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Obama revealed:
A moderate Republican

A merica is mired in three
wars. The past decade was
the hottest on record.

Unemployment remains stuck
near 9 percent, and there’s a
small, albeit real, possibility that
the U.S. government will default
on its debt. So, what’s
dominating the news? A reality-
television star who can’t
convince anyone that his hair is
real is alleging that the president
of the United States was born in
Kenya.

Perhaps this is just the logical
endpoint of two years spent
arguing over what Barack
Obama is — or isn’t. Muslim.
Socialist. Marxist. Anti-
colonialist. Racial healer. We’ve
obsessed over every answer
except the right one: President
Obama, if you look closely at his
positions, is a moderate
Republican of the early 1990s.
And the Republican Party he’s
facing has abandonedmany of
its best ideas in its effort to
oppose him.

If you put aside the emergency
measures required by the
financial crisis, three major
policy ideas have dominated
American politics in recent
years: a plan that uses an
individual mandate and tax
subsidies to achieve near-
universal health care, a cap-and-
trade plan that attempts to raise
the prices of environmental
pollutants to better account for
their costs, and bringing tax
rates up from their Bush-era lows
as part of a bid to reduce the
deficit. In each case, the position
that Obama and the Democrats
have staked out is the very
position that moderate
Republicans have staked out
before.

Take health-care reform. The
individual mandate was
developed by a group of
conservative economists in the
early ’90s. Mark Pauly, an
economist at theWharton School
of the University of
Pennsylvania, was one of them.
“We were concerned about the
specter of single-payer
insurance,” he told me recently.
The conservative Heritage
Foundation soon had an
individual-mandate plan of its
own, and when President Bill
Clinton endorsed an employer
mandate in his health-care

proposal, bothmajor Republican
alternatives centered on an
individual mandate. By 1995,
more than 20 Senate
Republicans — including Chuck
Grassley, Orrin Hatch, Dick
Lugar and a few others still in
office — had signed one
individual-mandate bill or
another.

The story on cap and trade —
which conservatives now like to
call “cap and tax” — is much the
same. Back then, the concern
was sulfur dioxide, the culprit
behind acid rain. President
George H.W. Bush wanted a
solution that relied on the

market rather than on
government regulation. So in the
Clean Air Act of 1990, he
proposed a plan that would cap
emissions of sulfur dioxide but
let the market decide how to
allocate the permits. That was
“more compatible with economic
growth than using only the
command and control
approaches of the past,” he said.
The plan passed easily, with “aye”
votes from Sen. MitchMcConnell
and then-Rep. Newt Gingrich,
among others. In fact, as recently
as 2007, Gingrich said that “if you
havemandatory carbon caps
combined with a trading system,
much like we did with sulfur . . .
it’s something I would strongly
support.”

As for the 1990 budget deal,
Bush initially resisted tax
increases but eventually realized
they were necessary to get the
job done. “It is clear to me that
both the size of the deficit
problem and the need for a
package that can be enacted

require all of the following:
entitlement andmandatory
program reform, tax revenue
increases, growth incentives,
discretionary spending
reductions, orderly reductions in
defense expenditures, and
budget-process reform,” he said.
That deal, incidentally, was
roughly half tax increases and
half spending cuts. Obama’s
budget has far fewer tax
increases. And compared with
what would happen if the Bush
tax cuts were allowed to expire in
2012, it actually includes a large
tax cut.

The normal reason a party
abandons its policy ideas is that
those ideas fail in practice. But
that’s not the case here. These
initiatives were wildly successful.
Gov. Mitt Romney passed an
individual mandate in
Massachusetts and drove the
state’s number of uninsured
below 5 percent. The Clean Air
Act of 1990 solved the sulfur
dioxide problem. The 1990
budget deal helped cut the deficit
and set the stage for a
remarkable run of growth.

Rather, it appears that as
Democrats moved to the right to
pick up Republican votes,
Republicans moved to the right
to oppose Democratic proposals.
As Gingrich’s quote suggests, cap
and trade didn’t just have
Republican support in the 1990s.
JohnMcCain included a cap-and-
trade plan in his 2008 platform.
The same goes for an individual
mandate, which Grassley
endorsed in June 2009—mere
months before he began calling
the policy “unconstitutional.”

ThisWhite House has shown a
strong preference for policies
with demonstrated Republican
support, but that’s been obscured
by the Republican Party
adopting a stance of unified, and
occasionally hysterical,
opposition (remember “death
panels”?) — not to mention a
flood of paranoia about the
president’s “true” agenda and
background. But as entertaining
as the reality-TV version of
politics might be, it can’t be
permitted to, ahem, trump
reality itself. If you want to
obsess over origins in American
politics, look at the president’s
policies, not his birth certificate.
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N.Y. jury begins deliberations
in fund manager’s fraud case

BY PATRICIA HURTADO,
BOB VAN VORIS

AND DAVID GLOVIN

NEW YORK — Galleon Group
co-founder Raj Rajaratnam’s fate
rests with jurors who include a
retired bookkeeper, a nurse and a
customer service representative
for the New York subway system,
as the panel completed its first
dayofdeliberations in the insider-
trading trial.

OnMonday, U.S. District Judge
RichardHolwell inManhattan in-
structed jurors on the law of con-
spiracy and securities fraud and
asked the panel to weigh the evi-
dence presented at Rajaratnam’s
trial.

Thedeliberations,whichbegan
at about noon and lasted four
hours without reaching a verdict,
follow sixweeks of trial testimony
in the largest crackdown on
hedge-fund insider trading inU.S.
history. Jurors heard parts of four
dozen conversations — secretly
recorded by the U.S. government
— ofRajaratnam talking to fellow
traders, business executives and
corporate consultants.

“It must be clear to you by now
that counsel for the parties are
asking you to draw very different
conclusions,”Holwell told the jury
as he instructed them on the law.

Rajaratnam, 53, is accused of
gaining $63.8 million from tips
leaked by corporate insiders and
hedge-fund traders about a dozen
stocks, including Goldman Sachs,
Intel, Clearwire andAkamaiTech-
nologies.

He faces nine counts of securi-
ties fraud and five counts of con-
spiracy to commit securities
fraud. The fraud charges each car-
ry amaximum20-yearprison sen-

tence and the conspiracy counts
each carry a maximum five-year
term.

The Sri Lankan-born money
manager denies wrongdoing, say-
ing he based his trades on re-
search including analyst reports,
news accounts and stock trading
trends. Prosecutors said Rajarat-
nam was worth at least $1 billion
the day of his arrest in October
2009.

The jurors hail from
Westchester County, the Bronx
and Manhattan. The panel in-
cludes teachers, a retired book-
keeper who worked with the Isra-
el Defense Forces, an activities
therapist for a private nursing
home, a nurse, a customer-service
representative for the Metropoli-
tan Transportation Authority and
a three-decade veteran food-ser-
viceworker forNewYork’s Educa-
tion Department. The jury select-
ed as its foreman a 56-year-old
graphic artist who works for Ap-
ple.

Jurors asked to review charts
presented by prosecutors during
summations and documents of-
fered by the defense related to a
transaction involving Clearwire.
The government charts weren’t
given to jurors because they
weren’t in evidence. Jurors re-
ceived the Clearwire documents.

Before theybegan theirdeliber-
ations, the jury listened for about
30minutes toa rebuttal argument
by Assistant U.S. Attorney Jona-
than Streeter.

He told jurors that Rajarat-
nam’s lawyer, John Dowd, made
“implausible” arguments to refute
theevidencepresentedby thegov-
ernment.

“Ladies and gentlemen, you
know better than to accept their

twisted and completely implausi-
ble explanation for this evidence,”
Streeter said. “The evidence is
overwhelming and that evidence
has shown that the defendant is
guilty of all 14 counts of the indict-
ment.”

During his closing argument
last week, Dowd repeatedly called
the prosecution’s case “a fiction,”
labeled the cooperatingwitnesses
“liars” and argued that Rajarat-
nam’s tradeswereconductedafter
exhaustive research.

“The government is trying to
make Galleon into something it
wasn’t,” Dowd said in his summa-
tion. “Rajaratnam worked hard
for Galleon investors.”

Streeter said Monday that the
witnesses’ accountswerecorrobo-
rated by secretly recorded wire-
tapped conversations of Rajarat-
nam by the FBI and records of the
hedge-fund manager’s trading in
the stocks, as well as telephone
records and electronicmessages.

Streeter said the defense argu-
ment that the three government
cooperators had lied on the stand
was “absurd.”

“In the real world, people do
not come in and admit to elabo-
rate crimes they did not even
commit,” Streeter said.

Records confirmed Rajarat-
nam bought or sold stock soon
after receiving tips on each occa-
sion described by cooperating
witnesses in their testimony,pros-
ecutors said.

“The defense has twisted itself
into knots trying to explain away
the evidence,” Streeter said. “The
defense is asking you to ignore
logic, forget reality and suspend
your common sense.”

—Bloomberg News

SHANNON STAPLETON/REUTERS
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not come in and admit to elabo-
rate crimes they did not even
commit,” Streeter said.

Records confirmed Rajarat-
nam bought or sold stock soon
after receiving tips on each occa-
sion described by cooperating
witnesses in their testimony,pros-
ecutors said.

“The defense has twisted itself
into knots trying to explain away
the evidence,” Streeter said. “The
defense is asking you to ignore
logic, forget reality and suspend
your common sense.”

—Bloomberg News

SHANNON STAPLETON/REUTERS

Raj Rajaratnam
co-founded the
Galleon Group
hedge fund. He is
accused of
gaining
$63.8 million
from tips leaked
by corporate
insiders and
hedge-fund
traders about a
dozen stocks,
including
Goldman Sachs,
Intel, Clearwire
and Akamai
Technologies.
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THE DEBT SHOWDOWN

Obama willing to set aside ‘big deal’
President is open
to other means of
raising debt ceiling

BY PAUL KANE

President Obama opened the
door Friday to a less ambitious
compromise to the looming debt-
ceiling crisis than the “grand bar-
gain” he has been pushing for,
acknowledging thatother alterna-
tives might be needed to win ap-
proval in time to avoid a federal
default.

After two weeks of urging Con-
gress to embrace his plan to shave
$4 trillion off the projected na-
tional debt, Obama said other op-
tions must be on the negotiating
table with the Aug. 2 deadline just
days away. Those include a com-
plex proposal that Senate negotia-
tors were working on to find
smaller savings and establish a
new framework for tax and enti-
tlement reform.

“If we can’t do the biggest deal
possible, then let’s still be ambi-
tious. Let’s still try to at least get a
down payment on deficit reduc-
tion,” Obama said at a White
House news conference.

White House Chief of Staff Wil-
liamM.Daley andTreasury Secre-
tary Timothy F. Geithner met Fri-
day in the Capitol with House
SpeakerJohnA.Boehner (R-Ohio)
and House Majority Leader Eric
Cantor (R-Va.). According to a
Democratic lawmaker and Demo-
cratic and GOP aides briefed on
the meeting, the officials dis-
cussed whether some portions of
the “big deal” — which originally
included major overhauls to the
tax code and entitlement benefits
— could be included in the Senate
plan. GOP leaders rejected
Obama’s previous offering be-
cause it calls for a net increase in
tax revenue approaching $1 tril-
lion.

Butmost congressional and ad-
ministration officials focused in-
stead on drafting a Senate-driven
deal that could win bipartisan
support in both chambers, with
first steps possibly coming in the
middle of next week.

TheSenateeffort, ledbyMajori-
ty Leader Harry M. Reid (D-Nev.)
and Minority Leader Mitch Mc-
Connell (R-Ky.), would allow
Obama to increase the debt limit
three times between now and the
end of next year. Congress could
block the president only with a
two-thirdsmajority.

A special House-Senate com-
mittee would also be formed to
propose potentially far-reaching
reforms to the tax code and enti-
tlement programs, such as Social
Security and Medicare. Eventual-
ly, aides said, the House would
amend that package to include
nearly $1.5 trillion in spending
cuts over the next 10 years.

If the entire package comes to-
gether, it will also cover budget
levels for the next two fiscal years
that provide immediate savings—
eliminating almost any chance of
a federal government shutdown.

To clear all the parliamentary
hurdles and enact the legislation
by early August, congressional of-
ficials expect Reid to introduce
legislation on the Senate package
byWednesday night.

“We are obviously running out
of time,” Obama said Friday. “And
so what I’ve said to the members
of Congress is that you need, over
the next 24 to 36 hours, to giveme
some sense of what your plan is to
get thedebt ceiling raised through
whatever mechanisms they can
think about.”

In the House, however, dozens
of conservative Republicans have
vowednot to support any increase
in thedebt limitunless it is accom-
panied by legislation— known as
the Cut, Cap, Balance Act — that
sets strict caps on future spending
and sends a constitutional
amendment requiring a balanced
budget to the states for ratifica-
tion.

“I amnot prepared at this point
to pick winners or losers,” said
Boehner, who has been appealing
to this conservative bloc. “Senator
McConnell pointed out that his
plan was being put on the table as
a last-ditch effort. We’re far from
the time for a last-ditch effort.”

Thenextmove in theHousewill
be a vote next week on the Cut,
Cap, Balance Act, something of
keen interest to Majority Whip
KevinMcCarthy (R-Calif.).McCar-
thy, the lead GOP candidate re-

cruiter in the 2010 campaign, is
the leadership’s closest ally to the
critical bloc of 87 freshman Re-
publicans, and he considers those
lawmakers critical togetting some
form of balanced budget amend-
ment approved along with the
debt ceiling increase.

“They are both building for the
perfect storm,” McCarthy said in
an interview this week. “Every
time you turn on the news and
they’re talking more about the
debt of America and they’re talk-
ing about the crisis of getting
something done, the balanced
budget amendment gets stron-
ger.”

Nearly 40 House Republicans,
including 20 freshmen, have
signed a pledge that they will not
vote to approve a debt-ceiling in-
crease unless it comes with the
balanced budget amendment.
Democrats oppose the amend-

ment because it would rule out
any tax hikes to balance the budg-
et unless approved by a super-ma-
jority.

“The simple truth is that we’ve
already heard all the reasons why
we should cut spending, cap
spending and pass a balanced
budget amendment to the Consti-
tution. We’ve heard them from
folks on Main Street, from folks
who call our offices and from folks
at our town halls. Now, as we once
again find ourselves at the elev-
enth hour, it’s time for political

leaders to join our efforts to bal-
ance the budget,” Rep. Mick Mul-
vaney (R-S.C.) said Friday.

A two-thirds majority in the
House and Senate is needed to
amend the Constitution, so the
amendmentappearsdoomed.The
Senateexpects tohold itsownvote
on the amendment bymidweek.

Democratic and Republican
aides said that once it is clear the
votes are not there to send a con-
stitutional amendment to the
states, Reid will move on the Sen-
ate plan.

The president said Friday that
the Reid-McConnell effort needs
to address “the underlying prob-
lems” of the nation’s $14.3 trillion
— and rising—debt.

“IfWashingtonoperates as usu-
al and can’t get anything done,
let’s at least avert Armageddon,”
Obama said.

kanep@washpost

l A “debt disapproval plan”
proposed by Senate Minority Leader
Mitch McConnell (R-Ky.) that would
authorize President Obama to raise
the debt limit by $2.5 trillion in three
installments. Obama would be
required to submit requests for each
increase to Congress — starting
immediately with $700 billion —
along with a menu of spending cuts
of an equal amount. When Congress
receives the first request, the debt
limit would automatically rise by
$100 billion to give the U.S. Treasury
some breathing room. Congress
would have 15 days to pass a
resolution of disapproval, giving
lawmakers an opportunity to vote
against the unpopular measure. If
the resolution passed, Obama would
have to veto it and line up at least
34 Democratic senators to sustain
his veto.
l A special committee composed
of 12 lawmakers to develop a far-
reaching plan to stabilize the
mounting national debt, probably
through an overhaul of the tax code
and major changes to Social
Security and Medicare. The
committee, suggested by Senate
Majority Leader Harry M. Reid (D-
Nev.), would be ordered to make
recommendations by the end of the
year, and its plan would be
considered without amendment in
the House of Representatives and
Senate.
l Roughly $1.5 trillion in
spending cuts during the next
decade. The package is being
negotiated, but Reid has offered to
cut $1.1 trillion from government
agencies, including the Pentagon,
and save billions more by making
changes to non-health “mandatory”
programs, such as farm subsidies
and federal worker pensions. The
package is not expected to cut
health programs or raise taxes.

— Lori Montgomery

The Senate’s strategy

Senate leaders are working across
party lines on a strategy to raise the
nation’s $14.3 trillion debt limit. The
strategy is a work in progress but, so
far, appears to include three parts:

marking, and it’s everywhere: in
your mortgage, your credit card,
your car payments, the loan you
took out to hire three new em-
ployees at your business. It’s
even common internationally.
The fact that Brazilian loans tie
themselves to the American gov-
ernment’s debt just shows the
high esteem in which the world
holds us.

But if the rate on 10-year
Treasuries rises, it means rates
rise for everything else, too.
That’s why economists consider
the Federal Reserve’s power to
affect interest rates — a power it
has virtually exhausted during
this crisis — so potent: If you can
move the basic interest rate, you
can move the whole economy.

“There’s a whole credit struc-
ture,” says Pete Davis, president
of Davis Capital Investment
Ideas. “Think of it as roads and
bridges, but it’s finance, it’s all
connected, and it’s all on top of

klein from A1 Treasuries. . . . So when you
shake the basis of it, everything
on top of it shakes, too.”

Some sectors of the economy,
of course, will be shaken harder
than others. Benchmarking is
just the most common way that
the smooth function of the Trea-
sury market affects everything
else; it’s not the only way.

On Wednesday, Moody’s
warned that it was putting the
U.S. government credit rating on
review for a downgrade. But it
didn’t stop there. Another 7,000
debt products that are “directly
linked to the U.S. government or
are otherwise vulnerable to sov-
ereign risk” were also put on
review for a possible downgrade.
That’s about $130 billion worth
of debt. If America tumbles, so
do they.

These are bonds that rely on
payments from the federal gov-
ernment. Naomi Richman, a
managing director in Moody’s
Public Finance division, puts it
bluntly: “There are certain kinds

of municipal bonds that are
directly reliant on Treasury pay-
ing or some other direct pay-
ment. If those bonds don’t re-
ceive their payment, they have
no other source of revenue.” If
the federal government can’t pay
its bills, down they go.

But Moody’s wasn’t done. An
unknown amount of “indirectly
linked” debt is also getting re-
viewed. That’s debt from state
government, local governments,
hospitals, universities and other
institutions that rely, in some
way or another, on payments
from the federal government.

If Medicaid stops paying its
bills, all the hospitals that rely on
Medicaid’s payments become
less creditworthy. If we stop
funding Pell grants, then all the
universities that enroll students
who pay using financial aid be-
come less creditworthy. And
since the federal government
passes one-fifth of its revenue
through to the states, and the
states pass that revenue through

to cities, all of those govern-
ments would suddenly be in
worse financial shape if the feds
stopped paying their bills.

This is how a default gets into
the rest of the economy: It de-
stroys the fundamental trust that
allows the financial markets to
operate.

Running in the background of
every day’s trading is the accu-
mulated wisdom of an almost
endless number of calculations:
How much money does J.P. Mor-
gan Chase have? How likely is
Des Moines to pay its bills? What
will interest rates be next year?
How many people will buy
homes in 2013?

These calculations undergo
incremental updates almost con-
stantly. That’s fine. Occasionally,
they need to be drastically updat-
ed. That’s manageable. But if
they all need to be updated at
once, and if no one really has the
information to update them be-
cause Treasuries are suddenly
unreliable? That’s catastrophe.

It was one thing to have for-
gotten that this sort of thing
could happen in 2006, when
America hadn’t seen it for 70
years. But we just went through
it with the financial crisis, which
was all about building a moun-
tain of debt on a flimsy, subprime
foundation.

If we go through it again, the
Federal Reserve, which has
pushed interest rates as low as
they can go, and Congress, which
has vastly expanded the deficit,
have a lot less ammunition left
for a response.

Are we likely to get to that
point? No, of course not. But
between here and there are
worlds where the economy
doesn’t crash, but the federal
government panics the market,
interest rates rise and the econo-
my slows.

In a recovery this weak, that
would be a disaster. And it would
be entirely of our own making.

kleine@washpost.com

In a default, consequences would be dire for everyone

JEWEL SAMAD/AGENCE FRANCE-PRESSE/GETTY IMAGES

President Obama, during a news conference Friday, called for an agreement on raising the debt ceiling that would also make a down payment
on deficit reduction. But Obama recognized that he might have to settle for less. “We are obviously running out of time,” he said.

What they’re saying
Some remarks from those closely
involved in the debt-reduction and
debt-limit negotiations:

“The clear majority of
Republican voters think
that any deficit
reduction package
should take a balanced
approach and should
include some revenues.
You have 80 percent of
the American people
who support a balanced
approach.”
President Obama, on support for tax
increases as part of any deal

“The eyes of the country
are on us, and the eyes
of the world are on us,
and we need to make
sure that we stand
together and send a
definitive signal that we
are going to take the
steps necessary to avoid
default.”
Treasury Secretary Timothy F.
Geithner, warning lawmakers
to take action

“What we’re trying to do
here is solve a problem
that has eluded
Washington for decades.
I’m glad Eric [Cantor]’s
there, and those who
have other opinions,
they can keep them to
themselves.”
Speaker John A. Boehner (R-Ohio),
after Senate Majority Leader Harry Reid
(D-Nev.) said the House majority leader
“shouldn’t even be at the table”

SUSAN WALSH/ASSOCIATED PRESSMA

HouseMajority Leader Eric Cantor, left, and Speaker John A.
Boehner, met with key administration officials Friday.

MANUEL BALCE CENETA/ASSOCIATED PRESS

House Democratic leaders Nancy Pelosi, James E. Clyburn, left, and
Steny H. Hoyer meet with reporters after a caucus Friday.

onwashingtonpost.com

6
Watch video of Obama and
House Republican leaders

discussing the debt negotiations,
explore the reality behind the
rhetoric with Fact Checker and join
the discussion on raising the debt
ceiling at postpolitics.com.
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206 D.C.
teachers
are out
of a job

PERFORMANCE
RATINGS LOW

Evaluation standards
created under Rhee

BY BILL TURQUE

The District on Friday fired 206
teachers for poor performance, a
rarity in a big city school system
and an extension of former chan-
cellor Michelle A. Rhee’s aggres-
sive drive to upgrade classroom
instruction in the nation’s capital.

The teachers who were dis-
missed — about 5 percent of 4,100
who work for the school system —
received low scores in the evalua-
tion program known as IMPACT,
developed under Rhee before she
resigned in October.

Although policymakers at all
levels of government are putting
more emphasis on teacher quali-
ty, such large-scale dismissals re-
main all but unheard of. Collec-
tive-bargaining agreements with
politically potent unions and
cumbersome appeals processes
often limit a school chief ’s power
to fire teachers.

Friday’s dismissals remove any
lingering uncertainty that Mayor
Vincent C. Gray (D) and Chancel-
lor Kaya Henderson would con-
tinue personnel policies Rhee left
behind. Gray received heavy sup-
port from organized labor in his
campaign to unseat former Mayor
Adrian M. Fenty (D), Rhee’s boss.

“We must embrace IMPACT as
one of the tools that will allow us
to achieve true education reform
for the District’s school system,”
said D.C. Council Chairman
Kwame R. Brown (D).

IMPACT grades teachers on
five 30-minute classroom obser-
vations and their compliance
with nine broad standards. These
include the abilities to express
course content clearly, teach stu-
dents with differing skill levels
and manage time effectively. For
some teachers, half of their ap-
praisal is contingent on whether
students meet predicted im-
provement targets on standard-
ized tests.

