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			Praise for

			THE ONLY GAME IN TOWN

			
				“What better moment could there be for a book subtitled Central Banks, Instability, and Recovering from Another Collapse? And who better to write it than Mohamed El-Erian—the man who captured the essence of the present era of low growth, low inflation and low investment returns better than anyone else with his memorable concept of the ‘new normal’?…It is refreshing to read a policy book with the confidence to say that it is pointless to dispense elevator-pitch solutions to epochal economic challenges.”

				—Financial Times

				“El-Erian expertly offers a balanced view, commending the central banks for their necessarily aggressive policy views while noting, for example, the failure of the Fed to recognize the pre-crisis housing bubble. But title aside, this is hardly just a book about central banks. Instead, El-Erian offers a grand tour of the challenges we face, along with ideal solutions and more likely outcomes.”

				—The New York Times

				“If you want to understand this bifurcated world and where it’s headed, there is no better interpreter than Mohamed El-Erian….His new book, The Only Game in Town: Central Banks, Instability, and Recovering from Another Collapse (Random House), is an excellent primer on how we got here and what to expect as the world struggles to cope with slower, less equal growth and the resulting populism, nationalism and ugly partisan politics that we see in countries from the U.S. to France to China.”

				
				—Time

				“One of the 25 of the Most Inspiring Books Everyone Should Read.”

				—Inc.

				“The Only Game in Town achieves the nearly impossible: It takes complex financial issues and events and makes them both enlightening and entertaining. It’s a must-read for anyone who cares about the global economy and its future, raising critical questions, exploring all the relevant topics, and offering sound policy recommendations. It’s a terrific book.”

				—Jack Welch

				“Mohamed El-Erian understands markets and economics, and he clearly and coolly articulates the forces that created the current global slowdown and the dangerous fork in the road that the world economy is approaching. The road ahead could lead to a perilous U-turn or more durable, inclusive growth. The good news, as El-Erian convincingly argues, is that policymakers, businesses, and the rest of us still have our collective hands firmly on the wheel and can steer the economy in a better direction.”

				—Alan Krueger, Bendheim Professor of Economics and Public Affairs at Princeton University

				“An indispensable guide to understanding the rapid expansion and current role of central banks in the global economy, as well as the challenges and opportunities that they will confront in responding to future economic shocks.”

				—James Poterba, professor of economics, MIT, and president and CEO, National Bureau of Economic Research

				
				“The Only Game in Town says it is about central banks, but it really is about so much more: everything from the investment strategy needed in today’s macroeconomic environment to the hard choices about taxes and public works that our politicians face to the economics underlying the still relevant ‘new normal’ (which he coined). El-Erian has an incredibly rich worldview, far greater than the sum of his impressive diverse experience, and seeing today’s world economy through his eyes offers a real education.”

				—Dr. Adam S. Posen, president of the Peterson Institute for International Economics

				“This book is a must-read for anyone interested in the global economy. A masterful account of how central banks became the only game in town after the global financial crisis but also how other structural and fiscal policies are necessary to resolve key global economic issues. El-Erian is the best thinker on the key global issues of our times.”

				—Nouriel Roubini, chairman, Roubini Global Economics and professor of economics, Stern School of Business, NYU

				“Mohamed El-Erian knows the global economy as an investor, a public servant, and an analyst with a rare ability to grasp its essentials. He has an urgent message to convey here: Central banks cannot [continue to] carry the global economy on their backs for much longer without a high risk of a very bad global outcome. If he’s right—as he has often been before—all of us, governments, business, finance, and individuals, need to understand why and how to take evasive action.”

				
				—Jessica Mathews, former president of the Carnegie Endowment for International Peace

				“Widely regarded as one of the most astute observers of global economic trends, Mohamed El-Erian is famous for having coined the now-ubiquitous phrase ‘the new normal.’ Five years ago, he was worried that the global economy might take years to regain its footing. Now El-Erian worries it could fall off a cliff. The good news from this book is that if policymakers get their act together, things could be a lot better. The bad news is that this seasoned and influential veteran isn’t at all sure this will happen. The Only Game in Town is simply a must-read for anyone trying to understand how the global economy might unfold in the next five years.”

				—Kenneth Rogoff, Thomas D. Cabot Professor of Public Policy at Harvard University, and former chief economist and director of research at the International Monetary Fund

				
				“In his next book, The Only Game in Town, Mohamed El-Erian has done several important things superbly. First, he has presented the first really comprehensive assessment of the multiple challenges to sustainable and inclusive growth facing a wide range of countries and the global economy. Second, he does it through the illuminating lens of central banks and monetary policy—with few exceptions, the only game in town. Third, he then deftly and insightfully dissects the limits and risks of this almost ubiquitous one-handed policy response. And fourth, he argues persuasively that this is a journey we cannot continue; that we will break either right to a much superior level and quality of growth, or left to declining performance and rising instability. He then suggests mind-sets that will help everyone—policymakers and the rest of us—navigate this complex and uncharted territory. It is a tour de force.”

