ΔG − Ir + Xεεr( )Δr

1− (1− t)cy + imy



  Suppose imy=0.2, cy=0.8, t=0.25, Ir=10, Xε=0.5, εr=10. 
Suppose that the Federal Reserve and financial markets 
together raise the long-term risky real interest rate r by 5%. 
What will happen to Y? 

  A. Y will rise by $1.5 trillion/year 
  B. Y will fall by $1.5 trillion/year 
  C. Y will rise by $1.0 trillion/year 
  D. Y will fall by $1.0 trillion/year 
  E. Y will fall by $2.5 trillion/year 

To Your iClickers... 

€ 

ΔY =
ΔA0 + ΔG − Ir + Xεεr( )Δr

1− (1− t)cy + imy



Long-Term Risky Real and Short-
Term Safe Nominal Interest Rate 



The Whole Mishegas... 

€ 

ΔY =
ΔA0 + ΔG − (Ir + Xεεr) Δi + Δρ

t + Δρ r − Δπ( )
1− (1− t)cy + imy
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Okun’s Law 



Okun’s Law? 



Okun’s Law!! 



What Christie Romer and 
Company Say: 



What Christie Romer and 
Company Say II: No More “Labor 

Hoarding” 



We Saw This Before... 



Types of Recessions 
  Erica Groshen and Simon Potter (2003), "Has Structural 

Change Contributed to a Jobless Recovery?" (New York: 
Federal Reserve Bank of New York): The sluggishness 
of payroll growth during the 1991-92 and current 
recoveries stands in sharp contrast to the vigorous 
rebound in employment during earlier recoveries. To be 
sure, these earlier recoveries had rocky moments, with 
occasional jobless intervals. At the start of any recovery, 
many employers will delay hires or recalls for a time to 
be certain that the increase in demand will continue. 
Nevertheless, although the job market resurgence in the 
past may often have lagged the output recovery by one 
quarter, only during the two most recent recoveries has 
the divergence between job and output growth persisted 
for a longer period.  



Types of Recessions 
  Erica Groshen and Simon Potter (2003), "Has Structural 

Change Contributed to a Jobless Recovery?" (New York: 
Federal Reserve Bank of New York): The divergent 
paths of output and employment in 1991-92 and 2002-03 
suggest the emergence of a new kind of recovery, one 
driven mostly by productivity increases rather than 
payroll gains.... Recessions mix cyclical and structural 
adjustments. Cyclical adjustments are reversible 
responses to lulls in demand, while structural 
adjustments transform a firm or industry by relocating 
workers and capital. The job losses associated with 
cyclical shocks are temporary: at the end of the 
recession, industries rebound and laid-off workers are 
recalled to their old firms or readily find comparable 
employment with another firm... 



Types of Recessions 
  Erica Groshen and Simon Potter (2003), "Has 

Structural Change Contributed to a Jobless 
Recovery?" (New York: Federal Reserve Bank of 
New York): Job losses that stem from structural 
changes, however, are permanent: as industries 
decline, jobs are eliminated, compelling workers to 
switch industries, sectors, locations, or skills in 
order to find a new job. A preponderance of 
structural--as opposed to cyclical--adjustments 
during the most recent recession would help to 
explain why employment has languished during the 
recovery. If job growth now depends on the 
creation of new positions in different firms and 
industries, then we would expect a long lag before 
employment rebounded.... 



Types of Recessions 
  Erica Groshen and Simon Potter (2003), "Has Structural 

Change Contributed to a Jobless Recovery?" (New York: 
Federal Reserve Bank of New York): The difference 
from the pattern of the early 1980s is quite stark: now, 
the industries cluster heavily in the two structural 
quadrants. Most of the industries that lost jobs during the 
recession—for example, communications, electronic 
equipment, and securities and commodities brokers—
are still losing jobs. Balancing the structural losses of 
these industries, however, are the structural gains of 
others. For example, nondepository financial institutions, 
an industry grouping that includes mortgage brokers, 
added jobs during both the recession and the recovery... 



Types of Recessions... 
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“V”s vs. “L”s 



We Have an “L” 



We Have an “L” 
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The Long-Term Risky Real Rate 
Spikes... 



Sending Investment Spending 
and Exports Down... 

  Higher interest rates discourage investment by 
businesses—if they can borrow money at all... 