Of the 206 fired, D.C. officials
said, 65 were rated ineffective this
year and 141 were judged mini-
mally effective for the second con-
secutive year, triggering dismiss-
al. That represents almost three
times the 75 fired for poor per-
formance when the first IMPACT
ratings were calculated last year.
Four teachers who received rat-
ings of minimally effective for a
second year were granted excep-
tions by Henderson, enabling
them to stay in their positions at
the request of principals, who
said they showed potential for
improvement.

teachers continued onA5

Credit
raters
ignore
U.S. pleas
Obama administration
pushes hard to fend off
their default warnings

EZRAKLEIN

A fiscal infection
that can spread
everywhere

BY ZACHARY A. GOLDFARB

The Obama administration
has mounted an intense behind-
the-scenes campaign to keep the
nation’s major credit rating com-
panies from issuing threats that
they might downgrade the United
States over the swelling size of the
federal debt.

Senior administration officials
have been trying for months to
convince analysts at the credit
rating companies — all part of
publicly traded firms — that polit-
ical leaders in Washington can
come to an agreement to tame the
debt.

In one instance, officials were
so nervous that news of a poten-
tial downgrade could wreak hav-
oc on the markets that they asked
a London-based analyst from
Standard & Poor’s to use a secure
phone at the U.S. Embassy to
discuss the prospect. In another,
they summoned four S&P ana-
lysts to a meeting with nearly
every senior member of President
Obama’s economic team at which
Treasury Secretary Timothy F.
Geithner made an impassioned
plea against any action raising
doubts about U.S. credit.

But S&P didn’t buy the argu-
ment — and one of the two other
credit rating firms, Moody’s In-
vestor Services, has expressed
concern, too.

S&P has been the most dramat-
ic in its threats, saying Thursday

rating continued onA7

I t’s easy to understand why the
government will have more
trouble borrowing if it fails to

pay its debts. It’s a bit harder to
see why ordinary Americans, the
city of Pittsburgh, hospitals in
Iowa, or medium-size corpora-
tions will have more trouble
borrowing.

But they will.
And their trouble borrowing is

the primary way a default, or
even something too close to it for
the market’s comfort, could deal
a body blow to the economy.

It all comes back to U.S. Trea-
sury bonds, which are the foun-
dation of almost all other finan-
cial products — the base of the
global financial pyramid.

If the federal government’s
borrowing costs rise, so will
everyone else’s. Mortgages rates
will jump, car loans will be
harder to come by, universities
won’t be able to float bonds,
cities won’t be able to fund
themselves.

Treasuries are supposed to set
the rate of “riskless return” — the
price of lending someone money
and knowing, with perfect cer-
tainty, that they’ll pay you back,
with interest. So when lenders
decide how much to charge, they
start with the riskless rate and
then add to it to cover the risk
that you won’t pay them back,
and the inconvenience of having
to wait for you to pay them back.

It’s a practice called bench-

klein continued onA6

In Afghanistan, an effort to expel excess
Government sees extravagant weddings as emblems of waste and anti-Islamic values

BY KEVIN SIEFF
IN KABUL

T here was still confetti on
his tuxedo when Ahmed
Rashed Azimi settled into

his purple throne at the center of
an expansive wedding hall and
surveyed the crowd: 1,200
friends and family members, a
liveband, costumeddancersand
a crew of greeters dressed in the
colors of the telecom company
that made him rich.

“This is the biggest wedding
in Kabul,” Azimi said. He wasn’t
smiling. “It cost somuchmoney.”

There’s perhaps no better
symbol of this city’s recent infu-
sion of wealth than the glitzy
wedding halls that have sprout-
ed near its center, with Vegas-
style replicas of the Eiffel Tower
and flashing neon everything.

But the country’s government
seessuchcelebrationsasadiffer-
ent kind of emblem — of waste
and anti-Islamic values. Legisla-

tion proposed this year by the
Ministry of Justice would curb
celebrations likeAzimi’s,placing
a limit on the number of guests
and the cost of festivities. As
American troops prepare to be-
gindrawingdownfromAfghani-
stan, the law is an attempt to
rebuild traditional Afghan cul-
ture, which, according to some
officials, has been corrupted
since U.S. forces helped over-
throw the Taliban in 2001.

“The parties have gotten out

of control. People spend money
they don’t have and go into debt
for many years. It’s not good for
the society,” said Muhammad
Qasim Hashimzai, the deputy
justice minister.

The legislation, which would
also prevent women from wear-
ing dresses “contrary to Islamic
sharia,” reminds some here of
Taliban-era paternalism. It
doesn’t jibe with the new Af-

wedding continued onA12

ANDREA BRUCE FOR THE WASHINGTON POST

Guests dance at a party in Kabul for Ahmed Rashed Azimi’s wedding. More than 1,200 people attended the male-only event.

HASSAN AMMAR/ASSOCIATED PRESS

Murdoch empire loses
2 executives to scandal
News International,

Dow Jones chiefs resign
over phone hacking

BY PAUL FARHI
AND ANTHONY FAIOLA

london — Two key lieutenants
in Rupert Murdoch’s media em-
pire resigned Friday as a widen-
ing scandal involving illegal
phone hacking by Murdoch’s Brit-
ish newspaper journalists contin-
ued to engulf his company.

Leslie “Les” Hinton, head of
Dow Jones & Co., the division of
Murdoch’s News Corp. that owns
the Wall Street Journal, resigned
late in the day, providing a book-
end to the morning resignation of
Rebekah Brooks, the executive in
charge of the company’s British
newspaper unit.

Hinton, who had been in Mur-
doch’s employ for more than 50
years, and Brooks are key figures
in the still-unfolding scandal.
Hinton oversaw News Corp.’s
British newspapers when one of
its papers, the News of the World,
began to pry into the phone ac-
counts of hundreds of British ce-
lebrities, politicians and ordinary
citizens. Brooks was editor of the
News of the World at the time and
succeeded Hinton as chief of the
British unit, News International.

Murdoch had stood by both
executives as details of the hack-
ing began to emerge, first in 2005
and particularly in the past 10
days, with revelations that the
hacking was far more widespread
than anyone at News Corp. had
admitted. The furor in Britain
over it led News Corp. to shutter
News of the World last week and

britain continued onA12

Libyan rebels gain
full U.S. recognition
The United States on Friday
granted Libyan rebel leaders
full diplomatic recognition as
the governing authority of
Libya, a move that could give
them access to millions in
frozen assets that once
belonged to Moammar
Gaddafi. Meanwhile, rebel
fighters seriously short of
weapons are relying on
captured arms and castoffs like
the Soviet-style Grad rocket at
left, which rebels fired last
month near Misurata. Said one
rebel commander in Libya’s
western mountains: “Half of
my men go into battle without
a gun.” Stories, A9.

Obama’s reality check
on the debt ceiling
With time running out, the president
says he can accept a less ambitious
compromise than the “grand
bargain” he’s been seeking. A6

Drama, but no resolution
A frantic week has lots of bickering
and theatrics but little movement. A7

Editorial
Answering the debt ceiling
doubters. A14
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are out
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Evaluation standards
created under Rhee

BY BILL TURQUE

The District on Friday fired 206
teachers for poor performance, a
rarity in a big city school system
and an extension of former chan-
cellor Michelle A. Rhee’s aggres-
sive drive to upgrade classroom
instruction in the nation’s capital.

The teachers who were dis-
missed — about 5 percent of 4,100
who work for the school system —
received low scores in the evalua-
tion program known as IMPACT,
developed under Rhee before she
resigned in October.

Although policymakers at all
levels of government are putting
more emphasis on teacher quali-
ty, such large-scale dismissals re-
main all but unheard of. Collec-
tive-bargaining agreements with
politically potent unions and
cumbersome appeals processes
often limit a school chief ’s power
to fire teachers.

Friday’s dismissals remove any
lingering uncertainty that Mayor
Vincent C. Gray (D) and Chancel-
lor Kaya Henderson would con-
tinue personnel policies Rhee left
behind. Gray received heavy sup-
port from organized labor in his
campaign to unseat former Mayor
Adrian M. Fenty (D), Rhee’s boss.

“We must embrace IMPACT as
one of the tools that will allow us
to achieve true education reform
for the District’s school system,”
said D.C. Council Chairman
Kwame R. Brown (D).

IMPACT grades teachers on
five 30-minute classroom obser-
vations and their compliance
with nine broad standards. These
include the abilities to express
course content clearly, teach stu-
dents with differing skill levels
and manage time effectively. For
some teachers, half of their ap-
praisal is contingent on whether
students meet predicted im-
provement targets on standard-
ized tests.

Of the 206 fired, D.C. officials
said, 65 were rated ineffective this
year and 141 were judged mini-
mally effective for the second con-
secutive year, triggering dismiss-
al. That represents almost three
times the 75 fired for poor per-
formance when the first IMPACT
ratings were calculated last year.
Four teachers who received rat-
ings of minimally effective for a
second year were granted excep-
tions by Henderson, enabling
them to stay in their positions at
the request of principals, who
said they showed potential for
improvement.
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BY ZACHARY A. GOLDFARB

The Obama administration
has mounted an intense behind-
the-scenes campaign to keep the
nation’s major credit rating com-
panies from issuing threats that
they might downgrade the United
States over the swelling size of the
federal debt.

Senior administration officials
have been trying for months to
convince analysts at the credit
rating companies — all part of
publicly traded firms — that polit-
ical leaders in Washington can
come to an agreement to tame the
debt.

In one instance, officials were
so nervous that news of a poten-
tial downgrade could wreak hav-
oc on the markets that they asked
a London-based analyst from
Standard & Poor’s to use a secure
phone at the U.S. Embassy to
discuss the prospect. In another,
they summoned four S&P ana-
lysts to a meeting with nearly
every senior member of President
Obama’s economic team at which
Treasury Secretary Timothy F.
Geithner made an impassioned
plea against any action raising
doubts about U.S. credit.

But S&P didn’t buy the argu-
ment — and one of the two other
credit rating firms, Moody’s In-
vestor Services, has expressed
concern, too.

S&P has been the most dramat-
ic in its threats, saying Thursday

rating continued onA7

I t’s easy to understand why the
government will have more
trouble borrowing if it fails to

pay its debts. It’s a bit harder to
see why ordinary Americans, the
city of Pittsburgh, hospitals in
Iowa, or medium-size corpora-
tions will have more trouble
borrowing.

But they will.
And their trouble borrowing is

the primary way a default, or
even something too close to it for
the market’s comfort, could deal
a body blow to the economy.

It all comes back to U.S. Trea-
sury bonds, which are the foun-
dation of almost all other finan-
cial products — the base of the
global financial pyramid.

If the federal government’s
borrowing costs rise, so will
everyone else’s. Mortgages rates
will jump, car loans will be
harder to come by, universities
won’t be able to float bonds,
cities won’t be able to fund
themselves.

Treasuries are supposed to set
the rate of “riskless return” — the
price of lending someone money
and knowing, with perfect cer-
tainty, that they’ll pay you back,
with interest. So when lenders
decide how much to charge, they
start with the riskless rate and
then add to it to cover the risk
that you won’t pay them back,
and the inconvenience of having
to wait for you to pay them back.

It’s a practice called bench-
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In Afghanistan, an effort to expel excess
Government sees extravagant weddings as emblems of waste and anti-Islamic values

BY KEVIN SIEFF
IN KABUL

T here was still confetti on
his tuxedo when Ahmed
Rashed Azimi settled into

his purple throne at the center of
an expansive wedding hall and
surveyed the crowd: 1,200
friends and family members, a
liveband, costumeddancersand
a crew of greeters dressed in the
colors of the telecom company
that made him rich.

“This is the biggest wedding
in Kabul,” Azimi said. He wasn’t
smiling. “It cost somuchmoney.”

There’s perhaps no better
symbol of this city’s recent infu-
sion of wealth than the glitzy
wedding halls that have sprout-
ed near its center, with Vegas-
style replicas of the Eiffel Tower
and flashing neon everything.

But the country’s government
seessuchcelebrationsasadiffer-
ent kind of emblem — of waste
and anti-Islamic values. Legisla-

tion proposed this year by the
Ministry of Justice would curb
celebrations likeAzimi’s,placing
a limit on the number of guests
and the cost of festivities. As
American troops prepare to be-
gindrawingdownfromAfghani-
stan, the law is an attempt to
rebuild traditional Afghan cul-
ture, which, according to some
officials, has been corrupted
since U.S. forces helped over-
throw the Taliban in 2001.

“The parties have gotten out

of control. People spend money
they don’t have and go into debt
for many years. It’s not good for
the society,” said Muhammad
Qasim Hashimzai, the deputy
justice minister.

The legislation, which would
also prevent women from wear-
ing dresses “contrary to Islamic
sharia,” reminds some here of
Taliban-era paternalism. It
doesn’t jibe with the new Af-
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Guests dance at a party in Kabul for Ahmed Rashed Azimi’s wedding. More than 1,200 people attended the male-only event.
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Murdoch empire loses
2 executives to scandal
News International,

Dow Jones chiefs resign
over phone hacking

BY PAUL FARHI
AND ANTHONY FAIOLA

london — Two key lieutenants
in Rupert Murdoch’s media em-
pire resigned Friday as a widen-
ing scandal involving illegal
phone hacking by Murdoch’s Brit-
ish newspaper journalists contin-
ued to engulf his company.

Leslie “Les” Hinton, head of
Dow Jones & Co., the division of
Murdoch’s News Corp. that owns
the Wall Street Journal, resigned
late in the day, providing a book-
end to the morning resignation of
Rebekah Brooks, the executive in
charge of the company’s British
newspaper unit.

Hinton, who had been in Mur-
doch’s employ for more than 50
years, and Brooks are key figures
in the still-unfolding scandal.
Hinton oversaw News Corp.’s
British newspapers when one of
its papers, the News of the World,
began to pry into the phone ac-
counts of hundreds of British ce-
lebrities, politicians and ordinary
citizens. Brooks was editor of the
News of the World at the time and
succeeded Hinton as chief of the
British unit, News International.

Murdoch had stood by both
executives as details of the hack-
ing began to emerge, first in 2005
and particularly in the past 10
days, with revelations that the
hacking was far more widespread
than anyone at News Corp. had
admitted. The furor in Britain
over it led News Corp. to shutter
News of the World last week and

britain continued onA12

Libyan rebels gain
full U.S. recognition
The United States on Friday
granted Libyan rebel leaders
full diplomatic recognition as
the governing authority of
Libya, a move that could give
them access to millions in
frozen assets that once
belonged to Moammar
Gaddafi. Meanwhile, rebel
fighters seriously short of
weapons are relying on
captured arms and castoffs like
the Soviet-style Grad rocket at
left, which rebels fired last
month near Misurata. Said one
rebel commander in Libya’s
western mountains: “Half of
my men go into battle without
a gun.” Stories, A9.

Obama’s reality check
on the debt ceiling
With time running out, the president
says he can accept a less ambitious
compromise than the “grand
bargain” he’s been seeking. A6

Drama, but no resolution
A frantic week has lots of bickering
and theatrics but little movement. A7

Editorial
Answering the debt ceiling
doubters. A14
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206 D.C.
teachers
are out
of a job

PERFORMANCE
RATINGS LOW

Evaluation standards
created under Rhee

BY BILL TURQUE

The District on Friday fired 206
teachers for poor performance, a
rarity in a big city school system
and an extension of former chan-
cellor Michelle A. Rhee’s aggres-
sive drive to upgrade classroom
instruction in the nation’s capital.

The teachers who were dis-
missed — about 5 percent of 4,100
who work for the school system —
received low scores in the evalua-
tion program known as IMPACT,
developed under Rhee before she
resigned in October.

Although policymakers at all
levels of government are putting
more emphasis on teacher quali-
ty, such large-scale dismissals re-
main all but unheard of. Collec-
tive-bargaining agreements with
politically potent unions and
cumbersome appeals processes
often limit a school chief ’s power
to fire teachers.

Friday’s dismissals remove any
lingering uncertainty that Mayor
Vincent C. Gray (D) and Chancel-
lor Kaya Henderson would con-
tinue personnel policies Rhee left
behind. Gray received heavy sup-
port from organized labor in his
campaign to unseat former Mayor
Adrian M. Fenty (D), Rhee’s boss.

“We must embrace IMPACT as
one of the tools that will allow us
to achieve true education reform
for the District’s school system,”
said D.C. Council Chairman
Kwame R. Brown (D).

IMPACT grades teachers on
five 30-minute classroom obser-
vations and their compliance
with nine broad standards. These
include the abilities to express
course content clearly, teach stu-
dents with differing skill levels
and manage time effectively. For
some teachers, half of their ap-
praisal is contingent on whether
students meet predicted im-
provement targets on standard-
ized tests.

Of the 206 fired, D.C. officials
said, 65 were rated ineffective this
year and 141 were judged mini-
mally effective for the second con-
secutive year, triggering dismiss-
al. That represents almost three
times the 75 fired for poor per-
formance when the first IMPACT
ratings were calculated last year.
Four teachers who received rat-
ings of minimally effective for a
second year were granted excep-
tions by Henderson, enabling
them to stay in their positions at
the request of principals, who
said they showed potential for
improvement.
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has mounted an intense behind-
the-scenes campaign to keep the
nation’s major credit rating com-
panies from issuing threats that
they might downgrade the United
States over the swelling size of the
federal debt.

Senior administration officials
have been trying for months to
convince analysts at the credit
rating companies — all part of
publicly traded firms — that polit-
ical leaders in Washington can
come to an agreement to tame the
debt.

In one instance, officials were
so nervous that news of a poten-
tial downgrade could wreak hav-
oc on the markets that they asked
a London-based analyst from
Standard & Poor’s to use a secure
phone at the U.S. Embassy to
discuss the prospect. In another,
they summoned four S&P ana-
lysts to a meeting with nearly
every senior member of President
Obama’s economic team at which
Treasury Secretary Timothy F.
Geithner made an impassioned
plea against any action raising
doubts about U.S. credit.

But S&P didn’t buy the argu-
ment — and one of the two other
credit rating firms, Moody’s In-
vestor Services, has expressed
concern, too.

S&P has been the most dramat-
ic in its threats, saying Thursday
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T here was still confetti on
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Rashed Azimi settled into

his purple throne at the center of
an expansive wedding hall and
surveyed the crowd: 1,200
friends and family members, a
liveband, costumeddancersand
a crew of greeters dressed in the
colors of the telecom company
that made him rich.

“This is the biggest wedding
in Kabul,” Azimi said. He wasn’t
smiling. “It cost somuchmoney.”

There’s perhaps no better
symbol of this city’s recent infu-
sion of wealth than the glitzy
wedding halls that have sprout-
ed near its center, with Vegas-
style replicas of the Eiffel Tower
and flashing neon everything.

But the country’s government
seessuchcelebrationsasadiffer-
ent kind of emblem — of waste
and anti-Islamic values. Legisla-

tion proposed this year by the
Ministry of Justice would curb
celebrations likeAzimi’s,placing
a limit on the number of guests
and the cost of festivities. As
American troops prepare to be-
gindrawingdownfromAfghani-
stan, the law is an attempt to
rebuild traditional Afghan cul-
ture, which, according to some
officials, has been corrupted
since U.S. forces helped over-
throw the Taliban in 2001.

“The parties have gotten out

of control. People spend money
they don’t have and go into debt
for many years. It’s not good for
the society,” said Muhammad
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justice minister.
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Guests dance at a party in Kabul for Ahmed Rashed Azimi’s wedding. More than 1,200 people attended the male-only event.

HASSAN AMMAR/ASSOCIATED PRESS

Murdoch empire loses
2 executives to scandal
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Dow Jones chiefs resign
over phone hacking

BY PAUL FARHI
AND ANTHONY FAIOLA

london — Two key lieutenants
in Rupert Murdoch’s media em-
pire resigned Friday as a widen-
ing scandal involving illegal
phone hacking by Murdoch’s Brit-
ish newspaper journalists contin-
ued to engulf his company.

Leslie “Les” Hinton, head of
Dow Jones & Co., the division of
Murdoch’s News Corp. that owns
the Wall Street Journal, resigned
late in the day, providing a book-
end to the morning resignation of
Rebekah Brooks, the executive in
charge of the company’s British
newspaper unit.

Hinton, who had been in Mur-
doch’s employ for more than 50
years, and Brooks are key figures
in the still-unfolding scandal.
Hinton oversaw News Corp.’s
British newspapers when one of
its papers, the News of the World,
began to pry into the phone ac-
counts of hundreds of British ce-
lebrities, politicians and ordinary
citizens. Brooks was editor of the
News of the World at the time and
succeeded Hinton as chief of the
British unit, News International.

Murdoch had stood by both
executives as details of the hack-
ing began to emerge, first in 2005
and particularly in the past 10
days, with revelations that the
hacking was far more widespread
than anyone at News Corp. had
admitted. The furor in Britain
over it led News Corp. to shutter
News of the World last week and
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the governing authority of
Libya, a move that could give
them access to millions in
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belonged to Moammar
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fighters seriously short of
weapons are relying on
captured arms and castoffs like
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BypassedWarren
isn’t ruling out
Senate campaign

BY YLAN Q. MUI

The White House may have
passed over Harvard law profes-
sor Elizabeth Warren to head the
new consumer agency that she
helped create, but some of her
supporters are calling for her to
take on a new role: as a U.S.
senator.

Warren is slated to return to
Harvard in the fall after a year
settingup the fledglingConsumer
Financial Protection Bureau, but
people close to her said she has
not ruled out a challenge to Sen.
Scott Brown (R-Mass.) next year.

On Monday, Warren appeared
on MSNBC minutes after leaving
aWhiteHousenewsconferenceat
which former Ohio attorney gen-
eral Richard Cordray was an-
nounced as the nominee to lead
the CFPB. She skewered Republi-
cans’ efforts to “cripple” the agen-
cy and carefully deflected ques-
tions about running for office.

“I need to do that thinking not
from Washington. I need to go
home,” Warren said, noting that
her husband’s family has been in
Massachusetts for 13 generations.

Meanwhile, progressive groups
launched a Draft Elizabeth War-
ren for Senate campaign onMon-
day that garnered 14,000 signa-
tures within its first five hours
and raised more than $19,000. A
similar effort to get her appointed
as the CFPB’s director garnered
hundreds of thousands of signa-
tures.

“After a tough loss, we have to
fight even harder — and help
Elizabeth Warren get back in the
ring,” read an e-mail to members
from the Progressive Change
Campaign Committee.

If she chose to run, Warren
could face a formidable opponent
inBrown,whosewar chest report-
edly totals $9.6 million. Brown
won a special election last year to
fill the late Edward M. Kennedy’s
seat for the remainder of its term.

OBAMA NOD ENDS
TUMULTUOUS YEAR

Cordray tapped to head
consumer bureau

Boston University professor
FredBayles,whoruns thecollege’s
State House journalism program,
said Warren’s name recognition
may not carry to her home state.

“You guys inWashington know
her very well. But I’m wondering
whether or not the rank-and-file
voter . . . is going to be aware of
who she is,” Bayles said.

Monday’s announcement that
Warren would not take over the
CFPBmarks the end of a tumultu-
ous year. In the fall, she was
charged with setting up the bu-
reau and hiring its staff and em-
barked on a charm offensive to
make peace with the financial
industry. An analysis by the Sun-
light Foundation, a government
watchdog group, found that War-
ren held more than 100 meetings
with banks, lobbyists and non-
profit groups on provisions of the
financial reform legislation that
created the agency. Lastweek, she
sat through a testy four-hour
hearing in the House that raised
questions about the scope of the
CFPB’s authority.