				—Michael Spence, Nobel Laureate and professor of economics, Stern School of Business, NYU
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			AUTHOR’S NOTE

			The proofs for the update of this edition of The Only Game in Town arrived at our house in mid-March 2020, just a few hours after I had tweeted out that the economic impact of the coronavirus had reached “critical mass” and would result in massive economic and financial disruptions. I even resorted to using lots of capital letters in my social media communications, something that I seldom do, to stress the need to take seriously the ferocity with which “economic sudden stops” destroy both consumption and production in sector after sector, thus bringing the entire global economy to a standstill and causing massive economic, financial, and social damage. I also warned that our initial conditions were weak and that neither our economy nor our markets were wired and prepared for what they were now facing.

			My immediate focus was to understand and communicate the outlook for the global economy and markets, both in the immediate and post-crisis periods; and, even more important, what policymakers can and should do to limit the damage, to contain the spike in economic household insecurity, and, in avoiding a big mistake of the crisis management response to the 2008 global crisis, to also put in place the foundation for a strong, inclusive, and sustainable recovery.

			
			But there also was that nagging question as to what to do with the proofs that just needed my final okay. Should I kill the project altogether on the basis that many of its key predictions were playing out in front of my eyes and becoming history? After all, and as indicated in the subtitle of the book, the fundamental objective of so many years of research and analysis was “avoiding the next collapse.” The economic and financial collapse was now staring us all in the face. More and more, the big challenge for all segments of society seemed—sadly, and devastatingly so—less about avoiding collapse and more about managing and recovering from one fueled by the massive economic and financial de-leveraging triggered by such an unprecedented shock.

			The alternative was to go back and update the analysis once again given that the book provided important explanations of the structural fragility of the system, including many resulting from the way the 2008–09 crisis management and its aftermath were handled. Surely it was important to address these fragilities in this round of “all in/whatever it takes” policy interventions.

			That was not the only reason. The human, behavioral side was also a consideration. The book speaks directly to why policymakers, households, companies, and investors were being taken out of their comfort zone in such a sudden and violent manner, the paralyzing behavioral traps that come with that, and what should be done now to navigate better what’s still ahead. It also highlights what’s particularly important to successfully navigate such a shock and emerge in a position to take advantage of the new landscape.

			Unable to decide, I sought the advice of a good friend known for his wisdom and no-nonsense approach. He quickly advised neither! Instead, and notwithstanding that we were still at the initial stages of an enormous shock, I should write a brief author’s note that places this generation-defining moment in the context of the book’s analysis and get it published quickly.

			
			The more I thought about his advice, the more it made sense.

			Yes, part of the analysis in the book was being turned from prediction to history. Not only were we now at the “T junction” that, in 2016, I predicted we would reach in the next three to five years. We were also looking at a road out of this junction that threatened recession, financial instability, social unrest, and more political disharmony. Yet that same analysis also sheds light on what had led us here and what is still ahead of us. This includes the causes of the underlying fragilities that had rendered the system extremely vulnerable to an exogenous shock, let alone a big one such as the coronavirus (something that, of course, I had not foreseen, choosing instead to focus on lesser potential shocks such as policy mistakes and market accidents).

			Yes, the 2020 crisis had already triggered some of the behavioral traps that the book warns about, but others are still in hiding, waiting to undermine crisis management responses at every level (governments, companies, households, and globally). They could also contribute once again to a weaker post-crisis recovery, compared to what we are capable of and must achieve. We need to understand them if we are to win the war against a global depression and secure a durable future of inclusive and sustainable prosperity.

			Yes, the specific recommendations for investment positioning in the lead-up to the T junction were now less powerful, given the massive changes in the level of asset prices, volatility, and correlations among different asset classes. But the underlying frameworks remain relevant for subsequent investor positioning.

			And yes, the coronavirus shock had already highlighted another aspect that is developed in the book: the importance—for companies, households, and governments—to develop a deeper and stronger mix of resilience, optionality, and agility. And remember, the shock was yet another addition to what already was a considerable list of unlikely outcomes that have become realities (a list that was mentioned in prior editions of the book and has been updated and expanded in this). But this mix remains key for navigating what is far from a smooth and automatic recovery from such a devastating and consequential collapse.

			
			With such a shock fresh in our minds (and it will be the case for a while, given the devastation to most companies’ revenues and profits, the multiple changes to most basic elements of life for households, and forcing governments into intense crisis management mode), the arguments on how resilience helps us all navigate uncertain times are very much in play for us all to see. The addition of an optionality element helps many keep an open mind to the different possibilities and time lines that come with such a major disruption to so many aspects of our society. Finally, agility holds the key to moving quickly once the future is clearer—not only to ensure sustainability but also, as past crises have repeatedly demonstrated, to achieve the advantages of being an effective early mover in a changed landscape.