  Higher interest rates raise the value of the 
dollar—and hence discourage exports... 

  And foreigners’ incomes are collapsing as well, 
putting further downward pressure on exports... 

  And as incomes fall, consumption spending 
falls as well... 



Why Does the LTRRIR Spike? 

  Collapse in demand for risky assets 
  Immense increase in supply of risk assets 
-  As all kinds of assets that were previously thought to 

be safe turn out to be highly risky indeed... 



Standard Monetary Policy Out of 
Ammo 



36 

How Did We Get Here? 

  At breakfast these 
days the macro 
situation hits me 

  This cannot be real—
some strange 
alternate timeline 

  I stare at the wall, and 
try to figure out how 
we got here 
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I Went Back and Looked at What I Was 
Saying in the Fall of 2008... 

  Three themes: 

-  We are in substantial trouble 

-  Normal stabilizing monetary 
policy cannot help us any 
more 

-  Nevertheless, we are going to 
get out of this with only minor 
damage to the economy, for 
we have the resources to deal 
with the situation: 

  The technocratic knowledge 

  The policy tools 

  The political will 
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Indeed, the Initial Shock Was 
Small... 

  Five million houses that should not 
have been built 

-  In the swamps of Florida 

-  In the deserts between Los Angeles 
and Albuquerque 

  An average of $100,000 in mortgage 
debt that was not going to be repaid 

  5,000,000 x $100,000 = $500 billion 
loss to be allocated 

-  But the world economy has $80 trillion 
of assets 

-  And we have originate-and-distribute 
securitization to slice, dice, and spread 
risks 

  So it really should not be a problem 
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But It Was a Big Problem... 
  Where was the trap? 

  Regulatory arbitrage 

-  Look at these AAA securities that pay 
10 basis points more than Treasuries 

-  We can hold them as Basel Tier I 
capital 

  And we won’t ask our own issue 
departments what dreck they have 
persuaded Moody’s to rate as AAA 
these days 

  A financial multiplier of 40 

  A $500 billion fundamental loss 
triggered a flight to quality and a 
$20 trillion loss in financial value 
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Could the Meltdown Have Been 
Avoided? 

  Of course 

  Nationalize housing finance in the winter-spring of 
2008 

  Nationalize as many investment banks as necessary in 
the spring, summer, and fall of 2008 

-  Bear Stearns, Lehman Brothers, Merrill Lynch, AIG, Citigroup 

-  Let worries abut  moral hazard go out the window in the crisis 

  Or take equity 

  But we did not do that 
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Conventional Monetary Policy 
  The belief that it was powerful enough to deal with anything 

the market would throw at it 

  Greenspan: 

-  Do you really think I can get between willing borrowers and willing 
lenders and tell them they cannot transact? I cannot do that 

-  I can clean up the mess afterwards without major damage to the 
economy—I did in 1987, 1991, 1998, and 2001.By  

  By fall 2008—after Lehman and AIG—it was clear that 
conventional monetary policy was not strong enough 

-  Short-term nominal interest rates hit zero. Short-term government 
bonds hit par. Conventional monetary policy could not boost 
demand any more 
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But There Were Still Plenty of Tools 
  Congress 

-  Fiscal expansion (ARRA) 

  Federal Reserve 
-  Take private risk onto your balance sheet (QE) 

-  Raise your inflation target (QE) 
  Both relieve the pressure created by the flight to quality 

  Treasury 
-  Recapitalize and guarantee banks (stress tests) 

-  Targeted nationalizations (autos) 

-  Take private risk onto your balance sheet (PPIP) 

-  Reorganize mortgages (HAMP) 
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And We Would, I Thought, Use These 
Tools... 

  All seven tools are applications of the first part of the 
Bagehot rule: 
-  In a crisis, lend freely 

-  But do so at a penalty rate 

  I was confident that we would do as many of them as 
necessary to keep unemployment low 

  10% unemployment seemed, to me, politically 
unthinkable 

  10% unemployment for any substantial period of 
time seemed, to me, doubly politically unthinkable 



Thus the Sitch as of December 2008 
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What Went Wrong? 