OnMonday, Warren stood next
to President Obama as he an-
nounced Cordray for the job that
many consumer groups had
hoped would be hers. Obama
called Warren the “leading voice
in our country on behalf of con-
sumers” and credited her with
inventing the bureau, months be-
fore the financial crisis rocked the
nation’s economy.

But Obama also said he had
asked Warren to help him pick
“the best possible choice” to lead
the agency. Cordray, whom War-
ren hired early this year as the
bureau’s head of enforcement,
stood on the other side of the
president at the news conference.

Still, Republicans held firm on
Monday on their promise to block
any nominee unless the adminis-
tration agrees to alter the struc-
ture and funding of the bureau.

“It took the president a year to
nominate someone to this posi-
tion,” Senate Minority Leader
Mitch McConnell (R-Ky.) said
Monday. “I hope he won’t wait
that long to address our concerns
and bring the CFPB the account-
ability and transparency it now
lacks.”

muiy@washpost.com

DIGEST

TREASURYS

China, other nations
boost U.S. holdings

China, the biggest buyer of
U.S. Treasury debt, increased its
holdings inMay for the second
straight month, after fivemonths
of declines.

Total foreign holdings of Trea-
sury securities also rose, as Japan
and Britain, the second- and
third-largest overseas owners of
Treasurys, boosted their stock-
piles.

China’s U.S. debt holdings
grew $7.3 billion, to $1.16 trillion,
the Treasury Department said
Monday. Total foreign holdings
rose 0.6 percent, to $4.51 trillion.

The report shows that foreign
investors didn’t lose their appe-
tite for U.S. government debt in
May, even though the United
States reached its $14.3 trillion
borrowing limit that month.
With European governments
mired in that continent’s debt
crisis, U.S. Treasury securities are
benefiting from being seen as a
less-risky alternative.

—Associated Press

LEGAL

Former trader pleads
guilty to threats

A former commodities trader
pleaded guiltyMonday tomak-
ing death threats against federal

regulators, including the heads
of the Securities and Exchange
Commission and the Commodity
Futures Trading Commission.

Vincent P. McCrudden, 50,
who had been the subject of vari-
ous disciplinary actions, posted
threats to kill more than 40 gov-

ernment and regulatory officials
and offered a $100,000 reward
for proof that they were pun-
ished, the Justice Department
said. In an e-mail last year to an
employee of the National Futures
Association, an industry group,
McCrudden said the official
would “die a painful death” and
his body would “never be found,”
the indictment said.

In a February court filing, a
lawyer forMcCrudden said he
was acquitted of mail fraud in
2002 and described him as “com-
pletely harmless — if exceedingly
irate.”

“He’s sorry for what he did,
and he’s sorry for the trouble he
caused,” the defense lawyer,
Bruce A. Barket, saidMonday.

—David S. Hilzenrath

ALSOINBUSINESS
l Networking-equipmentmaker
Cisco Systems is cutting 6,500

employees — about 9 percent of
its workforce— as it follows up
on a plan announced inMay to
eliminate thousands of jobs in an
effort to cut costs and raise prof-
its. Cisco said the cuts include
2,100 who chose to take part in
an early-retirement program.
l Confidence among U.S. home
builders improved in July from a
nine-month low. The National
Association of Home Builders/
Wells Fargo sentiment index
climbed to 15 this month, from 13
in June. In the South, the gauge
rose to 17, the highest since
March. Themeasure also
climbed in theWest andMid-
west.
l Increases in digital and broad-
cast revenuewere not enough to
make up for the ongoing decline
in Gannett’s newspaper business,
leading the publisher of USA To-
day andmore than 80 dailies to
report amore than 22 percent

drop in its second-quarter net in-
come.
l Discount broker Charles
Schwab said its second-quarter
profit rose 16 percent as growth
in its advisory business for indi-
vidual investors offset a decline
in trading revenue.
l IBM reported a 12 percent rev-
enue increase to $26.7 billion and
boosted its full-year profit fore-
cast as companies boughtmore
computer software and equip-
ment.

—From news services

COMINGTODAY
l 8:30 a.m.:Housing starts re-
port.
l 10 a.m.: Senate Banking hear-
ing on consumer financial pro-
tection.
l Earnings reports:Apple, Bank
of America, Goldman Sachs, Har-
ley-Davidson,Wells Fargo, Yahoo.

—From news services

EXCERPTFROMFASTERFORWARDBLOGBYHAYLEYTSUKAYAMA

“End of the #WWC final: 7196 TPS.”
Translation: Twitter announced a new Tweets per second (TPS) record at the end of Japan’s victory over the United States in the
Women’s World Cup (#WWC) final. Japanese Twitterers have clearly embraced the microblogging service — the previous TPS
record was set during Japan’s New Year’s celebration. To read more, see washingtonpost.com/blogs/faster-forward.
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Toys from “Transformers: Dark of theMoon” helped boost Hasbro’s
second-quarter revenue 23 percent, the toymaker saidMonday.
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The dangers of misinterpreting Keynes

I f you ask economists what
wentwrong during theGreat
Depression, you’ll often hear

“We hadn’t readKeynes yet.”
That’s JohnMaynardKeynes,
author of the “TheGeneral
Theory of Employment, Interest
andMoney.” After the crash, his
description of economic crises—
and how to get out of them—
became sowidely accepted that,
in the 1960s, President Richard
Nixon said, “We’re all Keynesians
now.”

Well, we’re not all Keynesians
now.When you hear “Keynesian”
today, it’s usually with
“Obamacare” and “socialists.” It’s
Republican shorthand not only
for the economic theory that
governed theObama
administration’s response to the
crisis but also for the general
Democratic outlook. And it’s not
a compliment.

“The president’s teamwere
fervent believers in the theories
of a British economist called John
MaynardKeynes,”Majority
Leader Eric Cantor (R-Va.) wrote
in his election-yearmanifesto,
“YoungGuns.” He’s right about
that. Lawrence Summers, the
former director of theNational
Economic Council, and Christina
Romer, the former head of the
Council of Economic Advisers,
were two of themost influential
Keynesian economists in the
country. Obama didn’t just have a
teamof Keynesians. He had the
Keynesian all-star team.

Perhaps the president’s team
should have better explained
their theories to Cantor. In his
book, Cantor goes on to describe
Keynesianism as the theory that
“government can be counted on
to spendmorewisely than the
people.” He’s wrong—andwrong
in away that’smaking it harder to
recover from this crisis, and could

make it harder to respond to the
next one.

“I thinkKeynesmistitled his
book,” Summers says. “The
correct title would have been ‘A
Specific Theory of Collapsing
Employment, Interest and
Money.’What his book really was
aboutwas the proper
understanding of the convulsive
downturns towhich a free-
market economy is intermittently
prone.”

The idea, in otherwords, is not
aboutwhether the government
spendsmoney better than
individuals. After all, a lot of the
policies advocated by the
Keynesians, like theMaking
Work Pay tax cut, putmoney into
the hands of individuals so that
they can spend it. The idea is that
the government has a role to play
when, because of a “convulsive
downturn,” a crisis begins feeding
on itself.

Keynes— and others who later
elaborated on his work, like
HymanMinsky— taught us that
althoughmarkets are usually self-
correcting, they occasionally
enter destructive feedback loops
inwhich a shock to, say, the
financial system scares business
and consumers so badly that they
hoardmoney, whichworsens the
damage to the system,which
further persuades other
economic players to hoard, and
so on and so forth.

In that situation, the role of the
government is to break the cycle.
Because businesses and
consumers have stopped
spending, the government breaks
the cycle by spending. As clean as
that theory is, it turned out to be a
hard sell.

The first problemwas
conceptual.What Keynes told us
to do simply feels wrong to
people. “The central irony of
financial crises is that they’re
caused by toomuch borrowing,
toomuch confidence and too
much spending, and they’re
solved bymore confidence,more
borrowing andmore spending,”
Summers says.

The second problemwas
practical. “What I didn’t
appreciate was the extent to
whichwe only got one shot on
stimulus,” Romer says. “Inmy
mind, we got $800 billion, and
surely, if the recession turned out
to beworse thanwewere
predicting, we could go back and
ask formore.What I failed to
anticipatewas that in the
scenario that we foundwe
neededmore, peoplewould be
saying that whatwas happening
showed that stimulus, in general,
didn’t work.”

And even if Congress was
willing to green-lightmore
money, spending it turned out to
be harder than theKeynesians
had hoped. “Anybodywho is
honest and knowledgeablewill
say it is harder tomovemoney
quickly andwell in reality than it
is in the textbookmodel. I don’t
think the idea that lotsmore
money could have beenmoved is
credible unless there had been a
whole set of prior planning,”
Summers says.

Prior planning, it turns out, is
important. Keynesianismmay be
a theory of crises, but it requires

planning during non-crisis
periods. And looking back, we
weren’t prepared to go
Keynesian. At all.

For one thing, if you’re going to
spend during downturns, you
have to save during expansions.
That wasn’t a big part of the
GeorgeW. Bush administration’s
policy, of course.

Another clear takeaway is that
formulas aremore reliable than
Congress. It would bemuch
better if federal support for
programs such asMedicaid and
unemployment insurancewas
explicitly tied to the
unemployment rate. Hoping
Congress will act responsibly
over any extended period of time
isn’t, as they say, a plan.

It would also be good to keep
projects in “shovel-ready”
conditionwhen times are good so
that federalmoney could be used
effectively and quickly when
times turn bad. Undeniably, the
country’s infrastructure needs
are great. If the federal
governmentmade amore explicit
commitment to invest in
infrastructure during downturns,
states could be given the certainty
and the incentives to keep a long
list of projects ready to go.

But rather than improving on
Keynes, the Republican Party has
turned against him and the
Democratic Party has stopped
trying to defend him,much less
continue to implement his
recommendations.

“The polarization of fiscal
policy is one of theworst legacies
to come out of the recession,”
Romer sayswith a sigh. “Before
the crisis, therewas agreement
that what you dowhen you run
out ofmonetary tools is fiscal
stimulus. Suddenly, it’s likewe’re
back in the 1930s.”

kleine@washpost.com
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Final chapter for Borders?
Borders, the 40-year-old bookstore chain, could start liquidating its 399 remaining stores as early as Friday. The company is seeking
court approval Thursday to liquidate its stores after it failed to receive any bids that would keep it in business after filing for Chapter
11 bankruptcy protection in February. Borders is expected to go out of business by the end of September.
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ElizabethWarren looks on as President Obama shakes hands with
former Ohio attorney general Richard Cordray after announcing his
nomination to head the Consumer Financial Protection Bureau.
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BypassedWarren
isn’t ruling out
Senate campaign

BY YLAN Q. MUI

The White House may have
passed over Harvard law profes-
sor Elizabeth Warren to head the
new consumer agency that she
helped create, but some of her
supporters are calling for her to
take on a new role: as a U.S.
senator.

Warren is slated to return to
Harvard in the fall after a year
settingup the fledglingConsumer
Financial Protection Bureau, but
people close to her said she has
not ruled out a challenge to Sen.
Scott Brown (R-Mass.) next year.

On Monday, Warren appeared
on MSNBC minutes after leaving
aWhiteHousenewsconferenceat
which former Ohio attorney gen-
eral Richard Cordray was an-
nounced as the nominee to lead
the CFPB. She skewered Republi-
cans’ efforts to “cripple” the agen-
cy and carefully deflected ques-
tions about running for office.

“I need to do that thinking not
from Washington. I need to go
home,” Warren said, noting that
her husband’s family has been in
Massachusetts for 13 generations.

Meanwhile, progressive groups
launched a Draft Elizabeth War-
ren for Senate campaign onMon-
day that garnered 14,000 signa-
tures within its first five hours
and raised more than $19,000. A
similar effort to get her appointed
as the CFPB’s director garnered
hundreds of thousands of signa-
tures.

“After a tough loss, we have to
fight even harder — and help
Elizabeth Warren get back in the
ring,” read an e-mail to members
from the Progressive Change
Campaign Committee.

If she chose to run, Warren
could face a formidable opponent
inBrown,whosewar chest report-
edly totals $9.6 million. Brown
won a special election last year to
fill the late Edward M. Kennedy’s
seat for the remainder of its term.

OBAMA NOD ENDS
TUMULTUOUS YEAR

Cordray tapped to head
consumer bureau

Boston University professor
FredBayles,whoruns thecollege’s
State House journalism program,
said Warren’s name recognition
may not carry to her home state.

“You guys inWashington know
her very well. But I’m wondering
whether or not the rank-and-file
voter . . . is going to be aware of
who she is,” Bayles said.

Monday’s announcement that
Warren would not take over the
CFPBmarks the end of a tumultu-
ous year. In the fall, she was
charged with setting up the bu-
reau and hiring its staff and em-
barked on a charm offensive to
make peace with the financial
industry. An analysis by the Sun-
light Foundation, a government
watchdog group, found that War-
ren held more than 100 meetings
with banks, lobbyists and non-
profit groups on provisions of the
financial reform legislation that
created the agency. Lastweek, she
sat through a testy four-hour
hearing in the House that raised
questions about the scope of the
CFPB’s authority.

OnMonday, Warren stood next
to President Obama as he an-
nounced Cordray for the job that
many consumer groups had
hoped would be hers. Obama
called Warren the “leading voice
in our country on behalf of con-
sumers” and credited her with
inventing the bureau, months be-
fore the financial crisis rocked the
nation’s economy.

But Obama also said he had
asked Warren to help him pick
“the best possible choice” to lead
the agency. Cordray, whom War-
ren hired early this year as the
bureau’s head of enforcement,
stood on the other side of the
president at the news conference.

Still, Republicans held firm on
Monday on their promise to block
any nominee unless the adminis-
tration agrees to alter the struc-
ture and funding of the bureau.

“It took the president a year to
nominate someone to this posi-
tion,” Senate Minority Leader
Mitch McConnell (R-Ky.) said
Monday. “I hope he won’t wait
that long to address our concerns
and bring the CFPB the account-
ability and transparency it now
lacks.”

muiy@washpost.com

DIGEST

TREASURYS

China, other nations
boost U.S. holdings

China, the biggest buyer of
U.S. Treasury debt, increased its
holdings inMay for the second
straight month, after fivemonths
of declines.

Total foreign holdings of Trea-
sury securities also rose, as Japan
and Britain, the second- and
third-largest overseas owners of
Treasurys, boosted their stock-
piles.

China’s U.S. debt holdings
grew $7.3 billion, to $1.16 trillion,
the Treasury Department said
Monday. Total foreign holdings
rose 0.6 percent, to $4.51 trillion.

The report shows that foreign
investors didn’t lose their appe-
tite for U.S. government debt in
May, even though the United
States reached its $14.3 trillion
borrowing limit that month.
With European governments
mired in that continent’s debt
crisis, U.S. Treasury securities are
benefiting from being seen as a
less-risky alternative.

—Associated Press

LEGAL

Former trader pleads
guilty to threats

A former commodities trader
pleaded guiltyMonday tomak-
ing death threats against federal

regulators, including the heads
of the Securities and Exchange
Commission and the Commodity
Futures Trading Commission.

Vincent P. McCrudden, 50,
who had been the subject of vari-
ous disciplinary actions, posted
threats to kill more than 40 gov-

ernment and regulatory officials
and offered a $100,000 reward
for proof that they were pun-
ished, the Justice Department
said. In an e-mail last year to an
employee of the National Futures
Association, an industry group,
McCrudden said the official
would “die a painful death” and
his body would “never be found,”
the indictment said.

In a February court filing, a
lawyer forMcCrudden said he
was acquitted of mail fraud in
2002 and described him as “com-
pletely harmless — if exceedingly
irate.”

“He’s sorry for what he did,
and he’s sorry for the trouble he
caused,” the defense lawyer,
Bruce A. Barket, saidMonday.

—David S. Hilzenrath

ALSOINBUSINESS
l Networking-equipmentmaker
Cisco Systems is cutting 6,500

employees — about 9 percent of
its workforce— as it follows up
on a plan announced inMay to
eliminate thousands of jobs in an
effort to cut costs and raise prof-
its. Cisco said the cuts include
2,100 who chose to take part in
an early-retirement program.
l Confidence among U.S. home
builders improved in July from a
nine-month low. The National
Association of Home Builders/
Wells Fargo sentiment index
climbed to 15 this month, from 13
in June. In the South, the gauge
rose to 17, the highest since
March. Themeasure also
climbed in theWest andMid-
west.
l Increases in digital and broad-
cast revenuewere not enough to
make up for the ongoing decline
in Gannett’s newspaper business,
leading the publisher of USA To-
day andmore than 80 dailies to
report amore than 22 percent

drop in its second-quarter net in-
come.
l Discount broker Charles
Schwab said its second-quarter
profit rose 16 percent as growth
in its advisory business for indi-
vidual investors offset a decline
in trading revenue.
l IBM reported a 12 percent rev-
enue increase to $26.7 billion and
boosted its full-year profit fore-
cast as companies boughtmore
computer software and equip-
ment.

—From news services

COMINGTODAY
l 8:30 a.m.:Housing starts re-
port.
l 10 a.m.: Senate Banking hear-
ing on consumer financial pro-
tection.
l Earnings reports:Apple, Bank
of America, Goldman Sachs, Har-
ley-Davidson,Wells Fargo, Yahoo.

—From news services

EXCERPTFROMFASTERFORWARDBLOGBYHAYLEYTSUKAYAMA

“End of the #WWC final: 7196 TPS.”
Translation: Twitter announced a new Tweets per second (TPS) record at the end of Japan’s victory over the United States in the
Women’s World Cup (#WWC) final. Japanese Twitterers have clearly embraced the microblogging service — the previous TPS
record was set during Japan’s New Year’s celebration. To read more, see washingtonpost.com/blogs/faster-forward.

TONY KYRIACOU/REX FEATURES VIA ASSOCIATED PRESS

Toys from “Transformers: Dark of theMoon” helped boost Hasbro’s
second-quarter revenue 23 percent, the toymaker saidMonday.

EARNINGS

The dangers of misinterpreting Keynes

I f you ask economists what
wentwrong during theGreat
Depression, you’ll often hear

“We hadn’t readKeynes yet.”
That’s JohnMaynardKeynes,
author of the “TheGeneral
Theory of Employment, Interest
andMoney.” After the crash, his
description of economic crises—
and how to get out of them—
became sowidely accepted that,
in the 1960s, President Richard
Nixon said, “We’re all Keynesians
now.”

Well, we’re not all Keynesians
now.When you hear “Keynesian”
today, it’s usually with
“Obamacare” and “socialists.” It’s
Republican shorthand not only
for the economic theory that
governed theObama
administration’s response to the
crisis but also for the general
Democratic outlook. And it’s not
a compliment.

“The president’s teamwere
fervent believers in the theories
of a British economist called John
MaynardKeynes,”Majority
Leader Eric Cantor (R-Va.) wrote
in his election-yearmanifesto,
“YoungGuns.” He’s right about
that. Lawrence Summers, the
former director of theNational
Economic Council, and Christina
Romer, the former head of the
Council of Economic Advisers,
were two of themost influential
Keynesian economists in the
country. Obama didn’t just have a
teamof Keynesians. He had the
Keynesian all-star team.

Perhaps the president’s team
should have better explained
their theories to Cantor. In his
book, Cantor goes on to describe
Keynesianism as the theory that
“government can be counted on
to spendmorewisely than the
people.” He’s wrong—andwrong
in away that’smaking it harder to
recover from this crisis, and could

make it harder to respond to the
next one.

“I thinkKeynesmistitled his
book,” Summers says. “The
correct title would have been ‘A
Specific Theory of Collapsing
Employment, Interest and
Money.’What his book really was
aboutwas the proper
understanding of the convulsive
downturns towhich a free-
market economy is intermittently
prone.”

The idea, in otherwords, is not
aboutwhether the government
spendsmoney better than
individuals. After all, a lot of the
policies advocated by the
Keynesians, like theMaking
Work Pay tax cut, putmoney into
the hands of individuals so that
they can spend it. The idea is that
the government has a role to play
when, because of a “convulsive
downturn,” a crisis begins feeding
on itself.

Keynes— and others who later
elaborated on his work, like
HymanMinsky— taught us that
althoughmarkets are usually self-
correcting, they occasionally
enter destructive feedback loops
inwhich a shock to, say, the
financial system scares business
and consumers so badly that they
hoardmoney, whichworsens the
damage to the system,which
further persuades other
economic players to hoard, and
so on and so forth.

In that situation, the role of the
government is to break the cycle.
Because businesses and
consumers have stopped
spending, the government breaks
the cycle by spending. As clean as
that theory is, it turned out to be a
hard sell.

The first problemwas
conceptual.What Keynes told us
to do simply feels wrong to
people. “The central irony of
financial crises is that they’re
caused by toomuch borrowing,
toomuch confidence and too
much spending, and they’re
solved bymore confidence,more
borrowing andmore spending,”
Summers says.

The second problemwas
practical. “What I didn’t
appreciate was the extent to
whichwe only got one shot on
stimulus,” Romer says. “Inmy
mind, we got $800 billion, and
surely, if the recession turned out
to beworse thanwewere
predicting, we could go back and
ask formore.What I failed to
anticipatewas that in the
scenario that we foundwe
neededmore, peoplewould be
saying that whatwas happening
showed that stimulus, in general,
didn’t work.”

And even if Congress was
willing to green-lightmore
money, spending it turned out to
be harder than theKeynesians
had hoped. “Anybodywho is
honest and knowledgeablewill
say it is harder tomovemoney
quickly andwell in reality than it
is in the textbookmodel. I don’t
think the idea that lotsmore
money could have beenmoved is
credible unless there had been a
whole set of prior planning,”
Summers says.

Prior planning, it turns out, is
important. Keynesianismmay be
a theory of crises, but it requires

planning during non-crisis
periods. And looking back, we
weren’t prepared to go
Keynesian. At all.

For one thing, if you’re going to
spend during downturns, you
have to save during expansions.
That wasn’t a big part of the
GeorgeW. Bush administration’s
policy, of course.

Another clear takeaway is that
formulas aremore reliable than
Congress. It would bemuch
better if federal support for
programs such asMedicaid and
unemployment insurancewas
explicitly tied to the
unemployment rate. Hoping
Congress will act responsibly
over any extended period of time
isn’t, as they say, a plan.

It would also be good to keep
projects in “shovel-ready”
conditionwhen times are good so
that federalmoney could be used
effectively and quickly when
times turn bad. Undeniably, the
country’s infrastructure needs
are great. If the federal
governmentmade amore explicit
commitment to invest in
infrastructure during downturns,
states could be given the certainty
and the incentives to keep a long
list of projects ready to go.

But rather than improving on
Keynes, the Republican Party has
turned against him and the
Democratic Party has stopped
trying to defend him,much less
continue to implement his
recommendations.

“The polarization of fiscal
policy is one of theworst legacies
to come out of the recession,”
Romer sayswith a sigh. “Before
the crisis, therewas agreement
that what you dowhen you run
out ofmonetary tools is fiscal
stimulus. Suddenly, it’s likewe’re
back in the 1930s.”

kleine@washpost.com
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Final chapter for Borders?
Borders, the 40-year-old bookstore chain, could start liquidating its 399 remaining stores as early as Friday. The company is seeking
court approval Thursday to liquidate its stores after it failed to receive any bids that would keep it in business after filing for Chapter
11 bankruptcy protection in February. Borders is expected to go out of business by the end of September.
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ElizabethWarren looks on as President Obama shakes hands with
former Ohio attorney general Richard Cordray after announcing his
nomination to head the Consumer Financial Protection Bureau.
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Free money! Or something even better.

T his is going to be themost
boring sentence I have ever
included in a column, but it

might also be themost
important: The real yield on
Treasury debt has, in recent
months, turned negative. Sound
impenetrably dull? Sure. But
here’s what itmeans: freemoney!