			With all this and more in mind, I decided to follow my friend’s advice. So, what follows in this book is the updated analysis (as of the end of 2019), with this short author’s note (as of March 2020) placing it in the context of the economic and financial implications of the coronavirus shock—particularly the what, the why, and the so what. And yes, I changed the last phrase in the book’s subtitle—from “Avoiding the Next Collapse” to “Recovering from Another Collapse.”

			
				THE WHAT

				The best way to understand why the coronavirus pressed fast-forward on this book’s journey to a new destination is to assess its key economic characteristic—a sudden stop for the global economy—in the context of what the book details were increasingly fragile and unstable initial conditions.

				
				Most are unlikely to have come across an economic sudden stop unless they have lived in a fragile or failed state where one is afraid of going to the store outside because of safety issues and where stores are scared of opening lest they be looted immediately; or if one has lived in a community that has been hit by a major natural disaster. It’s a phenomenon that has not been seen at the level of a major advanced or developing country, let alone that of the global economy as a whole.

				Unlike the financial sudden stop that hit us hard in 2008—the equivalent of an immediate heart attack originating in the banking system, instantaneously paralyzing the payments system and increasingly bringing economic activity to a halt—sudden economic stops start small. They cascade in an almost stealth fashion. But when they reach critical mass, the result is absolutely devastating.

				In economic terms, they involve the inability of consumers to convert their notional demand (the willingness to spend) into effective demand (the ability to spend); and they also frustrate producers by inserting a wedge between their notional and effective supply. Production facilities are taken offline, joblessness soars, incomes fall, financial insecurities surge, and a long line forms for government cash handouts to households and bailouts of companies. And this feeds on itself.

				Take the airlines as an example, and that many at first—too many—erroneously dismissed initially as an exception, just like cruise lines. Concerned about the risk of infection, travelers postponed and canceled trips, leading to a dramatic decline in travel. Facing an immediate big hit on revenue, airlines contracted their capacity, hired fewer part-time workers, bought fewer supplies, and, in some cases, placed staff on leave without pay.

				For the industry as a whole, this involved the simultaneous destruction of both consumption and production. It is a pattern that was repeated in sector after sector, turbocharged by mandated “social distancing.” Restaurant owners were no longer allowed to serve clients other than through hastily erected “to go” windows. A great part of their notional supply could not be made effective. Similarly for diners who were not allowed to sit in restaurants, driving a wedge between what they would have normally liked to do and what they could do.

				
				With only a handful of sectors escaping this dynamic, the result was a massive implosion of the global economy. As I write this in mid-March 2020, a deep global recession seems to me as essentially guaranteed. The question is whether we get something much worse—a depression whose immediate and lasting effects would be even more devastating for more generations, as well as far more multidimensional (that is, in economic, financial, geopolitical, institutional, political, and social terms). Remember, with such a big shock, what starts in the real economy doesn’t stay there. It migrates to financial markets, institutional effectiveness, and national and international politics, and it also risks undermining the fabric of society.

				No wonder financial market volatility spiked and asset prices got hit very hard as prospects for economic growth plunged, many companies’ earnings prospects evaporated, and default risk soared. Banks saw their corporate credit lines drawn, their exposure to hedge funds become more risky, and their earnings decline as interest rates plummet to zero (or, in the case of Europe, become more negative). Also, with the functioning of markets under tremendous stress, finance risked reverse-contaminating the real economy.

				Institutions were asked to respond in a crisis management mode and, once again, found themselves ill-equipped to do so. Absent early advances in health care that credibly alleviated the three concerns paralyzing societies—that is, identifying and containing the virus in a timely manner, better treating the symptoms, and enhancing immunity—policymakers could not stop the enormous contractionary forces. But they could seek to reduce the damage by protecting the most vulnerable segments of society, by safeguarding strategic sectors, by countering financial market failures, and by incentivizing constructive collective actions. And they needed to do all this in a global system that was more likely to deliver a series of blame games than the type of international coordination needed to address a global challenge requiring collective action to supplement national responses.

				
				Policymakers also need to avoid repeating the big mistake of the 2008 crisis management response—winning the costly war but, as detailed in the book, losing the peace by not ensuring the conditions for a high, sustainable, and inclusive economic recovery. In the meantime, central banks are again being asked to throw everything they have at yet another crisis, and a much bigger one at that.

				For more segments of society, all this adds salt to the preexisting (and yet-to-heal) wounds of insecurity, alienation, and marginalization inflicted by the 2008 global financial crisis. It is yet another blow to the already-shaky trust in government and in central bank effectiveness, as well as the establishment and the effectiveness of the political order in liberal democracies.

