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INTRODUCTION

GROWTH IS DEAD, LONG LIVE GROWTH

THE WEST HAS LOST; THE WEST HAS WON. AFTER THE FALL OF the Soviet Empire, over 25 years ago, grand proclamations were made about the ‘end of history’.1 I refer here not only to Francis Fukuyama’s eponymous book,2 but an entire body of Western triumphalist literature, which seemed to suggest that the infallibility of the neoliberal order – as typified by the American model – was self-evident. And that this model must, for evermore, be adapted by nations looking to rise to prosperity.

Today, as the Western world is trying to recover from a pandemic-induced recession, just over a decade after the last shock – the Global Financial Crisis (GFC) of 2007–08 – that triumphalism has waned. (Incidentally, in an apparent U-turn, Fukuyama is now espousing socialism.3) Every now and then, Western commentators4 bemoan or celebrate the perceived shift in influence from the West to the East (particularly China), from the new to the old. This perception is in no small measure due to expectations about the global distribution of future growth and dynamism, which now seem disproportionately skewed against the West, where, after a decade of central bank activism, economic vitality remained a mirage – even before COVID-19 struck.

In fact, even prior to the pandemic, the West seemed to be in the grip of what is called ‘secular stagnation’, a term first coined by the economist Alvin Hansen in 1938, during the Great Depression, to describe an era of very low or no growth in a market-based economy.5 Though the expression turned out to be premature at the time, it seems to describe the present state of Western economies rather well. Even though the US economy expanded by 8 per cent in the decade that followed the GFC, this was achieved primarily on the back of extraordinary monetary easing to keep the economy from keeling over, with fiscal stimulus playing a more limited role. Be that as it may, monetary policy (of which the custodian is the central bank of a country) – one of the key themes of this book – was considered the main game in town and the 2010s were considered the ‘decade of the central bank’. The pandemic-related lockdowns, however, forced the American treasury to step in with mega stimulus spending – a luxury not available to most other nations, as we shall see – in order to prevent large parts of the economy from being lost forever.

As such, the inevitable and rapid rise in the indebtedness of both the public and private sectors in the West will mean that an extended period of low inflation and low growth – supported by very low interest rates sometimes referred to as ‘lowflation’ – is the best that these nations can now hope for. Much worse would be a stagflationary course, although Western central banks still hope to avoid that since they expect the supply-side inflation related to pandemic-induced disruption will ultimately wane as economies reopen in full and supply chains normalize. Of course, growth optimists also continue to wish that a new technological wave will boost productivity enough to lift growth rates yet again, as has happened more than once since the industrial age.6 That, however, remains to be seen. And even optimists would probably acknowledge that there is no guarantee that the incoming tide of new technologies, such as artificial intelligence and 3D printing, to name a few, will lift more boats than it sinks. On account of the disruptions due to COVID-19, automation may well accelerate, but to the detriment of the common worker.

Meanwhile, the ‘East’,7 or indeed the larger category of the global ‘economic South’8 (which includes the East), has not managed to fashion an alternative system for global economic stability and growth either. The two main constituents of the emerging world, China and India, have not been able to decouple themselves from the fate of the West. Au contraire, they continue to be vulnerable to the systemic risks emanating from the ways in which Western central banks are ‘managing’ secular stagnation.

Now, it is not as if the East has not made attempts to craft an alternative paradigm. The BRICS (an association of Brazil, Russia, India, China and South Africa) initiative was arguably a major endeavour in this direction. However, owing to the rivalries and divergent interests among the members, especially China and India, it has failed to shine light on a truly different path, at least as of today. China, the foremost economic power in BRICS, has rather chosen to pursue a parallel ‘Belt and Road’9 of its own. But this Sino-centric play, far from being the lodestone for a future based on shared prosperity, is unfortunately in the same mould as the rent-seeking strategies that the incumbent West has adopted in the past, and then some. The world, we argue in this book, must not conflate grand strategies with grand narratives. China’s basic idea is to create an enduring stake for itself, such that it can prop up a trading empire, even when its internal strength may be on the wane. As we shall see, the urgency to unfold Pax Sinica is not necessarily a natural outgrowth of strength, but rather an attempt to mitigate, the legacy of an unbalanced growth model while it is still possible. However, China’s international belligerence in the wake of the pandemic – that originated on its soil and, by many accounts, was allowed to spread globally by its authorities, whether intentionally or otherwise – has likely dented its prospects irreparably. Especially since the country may have alienated India for good, on account of its border depredations against the latter in the summer of 2020.

Following this sentiment, we will examine the prospects and travails of the global ‘economic North’10 and of China, which is considered the weightiest challenger to the incumbents. While giving a bird’s-eye view of these economies, we will also swoop down often to analyse specific trends and practices that warrant attention. After traversing both the macro and the micro, the narrative intends to set the stage for an appraisal of India’s place in this new world, and suggest what the country must do to sustain growth for its still rising and overwhelmingly young population.

The truth is that in the global North, depressed economic conditions are being mitigated through monetary activism and a kind of creativity on the part of the central banks, which have been assigning ever-greater policy roles to themselves. The roster of national economic objectives, supported by these central banks, has expanded in line with their balance sheets. However, the framing of national policy objectives is ultimately the preserve of governments, and it is not surprising that the issue of central bank independence in the face of rising expenditure by the treasury has once again become a much-debated topic in the West and elsewhere – especially in the post-pandemic scenario.

In China, while fairly intense debates on policy may take place behind closed doors, we find the overarching goal is the creation of alternative pathways for exporting overcapacity-linked deflation,11 as well as geopolitical influence in the hope of building a more financialized economy. And Beijing hopes that such an economy will exert enough gravity to engage in surplus accumulation, without necessarily remaining wedded to surplus production. The pandemic has, however, created a serious impediment to this plan, with several Belt and Road Initiative (BRI) projects floundering. So much so that China has been quietly dialling back on its BRI outreach. Instead, it is now trying to make a virtue out of necessity by retiring large amounts of capacity in industries such as metallics by seemingly putting in the foreground environmental concerns. At home, the Chinese dictatorship is also playing to the socialist gallery by cutting down to size private tech majors which could be potential threats to the regime’s primacy, and promoting revanchism backed by military force as part of its foreign policy.