Let’s start by defining some
terms: The “yield” on Treasury
debt is howmuch the
government pays to borrow
money. The “real yield” is how
much it pays to borrowmoney
after accounting for inflation.
When the “real yield” turns
negative, itmeans the
government isn’t paying to
borrowmoney anymore. Rather,
the situation has flipped, and the
government is getting paid to
keepmoney safe.

It alsomeans that America is
facing perhaps the single greatest
investment opportunity in
decades. Butmore on that in a
moment. First, I have to convince
you that freemoney—or, in this
case, better-than-freemoney, as
real yields are negative, not just
zero— is possible.

If you’re an individual investor,
you can put yourmoney in the
bank and be assured of its safety.
Bank deposits, after all, are
insured up to $250,000. But if
you’re an institutional investor—
if you’re playingwithmillions, or
billions— it’s not quite that easy.
You have to put thatmoney
somewhere. And right now, there
aren’t a lot of safe spaces. Europe
is amess. China is slowing down.
Brazil and India remain
uncertain. Corporate profits can’t
outpace a sluggish economy

thatwe have noworthwhile
investments tomake. But that’s
clearly not true.

Our infrastructure is
crumbling, andwe knowwe’ll
have to rebuild it in the coming
years.Why do it later, when it will
cost usmore andwe very likely
won’t havemassive
unemployment in the
construction sector, as opposed
to now,when themarket will pay
us to invest in our infrastructure
andwe have an unemployment
crisis to address?

More than 16 percent of
Americans are unemployed or
underemployed: This would be a
good time for an employer tax cut
to goose hiring, or a larger payroll
tax cut to help familiesmake ends
meet.

State and local budgets are
wrecked, and one casualty has

been higher education.
California, for instance, is
hacking away at theUniversity of
California system,which is far
and away the finest public higher-
education system in theworld. If
we permanently damage our
public colleges and universities,
we’ll have lost amajor source of
economic strength. But it needn’t
be that way. Kindly investors the
world over arewilling to pay the
federal government to save our
education system.

Everyone knowswe have
worthwhile investments tomake.
The real reasonwewon’t take
advantage of this remarkable
opportunity is ideology:
Republicans argue that deficits
are the only thing thatmatters for
our recovery—unless anyone
attempts to close them through
tax increases, and then tax rates
are the only thing thatmatters for
our recovery. AndDemocrats
have stopped even attempting to
challenge them.

As an economic theory, that’s
just deadwrong. Deficitsmatter,
but in the long andmedium term.
Whatmatters now is getting the
unemployment rate down.

Need proof?Well, what’s
worrisome about deficits? That
high federal deficits will crowd
out private borrowing. And how
dowe know if that’s happening?
High interest rates. Andwhere
are interest rates now? They’re
negative.

Theywon’t be negative forever,
of course. The path forward is
obvious:We should borrownow
and put in place a firmplan to cut
deficits later, once the economy is
back on track and investors have
other places to put theirmoney.
But refusing better-than-free
money now in order to talk about
reducing our deficit later?Well,
thatmay be the craziest sentence
I’ve ever had to include in a
column.

kleine@washpost.com
Twitter: @ezraklein

a yield ofmore than two percent
after accounting for inflation.
Right now, the interest rate is 1.52
percent, orminus-0.34 percent
after accounting for inflation.

Here’s what thismeans: If we
can think of any investmentswe
canmake over the next seven
years that have a return of zero
percent— yes, you read that right
— ormore, it would be foolish not
to borrow thismoney andmake
them.

The case is even strongerwith
investmentswe knowwewill
need tomake over the next
decade. The economywill get
better, and as it gets better, the
cost of borrowingwill rise. The
longerwewait, in otherwords,
themore expensive those
investmentswill become.

The only reasonwewouldn’t
take advantage of these rates is

forever.
These investments don’t just

carry the potential for weak
returns. They carry the potential
for big losses. So does stuffing
money under the proverbial
mattress, where you’d losemoney
every year simply because of
inflation.

That’s where Treasury debt
comes in. Youwon’tmakemuch
money investing inU.S.
Treasurys. But barring a
catastrophic outcome to some
future negotiation over the debt
ceiling, youwon’t losemuch,
either. And right now, that’s good
enough for themarket.

Usually, theU.S. government
has to pay quite a bit to borrow
money. In January 2003, for
instance, the interest rate on a
seven-year Treasurywas about
3.6 percent, which gave investors
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Stocks rise after Irene packs relatively light punch
ASSOCIATED PRESS

new york — So much for Irene.
Stock indexes rose sharply Mon-
day after it became clear that the
hurricane caused far less damage
thanmany had feared.

Stocks rose broadly, led by in-
surers. The Dow Jones industrial
average rose 254.71 points, or 2.3
percent, to 11,539.25.

Consulting firm Kinetic Analy-
sis predicted that the claims paid
by insurers would be $2 billion to
$3 billion, far less than the $6 bil-
lion the industry paid out after

Hurricane Isabel struck theAtlan-
tic coast in 2003.

The lower damage estimates
pushed insurance stocks higher.
Allstate rose 7.4 percent, Hartford
Financial Services Group jumped
12.4 percent, and Travelers was up
4.3 percent. Insurance and bank-
ing stocks in theStandard&Poor’s
500-stock index rose 3.3 percent,
more than any others among the
10 company groups that make up
the index.

Utility companies also rose af-
ter it became clear their storm-re-
lated expenses would be lower

than earlier estimates. Duke En-
ergy, which serves customers in
the Carolinas, gained 1.3 percent.
New York’s biggest utility compa-
ny, Consolidated Edison, also rose
1.3 percent.

The New York Stock Exchange
and other major U.S. exchanges
opened as usual Monday after
making extensive preparations
over the weekend. At the NYSE,
executives brought in dozens of
cotssoemployeescouldsleepthere
tobe ready for theopeningbell.

The Dow Jones industrials are
now down just 0.3 percent for the

year.
As a whole, the S&P 500 rose

33.28, or 2.8 percent, to 1210.08.
The widely used market bench-
mark has gained back all of the
ground it had lost since late July,
when the debt crisis and then
Standard & Poor’s downgrade of
the U.S. government’s credit rat-
ing sent the index plummeting.
Since its Aug. 9 low, the S&P 500
has risen 7.7 percent.

The technology-focused Nas-
daqcomposite indexrose82.62,or
3.3 percent, to 2562.11.

The Russell 2000 index, a

benchmark for small companies,
rose 32.86, or 4.8 percent, to
724.65. That suggested investors
were more willing to take on risk.
Small-company stocks are more
likely to fall in economic down-
turns, but they also offer the po-
tential of larger gains if the econo-
my doeswell.

The Russell is still down 8.3
percent this year, twice asmuchas
the S&P 500.

European stocks jumped after
the second- and third-largest
Greekbanks said theywould com-
bine in order to better weather
Greece’s debt crisis. The merger
will create the country’s largest
bank. The government in Athens

and the central bank had been
urging themove, andGreekstocks
rose 14 percent after it was an-
nounced.

Bank of America rose 7.8 per-
cent, themost of the30 stocks that
make up the Dow average, after
the bank said it would sell half of
its stake in China Construction
Bank. Bank of America has been
selling assets to raise cash to com-
plywith newbanking regulations.

An increase in consumer spend-
ing also helped push stocks higher.
The government reported that
spendingrose0.8percent inJuly. It
wasasharpturnaroundfromJune,
when Americans spent less for the
first time innearly twoyears.
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Jobs saw electronics as
an expression of a fierce,

if inscrutable, artistic vision.”
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Touches of green
The Land Rover Evoque
can really slosh through
mud. Let’s be honest. It
won't. On the Car Pages
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Obama can
learn from

Wall St. protest

I wish it were true.
I wish it were true that

Occupy Wall Street could
morph into our “American
spring,” a left-wing
counterweight to the tea party.

I wish it were true that this
naive and incoherent movement
could somehow turn itself into
the long-overdue national
protest against speculation and
manipulation by a financial
services industry that
misallocated so much capital
and talent and continues to
keep much of the global
economy on the edge of
recession.

I wish it were true that Bank
of America’s boneheaded
decision to charge a $5 monthly
fee for debit cards would prove
to be the point at which public
opinion finally turned against
those who blame government
regulation for our economic
problems.

I wish it were true that the
Obama administration had
learned how to channel public
anger to lasting political

pearlstein continued on G5

Rage, rage
against

Wall St. greed

W hen I first watched the
OccupyWall Street
rallies inNewYork and

around the country, I wondered
whether folks carrying signs,
camping out, holding up traffic
and boycotting financial
institutions could reallymake a
difference.

The jaded part ofme didn’t
think the protesters could
accomplishmuch, other than
somemedia coverage. There
wasn’t a clear leader for the
movement. Their demands
weren’t specific enough.

Yet theOccupyWall Street
campaign isn’t abating, and for
good reason.

“The protests represent
people’s frustration in dealing
with big government, politics and
big corporations that aren’t
providing jobs, aren’t listening to
us andwho are nickel-and-
diming us,” said EdMierzwinski,
consumer programdirector for
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U.S. history was too small to get the
economy moving. But it’s no accident
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So Romer, the preternaturally
cheerful economist whose exper-
tise on theGreatDepressionmade
her a natural choice to head the
incoming president’s Council of
Economic Advisers, worked up
somenumbers to showhowquick-
ly the economy was deteriorating
and what would happen if the
federal government wasn’t able to
mount an effective response.

It was not a pleasant presenta-
tion to sit through. The situation
was grim. Afterward, Austan
Goolsbee, Obama’s friend from
Chicago and Romer’s successor,
remarked that “that must be the
worst briefing any president-elect
has ever had.”

But Romer wasn’t trying to be
alarmist. Her numbers were
based, at least in part, on every-
body else’s numbers: There were
models from forecasting firms
such as Macroeconomic Advisers
and Moody’s Analytics. There
were preliminary data pouring in
from the Bureau of Labor Statis-
tics, the Bureau of Economic
Analysis and the Federal Reserve.

Romer’s predictions were more
pessimistic than the consensus,
but not bymuch.

By that point, the shape of the
crisis was clear: The housing bub-
ble had burst, and it was taking
the banks that held the loans, and
the households that did the bor-
rowing, down with it. Romer esti-
mated that the damage would be
about $2 trillion over the next two
years and recommended a
$1.2 trillion stimulus plan. The
political team balked at that price
tag, but with the support of Larry
Summers, the former Treasury
secretary who would soon lead
the National Economic Council,
she persuaded the administration
to support an $800 billion plan.

The next challenge was to per-
suade Congress. There had never
been a stimulus that big, and there
hadn’t been many financial crises
this severe. So how to estimate
precisely what a dollar of infra-
structure spending or small-busi-
ness reliefwould dowhen let loose
into the economy under these un-
usual conditions? Romer was

askedtocalculatehowmanyjobsa
stimulusmight create. JaredBern-
stein, a labor economist who
wouldbeworkingoutofVicePres-
ident Biden’s office, was assigned
to join the effort.

Romer and Bernstein gathered
data from the Federal Reserve,
fromMarkZandi atMoody’s, from
anywhere they could think of. The
incoming administration loved
their report andwanted to release
it publicly. Romer took it home
over Christmas to double-check,
rewrite and pick over. At 6 a.m.
Jan. 10, just days before Obama
wouldbesworninaspresident,his
transition teamlifted theembargo
on “The Job Impact of the Ameri-
can Recovery and Reinvestment
Act.” Itwas a smashhit.

“It will be a joy to argue policy
with an administration that pro-
vides comprehensible, honest re-
ports,” enthused columnist Paul
Krugman in theNewYork Times.

Therewas only one problem: It
waswrong.
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C
hristina Romer had been asked to scare her new boss. It was six weeks after the
2008election, and the incomingadministrationhadgathered inChicago.David
Axelrod, BarackObama’s top political adviser, couldn’t have beenmore clear in
his instructions to Romer: The president-elect needed to know how bad the
economywas going to get. No pulling punches, no softening the news.
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Nicole Collazo-Santiago chants
at a Goldman Sachs building
during an Occupy New Jersey
protest in Jersey City.
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Obama can
learn from

Wall St. protest

I wish it were true.
I wish it were true that

Occupy Wall Street could
morph into our “American
spring,” a left-wing
counterweight to the tea party.

I wish it were true that this
naive and incoherent movement
could somehow turn itself into
the long-overdue national
protest against speculation and
manipulation by a financial
services industry that
misallocated so much capital
and talent and continues to
keep much of the global
economy on the edge of
recession.

I wish it were true that Bank
of America’s boneheaded
decision to charge a $5 monthly
fee for debit cards would prove
to be the point at which public
opinion finally turned against
those who blame government
regulation for our economic
problems.

I wish it were true that the
Obama administration had
learned how to channel public
anger to lasting political
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The issue is the graph on Page 1. It
shows two blue lines sloping gently up-
ward and then drifting back down. The
darker line — “With recovery plan” —
forecasts unemployment peaking at
8 percent in 2009 and falling back below
7 percent in late 2010.

Three years later, with the economy
still in tatters, that line has formed the
coreof thecaseagainst theObamaadmin-
istration’s economic policies. That line
lets Republicans talk about “the failed
stimulus.” That line that has discredited
theWhiteHouse’s economic policy.

But the other line— “Without recovery
plan” — is more instructive. It shows
unemployment peaking at 9 percent in
2010 and falling below 7 percent by the
end of this year. That’s the line the admin-
istrationused to scareCongress intopass-
ing the single largest economic recovery
package in American history. That line is
the nightmare scenario.

And yet this is the cold, hard fact of the
past three years: The reality has been
worse than the administration’s night-
mare scenario. Even with the stimulus,
unemployment shot past 10 percent in
2009.

To understand how the administration
got it sowrong,weneed to lookat thedata
it was looking at.

The Bureau of Economic Analysis, the
agency charged with measuring the size
and growth of the U.S. economy, initially
projected that the economy shrank at an
annual rate of 3.8 percent in the last
quarter of 2008.Months later, the bureau
almost doubled that estimate, saying the
number was 6.2 percent. Then it was
revised to 6.3 percent. But it wasn’t until
this year that the actual number was
revealed:8.9percent.Thatmakes itoneof
the worst quarters in American history.
Bernstein and Romer knew in 2008 that
the economy had sustained a tough blow;
theydidn’tknowthat ithadbeenrunover
by a truck.

There were certainly economists who
argued that the recession was going to be
worse than the forecasts. Nobel laureates
KrugmanandJoeStiglitzwere among the
most vocal, but they were by no means
alone. In December 2008, Bernstein, who
had been named Biden’s chief economist,
told the Times, “We’ll be lucky if the
unemploymentrate isbelowdoubledigits
by the end of next year.”

The Cassandras who look, in retro-
spect, the most prophetic are Carmen
ReinhartandKenRogoff. In2008, the two
economists were about to publish “This
TimeIsDifferent,” their fantasticallywell-
timed study of nine centuries of financial
crises. In their view, the administration
wasn’t being just a bit optimistic. It was
beingwildly, tragically optimistic.

That was the dark joke of the book’s
title. Everyone always thinks this time
will be different: The bubble won’t burst
because this time, tulips won’t lose their
value, or housing is a unique asset, or
sophisticated derivatives really do elimi-
nate risk. Once it bursts, they think their
economy will quickly clamber out of the
ditch because their workers are smarter
and tougher, and their policymakers are
wiserandmoreexperienced.But it almost
never does.

In March 2009, Reinhart and Rogoff
took to Newsweek to critique the “chirpy
forecasts coming from policymakers
around the globe.” The historical record,
they said, showed that “the recessions
that follow in the wake of big financial
crises tend to last far longer than normal
downturns, and to cause considerably
moredamage. If theUnited States follows
the norm of recent crises, as it has until
now, outputmay take four years to return
to its pre-crisis level. Unemployment will
continue to rise for three more years,
reaching 11 to 12 percent in 2011.”

It seems unlikely that unemployment
will return to 11 percent this year, but if
the global economy tips back into reces-
sion, anything is possible. Either way,
Rogoff and Reinhart were a lot closer to
themark thanmost forecasters.

But the administration insisted on op-
timism. There was talk of “green shoots”
and the “recovery summer.” Events in
Greece and in oil markets were chalked
up to bad luck rather than the predictable
aftershocks of a financial crisis. The
promised recovery was always just
around the corner, but it never quite
came. Eventually, the American people
stopped listening. A September poll
showed that 50 percent of Americans
thought Obama’s policies had hurt the
economy.

This time, it turned out, wasn’t differ-
ent. But could it have been?

The boot and the slog
The basic thesis of “This Time IsDiffer-

ent” is that financial crises are not like
normal recessions. Typically, a recession
results fromhigh interest rates or fluctua-
tions in the business cycle, and it corrects
itself relativelyquickly:Either theFederal
Reserve lowers rates, or consumers get
back to spending, or both.

But financial crises tend to include a
substantial amount of private debt.When
the market turns, this “overhang” of debt
acts asabooton the throatof the recovery.
People don’t take advantage of low inter-
est rates to buy a newhouse because their
first order of business is paying down
credit cards and keeping up on the mort-
gage.

In subsequent research with her hus-
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band, Vincent Reinhart, Carmen Rein-
hart looked at the recoveries following 15
post-World War II financial crises. The
results were ugly. Forget the catch-up
growth of 4 or 5 percent that so many
anticipated. Average growth rates were a
full percentage point lower in the decade
after the crisis than in the one before.

Perhaps as a result, in 10 of the 15 crises
studied, unemployment simply never —
and the Reinharts don’t mean “never in
the years we studied,” they mean never
ever — returned to its pre-crisis lows. In
90 percent of the cases in which housing-
price data were available, prices were
lower 10 years after the crash than they
were the year before it.

There is no doubt that the post-crisis
trajectory looks more like the slog Rein-
hart and Rogoff described than the rela-
tively rapid rebound predicted by the
administration andmany forecasters. Yet
even among economists who admire Re-
inhart and Rogoff ’s work, there is skepti-
cism.

One source comes inhowReinhart and
Rogoff find the economic phenomena
they’re trying to study. “There’s an identi-
fication problem,” Stiglitz says. “When
you have underlying problems that are
deep, theywill causea financial crisis, and
thecrisis itself is a symptomofunderlying
problems.”

Another is in their fatalism. “Idon’tbuy
their critique in the sense that thiswas an
inevitability,” says DeanBaker, director of
the Center for Economic and Policy Re-
search and one of the economists who
spotted the housing crisis early.

The Obama administration didn’t buy
the idea of inevitability, either. The team
craftedamulti-prongedapproachofstim-
ulus spending, programs to address the
housing market, and policy coordinated
with an activist Federal Reserve. It firmly
believed that it was better to do toomuch
than too little. Its credo was well ex-
pressedbyRomerat thatDecembermeet-
ing,whenshe told thepresident, “Wehave
to hit this with everything we’ve got.” But
in reality, the administration could only
hit it with everything it could persuade
Congress to give. And thatwasn’t enough.

Finding fault with the stimulus
Some partisans offer a simple explana-

tion for the depth and severity of the
recession: It’s the stimulus’s fault. If we
had done nothing, they say, unemploy-
ment would never have reached 10 per-
cent.

That notion doesn’t findmuch support
even among Republican economists.
Doug Holtz-Eakin is president of the
right-leaning American Action Forum
and served as Sen. John McCain’s top
economic adviser during the 2008 presi-
dential campaign. He’s no fan of the
stimulus, but he has no patience with the
idea that itmadematters worse.

“The argument that the stimulus had
zero impact andweshouldn’t havedone it
is intellectually dishonest or wrong,” he
says. “If you throw a trillion dollars at the
economy, it has an impact. I would have
preferred to do it differently, but they
needed to do something.”

A fairer assessment of the stimulus is
that it did much more than its detractors
admit, but much less than its advocates
promised.

“The thing that people who want to
argue that the stimulus failedhave to deal
with,”Bernstein says, “is that if you lookat
the trajectory of job losses, you will find
that righton theheelsof theRecoveryAct,
the rate of job losses began to diminish

and then the jobs numbers turned posi-
tive. The Recovery Act worked. The prob-
lem is we didn’t keep our foot on the
accelerator.”

That’s not the sort of success the presi-
dent had promised, though. He said the
stimuluswould “jolt our economy back to
life.” In Denver, the site of the 2008
Democratic National Convention, he said
that although “this was not the end of our
economic problems,” it was “the begin-
ning of the end.”

It wasn’t.
Critics and defenders on the left make

the same point: The stimulus was too
small. The administration underestimat-
ed the size of the recession, so it follows
that any policy to combat it would be too
small. On top of that, it had to get that
policy through Congress. So it went with
$800 billion — what Romer thought the
economy could get away with — rather
than $1.2 trillion — what she thought it
needed. Then the Senate watered the
policy down to about $700 billion. Com-
pare that with the $2.5 trillion hole we
now knowwe needed to fill.

But it is hard to credit the argument
that the stimulus could have been much
larger at the outset. This was already the
biggest stimulus in U.S. history, and con-
gressional leaders had been quite clear
with the White House: Don’t send over
anything that passes the trillion-dollar
mark. To try and double the bill’s size
based on a suspicion that the recession
was much worse than the early data
indicated would have been a hard sell, to
say the least.

Even ifCongresshadbeenmoreaccom-
modating, there was a challenge to vastly
increasing the size of the initial stimulus:
The more you spend, the less effective
each new dollar would become.

“Wewere trying to spend 10 timeswhat
had ever been spent in a year,” says Gools-
bee,whochaired theCouncil ofEconomic
Advisers until this year. “The tension was
that the biggest bang for the buck comes
from direct spending like infrastructure,
but once you use up the big-ticket items,
you eventually come to a point where the
tax cuts are better bang for the buck than
the 300 billionth infrastructure dollar.”
And tax cuts, frankly, aren’t a very good
bang for the buck.

But although the administration’s
team hoped the initial stimulus would

work, it figured that if it didn’t, it could go
back to Congress formore.

“If you’re at the barber and they don’t
cut your hair short enough, you can al-
ways ask them to go a little further,”
Bernstein says. “That’s sort of how I
thought about stimulus policy. I don’t
think we could have done more in Febru-
ary of 2009 based on political and imple-
mentation constraints. But I probably
didn’t recognize how hard it would be to
go back to the barbershop.”

The theory was that success would
beget success. Passing the stimuluswould
stabilize the economy, prove the White
House’s political mettle and deliver im-
mediate relief to millions of Americans.
Thatwould help the administration build
the political capital to pass more stimu-
lus, if necessary. But when the economy
failed to respond as predicted, the politi-
cal theory fell apart, too.

“The biggest problem we had in terms
of the loss of political capital iswe came in
and did a bunch of stuff, and things got
worse,” says Ron Klain, who served as
chief of staff to Biden. “And some of that
was just bad luck. If we didn’t have the
22nd Amendment and Barack Obama
became president in late March rather
than in late January, things would have
been much worse when we came in than
they were. And then the Recovery Act
would have come not in February, but in
May. We would already have hit bottom,
and itwould seemlike thingsweregetting
better.”

This has led to a what-if that torments
the White House’s political team: What if
it hadn’t taken on somuch? The adminis-
tration rushed from the second bucket of
bailout funds to the stimulus to the auto-
industry rescue to health care to climate
change legislation to financial regulation.
In aworldwhere the economywas steadi-
ly recovering, Obama might have
amassed a record comparable to Franklin
Roosevelt’s. But as the situation slowly
deteriorated, theAmericanpeople turned
against the administration’s crush of ini-
tiatives.The freneticpacemade theWhite
House seem inattentive and unfocused
amid amounting crisis.

But the alternative is similarly difficult
to imagine. No one believes that signifi-
cantly reining in the agenda would have
led to much more stimulus. Perhaps the
president would have benefited political-
ly fromspeakingmore about jobs and less
about health care, but then again, he had
historic majorities in both houses of Con-
gress and had come into office promising
dramatic change.