				As the book goes to press, it is still too early to evaluate the prospects for success. But what’s clear is that the global economy and markets will emerge to a very different post-crisis landscape. It will be one that

				
						
						has de-globalized even more,

					

						
						has borrowed additional growth from the future,

					

						
						has higher debt and larger central bank balance sheets,

					

						
						is rewiring economic interactions within and across borders,

					

						
						deals with a spaghetti bowl of government entanglement in private sector activities,

					

						
						changes some workplace practices and, for investors,

					

						
						sees a different characterization of risk factors pertaining to liquidity (less of it), equity (more volatility), and credit (subject to a higher default rate). In sum, large and consequential changes.

					

				

				And all this just reflects the knowns, with a host of “known unknowns” and “unknown unknowns” out there.

			

			
				THE WHAT

				While undoubtedly the coronavirus constituted a previously unthinkable multidimensional shock, it hit a global economy that was already, as detailed in the book, becoming more fragile and ultimately unable to sustain the course it was on.

				For the reasons discussed herein, the resilience of the global economy had been sapped by sluggish productivity, growing sustainability challenges, unacceptable inequalities, and a persistent shortfall in inclusive growth. Financial vulnerability had developed many roots, the vast majority of which were connected to the unintended consequences and collateral damage associated with excessive and prolonged reliance on central banks. This included corporate overindebtedness, leverage, excessive financial engineering, and the proliferation of products overpromising liquidity to end users. Meanwhile, comforted by years of reaffirmation via ample central bank liquidity injections that repressed volatility, investors had been conditioned to buy every dip. In the process, they ventured further away from their natural habitat in search of yield and returns, underestimating in particular the extent of liquidity risk they were piling on.

			

			
				THE SO WHAT

				While incredibly destructive to human and economic well-being, crises have the potential to act as catalysts for long-needed and repeatedly delayed policy reforms. Not only do they focus the mind of policymakers but they also provide political maneuvering space.

				The book’s discussion of the policy imperatives, not just for governments and central banks but also for households and companies, is of key relevance here—as is the need to be on the lookout for biases and blind spots lest they add to the considerable challenges already facing current and future generations. In the process, we will shed more light on one of the paramount questions raised by the book: whether having initially failed to avoid the bad turn out of the T junction (the one leading to recession and financial instability), we can all regain control of the car and guide it to the road leading to high and inclusive growth, genuine financial stability, and better sustainability for our planet and people.

				
				Without such a course correction, our politics will become messier, our society more divided and vulnerable to civil unrest, and our world more dangerous.

			

		

	
		
		
			
			INTRODUCTION TO THE NEW EDITION

			
				“One of the lessons of the 2008–09 experience…was the fact that every company in the United States was a domino, and those dominoes were placed right next to each other. So when they started toppling, everything was in line.”

				—WARREN BUFFETT

				“The economy has been changing in ways that are difficult to detect and measure in real time.”

				—JEROME POWELL

			

			It’s been four years since the publication of the first edition of this book and, unfortunately, its thesis is playing out both overall and in detail. I say unfortunately because that was not my hope. Instead, I was hoping that by pointing out the growing danger of excessive reliance on central banks, politicians would realize and undertake the needed pivot to a more comprehensive pro-growth policy approach. Instead, the reliance on central banks has deepened, amplifying the difficulties of exiting a policy regime that is now past its due date.

			Fortunately, not all is the same. In contrast to when the book was first published, the issue of overreliance on central banks—and the notion of “the only game in town” that comes with that—has become a more common topic of discussion among economists, policymakers, and market participants. As an example, here is how the Financial Times, a widely read daily in these circles, opened its review of the “big market moments of 2019”:

			
			The past year will be remembered as a moment of reckoning for central banks. The relentless wave of cheap money provided by policymakers set the bond market racing higher, spreading negative yields throughout the financial system and prompting many rate-setters, bankers and investors to wonder whether they could really control the monster they had created. The Federal Reserve’s policy U-turn that set it on course for rate cuts put investors in a spin. Ructions in the repo market caused plenty of angst.1

			

			The growing public awareness is a reaction to growing concerns about the collateral damage and unintended consequences—set out in some detail in the first edition of this book—of prolonged and excessive reliance on experimental monetary policy. Even central bankers are paying attention, as demonstrated by internal divisions within their ranks and the launch of strategic policy reviews.

			So why issue a new edition if the original hypotheses of the book are playing out as specified in 2016, and if the key issues are finally attracting much greater attention?

			In addition to updating the underlying analysis, it’s necessary to remind people that there is nothing predestined about where we end up. Rather, it’s a matter of policy choices. And it’s an issue that is becoming much more urgent and critical.

			Fortunately, the engineering involved has also attracted greater appreciation over the last four years. What has stayed the same, however, is the lack of political will and leadership to transform what’s needed and feasible into reality. In fact, in some places, the political conditions have become even less conducive to the crucial policy pivot that’s urgently needed. And nowhere is this more so than in Europe.