Overall, secular stagnation has brought with itself a secular rejection of a key pillar of the Western liberal order: the salience of the free market theory. Today, many pillars of neoliberalism – that great late twentieth-century ‘reimagining’ of nineteenth-century liberal capitalist ideas – have either already fallen or are threatening to do so. Governments no longer abide by austerity during a downturn (or even otherwise); rather, they seek to spend their way out of crises. ‘Small government’ is a misnomer. And as for free trade, subsequent to the COVID-19 shock, the embrace of economic nationalism and protectionism under the broader rubric of populism are fast becoming the new stock ideologies in the West, and there is very little to suggest that the clock can be turned back. Globalization as epitomized by the Washington Consensus framework is in retreat almost everywhere.12 The surge of new data-driven technologies is also giving rise to new national regulatory frameworks that will in turn add new layers of protection for domestic businesses. The old order is crumbling and a new one is yet to succeed it. ‘A new normal’ of transactional, even predatory, behaviour has emerged. The West may have lost its liberal order but the militaristic and mercantilist credo that built that framework before it became ‘neoliberal’ is now back in vogue across the world. The rest have not been able to create a humanist globalism of their own and in that sense the West has won. In fact, incumbent Western economic and military weight, though no longer enough to impose order, continue to afford it more degrees of freedom than the rest. The pre-eminence of the US dollar in particular is likely to remain intact in the near to medium term.

The timing of China’s going out strategy was understandable given how America dealt with the last East Asian challenger – Japan (a story that we will encounter in the course of this book) – but it has nonetheless been unable to fashion the right balance between geopolitics and geoeconomics. Moreover, despite American fears, time is against China, with both debt and demographics weighing it down with each passing year. So, in a sense, we now live in a world where both the incumbent leader and the challenger are actually on the decline, regardless of the optics. This simultaneous weakening means that there is scope for a truly multipolar world to emerge, particularly since both parties are now inexorably locked in a twenty-first-century war over industrial standards, emerging technologies and maritime spheres of influence.

Since this is the pandemic-ridden world India must continue to grow in, maybe it is time for the nation to come up with its own strategy of inclusive prosperity in the coming decade, at least for the Indian Ocean region. This book, as is perhaps clear by now, is not focused on India’s relationship with the world. Rather, we take a look at what the world looks like at the moment and situate India’s options in it only towards the end. This book is ultimately an attempt to navigate the melding of geopolitics and geoeconomics in this era. The characters are mostly central banks, governments and corporations, with individuals featuring only now and then. The idea is to show that irresistible currents may be shaping policy and that they are not contingent upon the idiosyncratic behaviour of any leader in particular.

HOW TO READ THIS BOOK

As such, the book goes into the travails of what are currently the four main economic areas of the world, viz. the US, the European Union (EU), China and Japan, which together account for around two-thirds of global Gross Domestic Product (GDP) in nominal terms.13 This is not to say that the rest are unimportant, hardly so. But to understand the current direction of the world economy, an investigation into the recent histories of the four largest economic centres is sine qua non. Emerging economies and lower-income countries around the world figure intermittently in the broader narrative, but a detailed treatment of a wider cross-section of their economies is perhaps beyond the scope of this book. To be sure, the construct of BRICS is examined at length. Of course, BRICS has in its ambit China and India, which are currently the largest and third largest national economies of the world in terms of purchasing power parity.14

In sum, Negotiating the New Normal is a tale that spans the GFC to the COVID-19 crisis with some trips further back in time. After all, origin stories sometimes hold the key to unlocking the causal factors behind emerging trends. The book attempts to show that pandemic-era trends are not really that new at all, but have been in the making since at least the GFC. The pandemic has only served to accelerate these trends which for better or worse will hold sway over the lives of Earth’s inhabitants for the foreseeable future.


ONE

IT IS SOMETIME IN THE WEE HOURS OF THE NIGHT, 15 APRIL 2020. Josiah Charles, a resident of Crown Heights, Brooklyn, is unable to sleep. As a Swedish horror movie plays in the background, Charles logs in and out of her bank account.1

Every time she checks it, the credit balance appears the same: 0.73 cents.

‘Balloon Saloon’, the party store where she worked, recently had to shut shop due to the COVID-19-induced lockdown and Charles has had no income for weeks. The $600 in unemployment benefits, transferred to her a while ago by the US government, dissipated quickly, and for a week now she has been left with only 0.73 cents to her name. She’d read online that the federal government was going to make a cash transfer into bank accounts that night – to the tune of $1,200 – and while she keeps logging in to check her account balance, she knows that she is not alone. Joining her in this online vigil are millions of other Americans, awaiting similar-sized stimulus cheques. ‘THE FINAL COUNTDOWN MEGATHREAD’ on Reddit begins with the announcement, ‘Tonight we shall all join hands and wait for our stimulus checks. This is the moment that we have all waited for.’2

People are posting on this thread every minute.


Zorukia: NOT RECEIVED. didn’t get mine yet. everyone else with Bank of America got theirs.

Eldie1: Ok folks… I just wanted to come let people know that mine came a little bit ago. I’ve been waiting and watching all day! It’s been a long frustrating day!!! Hang in there y’all!!! I was so upset! And then it finally came! Relax a little… It’s coming!!! Good luck and Good night!!!



A few minutes later, there were more comments:


Exceptional Person: I got mine! Finally! After waiting all fuckin day guess we’ll just grocery shop tomorrow [image: image]

Zorukia: NOT RECEIVED. i desperately need to grocery shop, but noo. gimme my munni



Rumour has it that those who registered for direct deposits with America’s Internal Revenue Service (IRS) – and Charles is one of them – could expect to receive theirs sooner, and she surmises that her rescue package would arrive around 1.30 a.m.: the time when her erstwhile biweekly earnings used to reflect in her account.

A quick check at 1.28 a.m. yields nothing.

She logs in again at 1.36 a.m., but deliverance has not yet arrived.

It comes a minute later, when Charles picks up her phone and refreshes her account for the nth time that day. At 1.37 a.m. exactly. Exhaling in relief, she immediately posts a screenshot – the account balance now shows $1,200.73 – on MEGATHREAD, with only one word:

‘Stimulated.’

[image: image]

And so, Josiah Charles became the latest recipient of the largest-ever fiscal stimulus package in US history, the Coronavirus Aid, Relief, and Economic Security, or CARES, Act, which was passed by the US Senate on 25 March 2020.3 The CARES Act authorized a spending package worth $2.2 trillion, which, taken together with previously budgeted spending and subsequent stimulus measures, pushed the US fiscal deficit to over $3 trillion in financial year 2020.4 To put the sheer scale of this figure in perspective, one should note that it is basically equivalent to India’s nominal GDP at the time of writing.

The US government has an unparalleled ability to borrow from the world over, owing to its status as the sovereign backer of the world’s main reserve currency, the dollar. Despite this, financing heightened deficit spending of this magnitude from the market would not have been possible without support from America’s central bank, the Federal Reserve (simply called the Fed). Providing extraordinary monetary support to the treasury, in March 2020, the Fed quickly took the short-term policy interest rate down to zero, and began a major purchase of both government debt and private debt in the secondary market.5

This move, however, was neither strange nor new.