A more accurate understanding of the
recession could, however, have led to a
somewhat different stimulus — and per-
haps a more durable political strategy.
The policy was constructed at breakneck
speed,with the emphasis on gettingmon-
ey spent fast. That led tomore tax cuts, as
they could happen quickly, and less infra-
structure, as projects — particularly any-
thing more complex than road repair —
can take years to begin, by which point a
typical recession has ended of its own
volition.

Another cost of moving quickly was
that it put a premium on policies already
floating around that could be easily
droppedinto the legislation.That,accord-
ing to Holtz-Eakin, solidified Republican
opposition.

“If you’re a staffer and you have been
watching business in the House and Sen-
ate for a long time,”he says, “what you saw
them doing was pulling old ideas off the
shelf — old ideas you had fought and that

Democrats had abandoned. So Republi-
cans in Congress just hated it.”

A stimulus conducted with the Rogoff-
Reinhart lessons inmindmighthavebeen
broken into pieces and spread over a
longer time frame. The administration
could have pushed to tie key components
suchasunemploymentbenefits, stateand
local aid, and tax cuts to the unemploy-
ment rate rather than setting them to
expire after two years. With the knowl-
edge that it had years of low growth to
combat, there could have been a short-
term infrastructure component — pot-
holes, school repairs and the like — fol-
lowed, in separate legislation that Con-
gress would have had more time to con-
sider, by a long-term infrastructure com-
ponent for big investments such as
high-speed rail and health-information
technology.

But there’s little reason to believe that
would have turned unemployment num-
bers around. In fact, we have seen fairly
regularextensionsofunemploymentben-
efits and tax cuts over the past year. A bill
with a longer time frame perhaps would
have saved the administration frompolit-
ical headachesdown the road, but it could
have evenmade it harder to ask Congress
for more, as the initial policy would not
have finished spending out yet.

‘Politics on housing are hideous’
The stimulus was a bet that we could

get out of this recession through the one
path everyone can agree on: growth. The
bet was pretty much all-in, and it failed.
Reinhart and Rogoff are not particularly
surprised. It’s hard to get through a debt-
driven crisis without doing anything
about, well, debt.

In our crisis, the “debt” in question is
housing debt. Home prices have fallen
almost 33 percent since the beginning of
the crisis. All together, the nation’s hous-
ing stock is worth $8 trillion less than it
was in 2006. Andwe’re not done.Morgan
Stanley estimates there are more than
2.2 million homes sitting vacant, and
7.5 million more facing foreclosure. It is
housing debt that has weakened the
banks, andmortgage debt that is keeping
consumers from spending.

In late 2008, when the economy was
cratering,Holtz-Eakin convincedMcCain
that the way out of a housing crisis was to
tackle housing debt directly. “What we
proposed at the time was to buy up the
troubled mortgages, pay them off and let
people refinance at the lower rates,” he
recalls. “That would have filled up the
negative equity and healed bank balance
sheets.”

To this day, Holtz-Eakin thinks the
proposal made sense. There was one
problem. “Noone liked that plan,” he says.
“In fact, they hated it. The politics on
housing are hideous.”

The Obama administration, perhaps
cognizantof thepolitics,wasnotnearly so
bold. It focused on stimulus rather than
housing debt. The idea was that if people
could keep their jobs and pay their bills,
they couldpay theirmortgages.But today,
few on theObama teamwill mountmuch
of a defense of its housing policy.

Its efforts to heal the troubled market
at the core of the financial crisis are
widely considered weak and ineffective.
The Home Affordable Modification Pro-
gram, which proposed to pay mortgage
servicers to renegotiate with financially
stressed homeowners, couldn’t persuade
the servicers to play ball and so has left
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Reality worse than nightmare scenario

The Recovery Act worked. The problem is we didn’t keep our foot on the accelerator.”
— Jared Bernstein, former chief economist and economic policy adviser to Vice President Biden

Shrinking economy

Annual rate at which the economy
shrank in the final quarter of 2008:

3.8%
Initial projection by the Bureau of

Economic Analysis

6.2%
Revision released months later

6.3%
A further revision

8.9%
Actual rate at which the economy

contracted. Figure released this year.
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President Obama, back to camera, attends an economic meeting at theWhite House in October 2009. The administration crafted amulti-pronged approach of
stimulus spending, housing market programs and policy coordinated with the Federal Reserve. Even with the bailout, unemployment shot past 10 percent that year.
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The issue is the graph on Page 1. It
shows two blue lines sloping gently up-
ward and then drifting back down. The
darker line — “With recovery plan” —
forecasts unemployment peaking at
8 percent in 2009 and falling back below
7 percent in late 2010.

Three years later, with the economy
still in tatters, that line has formed the
coreof thecaseagainst theObamaadmin-
istration’s economic policies. That line
lets Republicans talk about “the failed
stimulus.” That line that has discredited
theWhiteHouse’s economic policy.

But the other line— “Without recovery
plan” — is more instructive. It shows
unemployment peaking at 9 percent in
2010 and falling below 7 percent by the
end of this year. That’s the line the admin-
istrationused to scareCongress intopass-
ing the single largest economic recovery
package in American history. That line is
the nightmare scenario.

And yet this is the cold, hard fact of the
past three years: The reality has been
worse than the administration’s night-
mare scenario. Even with the stimulus,
unemployment shot past 10 percent in
2009.

To understand how the administration
got it sowrong,weneed to lookat thedata
it was looking at.

The Bureau of Economic Analysis, the
agency charged with measuring the size
and growth of the U.S. economy, initially
projected that the economy shrank at an
annual rate of 3.8 percent in the last
quarter of 2008.Months later, the bureau
almost doubled that estimate, saying the
number was 6.2 percent. Then it was
revised to 6.3 percent. But it wasn’t until
this year that the actual number was
revealed:8.9percent.Thatmakes itoneof
the worst quarters in American history.
Bernstein and Romer knew in 2008 that
the economy had sustained a tough blow;
theydidn’tknowthat ithadbeenrunover
by a truck.

There were certainly economists who
argued that the recession was going to be
worse than the forecasts. Nobel laureates
KrugmanandJoeStiglitzwere among the
most vocal, but they were by no means
alone. In December 2008, Bernstein, who
had been named Biden’s chief economist,
told the Times, “We’ll be lucky if the
unemploymentrate isbelowdoubledigits
by the end of next year.”

The Cassandras who look, in retro-
spect, the most prophetic are Carmen
ReinhartandKenRogoff. In2008, the two
economists were about to publish “This
TimeIsDifferent,” their fantasticallywell-
timed study of nine centuries of financial
crises. In their view, the administration
wasn’t being just a bit optimistic. It was
beingwildly, tragically optimistic.

That was the dark joke of the book’s
title. Everyone always thinks this time
will be different: The bubble won’t burst
because this time, tulips won’t lose their
value, or housing is a unique asset, or
sophisticated derivatives really do elimi-
nate risk. Once it bursts, they think their
economy will quickly clamber out of the
ditch because their workers are smarter
and tougher, and their policymakers are
wiserandmoreexperienced.But it almost
never does.

In March 2009, Reinhart and Rogoff
took to Newsweek to critique the “chirpy
forecasts coming from policymakers
around the globe.” The historical record,
they said, showed that “the recessions
that follow in the wake of big financial
crises tend to last far longer than normal
downturns, and to cause considerably
moredamage. If theUnited States follows
the norm of recent crises, as it has until
now, outputmay take four years to return
to its pre-crisis level. Unemployment will
continue to rise for three more years,
reaching 11 to 12 percent in 2011.”

It seems unlikely that unemployment
will return to 11 percent this year, but if
the global economy tips back into reces-
sion, anything is possible. Either way,
Rogoff and Reinhart were a lot closer to
themark thanmost forecasters.

But the administration insisted on op-
timism. There was talk of “green shoots”
and the “recovery summer.” Events in
Greece and in oil markets were chalked
up to bad luck rather than the predictable
aftershocks of a financial crisis. The
promised recovery was always just
around the corner, but it never quite
came. Eventually, the American people
stopped listening. A September poll
showed that 50 percent of Americans
thought Obama’s policies had hurt the
economy.

This time, it turned out, wasn’t differ-
ent. But could it have been?

The boot and the slog
The basic thesis of “This Time IsDiffer-

ent” is that financial crises are not like
normal recessions. Typically, a recession
results fromhigh interest rates or fluctua-
tions in the business cycle, and it corrects
itself relativelyquickly:Either theFederal
Reserve lowers rates, or consumers get
back to spending, or both.

But financial crises tend to include a
substantial amount of private debt.When
the market turns, this “overhang” of debt
acts asabooton the throatof the recovery.
People don’t take advantage of low inter-
est rates to buy a newhouse because their
first order of business is paying down
credit cards and keeping up on the mort-
gage.

In subsequent research with her hus-
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band, Vincent Reinhart, Carmen Rein-
hart looked at the recoveries following 15
post-World War II financial crises. The
results were ugly. Forget the catch-up
growth of 4 or 5 percent that so many
anticipated. Average growth rates were a
full percentage point lower in the decade
after the crisis than in the one before.

Perhaps as a result, in 10 of the 15 crises
studied, unemployment simply never —
and the Reinharts don’t mean “never in
the years we studied,” they mean never
ever — returned to its pre-crisis lows. In
90 percent of the cases in which housing-
price data were available, prices were
lower 10 years after the crash than they
were the year before it.

There is no doubt that the post-crisis
trajectory looks more like the slog Rein-
hart and Rogoff described than the rela-
tively rapid rebound predicted by the
administration andmany forecasters. Yet
even among economists who admire Re-
inhart and Rogoff ’s work, there is skepti-
cism.

One source comes inhowReinhart and
Rogoff find the economic phenomena
they’re trying to study. “There’s an identi-
fication problem,” Stiglitz says. “When
you have underlying problems that are
deep, theywill causea financial crisis, and
thecrisis itself is a symptomofunderlying
problems.”

Another is in their fatalism. “Idon’tbuy
their critique in the sense that thiswas an
inevitability,” says DeanBaker, director of
the Center for Economic and Policy Re-
search and one of the economists who
spotted the housing crisis early.

The Obama administration didn’t buy
the idea of inevitability, either. The team
craftedamulti-prongedapproachofstim-
ulus spending, programs to address the
housing market, and policy coordinated
with an activist Federal Reserve. It firmly
believed that it was better to do toomuch
than too little. Its credo was well ex-
pressedbyRomerat thatDecembermeet-
ing,whenshe told thepresident, “Wehave
to hit this with everything we’ve got.” But
in reality, the administration could only
hit it with everything it could persuade
Congress to give. And thatwasn’t enough.

Finding fault with the stimulus
Some partisans offer a simple explana-

tion for the depth and severity of the
recession: It’s the stimulus’s fault. If we
had done nothing, they say, unemploy-
ment would never have reached 10 per-
cent.

That notion doesn’t findmuch support
even among Republican economists.
Doug Holtz-Eakin is president of the
right-leaning American Action Forum
and served as Sen. John McCain’s top
economic adviser during the 2008 presi-
dential campaign. He’s no fan of the
stimulus, but he has no patience with the
idea that itmadematters worse.

“The argument that the stimulus had
zero impact andweshouldn’t havedone it
is intellectually dishonest or wrong,” he
says. “If you throw a trillion dollars at the
economy, it has an impact. I would have
preferred to do it differently, but they
needed to do something.”

A fairer assessment of the stimulus is
that it did much more than its detractors
admit, but much less than its advocates
promised.

“The thing that people who want to
argue that the stimulus failedhave to deal
with,”Bernstein says, “is that if you lookat
the trajectory of job losses, you will find
that righton theheelsof theRecoveryAct,
the rate of job losses began to diminish

and then the jobs numbers turned posi-
tive. The Recovery Act worked. The prob-
lem is we didn’t keep our foot on the
accelerator.”

That’s not the sort of success the presi-
dent had promised, though. He said the
stimuluswould “jolt our economy back to
life.” In Denver, the site of the 2008
Democratic National Convention, he said
that although “this was not the end of our
economic problems,” it was “the begin-
ning of the end.”

It wasn’t.
Critics and defenders on the left make

the same point: The stimulus was too
small. The administration underestimat-
ed the size of the recession, so it follows
that any policy to combat it would be too
small. On top of that, it had to get that
policy through Congress. So it went with
$800 billion — what Romer thought the
economy could get away with — rather
than $1.2 trillion — what she thought it
needed. Then the Senate watered the
policy down to about $700 billion. Com-
pare that with the $2.5 trillion hole we
now knowwe needed to fill.

But it is hard to credit the argument
that the stimulus could have been much
larger at the outset. This was already the
biggest stimulus in U.S. history, and con-
gressional leaders had been quite clear
with the White House: Don’t send over
anything that passes the trillion-dollar
mark. To try and double the bill’s size
based on a suspicion that the recession
was much worse than the early data
indicated would have been a hard sell, to
say the least.

Even ifCongresshadbeenmoreaccom-
modating, there was a challenge to vastly
increasing the size of the initial stimulus:
The more you spend, the less effective
each new dollar would become.

“Wewere trying to spend 10 timeswhat
had ever been spent in a year,” says Gools-
bee,whochaired theCouncil ofEconomic
Advisers until this year. “The tension was
that the biggest bang for the buck comes
from direct spending like infrastructure,
but once you use up the big-ticket items,
you eventually come to a point where the
tax cuts are better bang for the buck than
the 300 billionth infrastructure dollar.”
And tax cuts, frankly, aren’t a very good
bang for the buck.

But although the administration’s
team hoped the initial stimulus would

work, it figured that if it didn’t, it could go
back to Congress formore.

“If you’re at the barber and they don’t
cut your hair short enough, you can al-
ways ask them to go a little further,”
Bernstein says. “That’s sort of how I
thought about stimulus policy. I don’t
think we could have done more in Febru-
ary of 2009 based on political and imple-
mentation constraints. But I probably
didn’t recognize how hard it would be to
go back to the barbershop.”

The theory was that success would
beget success. Passing the stimuluswould
stabilize the economy, prove the White
House’s political mettle and deliver im-
mediate relief to millions of Americans.
Thatwould help the administration build
the political capital to pass more stimu-
lus, if necessary. But when the economy
failed to respond as predicted, the politi-
cal theory fell apart, too.

“The biggest problem we had in terms
of the loss of political capital iswe came in
and did a bunch of stuff, and things got
worse,” says Ron Klain, who served as
chief of staff to Biden. “And some of that
was just bad luck. If we didn’t have the
22nd Amendment and Barack Obama
became president in late March rather
than in late January, things would have
been much worse when we came in than
they were. And then the Recovery Act
would have come not in February, but in
May. We would already have hit bottom,
and itwould seemlike thingsweregetting
better.”

This has led to a what-if that torments
the White House’s political team: What if
it hadn’t taken on somuch? The adminis-
tration rushed from the second bucket of
bailout funds to the stimulus to the auto-
industry rescue to health care to climate
change legislation to financial regulation.
In aworldwhere the economywas steadi-
ly recovering, Obama might have
amassed a record comparable to Franklin
Roosevelt’s. But as the situation slowly
deteriorated, theAmericanpeople turned
against the administration’s crush of ini-
tiatives.The freneticpacemade theWhite
House seem inattentive and unfocused
amid amounting crisis.

But the alternative is similarly difficult
to imagine. No one believes that signifi-
cantly reining in the agenda would have
led to much more stimulus. Perhaps the
president would have benefited political-
ly fromspeakingmore about jobs and less
about health care, but then again, he had
historic majorities in both houses of Con-
gress and had come into office promising
dramatic change.

A more accurate understanding of the
recession could, however, have led to a
somewhat different stimulus — and per-
haps a more durable political strategy.
The policy was constructed at breakneck
speed,with the emphasis on gettingmon-
ey spent fast. That led tomore tax cuts, as
they could happen quickly, and less infra-
structure, as projects — particularly any-
thing more complex than road repair —
can take years to begin, by which point a
typical recession has ended of its own
volition.

Another cost of moving quickly was
that it put a premium on policies already
floating around that could be easily
droppedinto the legislation.That,accord-
ing to Holtz-Eakin, solidified Republican
opposition.

“If you’re a staffer and you have been
watching business in the House and Sen-
ate for a long time,”he says, “what you saw
them doing was pulling old ideas off the
shelf — old ideas you had fought and that

Democrats had abandoned. So Republi-
cans in Congress just hated it.”

A stimulus conducted with the Rogoff-
Reinhart lessons inmindmighthavebeen
broken into pieces and spread over a
longer time frame. The administration
could have pushed to tie key components
suchasunemploymentbenefits, stateand
local aid, and tax cuts to the unemploy-
ment rate rather than setting them to
expire after two years. With the knowl-
edge that it had years of low growth to
combat, there could have been a short-
term infrastructure component — pot-
holes, school repairs and the like — fol-
lowed, in separate legislation that Con-
gress would have had more time to con-
sider, by a long-term infrastructure com-
ponent for big investments such as
high-speed rail and health-information
technology.

But there’s little reason to believe that
would have turned unemployment num-
bers around. In fact, we have seen fairly
regularextensionsofunemploymentben-
efits and tax cuts over the past year. A bill
with a longer time frame perhaps would
have saved the administration frompolit-
ical headachesdown the road, but it could
have evenmade it harder to ask Congress
for more, as the initial policy would not
have finished spending out yet.

‘Politics on housing are hideous’
The stimulus was a bet that we could

get out of this recession through the one
path everyone can agree on: growth. The
bet was pretty much all-in, and it failed.
Reinhart and Rogoff are not particularly
surprised. It’s hard to get through a debt-
driven crisis without doing anything
about, well, debt.

In our crisis, the “debt” in question is
housing debt. Home prices have fallen
almost 33 percent since the beginning of
the crisis. All together, the nation’s hous-
ing stock is worth $8 trillion less than it
was in 2006. Andwe’re not done.Morgan
Stanley estimates there are more than
2.2 million homes sitting vacant, and
7.5 million more facing foreclosure. It is
housing debt that has weakened the
banks, andmortgage debt that is keeping
consumers from spending.

In late 2008, when the economy was
cratering,Holtz-Eakin convincedMcCain
that the way out of a housing crisis was to
tackle housing debt directly. “What we
proposed at the time was to buy up the
troubled mortgages, pay them off and let
people refinance at the lower rates,” he
recalls. “That would have filled up the
negative equity and healed bank balance
sheets.”

To this day, Holtz-Eakin thinks the
proposal made sense. There was one
problem. “Noone liked that plan,” he says.
“In fact, they hated it. The politics on
housing are hideous.”

The Obama administration, perhaps
cognizantof thepolitics,wasnotnearly so
bold. It focused on stimulus rather than
housing debt. The idea was that if people
could keep their jobs and pay their bills,
they couldpay theirmortgages.But today,
few on theObama teamwill mountmuch
of a defense of its housing policy.

Its efforts to heal the troubled market
at the core of the financial crisis are
widely considered weak and ineffective.
The Home Affordable Modification Pro-
gram, which proposed to pay mortgage
servicers to renegotiate with financially
stressed homeowners, couldn’t persuade
the servicers to play ball and so has left
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Reality worse than nightmare scenario

The Recovery Act worked. The problem is we didn’t keep our foot on the accelerator.”
— Jared Bernstein, former chief economist and economic policy adviser to Vice President Biden

Shrinking economy

Annual rate at which the economy
shrank in the final quarter of 2008:

3.8%
Initial projection by the Bureau of

Economic Analysis

6.2%
Revision released months later

6.3%
A further revision

8.9%
Actual rate at which the economy

contracted. Figure released this year.
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President Obama, back to camera, attends an economic meeting at theWhite House in October 2009. The administration crafted amulti-pronged approach of
stimulus spending, housing market programs and policy coordinated with the Federal Reserve. Even with the bailout, unemployment shot past 10 percent that year.
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The issue is the graph on Page 1. It
shows two blue lines sloping gently up-
ward and then drifting back down. The
darker line — “With recovery plan” —
forecasts unemployment peaking at
8 percent in 2009 and falling back below
7 percent in late 2010.

Three years later, with the economy
still in tatters, that line has formed the
coreof thecaseagainst theObamaadmin-
istration’s economic policies. That line
lets Republicans talk about “the failed
stimulus.” That line that has discredited
theWhiteHouse’s economic policy.

But the other line— “Without recovery
plan” — is more instructive. It shows
unemployment peaking at 9 percent in
2010 and falling below 7 percent by the
end of this year. That’s the line the admin-
istrationused to scareCongress intopass-
ing the single largest economic recovery
package in American history. That line is
the nightmare scenario.

And yet this is the cold, hard fact of the
past three years: The reality has been
worse than the administration’s night-
mare scenario. Even with the stimulus,
unemployment shot past 10 percent in
2009.

To understand how the administration
got it sowrong,weneed to lookat thedata
it was looking at.

The Bureau of Economic Analysis, the
agency charged with measuring the size
and growth of the U.S. economy, initially
projected that the economy shrank at an
annual rate of 3.8 percent in the last
quarter of 2008.Months later, the bureau
almost doubled that estimate, saying the
number was 6.2 percent. Then it was
revised to 6.3 percent. But it wasn’t until
this year that the actual number was
revealed:8.9percent.Thatmakes itoneof
the worst quarters in American history.
Bernstein and Romer knew in 2008 that
the economy had sustained a tough blow;
theydidn’tknowthat ithadbeenrunover
by a truck.

There were certainly economists who
argued that the recession was going to be
worse than the forecasts. Nobel laureates
KrugmanandJoeStiglitzwere among the
most vocal, but they were by no means
alone. In December 2008, Bernstein, who
had been named Biden’s chief economist,
told the Times, “We’ll be lucky if the
unemploymentrate isbelowdoubledigits
by the end of next year.”

The Cassandras who look, in retro-
spect, the most prophetic are Carmen
ReinhartandKenRogoff. In2008, the two
economists were about to publish “This
TimeIsDifferent,” their fantasticallywell-
timed study of nine centuries of financial
crises. In their view, the administration
wasn’t being just a bit optimistic. It was
beingwildly, tragically optimistic.

That was the dark joke of the book’s
title. Everyone always thinks this time
will be different: The bubble won’t burst
because this time, tulips won’t lose their
value, or housing is a unique asset, or
sophisticated derivatives really do elimi-
nate risk. Once it bursts, they think their
economy will quickly clamber out of the
ditch because their workers are smarter
and tougher, and their policymakers are
wiserandmoreexperienced.But it almost
never does.

In March 2009, Reinhart and Rogoff
took to Newsweek to critique the “chirpy
forecasts coming from policymakers
around the globe.” The historical record,
they said, showed that “the recessions
that follow in the wake of big financial
crises tend to last far longer than normal
downturns, and to cause considerably
moredamage. If theUnited States follows
the norm of recent crises, as it has until
now, outputmay take four years to return
to its pre-crisis level. Unemployment will
continue to rise for three more years,
reaching 11 to 12 percent in 2011.”

It seems unlikely that unemployment
will return to 11 percent this year, but if
the global economy tips back into reces-
sion, anything is possible. Either way,
Rogoff and Reinhart were a lot closer to
themark thanmost forecasters.

But the administration insisted on op-
timism. There was talk of “green shoots”
and the “recovery summer.” Events in
Greece and in oil markets were chalked
up to bad luck rather than the predictable
aftershocks of a financial crisis. The
promised recovery was always just
around the corner, but it never quite
came. Eventually, the American people
stopped listening. A September poll
showed that 50 percent of Americans
thought Obama’s policies had hurt the
economy.

This time, it turned out, wasn’t differ-
ent. But could it have been?