			Lacking the support of other policymakers, the European Central Bank has ventured ever deeper into the “unknown unknown”—be it with more negative interest rates that, at some point in 2019, drove an astonishing $17 trillion of government and corporate bonds worldwide to trade with negative yields (that is, creditors paying debtors for the privilege of lending them money—an outcome that had been ruled out by all the economic and finance textbooks I know) or by creating even greater scarcity in government bond markets by buying more and more of them. Yet the impact on the real economy has been muted, doing little to counter “stall speed” economic growth and the recession risks that come with that. Meanwhile, as detailed in the new chapter 8, the ECB has ended up inadvertently contributing to six distinct threats to economic dynamism and financial stability.

			
			The optimists still tell me not to worry. They rightly point out that liberal democracies have a way of resetting policies to the right mix. The pessimists argue that this time could well be different given the political anger, divisions, and distrust that now prevail.

			I increasingly think that they will both end up being correct but probably in a sequence that it is outlined in this new edition—and one that, to my great regret, threatens (avoidable) harm on current and future generations. Specifically, left to its own devices, the right response will eventually materialize…but not until things get not just a lot worse, but also reach a crisis point.

			Hoping that we can still—and indeed, must—accelerate the policy process in order to avoid a damaging downturn first (if not a prolonged one), this book further develops the “what,” deepens the compelling arguments for the “why” and, in the “so what,” sets out the key elements of the solution, nationally and internationally.

			Remember, the message of this book remains simple yet both consequential and action-oriented. Reflecting both growing internal inconsistencies and significant vulnerability to a shock, it postulates an end to the path that the global economy has been on, particularly when it comes to central banks’ ability to single-handedly deliver stable growth and to repress financial volatility. It sets out the policies needed to ensure that what follows is a pivot to higher and more inclusive growth, together with genuine financial stability; and it shows why, in the absence of a determined policy response, low growth could turn into recession, and artificial financial stability could become unsettling financial instability.

			
			This book is not just about consequential destinations that affect the well-being of both current and future generations. It is also about the ongoing journey that is likely to feature even more improbables and unthinkables becoming reality. And since this context of “unusual uncertainty” inevitably challenges sound decision making, the book also discusses what can and should be done to minimize mistakes at the corporate, government, and household levels.

			

			—

			Many developments since the first publication of the book in January 2016 support the book’s central thesis—so much so that, as just noted, a growing number of experts, including central bankers, have started to take on board the messages of the book and now caution against policy overreliance on central bankers. Indeed, it is not just external voices that are speaking out. But while these views have also been evolving, many in the economic forecasting profession, however, have insufficiently internalized the implications for what lies ahead.

			Having initially resisted the concept of the “new normal”—that is, a period of unusually sluggish economic growth during which western economies confront unusual cyclical and structural headwinds—consensus has now adopted it with open arms. With that, and having in the past underestimated its effects, too many in the prediction business are now eagerly extrapolating it forward without comprehensively assessing how it is evolving and, crucially, morphing.

			Rebranded by some as “the new mediocre” and by others as “secular stagnation,” too many simply forecast that low and stable growth is likely to prevail for the period ahead, along with the continued repression of financial volatility by central banks. However, for those willing to look closely, this consensus view is now being challenged, due to an ever-increasing list of internal tensions and contradictions. These tensions, which amplify structural fragilities and increase sensitivity to exogenous shock, also shed light on the growing list of improbables that, just in the last twelve months, have included:

			
					
					The surprise election of Donald Trump as president of the United States;

				

					
					The shocking decision by British voters to take their country out of the European Union;

				

					
					Emmanuel Macron seemingly coming out of nowhere, upsetting the established parties and, together with his new party, capturing both the presidency and the national assembly;

				

					
					The United States moving from the champion of free trade to the most protectionist advanced economy;

				

					
					Investors having to pay (rather than receive) interest on more than 30 percent of global government debt trading at negative yields;

				

					
					The breakdown of long-standing correlations among asset classes and, with that, a rather dismal performance on the part of “smart money” and other active investors, some of which have decided to exit the business.

				

			

			Along with the already considerable list of improbables cited in the earlier edition of this book, these share an important common characteristic: that of being heavily influenced by the direct and indirect damage of a prolonged period of low and noninclusive growth. And, for the following reasons, it’s a list that will grow as the current global economic configuration comes to its exhaustion point:

			
					
					Years of growth that is too low and insufficiently inclusive are eating away at economic potential, making the underpinnings of the economy more volatile and fueling a warranted backlash against the worsening in the inequality trifecta (income, wealth, and inequality);

				

					
					The more this persists, the greater the impact of the “politics of anger.” With that, a growing number of antiestablishment movements upend traditional politics on both sides of the Atlantic. Many of them are clear on what they wish to dismantle but have yet to come up with credible alternatives.

				

					
					Economic and financial regionalization and globalization go from unquestioned beneficial paradigms to political liabilities. Europe faces mounting challenges to an historical integration project that was once viewed as a given. And the United States threatens to undo free-trade pacts that have served the country well overall.