Implemented in the wake of the GFC of 2007–08, this unconventional approach – involving the expansion of the balance sheet of the Fed – came to be a staple in the toolkit of central banks in advanced economies the world over as they sought to fight recessions.6 But the standardization of such tools also shows the degree to which the macroeconomic orthodoxy that had come to rule the roost since the 1970s stagflation era has been upended.

US RECOVERY?

In an episode of the popular CBS show 60 Minutes, recorded in May 2020, the chairman of the Fed, Jerome K. Powell, said:


The economy was fine. The financial system was fine. We’re doing this to protect ourselves from the virus. And that means that when we do that, when the virus outbreak is behind us, the economy should be able to recover substantially. And I expect that it will recover substantially, but that it will take some time.7



Ever since the Great Recession spanning December 2007–June 2009 that came in the wake of the GFC, the US economy underwent expansion for 10 straight years (that is, 2010–19, both inclusive) till the pandemic hit. Washington used to tout this fact as reflective of the economy’s resilience. However, closer scrutiny reveals (as we shall see in subsequent sections) that despite Powell’s claims, America’s economy, far from being ‘fine’, was characterized by deep structural problems even before the pandemic made its impact felt. And as a consequence of this, the rather modest growth seen during this supposed recovery period was all that one could have hoped for. And even this was made possible through the adoption of easy-money policies by the Fed, which are now the staple rather than an occasional fix. While there had been some monetary tightening attempted during 2017–18, it was being rolled back even before the virus struck.

In the decade that followed the Great Recession, in America, the rate of growth in the inflation-adjusted, or ‘real’, annual GDP had been around 2.2 per cent on average. The average yearly growth rate in real GDP posted by the US in the period 2000–07 – that is, from the time of the dot-com crash to right before the GFC – was also just 2.5 per cent. And if the entire 20-year period stretching over 2000–19 is taken into account, the annual average growth rate in real GDP was only 2.08 per cent. These figures make it clear why America was no longer being seen as a primary engine of global growth, despite being the world’s single-largest economy in terms of nominal GDP.8

For some, the tepid growth since the end of the Great Recession was, nevertheless, enough to constitute what they considered a slow ‘cyclical’ recovery in the economy. Particularly since it was seemingly accompanied by a major reduction in the headline (that is, ‘official’) unemployment rate through the creation of new jobs, over and above the 8.7 million that were lost during the Great Recession.9 The truth, though, is more complex. A keener look at the US labour market conveys a less flattering picture of the jobs’ situation even in the pre-COVID-19 period. For starters, the measure of unemployment used by the US Bureau of Labor Standards (BLS) to arrive at the official unemployment rate may itself not be above reproach.

FULL EMPLOYMENT?

Months before COVID-19 struck, it was being reported that the US’s official unemployment rate was at a historic low – it was just 3.5 per cent in September 2019,10 a 50-year low at the time.11 What journalists were referring to here is basically the BLS’s U-3 unemployment measure, which gives:


The ratio of the number of jobless persons who are available to take a job and have actively sought work in the past four weeks preceding the survey, to that of the total civilian labour force.12



The current definition of the U-3 measure was first introduced in 1994 during Bill Clinton’s presidency. It was also the first time an official US unemployment survey asked respondents whether they had looked for a job in the four-week period prior to the survey.13,14 Before 1994, the BLS used to simply ask respondents whether they had looked for employment till the time of the survey. (The U-3 measure does not include so-called ‘marginally attached’ workers15 and ‘part-time’ workers16 in its methodology for calculating the unemployment rate.) Now, the BLS does have a broader measure of unemployment called U-6, which, in addition to U-3-based numbers, takes into account marginally attached and part-time workers as well. When U-6 is considered, the unemployment rate immediately shoots up to 6.9 per cent for both September 2019 and January 2020.17

Incidentally, U-6 also includes in its ambit a category the BLS calls ‘discouraged workers’, a subset of those considered marginally attached. They are the people who have given up looking for work in the 12 months preceding the survey ‘specifically because they believed no jobs were available for them or there were none for which they would qualify’. However, according to American unemployment sceptics, such as the authors of ShadowStats, even the U-6 measure is not a broad enough marker, despite the inclusion of discouraged workers.18 For them, U-6 does not take into account those they term as ‘long-term discouraged’ workers – that is, people who have stopped looking for a job more than 12 months before the time of the survey and are no longer considered a part of the workforce by any of the BLS’s various measures. Such workers used to be counted in the unemployment survey prior to 1994. Unemployment sceptics, who have ‘tracked’ the numbers since 1994, typically come up with ‘alternate’ unemployment rates of 20 per cent or more based on their estimates of such ‘long-term’ discouraged workers.19

Former US President Donald Trump used to regularly trot out figures such as these in the course of his first presidential campaign, during which he repeatedly claimed that the real unemployment rate was far greater.20 That, however, changed the moment he assumed office. Consider this tweet from 31 July 2017:


Highest Stock Market EVER, best economic numbers in years, unemployment lowest in 17 years, wages raising, border secure, S.C.: No WH chaos!21



It is hard to miss the irony that the ‘unemployment lowest in 17 years’ part of the tweet was basically a reference to the same U-3-based headline unemployment rate that he had summarily rejected as false no less than 19 times during his election campaign.22

Regardless of political U-turns, sceptics believe that their assessment of the state of the US labour market explains why real, or inflation-adjusted, wages had barely budged since the GFC, or indeed from even before that. Real annual average hourly wage growth had been less than 0.6 per cent in the period between December 2008 and December 2019, and had shown little sign of tracking the apparent fall in unemployment – seasonal spikes notwithstanding during that period.23 Now, if one were to disregard the rather high unemployment figures proposed by the sceptics, even the U-6 estimates indicate that a degree of slack existed in the US job market even before the downturn ushered in by COVID-19. Overall, a weaker-than-apparent labour market could partly explain why the real wage rate had remained flat during the pre-lockdown recovery period, despite millions of new jobs being created since 2008.24

THE CURVE

This observed weakening of the relationship between unemployment and wages in the US (and indeed in other advanced economies) has led to questions about whether the Phillips Curve – a key macroeconomic tool used by central banks for policymaking – is still viable or not. In its simplest form, the Phillips Curve, first proposed in 1959 by A.W. Phillips, an economist from New Zealand, depicts a negative relationship between unemployment and inflation. The underlying logic being that employers would have to offer better wages at a time of relative labour scarcity, while the opposite would be true when the number of applicants exceeds the number of vacant positions.