The boot and the slog
The basic thesis of “This Time IsDiffer-

ent” is that financial crises are not like
normal recessions. Typically, a recession
results fromhigh interest rates or fluctua-
tions in the business cycle, and it corrects
itself relativelyquickly:Either theFederal
Reserve lowers rates, or consumers get
back to spending, or both.

But financial crises tend to include a
substantial amount of private debt.When
the market turns, this “overhang” of debt
acts asabooton the throatof the recovery.
People don’t take advantage of low inter-
est rates to buy a newhouse because their
first order of business is paying down
credit cards and keeping up on the mort-
gage.

In subsequent research with her hus-
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band, Vincent Reinhart, Carmen Rein-
hart looked at the recoveries following 15
post-World War II financial crises. The
results were ugly. Forget the catch-up
growth of 4 or 5 percent that so many
anticipated. Average growth rates were a
full percentage point lower in the decade
after the crisis than in the one before.

Perhaps as a result, in 10 of the 15 crises
studied, unemployment simply never —
and the Reinharts don’t mean “never in
the years we studied,” they mean never
ever — returned to its pre-crisis lows. In
90 percent of the cases in which housing-
price data were available, prices were
lower 10 years after the crash than they
were the year before it.

There is no doubt that the post-crisis
trajectory looks more like the slog Rein-
hart and Rogoff described than the rela-
tively rapid rebound predicted by the
administration andmany forecasters. Yet
even among economists who admire Re-
inhart and Rogoff ’s work, there is skepti-
cism.

One source comes inhowReinhart and
Rogoff find the economic phenomena
they’re trying to study. “There’s an identi-
fication problem,” Stiglitz says. “When
you have underlying problems that are
deep, theywill causea financial crisis, and
thecrisis itself is a symptomofunderlying
problems.”

Another is in their fatalism. “Idon’tbuy
their critique in the sense that thiswas an
inevitability,” says DeanBaker, director of
the Center for Economic and Policy Re-
search and one of the economists who
spotted the housing crisis early.

The Obama administration didn’t buy
the idea of inevitability, either. The team
craftedamulti-prongedapproachofstim-
ulus spending, programs to address the
housing market, and policy coordinated
with an activist Federal Reserve. It firmly
believed that it was better to do toomuch
than too little. Its credo was well ex-
pressedbyRomerat thatDecembermeet-
ing,whenshe told thepresident, “Wehave
to hit this with everything we’ve got.” But
in reality, the administration could only
hit it with everything it could persuade
Congress to give. And thatwasn’t enough.

Finding fault with the stimulus
Some partisans offer a simple explana-

tion for the depth and severity of the
recession: It’s the stimulus’s fault. If we
had done nothing, they say, unemploy-
ment would never have reached 10 per-
cent.

That notion doesn’t findmuch support
even among Republican economists.
Doug Holtz-Eakin is president of the
right-leaning American Action Forum
and served as Sen. John McCain’s top
economic adviser during the 2008 presi-
dential campaign. He’s no fan of the
stimulus, but he has no patience with the
idea that itmadematters worse.

“The argument that the stimulus had
zero impact andweshouldn’t havedone it
is intellectually dishonest or wrong,” he
says. “If you throw a trillion dollars at the
economy, it has an impact. I would have
preferred to do it differently, but they
needed to do something.”

A fairer assessment of the stimulus is
that it did much more than its detractors
admit, but much less than its advocates
promised.

“The thing that people who want to
argue that the stimulus failedhave to deal
with,”Bernstein says, “is that if you lookat
the trajectory of job losses, you will find
that righton theheelsof theRecoveryAct,
the rate of job losses began to diminish

and then the jobs numbers turned posi-
tive. The Recovery Act worked. The prob-
lem is we didn’t keep our foot on the
accelerator.”

That’s not the sort of success the presi-
dent had promised, though. He said the
stimuluswould “jolt our economy back to
life.” In Denver, the site of the 2008
Democratic National Convention, he said
that although “this was not the end of our
economic problems,” it was “the begin-
ning of the end.”

It wasn’t.
Critics and defenders on the left make

the same point: The stimulus was too
small. The administration underestimat-
ed the size of the recession, so it follows
that any policy to combat it would be too
small. On top of that, it had to get that
policy through Congress. So it went with
$800 billion — what Romer thought the
economy could get away with — rather
than $1.2 trillion — what she thought it
needed. Then the Senate watered the
policy down to about $700 billion. Com-
pare that with the $2.5 trillion hole we
now knowwe needed to fill.

But it is hard to credit the argument
that the stimulus could have been much
larger at the outset. This was already the
biggest stimulus in U.S. history, and con-
gressional leaders had been quite clear
with the White House: Don’t send over
anything that passes the trillion-dollar
mark. To try and double the bill’s size
based on a suspicion that the recession
was much worse than the early data
indicated would have been a hard sell, to
say the least.

Even ifCongresshadbeenmoreaccom-
modating, there was a challenge to vastly
increasing the size of the initial stimulus:
The more you spend, the less effective
each new dollar would become.

“Wewere trying to spend 10 timeswhat
had ever been spent in a year,” says Gools-
bee,whochaired theCouncil ofEconomic
Advisers until this year. “The tension was
that the biggest bang for the buck comes
from direct spending like infrastructure,
but once you use up the big-ticket items,
you eventually come to a point where the
tax cuts are better bang for the buck than
the 300 billionth infrastructure dollar.”
And tax cuts, frankly, aren’t a very good
bang for the buck.

But although the administration’s
team hoped the initial stimulus would

work, it figured that if it didn’t, it could go
back to Congress formore.

“If you’re at the barber and they don’t
cut your hair short enough, you can al-
ways ask them to go a little further,”
Bernstein says. “That’s sort of how I
thought about stimulus policy. I don’t
think we could have done more in Febru-
ary of 2009 based on political and imple-
mentation constraints. But I probably
didn’t recognize how hard it would be to
go back to the barbershop.”

The theory was that success would
beget success. Passing the stimuluswould
stabilize the economy, prove the White
House’s political mettle and deliver im-
mediate relief to millions of Americans.
Thatwould help the administration build
the political capital to pass more stimu-
lus, if necessary. But when the economy
failed to respond as predicted, the politi-
cal theory fell apart, too.

“The biggest problem we had in terms
of the loss of political capital iswe came in
and did a bunch of stuff, and things got
worse,” says Ron Klain, who served as
chief of staff to Biden. “And some of that
was just bad luck. If we didn’t have the
22nd Amendment and Barack Obama
became president in late March rather
than in late January, things would have
been much worse when we came in than
they were. And then the Recovery Act
would have come not in February, but in
May. We would already have hit bottom,
and itwould seemlike thingsweregetting
better.”

This has led to a what-if that torments
the White House’s political team: What if
it hadn’t taken on somuch? The adminis-
tration rushed from the second bucket of
bailout funds to the stimulus to the auto-
industry rescue to health care to climate
change legislation to financial regulation.
In aworldwhere the economywas steadi-
ly recovering, Obama might have
amassed a record comparable to Franklin
Roosevelt’s. But as the situation slowly
deteriorated, theAmericanpeople turned
against the administration’s crush of ini-
tiatives.The freneticpacemade theWhite
House seem inattentive and unfocused
amid amounting crisis.

But the alternative is similarly difficult
to imagine. No one believes that signifi-
cantly reining in the agenda would have
led to much more stimulus. Perhaps the
president would have benefited political-
ly fromspeakingmore about jobs and less
about health care, but then again, he had
historic majorities in both houses of Con-
gress and had come into office promising
dramatic change.

A more accurate understanding of the
recession could, however, have led to a
somewhat different stimulus — and per-
haps a more durable political strategy.
The policy was constructed at breakneck
speed,with the emphasis on gettingmon-
ey spent fast. That led tomore tax cuts, as
they could happen quickly, and less infra-
structure, as projects — particularly any-
thing more complex than road repair —
can take years to begin, by which point a
typical recession has ended of its own
volition.

Another cost of moving quickly was
that it put a premium on policies already
floating around that could be easily
droppedinto the legislation.That,accord-
ing to Holtz-Eakin, solidified Republican
opposition.

“If you’re a staffer and you have been
watching business in the House and Sen-
ate for a long time,”he says, “what you saw
them doing was pulling old ideas off the
shelf — old ideas you had fought and that

Democrats had abandoned. So Republi-
cans in Congress just hated it.”

A stimulus conducted with the Rogoff-
Reinhart lessons inmindmighthavebeen
broken into pieces and spread over a
longer time frame. The administration
could have pushed to tie key components
suchasunemploymentbenefits, stateand
local aid, and tax cuts to the unemploy-
ment rate rather than setting them to
expire after two years. With the knowl-
edge that it had years of low growth to
combat, there could have been a short-
term infrastructure component — pot-
holes, school repairs and the like — fol-
lowed, in separate legislation that Con-
gress would have had more time to con-
sider, by a long-term infrastructure com-
ponent for big investments such as
high-speed rail and health-information
technology.

But there’s little reason to believe that
would have turned unemployment num-
bers around. In fact, we have seen fairly
regularextensionsofunemploymentben-
efits and tax cuts over the past year. A bill
with a longer time frame perhaps would
have saved the administration frompolit-
ical headachesdown the road, but it could
have evenmade it harder to ask Congress
for more, as the initial policy would not
have finished spending out yet.

‘Politics on housing are hideous’
The stimulus was a bet that we could

get out of this recession through the one
path everyone can agree on: growth. The
bet was pretty much all-in, and it failed.
Reinhart and Rogoff are not particularly
surprised. It’s hard to get through a debt-
driven crisis without doing anything
about, well, debt.

In our crisis, the “debt” in question is
housing debt. Home prices have fallen
almost 33 percent since the beginning of
the crisis. All together, the nation’s hous-
ing stock is worth $8 trillion less than it
was in 2006. Andwe’re not done.Morgan
Stanley estimates there are more than
2.2 million homes sitting vacant, and
7.5 million more facing foreclosure. It is
housing debt that has weakened the
banks, andmortgage debt that is keeping
consumers from spending.

In late 2008, when the economy was
cratering,Holtz-Eakin convincedMcCain
that the way out of a housing crisis was to
tackle housing debt directly. “What we
proposed at the time was to buy up the
troubled mortgages, pay them off and let
people refinance at the lower rates,” he
recalls. “That would have filled up the
negative equity and healed bank balance
sheets.”

To this day, Holtz-Eakin thinks the
proposal made sense. There was one
problem. “Noone liked that plan,” he says.
“In fact, they hated it. The politics on
housing are hideous.”

The Obama administration, perhaps
cognizantof thepolitics,wasnotnearly so
bold. It focused on stimulus rather than
housing debt. The idea was that if people
could keep their jobs and pay their bills,
they couldpay theirmortgages.But today,
few on theObama teamwill mountmuch
of a defense of its housing policy.

Its efforts to heal the troubled market
at the core of the financial crisis are
widely considered weak and ineffective.
The Home Affordable Modification Pro-
gram, which proposed to pay mortgage
servicers to renegotiate with financially
stressed homeowners, couldn’t persuade
the servicers to play ball and so has left
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Reality worse than nightmare scenario

The Recovery Act worked. The problem is we didn’t keep our foot on the accelerator.”
— Jared Bernstein, former chief economist and economic policy adviser to Vice President Biden

Shrinking economy

Annual rate at which the economy
shrank in the final quarter of 2008:

3.8%
Initial projection by the Bureau of

Economic Analysis

6.2%
Revision released months later

6.3%
A further revision

8.9%
Actual rate at which the economy

contracted. Figure released this year.
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President Obama, back to camera, attends an economic meeting at theWhite House in October 2009. The administration crafted amulti-pronged approach of
stimulus spending, housing market programs and policy coordinated with the Federal Reserve. Even with the bailout, unemployment shot past 10 percent that year.
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The issue is the graph on Page 1. It
shows two blue lines sloping gently up-
ward and then drifting back down. The
darker line — “With recovery plan” —
forecasts unemployment peaking at
8 percent in 2009 and falling back below
7 percent in late 2010.

Three years later, with the economy
still in tatters, that line has formed the
coreof thecaseagainst theObamaadmin-
istration’s economic policies. That line
lets Republicans talk about “the failed
stimulus.” That line that has discredited
theWhiteHouse’s economic policy.

But the other line— “Without recovery
plan” — is more instructive. It shows
unemployment peaking at 9 percent in
2010 and falling below 7 percent by the
end of this year. That’s the line the admin-
istrationused to scareCongress intopass-
ing the single largest economic recovery
package in American history. That line is
the nightmare scenario.

And yet this is the cold, hard fact of the
past three years: The reality has been
worse than the administration’s night-
mare scenario. Even with the stimulus,
unemployment shot past 10 percent in
2009.

To understand how the administration
got it sowrong,weneed to lookat thedata
it was looking at.

The Bureau of Economic Analysis, the
agency charged with measuring the size
and growth of the U.S. economy, initially
projected that the economy shrank at an
annual rate of 3.8 percent in the last
quarter of 2008.Months later, the bureau
almost doubled that estimate, saying the
number was 6.2 percent. Then it was
revised to 6.3 percent. But it wasn’t until
this year that the actual number was
revealed:8.9percent.Thatmakes itoneof
the worst quarters in American history.
Bernstein and Romer knew in 2008 that
the economy had sustained a tough blow;
theydidn’tknowthat ithadbeenrunover
by a truck.

There were certainly economists who
argued that the recession was going to be
worse than the forecasts. Nobel laureates
KrugmanandJoeStiglitzwere among the
most vocal, but they were by no means
alone. In December 2008, Bernstein, who
had been named Biden’s chief economist,
told the Times, “We’ll be lucky if the
unemploymentrate isbelowdoubledigits
by the end of next year.”

The Cassandras who look, in retro-
spect, the most prophetic are Carmen
ReinhartandKenRogoff. In2008, the two
economists were about to publish “This
TimeIsDifferent,” their fantasticallywell-
timed study of nine centuries of financial
crises. In their view, the administration
wasn’t being just a bit optimistic. It was
beingwildly, tragically optimistic.

That was the dark joke of the book’s
title. Everyone always thinks this time
will be different: The bubble won’t burst
because this time, tulips won’t lose their
value, or housing is a unique asset, or
sophisticated derivatives really do elimi-
nate risk. Once it bursts, they think their
economy will quickly clamber out of the
ditch because their workers are smarter
and tougher, and their policymakers are
wiserandmoreexperienced.But it almost
never does.

In March 2009, Reinhart and Rogoff
took to Newsweek to critique the “chirpy
forecasts coming from policymakers
around the globe.” The historical record,
they said, showed that “the recessions
that follow in the wake of big financial
crises tend to last far longer than normal
downturns, and to cause considerably
moredamage. If theUnited States follows
the norm of recent crises, as it has until
now, outputmay take four years to return
to its pre-crisis level. Unemployment will
continue to rise for three more years,
reaching 11 to 12 percent in 2011.”

It seems unlikely that unemployment
will return to 11 percent this year, but if
the global economy tips back into reces-
sion, anything is possible. Either way,
Rogoff and Reinhart were a lot closer to
themark thanmost forecasters.

But the administration insisted on op-
timism. There was talk of “green shoots”
and the “recovery summer.” Events in
Greece and in oil markets were chalked
up to bad luck rather than the predictable
aftershocks of a financial crisis. The
promised recovery was always just
around the corner, but it never quite
came. Eventually, the American people
stopped listening. A September poll
showed that 50 percent of Americans
thought Obama’s policies had hurt the
economy.

This time, it turned out, wasn’t differ-
ent. But could it have been?

The boot and the slog
The basic thesis of “This Time IsDiffer-

ent” is that financial crises are not like
normal recessions. Typically, a recession
results fromhigh interest rates or fluctua-
tions in the business cycle, and it corrects
itself relativelyquickly:Either theFederal
Reserve lowers rates, or consumers get
back to spending, or both.

But financial crises tend to include a
substantial amount of private debt.When
the market turns, this “overhang” of debt
acts asabooton the throatof the recovery.
People don’t take advantage of low inter-
est rates to buy a newhouse because their
first order of business is paying down
credit cards and keeping up on the mort-
gage.

In subsequent research with her hus-
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band, Vincent Reinhart, Carmen Rein-
hart looked at the recoveries following 15
post-World War II financial crises. The
results were ugly. Forget the catch-up
growth of 4 or 5 percent that so many
anticipated. Average growth rates were a
full percentage point lower in the decade
after the crisis than in the one before.

Perhaps as a result, in 10 of the 15 crises
studied, unemployment simply never —
and the Reinharts don’t mean “never in
the years we studied,” they mean never
ever — returned to its pre-crisis lows. In
90 percent of the cases in which housing-
price data were available, prices were
lower 10 years after the crash than they
were the year before it.

There is no doubt that the post-crisis
trajectory looks more like the slog Rein-
hart and Rogoff described than the rela-
tively rapid rebound predicted by the
administration andmany forecasters. Yet
even among economists who admire Re-
inhart and Rogoff ’s work, there is skepti-
cism.

One source comes inhowReinhart and
Rogoff find the economic phenomena
they’re trying to study. “There’s an identi-
fication problem,” Stiglitz says. “When
you have underlying problems that are
deep, theywill causea financial crisis, and
thecrisis itself is a symptomofunderlying
problems.”

Another is in their fatalism. “Idon’tbuy
their critique in the sense that thiswas an
inevitability,” says DeanBaker, director of
the Center for Economic and Policy Re-
search and one of the economists who
spotted the housing crisis early.

The Obama administration didn’t buy
the idea of inevitability, either. The team
craftedamulti-prongedapproachofstim-
ulus spending, programs to address the
housing market, and policy coordinated
with an activist Federal Reserve. It firmly
believed that it was better to do toomuch
than too little. Its credo was well ex-
pressedbyRomerat thatDecembermeet-
ing,whenshe told thepresident, “Wehave
to hit this with everything we’ve got.” But
in reality, the administration could only
hit it with everything it could persuade
Congress to give. And thatwasn’t enough.

Finding fault with the stimulus
Some partisans offer a simple explana-

tion for the depth and severity of the
recession: It’s the stimulus’s fault. If we
had done nothing, they say, unemploy-
ment would never have reached 10 per-
cent.

That notion doesn’t findmuch support
even among Republican economists.
Doug Holtz-Eakin is president of the
right-leaning American Action Forum
and served as Sen. John McCain’s top
economic adviser during the 2008 presi-
dential campaign. He’s no fan of the
stimulus, but he has no patience with the
idea that itmadematters worse.

“The argument that the stimulus had
zero impact andweshouldn’t havedone it
is intellectually dishonest or wrong,” he
says. “If you throw a trillion dollars at the
economy, it has an impact. I would have
preferred to do it differently, but they
needed to do something.”

A fairer assessment of the stimulus is
that it did much more than its detractors
admit, but much less than its advocates
promised.

“The thing that people who want to
argue that the stimulus failedhave to deal
with,”Bernstein says, “is that if you lookat
the trajectory of job losses, you will find
that righton theheelsof theRecoveryAct,
the rate of job losses began to diminish

and then the jobs numbers turned posi-
tive. The Recovery Act worked. The prob-
lem is we didn’t keep our foot on the
accelerator.”

That’s not the sort of success the presi-
dent had promised, though. He said the
stimuluswould “jolt our economy back to
life.” In Denver, the site of the 2008
Democratic National Convention, he said
that although “this was not the end of our
economic problems,” it was “the begin-
ning of the end.”

It wasn’t.
Critics and defenders on the left make

the same point: The stimulus was too
small. The administration underestimat-
ed the size of the recession, so it follows
that any policy to combat it would be too
small. On top of that, it had to get that
policy through Congress. So it went with
$800 billion — what Romer thought the
economy could get away with — rather
than $1.2 trillion — what she thought it
needed. Then the Senate watered the
policy down to about $700 billion. Com-
pare that with the $2.5 trillion hole we
now knowwe needed to fill.

But it is hard to credit the argument
that the stimulus could have been much
larger at the outset. This was already the
biggest stimulus in U.S. history, and con-
gressional leaders had been quite clear
with the White House: Don’t send over
anything that passes the trillion-dollar
mark. To try and double the bill’s size
based on a suspicion that the recession
was much worse than the early data
indicated would have been a hard sell, to
say the least.

Even ifCongresshadbeenmoreaccom-
modating, there was a challenge to vastly
increasing the size of the initial stimulus:
The more you spend, the less effective
each new dollar would become.

“Wewere trying to spend 10 timeswhat
had ever been spent in a year,” says Gools-
bee,whochaired theCouncil ofEconomic
Advisers until this year. “The tension was
that the biggest bang for the buck comes
from direct spending like infrastructure,
but once you use up the big-ticket items,
you eventually come to a point where the
tax cuts are better bang for the buck than
the 300 billionth infrastructure dollar.”
And tax cuts, frankly, aren’t a very good
bang for the buck.

But although the administration’s
team hoped the initial stimulus would

work, it figured that if it didn’t, it could go
back to Congress formore.

“If you’re at the barber and they don’t
cut your hair short enough, you can al-
ways ask them to go a little further,”
Bernstein says. “That’s sort of how I
thought about stimulus policy. I don’t
think we could have done more in Febru-
ary of 2009 based on political and imple-
mentation constraints. But I probably
didn’t recognize how hard it would be to
go back to the barbershop.”

The theory was that success would
beget success. Passing the stimuluswould
stabilize the economy, prove the White
House’s political mettle and deliver im-
mediate relief to millions of Americans.
Thatwould help the administration build
the political capital to pass more stimu-
lus, if necessary. But when the economy
failed to respond as predicted, the politi-
cal theory fell apart, too.

“The biggest problem we had in terms
of the loss of political capital iswe came in
and did a bunch of stuff, and things got
worse,” says Ron Klain, who served as
chief of staff to Biden. “And some of that
was just bad luck. If we didn’t have the
22nd Amendment and Barack Obama
became president in late March rather
than in late January, things would have
been much worse when we came in than
they were. And then the Recovery Act
would have come not in February, but in
May. We would already have hit bottom,
and itwould seemlike thingsweregetting
better.”

This has led to a what-if that torments
the White House’s political team: What if
it hadn’t taken on somuch? The adminis-
tration rushed from the second bucket of
bailout funds to the stimulus to the auto-
industry rescue to health care to climate
change legislation to financial regulation.
In aworldwhere the economywas steadi-
ly recovering, Obama might have
amassed a record comparable to Franklin
Roosevelt’s. But as the situation slowly
deteriorated, theAmericanpeople turned
against the administration’s crush of ini-
tiatives.The freneticpacemade theWhite
House seem inattentive and unfocused
amid amounting crisis.

But the alternative is similarly difficult
to imagine. No one believes that signifi-
cantly reining in the agenda would have
led to much more stimulus. Perhaps the
president would have benefited political-
ly fromspeakingmore about jobs and less
about health care, but then again, he had
historic majorities in both houses of Con-
gress and had come into office promising
dramatic change.

A more accurate understanding of the
recession could, however, have led to a
somewhat different stimulus — and per-
haps a more durable political strategy.
The policy was constructed at breakneck
speed,with the emphasis on gettingmon-
ey spent fast. That led tomore tax cuts, as
they could happen quickly, and less infra-
structure, as projects — particularly any-
thing more complex than road repair —
can take years to begin, by which point a
typical recession has ended of its own
volition.

Another cost of moving quickly was
that it put a premium on policies already
floating around that could be easily
droppedinto the legislation.That,accord-
ing to Holtz-Eakin, solidified Republican
opposition.

“If you’re a staffer and you have been
watching business in the House and Sen-
ate for a long time,”he says, “what you saw
them doing was pulling old ideas off the
shelf — old ideas you had fought and that

Democrats had abandoned. So Republi-
cans in Congress just hated it.”