				

					
					Cross-border policy coordination falls to its lowest levels in decades, with the resulting vacuum also encouraging political adventures (including Russia’s involvement in Syria and Ukraine).

				

					
					Technological innovations that not only enable good but also empower bad actors, be they state or non-state.

				

					
					Meanwhile, on the financial front, ultra-low and negative interest rates erode the integrity of the financial system. While some have worried about the outlook for banks, my concern is elsewhere. It speaks to the extent to which providers of long-term financial security products to consumers (including life insurance and retirement options) can continue to supply the protection services that are so vital to a sense of durable economic security.

				

					
					And the list goes on, shortening the life span of this economic and financial paradigm and increasing its vulnerability to sudden dislocations.

				

			

			All this pertains to disruptions that are shaking the world from above, and that are compounding those shaking the world from below.

			The last four years have provided further support to the hypothesis that the combination of artificial intelligence (AI) and big data, along with mobility and fast-moving innovation, is turbo-charging technological disruptions that upend a growing number of sectors. This is no longer just about Amazon, Facebook, Google, Netflix, Uber, and Airbnb. As Andrew McAfee puts it, we are now in the second half of a chessboard in which already-considerable incremental change is compounding in an accelerating fashion.

			
			This mix of top-down and bottom-up disruptions is accelerating the journey to the global economy’s historic inflection point, or what the book calls the “T junction”—one whereby the recent period of low but stable growth and repressed financial volatility gives way to one of two very different outcomes.

			Much depends on how politicians respond to the unusual uncertainty they face on multiple fronts, be they economic, financial, institutional, political, or social. In addition to determining the scope for economic well-being at the individual country level, this will influence whether the international economic and financial order fragments or evolves into a more effective mode of globalization—and, for Europe, also regionalization.

			What is crucially needed, and urgently, is a durable policy pivot along the lines described in the book. Its engineering is known and, by now, commands considerable support among economists. But it is also a pivot that is unlikely to materialize without a catalyst for traditional political systems that have become too complacent.

			The catalyst can come in the form of an endogenous political shock, with the emergence of antiestablishment movements raising intriguing questions; or it can come from outside in the form of a new economic and financial crisis, a wake-up call that shocks the political establishment into action.

			Much will be determined in the months and years ahead, with consequences not just for this generation but for future ones as well. I hope that this updated book can shed light on what could happen, what should happen, and the steps we can take to turn the desirable into the feasible.

			November 2019

		

	
		
		
			
			PREAMBLE

			
				“What is needed is not more finance, but better finance.”

				—MARTIN WOLF

				“The world has largely exhausted the scope for central bank improvisation as a growth strategy.”

				—LARRY SUMMERS

			

			In the last few years, the global economy has evolved in ways once deemed highly unlikely, if not unthinkable. It is a phenomenon that continues today and, as will be made clear in this book, will intensify in the period ahead.

			The global financial crisis that shook virtually every country, government, and household in the world in 2008–09 gave way to a frustrating “new normal” of low growth, rising inequality, political dysfunction, and, in some cases, social tensions—all despite massive policy interventions on the part of central banks and transformational technological innovations.

			Now this new normal is getting increasingly exhausted, unstable and vulnerable to dislocations. For those caring to look, signs of stress are multiplying—so much so that the path the global economy is on is likely to end soon, and potentially quite suddenly.

			
			As we approach this historic inflection point, even more unthinkables will become common and insecurities will rise, especially as it becomes clearer that, rather than transition smoothly and automatically, the current path could give way to one of two very different new roads. The first promises higher inclusive growth and genuine financial stability. But, in stark contrast, the second would see us mired in recessions and the return of unsettling financial instability.

			Fortunately, there is nothing predestined about what will come after the exhaustion of the new normal. The road out of the upcoming “T junction” can still be influenced in a consequential manner by the choices that we make, as households, companies, and governments. But to make better choices, we need to understand the forces at play and their likely evolution. There is no better way of doing so than through an examination of the world’s major central banks…past, present, and future. It’s even an exercise that the European Central Bank and Federal Reserve, the world’s two most powerful central banks, have embarked on through comprehensive strategy/framework reviews.

			These once-staid, unexciting institutions have emerged as the major and often sole policymakers. Having fallen asleep at the switch while irresponsible financial risk taking went wild, they pivoted to an aggressive intervention mode during the global financial crisis. In doing so, they saved the world from a multi-year depression that would have devastated lives and fueled social unrest.

			Sensing that other policymakers were paralyzed by dysfunctional politics, central banks then found experimental ways to keep the global economy on a growth path and repressed financial volatility, albeit a somewhat artificial one, and they did so even though the underlying engines of economic prosperity were yet to be revamped.

			Now these monetary institutions are expected to continue producing miracles. But their ability to repeatedly pull new rabbits out of their policy hats has been stretched to an increasingly unsustainable degree. We are nearing the point of ineffectiveness, if not counter-productive outcomes, as both willingness and ability wane.