Another key reason for the lack of growth in real wages was the fact that net new job creation in the US economy since the GFC, prior to the COVID-19 pandemic, had been mostly in the not particularly well-paying service-providing sectors.25 It should be noted that services, on an average, pay less than goods-producing sectors, such as manufacturing, construction, mining and logging.26 In fact, more than two-thirds of those millions of new American jobs that were created during the period 2009–19 were in the service-providing sectors, where the average weekly earnings for non-managerial staff ranged between 39 and 85 per cent of the average weekly pay of a manufacturing worker in June 2019.27

This would be consistent with the findings of a growing body of research which reveals that recessions tend to shift net job creation towards low-wage sectors. The standard refrain in the American press in the years since the GFC has been that most of the jobs available in the US today are of the burger-flipping or cash-machine-manning variety – which barely beat the current federal minimum wage rate of $7.25 per hour.28 And there seemed to be plenty of supply for jobs in these sectors, with automation trends further holding down wage growth.

The US minimum wage rate had peaked in real terms way back in 1968, over 50 years ago, and this has led to plenty of political turmoil with a Democratic Party-dominated US Congress finally passing an Act in July 2019 seeking to gradually double the current minimum wage to $15 per hour by 2025, following which any future hikes would be indexed to median wage growth.29 The Act also sought to phase out the lower minimum wage paid to tipped workers. Leading advocates of this move, such as the Economic Policy Institute, believe that ‘workers in every region of the country will soon need $15 per hour to maintain a modest but adequate standard of living’.30 Such advocates also believe that this can be achieved via a fairer distribution of national income, since labour productivity exceeds worker compensation for the US economy as a whole. However, a Republican-controlled Senate refused to endorse the Act on the grounds that it would depress what they considered to be a ‘hot economy’ at the time in mid-2019.31,32

Truth be told, given current automation trends, coupled with decades of offshoring and outsourcing, well-paying jobs in the manufacturing and information technology (IT) sectors have not been easy to come by. For instance, the US manufacturing workforce accounted for only 8 per cent of overall civilian employment in May 2019, as compared to 23 per cent in 1970.33 And this fact is mirrored in the decline in the absolute number of those employed in manufacturing during the same period. Essentially, as a study by Cornell University’s US Private Sector Job Quality Index reveals, ‘Lost manufacturing jobs were chiefly replaced by lower-wage/lower-hours service jobs.’34 Reinforcing the downward pressure being exerted on wages by the lingering effects of recessions and the persistent effects of globalization has been industrial automation. A recent paper by Massachusetts Institute of Technology’s (MIT’s) Daron Acemoglu and Pascual Restrepo titled ‘Robots and Jobs: Evidence from US Labor Markets’ estimates that every additional robot per 1,000 workers inducted by industry reduces wages by 0.42 per cent in the US.35 Given the extant situation it is not difficult to see why the current political milieu in America is increasingly supportive of protectionism, whether it be the inclusion of domestic sourcing provisions in Obama’s stimulus programme or Trump’s trade wars or Biden’s bid to strengthen the 1933 ‘Buy American’ Act.36

By January 2020, the absolute level of employment in the manufacturing sector was well below levels recorded on the eve of the GFC in December 2007, and was unlikely to grow – given that US manufacturing had entered a new recessionary phase even before COVID-19 struck.37 This was the case despite some ‘reshoring’ in recent times, which had, in turn, been driven by a mix of factors – including a decline in domestic energy prices due to America’s unconventional hydrocarbon (shale) production boom.38 Indeed, much of the growth in US manufacturing output since the GFC had been concentrated in energy-intensive industries. The phenomenal rise, first in shale gas and then in shale oil production, also stimulated demand for domestic manufacturers of drilling equipment since 2008.39

The boom in shale led to overall employment in the mining and logging sectors being at the same level in December 2019 as it had been in December 2007 – despite the fall in coal-working. Of course, the oil and gas (O&G) employment numbers had not grown steadily since 2008; rather, they tracked the fortunes of global crude oil prices. So, while O&G employment rose considerably from 2010 to 2014 – owing to a spike in crude oil prices – it fell just as quickly in consonance with the global decline in these prices from early 2015. This fall lasted till early 2017. By late 2019, O&G drilling-based employment was rising again due to a renewed increase in crude oil prices and was roughly at the same level as it was in December 2007.40 However, this would prove to be short-lived as the COVID-19-induced lockdowns would lead to a plummeting of oil demand, thereby bringing down oil prices across the globe.41,42,43

In December 2019, employment in the other great ‘blue-collar’ sector – construction – was just below what it was before the GFC. After falling precipitously since the crash of 2008, employment in this sector began to rise again in 2011 – but it did not reach the numbers it had attained in December 2007, despite America being in the grip of another housing boom that began sometime in 2014.44 Overall, the decline in blue-collar employment through a series of recessions, beginning in 1973, has been mirrored by stagnating wages for US workers on the whole. The ‘All-American’ average hourly wage in 2018 had just about the same purchasing power it did during the 1970s, once adjusted for inflation.45 The stagnation in average purchasing power has been accompanied by rising inequality. For people in the top 10 percentile of earners, real wages rose by a cumulative 15.7 per cent to $2,112 a week in August 2018, as compared to August 2000, and were almost five times the usual weekly earnings of the bottom tenth percentile.46

WHITHER MIDDLE CLASS?

With well-paying jobs hard to come by, the percentage of Americans classified as ‘middle class’ is either declining or stagnant, depending on the time horizon being considered. According to the Pew Research Center, middle-class households in America stood at 52 per cent in 2016, down from 61 per cent in 1971, although up by 1 per cent from 2011.47 A 2018 study of the US labour market by a Washington-based think tank further found:


Nationwide, just 38% of jobs pay enough to afford a middle or upper class life for a dual income-earning family with children; 32% of jobs pay a living-wage; and 30% pay what we call a ‘hardship’ wage, which is less than what a single adult living on his or her own needs for basic necessities.48



A survey from 2017 had also found that 78 per cent of Americans said that they literally lived from ‘paycheck to paycheck’.49 Clearly, with so many Americans living on the financial edge, it is not surprising that credit-card debt had reached an all-time high by the end of 2019.50 The rise in this form of debt mirrored the trend in overall household debt, which also stood at an all-time high of $13.95 trillion by the third quarter of 2019.51 US household debt, after dropping continuously from 2008 on account of a wave of bankruptcies and foreclosures, reversed in early 2014, and surpassed the previous high of $12.68 trillion, attained in the summer of 2008, by the first quarter of 2017.52

Despite these high numbers, it is true that the household debt position in the US right before the COVID-19 shock had improved in some ways since the days of the GFC. For one, the total household debt, which includes mortgages, home equity lines of credit (HELOCs), auto loans and student loans, apart from credit-card debt, amounted to a lower percentage of disposable personal income by the end of 2019 than it did at the height of the GFC. The debt–service ratio, which measures the amount of interest payments to be made as a percentage of household income, was also at a historic low at the time. Due to stricter lending standards since the GFC, most loan originations in the mortgages category – which accounts for two-thirds of US household debt – came from borrowers with high credit scores. Gone were the days when so-called ‘sub-prime’ borrowers were being advanced money to chase the quintessential American dream of being homeowners. Gone too were the days of using a house as a cash ATM (that is, drawing loans against the valuation of one’s home), as evidenced by the fact that HELOCs were lower in overall size by end-2019 than they were at the time of the GFC.53