A stimulus conducted with the Rogoff-
Reinhart lessons inmindmighthavebeen
broken into pieces and spread over a
longer time frame. The administration
could have pushed to tie key components
suchasunemploymentbenefits, stateand
local aid, and tax cuts to the unemploy-
ment rate rather than setting them to
expire after two years. With the knowl-
edge that it had years of low growth to
combat, there could have been a short-
term infrastructure component — pot-
holes, school repairs and the like — fol-
lowed, in separate legislation that Con-
gress would have had more time to con-
sider, by a long-term infrastructure com-
ponent for big investments such as
high-speed rail and health-information
technology.

But there’s little reason to believe that
would have turned unemployment num-
bers around. In fact, we have seen fairly
regularextensionsofunemploymentben-
efits and tax cuts over the past year. A bill
with a longer time frame perhaps would
have saved the administration frompolit-
ical headachesdown the road, but it could
have evenmade it harder to ask Congress
for more, as the initial policy would not
have finished spending out yet.

‘Politics on housing are hideous’
The stimulus was a bet that we could

get out of this recession through the one
path everyone can agree on: growth. The
bet was pretty much all-in, and it failed.
Reinhart and Rogoff are not particularly
surprised. It’s hard to get through a debt-
driven crisis without doing anything
about, well, debt.

In our crisis, the “debt” in question is
housing debt. Home prices have fallen
almost 33 percent since the beginning of
the crisis. All together, the nation’s hous-
ing stock is worth $8 trillion less than it
was in 2006. Andwe’re not done.Morgan
Stanley estimates there are more than
2.2 million homes sitting vacant, and
7.5 million more facing foreclosure. It is
housing debt that has weakened the
banks, andmortgage debt that is keeping
consumers from spending.

In late 2008, when the economy was
cratering,Holtz-Eakin convincedMcCain
that the way out of a housing crisis was to
tackle housing debt directly. “What we
proposed at the time was to buy up the
troubled mortgages, pay them off and let
people refinance at the lower rates,” he
recalls. “That would have filled up the
negative equity and healed bank balance
sheets.”

To this day, Holtz-Eakin thinks the
proposal made sense. There was one
problem. “Noone liked that plan,” he says.
“In fact, they hated it. The politics on
housing are hideous.”

The Obama administration, perhaps
cognizantof thepolitics,wasnotnearly so
bold. It focused on stimulus rather than
housing debt. The idea was that if people
could keep their jobs and pay their bills,
they couldpay theirmortgages.But today,
few on theObama teamwill mountmuch
of a defense of its housing policy.

Its efforts to heal the troubled market
at the core of the financial crisis are
widely considered weak and ineffective.
The Home Affordable Modification Pro-
gram, which proposed to pay mortgage
servicers to renegotiate with financially
stressed homeowners, couldn’t persuade
the servicers to play ball and so has left
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Reality worse than nightmare scenario

The Recovery Act worked. The problem is we didn’t keep our foot on the accelerator.”
— Jared Bernstein, former chief economist and economic policy adviser to Vice President Biden

Shrinking economy

Annual rate at which the economy
shrank in the final quarter of 2008:

3.8%
Initial projection by the Bureau of

Economic Analysis

6.2%
Revision released months later

6.3%
A further revision

8.9%
Actual rate at which the economy

contracted. Figure released this year.
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President Obama, back to camera, attends an economic meeting at theWhite House in October 2009. The administration crafted amulti-pronged approach of
stimulus spending, housing market programs and policy coordinated with the Federal Reserve. Even with the bailout, unemployment shot past 10 percent that year.
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Obama can
learn from

Wall St. protest

I wish it were true.
I wish it were true that

Occupy Wall Street could
morph into our “American
spring,” a left-wing
counterweight to the tea party.

I wish it were true that this
naive and incoherent movement
could somehow turn itself into
the long-overdue national
protest against speculation and
manipulation by a financial
services industry that
misallocated so much capital
and talent and continues to
keep much of the global
economy on the edge of
recession.

I wish it were true that Bank
of America’s boneheaded
decision to charge a $5 monthly
fee for debit cards would prove
to be the point at which public
opinion finally turned against
those who blame government
regulation for our economic
problems.

I wish it were true that the
Obama administration had
learned how to channel public
anger to lasting political

pearlstein continued on G5

Rage, rage
against

Wall St. greed

W hen I first watched the
OccupyWall Street
rallies inNewYork and

around the country, I wondered
whether folks carrying signs,
camping out, holding up traffic
and boycotting financial
institutions could reallymake a
difference.

The jaded part ofme didn’t
think the protesters could
accomplishmuch, other than
somemedia coverage. There
wasn’t a clear leader for the
movement. Their demands
weren’t specific enough.

Yet theOccupyWall Street
campaign isn’t abating, and for
good reason.

“The protests represent
people’s frustration in dealing
with big government, politics and
big corporations that aren’t
providing jobs, aren’t listening to
us andwho are nickel-and-
diming us,” said EdMierzwinski,
consumer programdirector for
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that crises so often turn out the same.

SHOUT FOR THE WASHINGTON POST

So Romer, the preternaturally
cheerful economist whose exper-
tise on theGreatDepressionmade
her a natural choice to head the
incoming president’s Council of
Economic Advisers, worked up
somenumbers to showhowquick-
ly the economy was deteriorating
and what would happen if the
federal government wasn’t able to
mount an effective response.

It was not a pleasant presenta-
tion to sit through. The situation
was grim. Afterward, Austan
Goolsbee, Obama’s friend from
Chicago and Romer’s successor,
remarked that “that must be the
worst briefing any president-elect
has ever had.”

But Romer wasn’t trying to be
alarmist. Her numbers were
based, at least in part, on every-
body else’s numbers: There were
models from forecasting firms
such as Macroeconomic Advisers
and Moody’s Analytics. There
were preliminary data pouring in
from the Bureau of Labor Statis-
tics, the Bureau of Economic
Analysis and the Federal Reserve.

Romer’s predictions were more
pessimistic than the consensus,
but not bymuch.

By that point, the shape of the
crisis was clear: The housing bub-
ble had burst, and it was taking
the banks that held the loans, and
the households that did the bor-
rowing, down with it. Romer esti-
mated that the damage would be
about $2 trillion over the next two
years and recommended a
$1.2 trillion stimulus plan. The
political team balked at that price
tag, but with the support of Larry
Summers, the former Treasury
secretary who would soon lead
the National Economic Council,
she persuaded the administration
to support an $800 billion plan.

The next challenge was to per-
suade Congress. There had never
been a stimulus that big, and there
hadn’t been many financial crises
this severe. So how to estimate
precisely what a dollar of infra-
structure spending or small-busi-
ness reliefwould dowhen let loose
into the economy under these un-
usual conditions? Romer was

askedtocalculatehowmanyjobsa
stimulusmight create. JaredBern-
stein, a labor economist who
wouldbeworkingoutofVicePres-
ident Biden’s office, was assigned
to join the effort.

Romer and Bernstein gathered
data from the Federal Reserve,
fromMarkZandi atMoody’s, from
anywhere they could think of. The
incoming administration loved
their report andwanted to release
it publicly. Romer took it home
over Christmas to double-check,
rewrite and pick over. At 6 a.m.
Jan. 10, just days before Obama
wouldbesworninaspresident,his
transition teamlifted theembargo
on “The Job Impact of the Ameri-
can Recovery and Reinvestment
Act.” Itwas a smashhit.

“It will be a joy to argue policy
with an administration that pro-
vides comprehensible, honest re-
ports,” enthused columnist Paul
Krugman in theNewYork Times.

Therewas only one problem: It
waswrong.
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C
hristina Romer had been asked to scare her new boss. It was six weeks after the
2008election, and the incomingadministrationhadgathered inChicago.David
Axelrod, BarackObama’s top political adviser, couldn’t have beenmore clear in
his instructions to Romer: The president-elect needed to know how bad the
economywas going to get. No pulling punches, no softening the news.

ANDREW BURTON/GETTY IMAGES

Nicole Collazo-Santiago chants
at a Goldman Sachs building
during an Occupy New Jersey
protest in Jersey City.
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The issue is the graph on Page 1. It
shows two blue lines sloping gently up-
ward and then drifting back down. The
darker line — “With recovery plan” —
forecasts unemployment peaking at
8 percent in 2009 and falling back below
7 percent in late 2010.

Three years later, with the economy
still in tatters, that line has formed the
coreof thecaseagainst theObamaadmin-
istration’s economic policies. That line
lets Republicans talk about “the failed
stimulus.” That line that has discredited
theWhiteHouse’s economic policy.

But the other line— “Without recovery
plan” — is more instructive. It shows
unemployment peaking at 9 percent in
2010 and falling below 7 percent by the
end of this year. That’s the line the admin-
istrationused to scareCongress intopass-
ing the single largest economic recovery
package in American history. That line is
the nightmare scenario.

And yet this is the cold, hard fact of the
past three years: The reality has been
worse than the administration’s night-
mare scenario. Even with the stimulus,
unemployment shot past 10 percent in
2009.

To understand how the administration
got it sowrong,weneed to lookat thedata
it was looking at.

The Bureau of Economic Analysis, the
agency charged with measuring the size
and growth of the U.S. economy, initially
projected that the economy shrank at an
annual rate of 3.8 percent in the last
quarter of 2008.Months later, the bureau
almost doubled that estimate, saying the
number was 6.2 percent. Then it was
revised to 6.3 percent. But it wasn’t until
this year that the actual number was
revealed:8.9percent.Thatmakes itoneof
the worst quarters in American history.
Bernstein and Romer knew in 2008 that
the economy had sustained a tough blow;
theydidn’tknowthat ithadbeenrunover
by a truck.

There were certainly economists who
argued that the recession was going to be
worse than the forecasts. Nobel laureates
KrugmanandJoeStiglitzwere among the
most vocal, but they were by no means
alone. In December 2008, Bernstein, who
had been named Biden’s chief economist,
told the Times, “We’ll be lucky if the
unemploymentrate isbelowdoubledigits
by the end of next year.”

The Cassandras who look, in retro-
spect, the most prophetic are Carmen
ReinhartandKenRogoff. In2008, the two
economists were about to publish “This
TimeIsDifferent,” their fantasticallywell-
timed study of nine centuries of financial
crises. In their view, the administration
wasn’t being just a bit optimistic. It was
beingwildly, tragically optimistic.

That was the dark joke of the book’s
title. Everyone always thinks this time
will be different: The bubble won’t burst
because this time, tulips won’t lose their
value, or housing is a unique asset, or
sophisticated derivatives really do elimi-
nate risk. Once it bursts, they think their
economy will quickly clamber out of the
ditch because their workers are smarter
and tougher, and their policymakers are
wiserandmoreexperienced.But it almost
never does.

In March 2009, Reinhart and Rogoff
took to Newsweek to critique the “chirpy
forecasts coming from policymakers
around the globe.” The historical record,
they said, showed that “the recessions
that follow in the wake of big financial
crises tend to last far longer than normal
downturns, and to cause considerably
moredamage. If theUnited States follows
the norm of recent crises, as it has until
now, outputmay take four years to return
to its pre-crisis level. Unemployment will
continue to rise for three more years,
reaching 11 to 12 percent in 2011.”

It seems unlikely that unemployment
will return to 11 percent this year, but if
the global economy tips back into reces-
sion, anything is possible. Either way,
Rogoff and Reinhart were a lot closer to
themark thanmost forecasters.

But the administration insisted on op-
timism. There was talk of “green shoots”
and the “recovery summer.” Events in
Greece and in oil markets were chalked
up to bad luck rather than the predictable
aftershocks of a financial crisis. The
promised recovery was always just
around the corner, but it never quite
came. Eventually, the American people
stopped listening. A September poll
showed that 50 percent of Americans
thought Obama’s policies had hurt the
economy.

This time, it turned out, wasn’t differ-
ent. But could it have been?

The boot and the slog
The basic thesis of “This Time IsDiffer-

ent” is that financial crises are not like
normal recessions. Typically, a recession
results fromhigh interest rates or fluctua-
tions in the business cycle, and it corrects
itself relativelyquickly:Either theFederal
Reserve lowers rates, or consumers get
back to spending, or both.

But financial crises tend to include a
substantial amount of private debt.When
the market turns, this “overhang” of debt
acts asabooton the throatof the recovery.
People don’t take advantage of low inter-
est rates to buy a newhouse because their
first order of business is paying down
credit cards and keeping up on the mort-
gage.

In subsequent research with her hus-
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band, Vincent Reinhart, Carmen Rein-
hart looked at the recoveries following 15
post-World War II financial crises. The
results were ugly. Forget the catch-up
growth of 4 or 5 percent that so many
anticipated. Average growth rates were a
full percentage point lower in the decade
after the crisis than in the one before.

Perhaps as a result, in 10 of the 15 crises
studied, unemployment simply never —
and the Reinharts don’t mean “never in
the years we studied,” they mean never
ever — returned to its pre-crisis lows. In
90 percent of the cases in which housing-
price data were available, prices were
lower 10 years after the crash than they
were the year before it.

There is no doubt that the post-crisis
trajectory looks more like the slog Rein-
hart and Rogoff described than the rela-
tively rapid rebound predicted by the
administration andmany forecasters. Yet
even among economists who admire Re-
inhart and Rogoff ’s work, there is skepti-
cism.

One source comes inhowReinhart and
Rogoff find the economic phenomena
they’re trying to study. “There’s an identi-
fication problem,” Stiglitz says. “When
you have underlying problems that are
deep, theywill causea financial crisis, and
thecrisis itself is a symptomofunderlying
problems.”

Another is in their fatalism. “Idon’tbuy
their critique in the sense that thiswas an
inevitability,” says DeanBaker, director of
the Center for Economic and Policy Re-
search and one of the economists who
spotted the housing crisis early.

The Obama administration didn’t buy
the idea of inevitability, either. The team
craftedamulti-prongedapproachofstim-
ulus spending, programs to address the
housing market, and policy coordinated
with an activist Federal Reserve. It firmly
believed that it was better to do toomuch
than too little. Its credo was well ex-
pressedbyRomerat thatDecembermeet-
ing,whenshe told thepresident, “Wehave
to hit this with everything we’ve got.” But
in reality, the administration could only
hit it with everything it could persuade
Congress to give. And thatwasn’t enough.

Finding fault with the stimulus
Some partisans offer a simple explana-

tion for the depth and severity of the
recession: It’s the stimulus’s fault. If we
had done nothing, they say, unemploy-
ment would never have reached 10 per-
cent.

That notion doesn’t findmuch support
even among Republican economists.
Doug Holtz-Eakin is president of the
right-leaning American Action Forum
and served as Sen. John McCain’s top
economic adviser during the 2008 presi-
dential campaign. He’s no fan of the
stimulus, but he has no patience with the
idea that itmadematters worse.

“The argument that the stimulus had
zero impact andweshouldn’t havedone it
is intellectually dishonest or wrong,” he
says. “If you throw a trillion dollars at the
economy, it has an impact. I would have
preferred to do it differently, but they
needed to do something.”

A fairer assessment of the stimulus is
that it did much more than its detractors
admit, but much less than its advocates
promised.

“The thing that people who want to
argue that the stimulus failedhave to deal
with,”Bernstein says, “is that if you lookat
the trajectory of job losses, you will find
that righton theheelsof theRecoveryAct,
the rate of job losses began to diminish

and then the jobs numbers turned posi-
tive. The Recovery Act worked. The prob-
lem is we didn’t keep our foot on the
accelerator.”

That’s not the sort of success the presi-
dent had promised, though. He said the
stimuluswould “jolt our economy back to
life.” In Denver, the site of the 2008
Democratic National Convention, he said
that although “this was not the end of our
economic problems,” it was “the begin-
ning of the end.”

It wasn’t.
Critics and defenders on the left make

the same point: The stimulus was too
small. The administration underestimat-
ed the size of the recession, so it follows
that any policy to combat it would be too
small. On top of that, it had to get that
policy through Congress. So it went with
$800 billion — what Romer thought the
economy could get away with — rather
than $1.2 trillion — what she thought it
needed. Then the Senate watered the
policy down to about $700 billion. Com-
pare that with the $2.5 trillion hole we
now knowwe needed to fill.

But it is hard to credit the argument
that the stimulus could have been much
larger at the outset. This was already the
biggest stimulus in U.S. history, and con-
gressional leaders had been quite clear
with the White House: Don’t send over
anything that passes the trillion-dollar
mark. To try and double the bill’s size
based on a suspicion that the recession
was much worse than the early data
indicated would have been a hard sell, to
say the least.

Even ifCongresshadbeenmoreaccom-
modating, there was a challenge to vastly
increasing the size of the initial stimulus:
The more you spend, the less effective
each new dollar would become.

“Wewere trying to spend 10 timeswhat
had ever been spent in a year,” says Gools-
bee,whochaired theCouncil ofEconomic
Advisers until this year. “The tension was
that the biggest bang for the buck comes
from direct spending like infrastructure,
but once you use up the big-ticket items,
you eventually come to a point where the
tax cuts are better bang for the buck than
the 300 billionth infrastructure dollar.”
And tax cuts, frankly, aren’t a very good
bang for the buck.

But although the administration’s
team hoped the initial stimulus would

work, it figured that if it didn’t, it could go
back to Congress formore.

“If you’re at the barber and they don’t
cut your hair short enough, you can al-
ways ask them to go a little further,”
Bernstein says. “That’s sort of how I
thought about stimulus policy. I don’t
think we could have done more in Febru-
ary of 2009 based on political and imple-
mentation constraints. But I probably
didn’t recognize how hard it would be to
go back to the barbershop.”

The theory was that success would
beget success. Passing the stimuluswould
stabilize the economy, prove the White
House’s political mettle and deliver im-
mediate relief to millions of Americans.
Thatwould help the administration build
the political capital to pass more stimu-
lus, if necessary. But when the economy
failed to respond as predicted, the politi-
cal theory fell apart, too.

“The biggest problem we had in terms
of the loss of political capital iswe came in
and did a bunch of stuff, and things got
worse,” says Ron Klain, who served as
chief of staff to Biden. “And some of that
was just bad luck. If we didn’t have the
22nd Amendment and Barack Obama
became president in late March rather
than in late January, things would have
been much worse when we came in than
they were. And then the Recovery Act
would have come not in February, but in
May. We would already have hit bottom,
and itwould seemlike thingsweregetting
better.”

This has led to a what-if that torments
the White House’s political team: What if
it hadn’t taken on somuch? The adminis-
tration rushed from the second bucket of
bailout funds to the stimulus to the auto-
industry rescue to health care to climate
change legislation to financial regulation.
In aworldwhere the economywas steadi-
ly recovering, Obama might have
amassed a record comparable to Franklin
Roosevelt’s. But as the situation slowly
deteriorated, theAmericanpeople turned
against the administration’s crush of ini-
tiatives.The freneticpacemade theWhite
House seem inattentive and unfocused
amid amounting crisis.

But the alternative is similarly difficult
to imagine. No one believes that signifi-
cantly reining in the agenda would have
led to much more stimulus. Perhaps the
president would have benefited political-
ly fromspeakingmore about jobs and less
about health care, but then again, he had
historic majorities in both houses of Con-
gress and had come into office promising
dramatic change.

A more accurate understanding of the
recession could, however, have led to a
somewhat different stimulus — and per-
haps a more durable political strategy.
The policy was constructed at breakneck
speed,with the emphasis on gettingmon-
ey spent fast. That led tomore tax cuts, as
they could happen quickly, and less infra-
structure, as projects — particularly any-
thing more complex than road repair —
can take years to begin, by which point a
typical recession has ended of its own
volition.

Another cost of moving quickly was
that it put a premium on policies already
floating around that could be easily
droppedinto the legislation.That,accord-
ing to Holtz-Eakin, solidified Republican
opposition.

“If you’re a staffer and you have been
watching business in the House and Sen-
ate for a long time,”he says, “what you saw
them doing was pulling old ideas off the
shelf — old ideas you had fought and that

Democrats had abandoned. So Republi-
cans in Congress just hated it.”

A stimulus conducted with the Rogoff-
Reinhart lessons inmindmighthavebeen
broken into pieces and spread over a
longer time frame. The administration
could have pushed to tie key components
suchasunemploymentbenefits, stateand
local aid, and tax cuts to the unemploy-
ment rate rather than setting them to
expire after two years. With the knowl-
edge that it had years of low growth to
combat, there could have been a short-
term infrastructure component — pot-
holes, school repairs and the like — fol-
lowed, in separate legislation that Con-
gress would have had more time to con-
sider, by a long-term infrastructure com-
ponent for big investments such as
high-speed rail and health-information
technology.

But there’s little reason to believe that
would have turned unemployment num-
bers around. In fact, we have seen fairly
regularextensionsofunemploymentben-
efits and tax cuts over the past year. A bill
with a longer time frame perhaps would
have saved the administration frompolit-
ical headachesdown the road, but it could
have evenmade it harder to ask Congress
for more, as the initial policy would not
have finished spending out yet.

‘Politics on housing are hideous’
The stimulus was a bet that we could

get out of this recession through the one
path everyone can agree on: growth. The
bet was pretty much all-in, and it failed.
Reinhart and Rogoff are not particularly
surprised. It’s hard to get through a debt-
driven crisis without doing anything
about, well, debt.

In our crisis, the “debt” in question is
housing debt. Home prices have fallen
almost 33 percent since the beginning of
the crisis. All together, the nation’s hous-
ing stock is worth $8 trillion less than it
was in 2006. Andwe’re not done.Morgan
Stanley estimates there are more than
2.2 million homes sitting vacant, and
7.5 million more facing foreclosure. It is
housing debt that has weakened the
banks, andmortgage debt that is keeping
consumers from spending.

In late 2008, when the economy was
cratering,Holtz-Eakin convincedMcCain
that the way out of a housing crisis was to
tackle housing debt directly. “What we
proposed at the time was to buy up the
troubled mortgages, pay them off and let
people refinance at the lower rates,” he
recalls. “That would have filled up the
negative equity and healed bank balance
sheets.”

To this day, Holtz-Eakin thinks the
proposal made sense. There was one
problem. “Noone liked that plan,” he says.
“In fact, they hated it. The politics on
housing are hideous.”

The Obama administration, perhaps
cognizantof thepolitics,wasnotnearly so
bold. It focused on stimulus rather than
housing debt. The idea was that if people
could keep their jobs and pay their bills,
they couldpay theirmortgages.But today,
few on theObama teamwill mountmuch
of a defense of its housing policy.

Its efforts to heal the troubled market
at the core of the financial crisis are
widely considered weak and ineffective.
The Home Affordable Modification Pro-
gram, which proposed to pay mortgage
servicers to renegotiate with financially
stressed homeowners, couldn’t persuade
the servicers to play ball and so has left
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Reality worse than nightmare scenario

The Recovery Act worked. The problem is we didn’t keep our foot on the accelerator.”
— Jared Bernstein, former chief economist and economic policy adviser to Vice President Biden

Shrinking economy

Annual rate at which the economy
shrank in the final quarter of 2008:

3.8%
Initial projection by the Bureau of

Economic Analysis

6.2%
Revision released months later

6.3%
A further revision

8.9%
Actual rate at which the economy

contracted. Figure released this year.
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President Obama, back to camera, attends an economic meeting at theWhite House in October 2009. The administration crafted amulti-pronged approach of
stimulus spending, housing market programs and policy coordinated with the Federal Reserve. Even with the bailout, unemployment shot past 10 percent that year.
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The issue is the graph on Page 1. It
shows two blue lines sloping gently up-
ward and then drifting back down. The
darker line — “With recovery plan” —
forecasts unemployment peaking at
8 percent in 2009 and falling back below
7 percent in late 2010.

Three years later, with the economy
still in tatters, that line has formed the
coreof thecaseagainst theObamaadmin-
istration’s economic policies. That line
lets Republicans talk about “the failed
stimulus.” That line that has discredited
theWhiteHouse’s economic policy.