			
			This central casting role is new and unusual for central banks. For decades, they operated away from the spotlights. The majority of those who cared to follow these tradition-prone and proud institutions—and there weren’t that many outside the rather small circle of monetary economists and policy wonks—saw them as consisting of highly conventional technocrats who quietly worked behind the scenes using complex technical instruments.

			The establishment of the first central bank goes all the way back to Scandinavia in the seventeenth century, a century that also saw the creation in 1694 of the Bank of England, which is widely viewed as the parent of modern central banking. Despite the demise of the British Empire, the “Old Lady of Threadneedle Street,” as the bank is fondly referred to—after all, it has influenced the design of most other central banks in the world—is still one of the most influential members of this rather exclusive and enigmatic club.

			Yet its power and reach pale in comparison to two other institutions that feature prominently in this book: America’s Federal Reserve, the world’s most powerful central bank; and the European Central Bank (ECB), the issuer of Europe’s common currency (euro), which is currently used by nineteen member countries, and is the most advanced component of the region’s historic integration project.

			Both of these two institutions are much, much younger than the Bank of England. The Fed was not set up until 1913, in response to financial turmoil. Today, as the central bank of the fifty American states and the territories, and operating under delegated authority from Congress, the Fed has a mission to “provide the nation with a safe, flexible, and stable monetary and financial system.”

			The ECB became operational in 1999. Working with national central banks that are also part of the Eurosystem, its goal is to maintain price stability, safeguard the common currency, and supervise credit institutions (predominantly banks).

			To pursue their objectives, all central banks are empowered to manage the country’s currency and money supply with a view to delivering specified macroeconomic objectives—universally, that of low and stable inflation, as well as, in some cases, high employment and economic growth. In more recent years, a growing number of central banks have also been charged with supervising parts of the financial system and ensuring overall financial stability.

			
			At the most basic level of their operations, central banks control the price and amount of money in circulation, whether directly (by altering the interest rates they charge banks and the amount of credit that banks are allowed to create) or indirectly (by influencing the risk appetite of the system and its overall financial conditions). In doing so, they have been granted over time greater operational autonomy from their political bosses.

			Acting directly or through a parliamentary process, governments set the macro goals for central banks. Many are then left alone to pursue the objectives using the instruments of their choice. This process has been generally viewed favorably as it insulates central banks from short-term political adventures by governments whose eyes are on their reelection prospects. And the related power and influence of central banks have grown by leaps and bounds.

			Take the Fed as an illustration. Like other central banks, it has experienced a dramatic increase in its to-do list, tools, and influences—from something as simple as becoming the sole issuer of the currency to much more complex management and regulation of the banking system. Specifically, and to quote from its mission statement posted on its website (http://www.federalreserve.gov/​aboutthefed/​mission.htm), the Fed is now responsible for:

			
					
					conducting the nation’s monetary policy by influencing the monetary and credit conditions in the economy in pursuit of maximum employment, stable prices, and moderate long-term interest rates;

				

					
					supervising and regulating banking institutions to ensure the safety and soundness of the nation’s banking and financial system and to protect the credit rights of consumers;

				

					
					maintaining the stability of the financial system and containing systemic risk that may arise in financial markets; and

				

					
					providing financial services to depository institutions, the U.S. government, and foreign official institutions, including playing a major role in operating the nation’s payments system.

				

			

			Despite this notable expansion in responsibility, might, and impact, nothing prepared central banks for the dramatically unprecedented conversion that they have gone through in the last few years—both during the global financial crisis and in its aftermath.

			Forced out of their mysterious anonymity and highly technical orientation, central banks were dramatically thrust into the limelight as they have become single-handedly responsible for the fate of the global economy. Responding to one emergency after the other, they have set aside their conventional approaches and—instead—evolved into serial policy experimenters.

			Often, and very counterintuitively for such tradition-obsessed institutions, they have been forced to make things up on the spot. Repeatedly, they have been compelled to resort to untested policy instruments. And, with their expectations for better outcomes often disappointed, many have felt (and still feel) the need to venture ever deeper into unknown and unfamiliar policy terrains and roles.

			For those accustomed to the conventional operation of economies and financial systems, all this constitutes nothing less than an unthinkable transfiguration for central banks. Yet the structural breaks have not stopped there.

			What central banks have been experiencing is part of a significantly broader change whose effects will be felt by all of us, our children, and, most likely, their children, too. It is a change that speaks to much bigger—and consequential—evolutions in the global economy, in the functioning of markets, and in the financial landscape. And the implications go well beyond economics and finance, extending also to national politics, institutional setups, regional and global negotiations, and geopolitics.