But while these trends may have seemed reassuring as far as household debt sustainability is concerned, there is another aspect of current household debt in America that is indubitably a cause for concern. With some 99 per cent of all jobs created between 2010 and 2016 having gone to workers with associate’s degrees, bachelor’s degrees or graduate degrees according to Georgetown University, it is not surprising that an ever-increasing number of Americans have felt the need to secure a tertiary educational qualification.54 This sentiment is reflected in the unbroken growth in student loans since 2008, which, by December 2019, accounted for a greater percentage of household debt than any other category – except for mortgages. What is more, delinquency rates have typically been very high for student loans, and Brookings Institution estimated in 2018 that by 2023, 40 per cent of all student loans advanced since 2004 could be in default, leading to some $560 billion in unpaid debt.55 And this was before the pandemic struck. As a consequence, a large number of young Americans are likely to have terrible credit scores in the future, and this will impair their chances of ever securing a home loan. Even without defaulting, the burden of a lingering student loan will make their debt-to-income ratio unattractive to potential lenders. Moreover, if this investment in education does not pay off in terms of significantly enhanced earnings, a whole generation of Americans will find their spending choices constrained beyond just their ability to acquire a home. As Farzon A. Nahvi, an emergency medicine physician, who had paid his medical school bills via a student loan, wrote in an opinion piece for the New York Times back in August 2018 itself:


A career in medicine promised a better future ahead. But five years after graduating from medical school, that future still seems on a distant horizon. I cannot afford to buy a house, still ride my bicycle to work and continue to skimp on meals in order to cover more than $3,000 in monthly loan payments.56



Worryingly, nearly 45 million Americans who had outstanding student loans by early 2021 were either already in or could find themselves in a similar situation sooner rather than later.57 That definitely does not bode well for the future growth of the US economy – where consumption spending accounts for almost 70 per cent of GDP.58

Now, it is the US government itself which has advanced most of these student loans through lending programmes that have gone through various iterations over the years, further adding to the ever-growing role of the federal government in the American economy. While student loans are an off-balance-sheet liability59 for the administration, there are several ‘entitlement programmes’ where direct federal government spending serves as a bulwark for a large chunk of the population. An example of the same would be the Supplemental Nutrition Assistance Program (SNAP), or ‘food stamps’ as it is known colloquially, on which some 40 million Americans depended to beat hunger by June 2019.60 Other key entitlement programmes such as Medicare, Medicaid and Social Security have also grown enormously since 2008, and are the prime drivers behind an ever-increasing level of US gross national debt, which stood at $23.2 trillion at the end of 2019, representing over 106.6 per cent of GDP.61 The massive stimulus given during the course of the pandemic saw this further balloon to $28.1 trillion or over 127.7 per cent of GDP by March 2021.62

‘WORKS IN PRACTICE… DOESN’T WORK IN THEORY’

In general, monetary policy is deemed ‘accommodative’ when it seeks to make interest rates low enough to spur private spending and thereby economic growth, with the objective of either decreasing unemployment or to at least prevent it from rising further. Both households and the government have been sustaining very high levels of debt in the US, in no small part due to the low-interest-rate environment ushered in by the Fed’s adoption of ‘accommodative’ monetary policies in the wake of the GFC. As we shall see, this accommodative monetary regime has created a path dependency and is now the new normal for the US economy.

But first, let us briefly recall the circumstances in which it was born.

As the GFC deepened, with the bankruptcy of heavyweight firms like Lehman Brothers and American Insurance General (AIG), and the US economy going into a recession by late 2008, the Fed’s Federal Open Market Committee (FOMC) responded by reducing the target range for its key policy interest rate – called the effective federal funds rate (EFFR) – to 0 and 0.25 per cent in December 2008.63 The EFFR is the weighted average of the rates at which US depository institutions (mainly commercial banks) extend overnight loans to each other on an uncollateralized basis to meet reserve requirements set by the Fed and other purposes. Commercial bank reserves are funds held in the account that a commercial bank has with the central bank, and the Fed requires US-based commercial banks to hold funds equal to around 10 per cent of their total deposit liabilities as reserves. Since the EFFR is the key rate on which all other bank lending rates in the US are based, its lowering is expected to lead to a decrease in borrowing costs across the board.

With the December 2008 EFFR cut, the Fed dropped its key policy rate to the so-called ‘zero lower bound’, or ZLB, which refers to a situation where a nominal interest rate, having already reached zero, cannot be lowered further, since lenders would then opt to hold cash, instead of a deposit ‘paying’ negative interest.64 In practice, nominal interest rates can be reduced below zero, since there are costs involved in holding and transacting large volumes of cash (currency). This is precisely why some central banks in the post-GFC era have been able to push their key policy rates into slightly negative territory. Indeed, economists now talk more in terms of the ‘effective lower bound’ or ELB – that is, the lowest level to which nominal rates can be reduced without compromising the efficacy of accommodative monetary policy.65

Back in 2008, it was generally believed that the ZLB and ELB were synonymous, and that most central banks would not find themselves in such a situation where they had to push their policy rates to such extremely low levels too often.66 And this is why the Fed’s decision to push the EFFR into ZLB territory was an indication of just how severe the economic crisis had become by the beginning of 2009. In particular, the Fed was worried about the prospect of serious deflation in the US economy.67 Something that could have led to a deflationary spiral – wherein a fall in aggregate demand leads to prices decreasing, which, in turn, leads to a fall in aggregate supply that then causes loss of jobs, leading to even weaker demand, even lower prices, an even greater fall in supply and an even greater loss of jobs. Just how disastrous deflation of a significant magnitude can be is evidenced by the experiences during the Great Depression itself, when prices fell by 10 per cent year on year during the period 1929–32 and the US GDP contracted by some 15 per cent as unemployment soared.

But why was the Fed so worried about a major deflationary recession in early 2009, given that inflation, though falling, had not yet entered negative territory? As it turns out, the US economy during the GFC was characterized by the same additional source of deflationary pressure that contributed to the downward spiral during the Great Depression – over-indebtedness.