  Henry Paulson did not believe in the “penalty rate” 
stuff—that is socialism 

  The Obama administration initially underestimated 
the magnitude of the problem: too small a Plan A 

-  And then no Plan B 

-  And then no Plan C 
  Blame the Republicans in the Senate (plus Joe Lieberman, 

Blanche Lincoln, and Ben Nelson) for the failure for there to be 
a Plan B and Plan C, and for the too-small size of Plan A 
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What Happened to Our Seven 
Tools? 

  Congress 

-  Fiscal expansion (ARRA) (albeit at too small a scale) 

  Federal Reserve 

-  Take private risk onto your balance sheet (QE) (none after 2008) 

-  Raise your inflation target (QE) (no) 
  Both relieve the pressure created by the flight to quality 

  Treasury 

-  Recapitalize and guarantee banks (stress tests) (yes) 

-  Targeted nationalizations (autos) (not enough—more needed for “penalty 
rate”) 

-  Take private risk onto your balance sheet (PPIP) 

-  Reorganize mortgages (HAMP) 
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How Much of This Is the Fault of the 
Republicans in Congress? 

  Small ARRA is the fault of the Republicans in the Senate (plus Blanche Lincoln, Ben 
Nelson, and Joe Lieberman) 
-  But filibuster reform? 

  But Obama appoints the Federal Reserve Chair 

-  Obama leaves the seats now occupied by Janet Yellen and Sarah Bloom Raskin empty 

-  Peter Diamond still not confirmed, and that seat on the Federal Reserve still empty 

  Obama appoints the Treasury Secretary 

-  Hard to gain control of the building without confirmed deputies 

-  Hard to gain control of the building regardless 

  Failure to unify economic policy advisors behind a Plan B 

-  Orszag says put the deficit on a downward path and restore confidence, Summers says 
infrastructure, Bernstein says payroll tax cut, Romer says aid to states, Geithner says a 
bunch of little fiscal stimulative things each dear to the heart of a different senator #60 
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Issues of Control/Priorities  
  Control: the business of a president 
-  50% picking people and backing them 
-  40% explaining what you are doing 
-  10% refereeing fights between your advisors 

  Priorities: lots of things to do 
-  Macro recovery 
-  Financial reform 
-  Climate change 
-  Health care reform 
-  International affairs 
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Why Does Macro Recovery Fade to the 
Back Burner? 

  Especially given the correlation between growth and midterm electoral 
success 
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Hypotheses: Union Collapse, Washington 
Lobbyist Disconnect, Failure to Charge a 

“Penalty Rate” 

  The collapse of unions means that members of 
congress never see anybody representing the 
interests of the bottom 90% of the income 
distribution 

  Disconnection of Washington—the only place 
where it is hard to get a restaurant table is within a 
mile of Capitol Hill 

  The failure to lend at a penalty rate broke 
confidence in the government’s ability to do 
anything constructive at all 
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Hypotheses: Economic Profession Gone 
Horribly Wrong 

  Robert Lucas and Richard Posner saying our very own Christie 
Romer must be corrupt for saying that expansionary fiscal policy 
could boost employment, for nobody smart believes that 

  Greg Mankiw saying that the ARRA was ineffective because it should 
have been tax cuts 

  Niall Ferguson saying that the New Deal did not work, and that there 
is nothing the ex-construction workers can do unless we cut the 
minimum wage 

  And Obama goes off message: private sector cutting back, so 
government needs to cut back too 
-  At least he is not Cameron, Cleg, or Osborne... 

-  At least Bernanke is not Trichet 
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Hypotheses: Brad Leaves Economics for 
an Appointment in the Department of 

Rhetoric 
  Cultural studies and Friedrich Nietzsche 

  Nietzsche talked about the losers--or about those who thought they were the 
losers...  

  They tended, Nietzsche wrote, to deal with their situation by transvaluing 
values... 

  Should we keep public employment from falling? “No," say the voices of today: 

-  We have lost our jobs. It is only fair that those who work for the government lose their jobs 
as well—never mind that each public-sector job lost triggers the destruction of yet another 
private-sector job over and above those already lost.  

  Should we write down principal values on underwater mortgates? “No,” say the 
voices of today: 

-  We lost our money. It is only fair that underwater homeowners lose their houses—it is not 
fair if they get to write down the value of their debts just because they owe more on their 
houses than they are worth. 



The Future Looks Bleak: Gridlock 
Government and Jobless Recovery 