			
			Understanding the unplanned and, for them and many others, uncomfortable conversion of central banks from largely invisible institutions to the only policy game in town, provides us with a unique perspective on the much larger changes impacting our world. It speaks to the how, why, and so what by:

			
					
					explaining how the global system has fallen further and further behind in meeting the legitimate aspirations of hundreds of millions of people on multiple continents, including those related to economic betterment, remunerative employment, inclusion, sustainability, and financial security;

				

					
					detailing why the world is having such difficulties growing, why countries are becoming increasingly unequal, and why so many people live with this recurrent sense of financial instability and even distress;

				

					
					shedding light on why so many political systems and regulators struggle mightily just to understand fast-moving realities on the ground and catch up with them, let alone help direct them to better destinations; and

				

					
					assisting in putting into context the remarkable growth of antiestablishment political movements, together with the general loss of trust in expert opinion, traditional parties, and established companies (together with multiplying political attacks on central banks).

				

			

			By living in this world, most of us have already observed either directly or indirectly a set of unusual, if not previously improbable, changes. It is a phenomenon that is being felt at multiple levels. And, so far, all this is just the beginning.

			
			In the months and years to come, this extremely fluid world we live in is likely to pull us further out of our comfort zones; and it will challenge us to respond accordingly. And we shouldn’t just wait for governments to make things better.

			Unless we understand the nature of the disruptive forces, including tipping points and T junctions, behavioral scientists warn us that we are likely fall short in our reaction functions. And the more that happens, the greater the likelihood we could lose control of an orderly economic, financial, and political destiny—both for our generation and for future ones. With that, the risks of serious mistakes increase exponentially.

			Looking at the world through the eyes of central banks, this book aims to increase the probability of your managing much better what lies ahead for the global economy. By analyzing the causes and implications of central banks’ historical and unexpected transformation and, importantly, by linking them to much broader societal changes, the book briefly explains how and why we got to this important juncture.

			Yet this is not a history book, and it is certainly not just about central banks. Instead, by providing a diagnosis of the world we live in today, it is predominantly about what’s ahead for the global economy we all share, and what to do about it—thus specifying what is needed to pull the global system out of its doldrums, how likely this is to occur, and what is likely to happen if it fails.

			For all these reasons, and a few more that will be apparent as you read through the book, my hope is that your main takeaways will extend well beyond an understanding of the critical role of central banks, including how intertwined this has become with the fate of the global economy. You will also come away with a few analytical frameworks that are actionable and will help you improve the probabilities of better outcomes.

		

	
		
		
			
			PART I

			THE WHY, HOW, AND WHAT OF THIS BOOK

		

	
		
		
			
			CHAPTER 1

			SETTING THE STAGE

			
				“Like ancient doctors, who tried to explain the causes of diseases while knowing nothing about germs or bacteria, academics sought to describe the functioning of developed economies while ignoring the financial sector and the risks it contained.”

				—FERDINANDO GIUGLIANO

			

			This is a pivotal moment for the global economy. Our romance with the financial service industry—“finance”—has come crashing down in the midst of loud recriminations. With trust broken and the blame game continuing, it is simply not feasible to restore a close and warm relationship. The relationship that does survive will not be as intimate and exclusionary as the one that prevailed in the run-up to the 2008 global financial crisis. Yet breaking up is also not an option. The interconnectedness and interdependencies among real economies and the financial system are too deep for them to ever go their own separate ways—and so their interaction is still critical in determining growth, jobs, and financial stability.

			Recognizing the importance for both current and future generations of establishing a better working relationship between global economics and global finance, central banks have been working overtime since the global financial crisis to buy time. They have engaged in a series of unprecedented policy initiatives using experimental measures—and taking enormous risks.

			
			The stakes are extremely high and, as yet, no specific outcome is preordained—if only because, acting on their own, central banks cannot deliver the needed good outcome involving that important and quite elusive combination of high and inclusive growth, plentiful well-paying jobs, low and stable inflation, and genuine well-anchored financial stability. Governments and politicians need to be more constructively engaged in the endeavor with central banks, and we, as individuals, through our preparedness and actions, also have a lot to do with what eventually transpires in the collective effort to overcome the damage left by the failed romance.

			Parts of the global economy are healing and regaining their composure, led by the United States. But others, such as countries in Europe and Japan, continue to languish and are still a ways from decisively turning the corner. Still others, such as Venezuela, face the risk of awful tipping points. Meanwhile, a less than fully rehabilitated financial sector continues to deliver one anomaly after the other. These are not just confined to obscure technical corners. They are visibly relevant for you—whether you are an investor looking for relatively safe returns on your savings, a small company looking for working capital, or a family looking to reclaim your financial destiny and establish a durable sense of long-term stability and security.

			There was a time—and it was not so long ago—when governments would pay you interest income in order to convince you to hold the bonds they issued to finance their spending overages. After all, shouldn’t you be compensated for assuming risks for your money? Today a sizable amount of government bonds in Europe and Japan is trading at negative nominal yields—that is to say, investors are paying governments for
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