The GFC had created a situation where various US credit markets had become illiquid to the point of being frozen. A plethora of toxic assets were being directly held by commercial banks on their balance sheets – banks that were in no position to lend any more. Worse, the purchase of many of these assets had been financed by these banks, via short-term loans. The stage seemed set for what is hypothesized as a ‘debt-deflation’. The broadest version of a debt-deflation is one where an increase in the real value of debt, on account of deflation, encourages default on the part of borrowers, leading to a wave of bank insolvencies. And this, in turn, leads to a fall in lending and then spending, resulting in further deflation. Subsequently, the deflationary spiral of economic contraction that has been detailed earlier ensues, with the deflationary pressure being sustained as the public looks to pay off debts by curtailing expenditure on goods and services. In fact, in the case of a debt-deflationary event, Irving Fisher – the originator of the theory – explained that the cause for the depression would be ‘over-indebtedness to start with and deflation following soon after’, instead of mere underconsumption (or overproduction).68 And to quote Hyman P. Minsky, who developed Fisher’s ideas further and found additional channels through which debt-deflation may work, ‘Debt-deflation feeds upon debt-deflation.’69

Fortunately for the US, the then chairman of the Fed, Ben Bernanke, had long been a student of the phenomenon of debt-deflation, having observed an additional channel through which it reinforced itself.70 Specifically, his channel emphasized that since debt-deflation is operative in an environment of widespread bankruptcy, the process of credit intermediation in the economy itself gets impaired, and this ends up depressing aggregate demand on account of the credit contraction that follows. In a 2002 talk titled ‘Making Sure It Doesn’t Happen Again’, Bernanke had even laid out a range of options for the Fed in case a Great Depression—like situation ever rose again. Specifically, he talked about various unconventional measures that could be adopted by the Fed in the event of conventional monetary policy failing to stimulate the economy even after the EFFR was dropped to the ZLB. The bottom line, as Bernanke put it, was:


[T]he US government has a technology, called a printing press (or, today, its electronic equivalent), that allows it to produce as many US dollars as it wishes at essentially no cost. By increasing the number of US dollars in circulation, or even by credibly threatening to do so, the US government can also reduce the value of a dollar in terms of goods and services, which is equivalent to raising the prices in dollars of those goods and services. We conclude that, under a paper-money system, a determined government can always generate higher spending and hence positive inflation.71



As fate would have it, the FOMC’s adoption of the ZLB and various emergency liquidity measures was deemed inadequate to kick-start US credit markets and Bernanke got his chance to put his theory to the test. With desperate times calling for desperate measures, the Fed turned to the use of ‘unconventional’ monetary policy measures. Now, unconventional monetary policy is made up of three distinct approaches that can nevertheless be used together or on a stand-alone basis. They are:


	Large-Scale Asset Purchases (LSAPs): An action popularly known as Quantitative Easing (QE), or balance sheet policy, since it involves the addition of assets on a central bank’s balance sheet funded through newly created money.

	Forward Guidance: This could be either the active management of expectations about the future course of the key policy rate (which for the Fed is the EFFR) when it has reached the ELB, or the active management of expectations with respect to future composition and/or the size of a central bank’s balance sheet.

	Negative Interest Rate Policy (NIRP): The act of pushing the key policy rate into negative territory (see chapter two for the European Central Bank’s experience with NIRP).



The Fed’s post-GFC move into unconventional territory involved QE in the main with forward guidance playing a complementary role.

QUANTITATIVE EASING

Though QE was not a novel approach – with variants having been used by the Fed itself during the 1930s and by the Bank of Japan in 2001 (see chapter five) – knowledge about its effects was very limited, especially when compared to traditional monetary policy. Be that as it may, the first round of LSAP, or QE1, which commenced in December 2008, had the following stated objective:


Reduce the cost and increase the availability of credit for the purchase of houses, which in turn should support housing markets and foster improved conditions in financial markets more generally.72



In line with this goal, the Fed began to directly inject liquidity into the housing market, by buying $500 billion worth of mortgage-backed securities (MBS) financed by government-sponsored enterprises (GSEs), such as Fannie Mae and Freddie Mac, in December 2008.73 In addition to this, it also bought $100 billion worth of agency debt securities (that is, direct GSE debt), issued by GSEs during the same period.74 As credit conditions continued to worsen, the Fed expanded QE1 in March 2009 by purchasing an additional $750 billion of agency MBS, $100 billion of GSE debt and even, reportedly, $300 billion of treasury (government) securities, with long-term maturities.75 Thus, besides attempting to reduce interest rates on MBS and GSE debt, QE1 also sought to push down long-term interest rates (that is, interest rates on long-maturity debt) for government borrowings.

With the US economy registering positive growth by the first quarter of 2010, its proponents credited QE1 with having saved the economy from severe debt-deflation by kick-starting key credit markets such as housing, which had become illiquid. This was followed by a reinvestment policy that began in August 2010, involving the replacement of maturing securities (including the treasury debt purchased earlier) to maintain the now enlarged size of the Fed’s balance sheet.76

However, deflationary pressures remained operative in the US economy, with inflation as measured by the Personal Consumption Expenditures (PCE) Index excluding food and energy (core inflation) falling below the 1 per cent mark and headline unemployment almost touching 10 per cent by late 2010. It should be noted that since 1977, the US House of Representatives had entrusted the Fed with the dual mandate of price stability and maximum sustainable employment.77 Since the 1990s, the Fed has interpreted its price stability mandate as requiring the maintenance of a symmetric 2 per cent core inflation target.78

The justification for pursuing this target is summarized as follows:


Over time a higher inflation rate would reduce the public’s ability to make accurate economic and financial decisions. On the other hand, a lower inflation rate would be associated with an elevated probability of falling into deflation… a phenomenon associated with very weak economic conditions. Having at least a small level of inflation makes it less likely that the economy will experience harmful deflation if economic conditions weaken.79



In ‘normal’ times, this 2 per cent target has been achieved via the manipulation of the EFFR, and that forms the crux of conventional monetary policy.

Implicit in this targeting framework is the assumption of a regime of monetary independence, wherein the Fed pursues its inflation target independent of the impact it will have on the government’s financial position. Rather, it is the treasury that is expected to ensure that its spending is intertemporally sustainable, giving the Fed room to pursue its inflation target. Instead of this, if the treasury chose to be profligate, a situation could ensue where the Fed would be forced to keep the policy rate low or make large-scale purchases of government debt despite an uptick in inflation in order to keep the government solvent in the interests of overall financial stability. This, in turn, would be considered a case of fiscal dominance.

With fears of a double-dip recession on the rise – in such a case an economy heads back into contraction after a few quarters of growth – the Fed decided to institute QE2 in November 2010, in order to ‘promote a stronger rate of recovery and to help ensure that inflation, over time, is at levels consistent with its mandate’.80 While QE1 was mostly aimed at stabilizing the financial sector, QE2 was more about jobs and growth. The latter, which went on till June 2011, saw the Fed purchasing long-term treasury securities worth $600 billion in pursuance of its dual mandate. With this action, the Reserve was seeking to ‘flatten’ the yield curve, which is obtained by plotting the yields of various treasury securities against their maturity terms on a graph.81 A flattening of the yield curve simply means that the Fed was trying to reduce the yield on long-term treasury bonds relative to that of short-term treasury bonds. The Fed was ostensibly looking to reduce interest rates on long-term government securities, since they served as a benchmark for various kinds of long-term lending rates to the private sector, such as mortgages and corporate borrowings.

To further flatten the yield curve, the Fed initiated ‘Operation Twist’ from September 2011 to December 2012.82 This involved the swap of more than $600 billion associated with the purchase of treasury securities with maturities of six to 30 years and sales of those securities with maturities of three years or less. This would supposedly reduce duration risk for bond holders, since treasury debts of short duration are less risky than long-term treasury securities. A lowering of duration risk would induce investors to move into riskier assets (assuming their risk appetite remained as it was pre-Operation Twist), such as corporate bonds, and reduce interest rates on such assets as well.

However, the Fed was not done yet. In September 2012, due to continued weakness in the labour market, it began QE3, stating that:


It will continue its purchases of agency MBS, undertake additional asset purchases, and employ its other policy tools as appropriate until such improvement [in the labor market] is achieved.83



The above statement meant that the duration of QE3 was not fixed and was contingent on the state of the US economy as perceived by the Fed. Accordingly, under QE3, the Reserve committed to buying $40 billion in MBS per month, instead of a predetermined amount, as was the case with the earlier QE rounds. Another $45 billion in monthly purchases of long-term treasury securities was added to this figure from December 2012, and QE3 continued at a rate of $85 billion per month till January 2014. And January 2014 onwards, there was a progressive reduction in bond purchases, with QE3 finally coming to an end in October 2014. Taken together, all three QE rounds rapidly expanded the Fed’s balance sheet, from $900 billion in December 2008 to $4.5 trillion by October 2014 – an expansion that was unprecedented in the history of the Reserve.84 This growth in asset holdings was paid for by a process that has been summarized well by Bernanke himself:


The Fed financed its purchases of securities from the private sector effectively by writing checks on itself. Sellers of securities deposited those checks in the banking system, and banks in turn added those funds to their reserves.85



The securities thus purchased became new assets on the Fed’s balance sheet, and this expansion (that is, accretion in asset holdings) was ‘financed’ via electronically created liabilities in the form of additional commercial bank reserves.86 This accretion of reserves by banks was also unprecedented in history, and led to commercial banks holding reserves far in excess of what the requirements mandated. By the end of QE3 in 2014, commercial banks were holding some $3 trillion in excess reserves as opposed to holding none before the GFC.

HYPERINFLATION?

This gargantuan accumulation of excess reserves by commercial banks did lead to warnings about impending hyperinflation in the US economy.87 These fears arose out of a belief that banks could decide to engage in explosive credit creation by ‘lending out’ their excess reserves. Opponents of this view pointed out that banks don’t actually ‘lend out’ reserves, and it was impossible for the national banking system as a whole to draw down reserves unless depositors began withdrawing their balances in currency.88 While it is technically correct to say that banks don’t ‘lend out’ reserves, what those fearing hyperinflation basically meant was that banks could begin a spate of loan creations in order to turn their excess reserves into required reserves.89

However, contrary to the expectations of those worried about hyperinflation, explosive credit creation never happened. Right when LSAP was initiated, the Fed was also authorized to start paying interest on excess reserves to commercial banks, just as it did for required reserves. This interest on ‘all’ reserves (IOR) gave banks the incentive to not engage in the kind of credit creation that was being feared in some quarters. Truth be told, in the post-GFC climate, banks had become increasingly circumspect about lending to businesses anyway, and were glad to hold on to these paying reserves as opposed to loading their balance sheets with many more potentially non-performing loans. For instance, by 2016, a loan application by small- and medium-sized businesses was considered to have an 80 per cent chance of being rejected by banks, as revealed by a Fed survey.90 Since 2011, new regulations had also been put in place that required banks to hold much greater liquid capital than before, and reserves served that purpose quite well.91

The reluctance of commercial banks to lend was mirrored by the lack of desire on the part of households and firms to engage in borrowed spending, if they could help it. Post-GFC, this depressed economic climate was reflected in a major decline in the velocity of money, which refers to the number of times a unit of money changes hands (that is, is spent) in an economy. By the middle of 2014, the velocity of money was only about a quarter of what it had been prior to the GFC. Now, traditional monetary theory says that the money supply multiplied by the velocity of money should equal nominal GDP, which is, simply put, the price-level multiplied by real GDP.92 Given that real GDP grew at an anaemic rate during 2008–14, the huge increase in the monetary base should have caused a significant increase in the price-level, that is, inflation, had the velocity of money (with respect to the monetary base) not become a fraction of what it used to be. In fact, contrary to hyperinflationary fears, inflation remained well below the 2 per cent mark for most of the time that the multiple rounds of QE were in operation.

This then raises the question as to what effects these measures really had, given that the theory behind it isn’t uncontested. After all, as Bernanke himself quipped in 2012, ‘Well, the problem with QE is it works in practice, but it doesn’t work in theory.’93

A FEW (UNDOCUMENTED) BENEFITS OF QE

Evidence suggests that Bernanke’s gambit succeeded to the extent that the various QE rounds did manage to reduce interest rates on MBS and treasury securities by a significant magnitude. Reduced MBS yields and mortgage rates certainly shored up the housing market, and helped both indebted households and banks repair their balance sheets through refinance. The drop in treasury yields helped the US government keep its ever-growing debt levels serviceable – a fact not lost on Washington, and a major reason why there will be pressure on the Fed to employ QE in the future as well.

These measures also helped inflate stock markets, as a combination of reduced yields on securities and ultra-low borrowing costs boosted speculative activity. Rather than invest in the real economy, US companies chose to use cheap money to engage in massive share buybacks to boost their bottom lines. While some members of the Fed congratulated themselves for supporting asset prices through ‘recovery’, critics blamed it for creating bubbles, where asset values diverged from fundamentals.

The Fed’s accommodative monetary policies also created a massive pool of dollar liquidity that found its way to emerging market economies, causing all sorts of volatility – as epitomized by an event known as the ‘Taper Tantrum’ (see chapter three). As Stanley Fischer, vice chair of the Board of Governors of the Federal Reserve System, observed in 2014:


There is little doubt that the aggressive actions the Federal Reserve took to mitigate the effects of the global financial crisis significantly affected asset prices at home and abroad as well as international capital flows.94



Heightened capital outflows from the US during QE1 and QE2 weakened the dollar against other major currencies, and even sparked fears of a currency war.95 A currency war refers to competitive devaluation between countries to shore up their exports. However, by July 2011, the dollar decline had reversed and the currency had begun to climb on trend against other currencies, without the decline having done that much to boost US exports.

Since neither corporate investment nor exports were boosted by QE, what impact did it then have on US output? Though various studies have found that the measures are associated with having had a positive impact on US GDP growth, estimates regarding the magnitude of its impact vary widely. Basically, it helped the US economy by ensuring that consumption did not collapse by keeping household borrowing costs low and by boosting the value of assets such as housing and stocks. QE also shored up the economy by accommodating the US government’s fiscal expansion – although the Fed would say this was a by-product of its efforts, and not the real aim of the expansion at all. Overall, on the face of it, QE prevented the US economy from collapsing on itself, and also kept up a certain rate of inflation. And that is why it has become an essential part of the Fed’s toolkit to fight deep recessions and Depression-like conditions.

ISSUES WITH QE

However, this does not mean that QE is a ‘get out of jail (or in this case debt-deflation) free card’ for the Fed, so to speak. Its employment creates a situation wherein the probability of the Fed experiencing a loss increases over time. This is because a sudden spike in inflation due to whatever reason could push interest rates up for the Fed’s asset portfolio and reduce its value (since bond prices and interest rates are inversely linked) to a point where it might leave its liabilities in excess of its assets. This would mean that the Fed would start losing its capital. Central banks take such a possibility very seriously, because in the event of their capital entering negative territory, they would have to be recapitalized by the government, and that would directly affect whatever independence they have, at least in the eyes of the market. Theoretically, central banks can always discharge their monetary functions even with negative capital as long as it can be covered by the present discounted value of its future seigniorage earnings. This is even practically true as evidenced by the experience of a few central banks worldwide, but markets will tend to become jittery nonetheless. For the Fed, the stakes are much higher since it is the custodian of the almighty dollar, and overseas holders of the currency would take a very dim view of a situation where the Fed’s capital is deep into negative territory. Unending QE also has implications for wealth distribution, inequality and financial stability.

Another fear that invariably lurks in any central bank is that it may have eased a little too much for too long. The Fed was always aware of the risks of holding a greatly enlarged balance sheet. It also knew that with so much liquidity sloshing around, it would have to tighten just in time – in order to avoid inflation significantly overshooting its 2 per cent target – in case there was a sudden rise in the velocity of money. Such a thing could happen if, for instance, the job market was to suddenly become tight enough to result in a wage-price spiral, wherein rising wages increase prices through increased spending; and this, in turn, leads to a demand for greater wages, greater spending and still higher prices.

NORMALIZATION?

By late 2015, headline (that is, U-3) unemployment fell to around the 5 per cent mark.96 That was when the Fed decided to slowly start raising short-term interest rates in December that year, in a process called ‘lift-off’. It was justified by the Fed in the following way:


The Committee judges that there has been considerable improvement in labor market conditions this year, and it is reasonably confident that inflation will rise, over the medium term, to its 2 percent objective. Given the economic outlook, and recognizing the time it takes for policy actions to affect future economic outcomes, the Committee decided to raise the target range for the federal funds rate to ¼ to ½ percent. The stance of monetary policy remains accommodative after this increase, thereby supporting further improvement in labor market conditions and a return to 2 percent inflation.97



Opponents of the lift-off did not miss the fact that it was being justified on the basis of an improvement in the headline unemployment rate, which, as we have seen earlier, doesn’t fully reflect the true conditions prevailing in the labour market. For them, the US economy was still not strong enough for even a minor drawdown in monetary easing. But the Fed also had an eye on asset prices, which were much higher than what average valuations would suggest. Some members of the Reserve even overtly alluded to this while responding to criticisms of the lift-off. At the same time, however, the Fed was not yet moving to ‘normalize’ the size and nature of its balance sheet, and the declaration of the lift-off was accompanied by the following statement:


The Committee is maintaining its existing policy of reinvesting principal payments from its holdings of agency debt and agency mortgage-backed securities and of rolling over maturing Treasury securities at auction, and it anticipates doing so until normalization of the level of the federal funds rate is well under way. This policy, by keeping the Committee’s holdings of longer-term securities at sizable levels, should help maintain accommodative financial conditions.98



In any case, the Fed could not normalize its balance sheet through a QE ‘exit’ before the EFFR reached an appreciably higher level than it was right after the lift-off. The reason for this was simple. The three QE rounds taken together had poured in the same level of liquidity into the US economy as would have happened if the EFFR had been cut by 600 basis points, or 6 per cent.99 Before exiting QE by a certain quantum, the Fed would have had to first raise the EFFR to a sufficiently high level, so that it could be cut by enough basis points before hitting the ZLB again – in the event that a QE exit led to deflationary pressures emerging in the economy.

With or without an abnormally large balance sheet, the Fed would not have liked to stay anywhere near the ZLB for longer than it absolutely needed to. Prior experience had shown that any major recession typically required the Fed to cut the EFFR by 530 basis points in order to provide sufficient monetary easing to shore up demand. Unfortunately for the Reserve, there was no possibility of it being able to raise the EFFR to that level any time in the future. To understand why this was the case, we must turn to the concept of neutral (also called ‘natural’) interest rates. A neutral interest rate, usually expressed in ‘real’ terms, that is, net of inflation, is one that is supposed to simultaneously keep the economy at maximum employment and at stable inflation.100 Thus, the neutral rate is neither expansionary nor contractionary. By 2016, the real neutral rate of interest of concern to the Fed, which is the rate at which maximum sustainable employment and the 2 per cent inflation target are both simultaneously met, was likely hovering at around 1 per cent. For a target inflation rate of 2 per cent, the nominal neutral interest rate would have therefore been 3 per cent, given that the real neutral interest rate was 1 per cent. This is why publications from the Fed during the period 2015–17 talked about ultimately raising the EFFR to a ‘normal level’ of 3 per cent – given a 2 per cent inflation target.101 If the EFFR increased above 3 per cent when inflation was at 2 per cent, it would mean monetary tightening, while anything below it would mean that the stance continued to be accommodative. So, 3 per cent was the maximum level to which the Fed could theoretically raise the EFFR, given its dual mandate. In practice, raising the EFFR to even 3 per cent was fairly difficult, given that inflation was persistently ‘undershooting’ (that is, staying below) the 2 per cent mark most of the time.

Prior to the GFC, the real neutral interest rate had been estimated to be under 3 per cent, which translates to a nominal neutral interest rate of under 5 per cent, with a 2 per cent inflation target.102 The drop in the neutral interest rate essentially tracked a drop in the potential growth rate of the US economy, which has consistently been projected by the Fed to be below 2.7 per cent since 2009. As an aside, the potential growth rate is the maximum rate at which an economy can grow sustainably without leading to major inflationary pressures. Factors such as adverse demographics and low-productivity growth reduce the potential growth rate of an economy, and thereby the real neutral interest rate. The US might be in the throes of both.
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