But the other line— “Without recovery
plan” — is more instructive. It shows
unemployment peaking at 9 percent in
2010 and falling below 7 percent by the
end of this year. That’s the line the admin-
istrationused to scareCongress intopass-
ing the single largest economic recovery
package in American history. That line is
the nightmare scenario.

And yet this is the cold, hard fact of the
past three years: The reality has been
worse than the administration’s night-
mare scenario. Even with the stimulus,
unemployment shot past 10 percent in
2009.

To understand how the administration
got it sowrong,weneed to lookat thedata
it was looking at.

The Bureau of Economic Analysis, the
agency charged with measuring the size
and growth of the U.S. economy, initially
projected that the economy shrank at an
annual rate of 3.8 percent in the last
quarter of 2008.Months later, the bureau
almost doubled that estimate, saying the
number was 6.2 percent. Then it was
revised to 6.3 percent. But it wasn’t until
this year that the actual number was
revealed:8.9percent.Thatmakes itoneof
the worst quarters in American history.
Bernstein and Romer knew in 2008 that
the economy had sustained a tough blow;
theydidn’tknowthat ithadbeenrunover
by a truck.

There were certainly economists who
argued that the recession was going to be
worse than the forecasts. Nobel laureates
KrugmanandJoeStiglitzwere among the
most vocal, but they were by no means
alone. In December 2008, Bernstein, who
had been named Biden’s chief economist,
told the Times, “We’ll be lucky if the
unemploymentrate isbelowdoubledigits
by the end of next year.”

The Cassandras who look, in retro-
spect, the most prophetic are Carmen
ReinhartandKenRogoff. In2008, the two
economists were about to publish “This
TimeIsDifferent,” their fantasticallywell-
timed study of nine centuries of financial
crises. In their view, the administration
wasn’t being just a bit optimistic. It was
beingwildly, tragically optimistic.

That was the dark joke of the book’s
title. Everyone always thinks this time
will be different: The bubble won’t burst
because this time, tulips won’t lose their
value, or housing is a unique asset, or
sophisticated derivatives really do elimi-
nate risk. Once it bursts, they think their
economy will quickly clamber out of the
ditch because their workers are smarter
and tougher, and their policymakers are
wiserandmoreexperienced.But it almost
never does.

In March 2009, Reinhart and Rogoff
took to Newsweek to critique the “chirpy
forecasts coming from policymakers
around the globe.” The historical record,
they said, showed that “the recessions
that follow in the wake of big financial
crises tend to last far longer than normal
downturns, and to cause considerably
moredamage. If theUnited States follows
the norm of recent crises, as it has until
now, outputmay take four years to return
to its pre-crisis level. Unemployment will
continue to rise for three more years,
reaching 11 to 12 percent in 2011.”

It seems unlikely that unemployment
will return to 11 percent this year, but if
the global economy tips back into reces-
sion, anything is possible. Either way,
Rogoff and Reinhart were a lot closer to
themark thanmost forecasters.

But the administration insisted on op-
timism. There was talk of “green shoots”
and the “recovery summer.” Events in
Greece and in oil markets were chalked
up to bad luck rather than the predictable
aftershocks of a financial crisis. The
promised recovery was always just
around the corner, but it never quite
came. Eventually, the American people
stopped listening. A September poll
showed that 50 percent of Americans
thought Obama’s policies had hurt the
economy.

This time, it turned out, wasn’t differ-
ent. But could it have been?

The boot and the slog
The basic thesis of “This Time IsDiffer-

ent” is that financial crises are not like
normal recessions. Typically, a recession
results fromhigh interest rates or fluctua-
tions in the business cycle, and it corrects
itself relativelyquickly:Either theFederal
Reserve lowers rates, or consumers get
back to spending, or both.

But financial crises tend to include a
substantial amount of private debt.When
the market turns, this “overhang” of debt
acts asabooton the throatof the recovery.
People don’t take advantage of low inter-
est rates to buy a newhouse because their
first order of business is paying down
credit cards and keeping up on the mort-
gage.

In subsequent research with her hus-

economy from G1

band, Vincent Reinhart, Carmen Rein-
hart looked at the recoveries following 15
post-World War II financial crises. The
results were ugly. Forget the catch-up
growth of 4 or 5 percent that so many
anticipated. Average growth rates were a
full percentage point lower in the decade
after the crisis than in the one before.

Perhaps as a result, in 10 of the 15 crises
studied, unemployment simply never —
and the Reinharts don’t mean “never in
the years we studied,” they mean never
ever — returned to its pre-crisis lows. In
90 percent of the cases in which housing-
price data were available, prices were
lower 10 years after the crash than they
were the year before it.

There is no doubt that the post-crisis
trajectory looks more like the slog Rein-
hart and Rogoff described than the rela-
tively rapid rebound predicted by the
administration andmany forecasters. Yet
even among economists who admire Re-
inhart and Rogoff ’s work, there is skepti-
cism.

One source comes inhowReinhart and
Rogoff find the economic phenomena
they’re trying to study. “There’s an identi-
fication problem,” Stiglitz says. “When
you have underlying problems that are
deep, theywill causea financial crisis, and
thecrisis itself is a symptomofunderlying
problems.”

Another is in their fatalism. “Idon’tbuy
their critique in the sense that thiswas an
inevitability,” says DeanBaker, director of
the Center for Economic and Policy Re-
search and one of the economists who
spotted the housing crisis early.

The Obama administration didn’t buy
the idea of inevitability, either. The team
craftedamulti-prongedapproachofstim-
ulus spending, programs to address the
housing market, and policy coordinated
with an activist Federal Reserve. It firmly
believed that it was better to do toomuch
than too little. Its credo was well ex-
pressedbyRomerat thatDecembermeet-
ing,whenshe told thepresident, “Wehave
to hit this with everything we’ve got.” But
in reality, the administration could only
hit it with everything it could persuade
Congress to give. And thatwasn’t enough.

Finding fault with the stimulus
Some partisans offer a simple explana-

tion for the depth and severity of the
recession: It’s the stimulus’s fault. If we
had done nothing, they say, unemploy-
ment would never have reached 10 per-
cent.

That notion doesn’t findmuch support
even among Republican economists.
Doug Holtz-Eakin is president of the
right-leaning American Action Forum
and served as Sen. John McCain’s top
economic adviser during the 2008 presi-
dential campaign. He’s no fan of the
stimulus, but he has no patience with the
idea that itmadematters worse.

“The argument that the stimulus had
zero impact andweshouldn’t havedone it
is intellectually dishonest or wrong,” he
says. “If you throw a trillion dollars at the
economy, it has an impact. I would have
preferred to do it differently, but they
needed to do something.”

A fairer assessment of the stimulus is
that it did much more than its detractors
admit, but much less than its advocates
promised.

“The thing that people who want to
argue that the stimulus failedhave to deal
with,”Bernstein says, “is that if you lookat
the trajectory of job losses, you will find
that righton theheelsof theRecoveryAct,
the rate of job losses began to diminish

and then the jobs numbers turned posi-
tive. The Recovery Act worked. The prob-
lem is we didn’t keep our foot on the
accelerator.”

That’s not the sort of success the presi-
dent had promised, though. He said the
stimuluswould “jolt our economy back to
life.” In Denver, the site of the 2008
Democratic National Convention, he said
that although “this was not the end of our
economic problems,” it was “the begin-
ning of the end.”

It wasn’t.
Critics and defenders on the left make

the same point: The stimulus was too
small. The administration underestimat-
ed the size of the recession, so it follows
that any policy to combat it would be too
small. On top of that, it had to get that
policy through Congress. So it went with
$800 billion — what Romer thought the
economy could get away with — rather
than $1.2 trillion — what she thought it
needed. Then the Senate watered the
policy down to about $700 billion. Com-
pare that with the $2.5 trillion hole we
now knowwe needed to fill.

But it is hard to credit the argument
that the stimulus could have been much
larger at the outset. This was already the
biggest stimulus in U.S. history, and con-
gressional leaders had been quite clear
with the White House: Don’t send over
anything that passes the trillion-dollar
mark. To try and double the bill’s size
based on a suspicion that the recession
was much worse than the early data
indicated would have been a hard sell, to
say the least.

Even ifCongresshadbeenmoreaccom-
modating, there was a challenge to vastly
increasing the size of the initial stimulus:
The more you spend, the less effective
each new dollar would become.

“Wewere trying to spend 10 timeswhat
had ever been spent in a year,” says Gools-
bee,whochaired theCouncil ofEconomic
Advisers until this year. “The tension was
that the biggest bang for the buck comes
from direct spending like infrastructure,
but once you use up the big-ticket items,
you eventually come to a point where the
tax cuts are better bang for the buck than
the 300 billionth infrastructure dollar.”
And tax cuts, frankly, aren’t a very good
bang for the buck.

But although the administration’s
team hoped the initial stimulus would

work, it figured that if it didn’t, it could go
back to Congress formore.

“If you’re at the barber and they don’t
cut your hair short enough, you can al-
ways ask them to go a little further,”
Bernstein says. “That’s sort of how I
thought about stimulus policy. I don’t
think we could have done more in Febru-
ary of 2009 based on political and imple-
mentation constraints. But I probably
didn’t recognize how hard it would be to
go back to the barbershop.”

The theory was that success would
beget success. Passing the stimuluswould
stabilize the economy, prove the White
House’s political mettle and deliver im-
mediate relief to millions of Americans.
Thatwould help the administration build
the political capital to pass more stimu-
lus, if necessary. But when the economy
failed to respond as predicted, the politi-
cal theory fell apart, too.

“The biggest problem we had in terms
of the loss of political capital iswe came in
and did a bunch of stuff, and things got
worse,” says Ron Klain, who served as
chief of staff to Biden. “And some of that
was just bad luck. If we didn’t have the
22nd Amendment and Barack Obama
became president in late March rather
than in late January, things would have
been much worse when we came in than
they were. And then the Recovery Act
would have come not in February, but in
May. We would already have hit bottom,
and itwould seemlike thingsweregetting
better.”

This has led to a what-if that torments
the White House’s political team: What if
it hadn’t taken on somuch? The adminis-
tration rushed from the second bucket of
bailout funds to the stimulus to the auto-
industry rescue to health care to climate
change legislation to financial regulation.
In aworldwhere the economywas steadi-
ly recovering, Obama might have
amassed a record comparable to Franklin
Roosevelt’s. But as the situation slowly
deteriorated, theAmericanpeople turned
against the administration’s crush of ini-
tiatives.The freneticpacemade theWhite
House seem inattentive and unfocused
amid amounting crisis.

But the alternative is similarly difficult
to imagine. No one believes that signifi-
cantly reining in the agenda would have
led to much more stimulus. Perhaps the
president would have benefited political-
ly fromspeakingmore about jobs and less
about health care, but then again, he had
historic majorities in both houses of Con-
gress and had come into office promising
dramatic change.

A more accurate understanding of the
recession could, however, have led to a
somewhat different stimulus — and per-
haps a more durable political strategy.
The policy was constructed at breakneck
speed,with the emphasis on gettingmon-
ey spent fast. That led tomore tax cuts, as
they could happen quickly, and less infra-
structure, as projects — particularly any-
thing more complex than road repair —
can take years to begin, by which point a
typical recession has ended of its own
volition.

Another cost of moving quickly was
that it put a premium on policies already
floating around that could be easily
droppedinto the legislation.That,accord-
ing to Holtz-Eakin, solidified Republican
opposition.

“If you’re a staffer and you have been
watching business in the House and Sen-
ate for a long time,”he says, “what you saw
them doing was pulling old ideas off the
shelf — old ideas you had fought and that

Democrats had abandoned. So Republi-
cans in Congress just hated it.”

A stimulus conducted with the Rogoff-
Reinhart lessons inmindmighthavebeen
broken into pieces and spread over a
longer time frame. The administration
could have pushed to tie key components
suchasunemploymentbenefits, stateand
local aid, and tax cuts to the unemploy-
ment rate rather than setting them to
expire after two years. With the knowl-
edge that it had years of low growth to
combat, there could have been a short-
term infrastructure component — pot-
holes, school repairs and the like — fol-
lowed, in separate legislation that Con-
gress would have had more time to con-
sider, by a long-term infrastructure com-
ponent for big investments such as
high-speed rail and health-information
technology.

But there’s little reason to believe that
would have turned unemployment num-
bers around. In fact, we have seen fairly
regularextensionsofunemploymentben-
efits and tax cuts over the past year. A bill
with a longer time frame perhaps would
have saved the administration frompolit-
ical headachesdown the road, but it could
have evenmade it harder to ask Congress
for more, as the initial policy would not
have finished spending out yet.

‘Politics on housing are hideous’
The stimulus was a bet that we could

get out of this recession through the one
path everyone can agree on: growth. The
bet was pretty much all-in, and it failed.
Reinhart and Rogoff are not particularly
surprised. It’s hard to get through a debt-
driven crisis without doing anything
about, well, debt.

In our crisis, the “debt” in question is
housing debt. Home prices have fallen
almost 33 percent since the beginning of
the crisis. All together, the nation’s hous-
ing stock is worth $8 trillion less than it
was in 2006. Andwe’re not done.Morgan
Stanley estimates there are more than
2.2 million homes sitting vacant, and
7.5 million more facing foreclosure. It is
housing debt that has weakened the
banks, andmortgage debt that is keeping
consumers from spending.

In late 2008, when the economy was
cratering,Holtz-Eakin convincedMcCain
that the way out of a housing crisis was to
tackle housing debt directly. “What we
proposed at the time was to buy up the
troubled mortgages, pay them off and let
people refinance at the lower rates,” he
recalls. “That would have filled up the
negative equity and healed bank balance
sheets.”

To this day, Holtz-Eakin thinks the
proposal made sense. There was one
problem. “Noone liked that plan,” he says.
“In fact, they hated it. The politics on
housing are hideous.”

The Obama administration, perhaps
cognizantof thepolitics,wasnotnearly so
bold. It focused on stimulus rather than
housing debt. The idea was that if people
could keep their jobs and pay their bills,
they couldpay theirmortgages.But today,
few on theObama teamwill mountmuch
of a defense of its housing policy.

Its efforts to heal the troubled market
at the core of the financial crisis are
widely considered weak and ineffective.
The Home Affordable Modification Pro-
gram, which proposed to pay mortgage
servicers to renegotiate with financially
stressed homeowners, couldn’t persuade
the servicers to play ball and so has left
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Reality worse than nightmare scenario

The Recovery Act worked. The problem is we didn’t keep our foot on the accelerator.”
— Jared Bernstein, former chief economist and economic policy adviser to Vice President Biden

Shrinking economy

Annual rate at which the economy
shrank in the final quarter of 2008:

3.8%
Initial projection by the Bureau of

Economic Analysis

6.2%
Revision released months later

6.3%
A further revision

8.9%
Actual rate at which the economy

contracted. Figure released this year.
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President Obama, back to camera, attends an economic meeting at theWhite House in October 2009. The administration crafted amulti-pronged approach of
stimulus spending, housing market programs and policy coordinated with the Federal Reserve. Even with the bailout, unemployment shot past 10 percent that year.
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The issue is the graph on Page 1. It
shows two blue lines sloping gently up-
ward and then drifting back down. The
darker line — “With recovery plan” —
forecasts unemployment peaking at
8 percent in 2009 and falling back below
7 percent in late 2010.

Three years later, with the economy
still in tatters, that line has formed the
coreof thecaseagainst theObamaadmin-
istration’s economic policies. That line
lets Republicans talk about “the failed
stimulus.” That line that has discredited
theWhiteHouse’s economic policy.

But the other line— “Without recovery
plan” — is more instructive. It shows
unemployment peaking at 9 percent in
2010 and falling below 7 percent by the
end of this year. That’s the line the admin-
istrationused to scareCongress intopass-
ing the single largest economic recovery
package in American history. That line is
the nightmare scenario.

And yet this is the cold, hard fact of the
past three years: The reality has been
worse than the administration’s night-
mare scenario. Even with the stimulus,
unemployment shot past 10 percent in
2009.

To understand how the administration
got it sowrong,weneed to lookat thedata
it was looking at.

The Bureau of Economic Analysis, the
agency charged with measuring the size
and growth of the U.S. economy, initially
projected that the economy shrank at an
annual rate of 3.8 percent in the last
quarter of 2008.Months later, the bureau
almost doubled that estimate, saying the
number was 6.2 percent. Then it was
revised to 6.3 percent. But it wasn’t until
this year that the actual number was
revealed:8.9percent.Thatmakes itoneof
the worst quarters in American history.
Bernstein and Romer knew in 2008 that
the economy had sustained a tough blow;
theydidn’tknowthat ithadbeenrunover
by a truck.

There were certainly economists who
argued that the recession was going to be
worse than the forecasts. Nobel laureates
KrugmanandJoeStiglitzwere among the
most vocal, but they were by no means
alone. In December 2008, Bernstein, who
had been named Biden’s chief economist,
told the Times, “We’ll be lucky if the
unemploymentrate isbelowdoubledigits
by the end of next year.”

The Cassandras who look, in retro-
spect, the most prophetic are Carmen
ReinhartandKenRogoff. In2008, the two
economists were about to publish “This
TimeIsDifferent,” their fantasticallywell-
timed study of nine centuries of financial
crises. In their view, the administration
wasn’t being just a bit optimistic. It was
beingwildly, tragically optimistic.

That was the dark joke of the book’s
title. Everyone always thinks this time
will be different: The bubble won’t burst
because this time, tulips won’t lose their
value, or housing is a unique asset, or
sophisticated derivatives really do elimi-
nate risk. Once it bursts, they think their
economy will quickly clamber out of the
ditch because their workers are smarter
and tougher, and their policymakers are
wiserandmoreexperienced.But it almost
never does.

In March 2009, Reinhart and Rogoff
took to Newsweek to critique the “chirpy
forecasts coming from policymakers
around the globe.” The historical record,
they said, showed that “the recessions
that follow in the wake of big financial
crises tend to last far longer than normal
downturns, and to cause considerably
moredamage. If theUnited States follows
the norm of recent crises, as it has until
now, outputmay take four years to return
to its pre-crisis level. Unemployment will
continue to rise for three more years,
reaching 11 to 12 percent in 2011.”

It seems unlikely that unemployment
will return to 11 percent this year, but if
the global economy tips back into reces-
sion, anything is possible. Either way,
Rogoff and Reinhart were a lot closer to
themark thanmost forecasters.

But the administration insisted on op-
timism. There was talk of “green shoots”
and the “recovery summer.” Events in
Greece and in oil markets were chalked
up to bad luck rather than the predictable
aftershocks of a financial crisis. The
promised recovery was always just
around the corner, but it never quite
came. Eventually, the American people
stopped listening. A September poll
showed that 50 percent of Americans
thought Obama’s policies had hurt the
economy.

This time, it turned out, wasn’t differ-
ent. But could it have been?

The boot and the slog
The basic thesis of “This Time IsDiffer-

ent” is that financial crises are not like
normal recessions. Typically, a recession
results fromhigh interest rates or fluctua-
tions in the business cycle, and it corrects
itself relativelyquickly:Either theFederal
Reserve lowers rates, or consumers get
back to spending, or both.

But financial crises tend to include a
substantial amount of private debt.When
the market turns, this “overhang” of debt
acts asabooton the throatof the recovery.
People don’t take advantage of low inter-
est rates to buy a newhouse because their
first order of business is paying down
credit cards and keeping up on the mort-
gage.

In subsequent research with her hus-
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band, Vincent Reinhart, Carmen Rein-
hart looked at the recoveries following 15
post-World War II financial crises. The
results were ugly. Forget the catch-up
growth of 4 or 5 percent that so many
anticipated. Average growth rates were a
full percentage point lower in the decade
after the crisis than in the one before.

Perhaps as a result, in 10 of the 15 crises
studied, unemployment simply never —
and the Reinharts don’t mean “never in
the years we studied,” they mean never
ever — returned to its pre-crisis lows. In
90 percent of the cases in which housing-
price data were available, prices were
lower 10 years after the crash than they
were the year before it.

There is no doubt that the post-crisis
trajectory looks more like the slog Rein-
hart and Rogoff described than the rela-
tively rapid rebound predicted by the
administration andmany forecasters. Yet
even among economists who admire Re-
inhart and Rogoff ’s work, there is skepti-
cism.

One source comes inhowReinhart and
Rogoff find the economic phenomena
they’re trying to study. “There’s an identi-
fication problem,” Stiglitz says. “When
you have underlying problems that are
deep, theywill causea financial crisis, and
thecrisis itself is a symptomofunderlying
problems.”

Another is in their fatalism. “Idon’tbuy
their critique in the sense that thiswas an
inevitability,” says DeanBaker, director of
the Center for Economic and Policy Re-
search and one of the economists who
spotted the housing crisis early.

The Obama administration didn’t buy
the idea of inevitability, either. The team
craftedamulti-prongedapproachofstim-
ulus spending, programs to address the
housing market, and policy coordinated
with an activist Federal Reserve. It firmly
believed that it was better to do toomuch
than too little. Its credo was well ex-
pressedbyRomerat thatDecembermeet-
ing,whenshe told thepresident, “Wehave
to hit this with everything we’ve got.” But
in reality, the administration could only
hit it with everything it could persuade
Congress to give. And thatwasn’t enough.

Finding fault with the stimulus
Some partisans offer a simple explana-

tion for the depth and severity of the
recession: It’s the stimulus’s fault. If we
had done nothing, they say, unemploy-
ment would never have reached 10 per-
cent.

That notion doesn’t findmuch support
even among Republican economists.
Doug Holtz-Eakin is president of the
right-leaning American Action Forum
and served as Sen. John McCain’s top
economic adviser during the 2008 presi-
dential campaign. He’s no fan of the
stimulus, but he has no patience with the
idea that itmadematters worse.

“The argument that the stimulus had
zero impact andweshouldn’t havedone it
is intellectually dishonest or wrong,” he
says. “If you throw a trillion dollars at the
economy, it has an impact. I would have
preferred to do it differently, but they
needed to do something.”

A fairer assessment of the stimulus is
that it did much more than its detractors
admit, but much less than its advocates
promised.

“The thing that people who want to
argue that the stimulus failedhave to deal
with,”Bernstein says, “is that if you lookat
the trajectory of job losses, you will find
that righton theheelsof theRecoveryAct,
the rate of job losses began to diminish

and then the jobs numbers turned posi-
tive. The Recovery Act worked. The prob-
lem is we didn’t keep our foot on the
accelerator.”

That’s not the sort of success the presi-
dent had promised, though. He said the
stimuluswould “jolt our economy back to
life.” In Denver, the site of the 2008
Democratic National Convention, he said
that although “this was not the end of our
economic problems,” it was “the begin-
ning of the end.”

It wasn’t.
Critics and defenders on the left make

the same point: The stimulus was too
small. The administration underestimat-
ed the size of the recession, so it follows
that any policy to combat it would be too
small. On top of that, it had to get that
policy through Congress. So it went with
$800 billion — what Romer thought the
economy could get away with — rather
than $1.2 trillion — what she thought it
needed. Then the Senate watered the
policy down to about $700 billion. Com-
pare that with the $2.5 trillion hole we
now knowwe needed to fill.

But it is hard to credit the argument
that the stimulus could have been much
larger at the outset. This was already the
biggest stimulus in U.S. history, and con-
gressional leaders had been quite clear
with the White House: Don’t send over
anything that passes the trillion-dollar
mark. To try and double the bill’s size
based on a suspicion that the recession
was much worse than the early data
indicated would have been a hard sell, to
say the least.

Even ifCongresshadbeenmoreaccom-
modating, there was a challenge to vastly
increasing the size of the initial stimulus:
The more you spend, the less effective
each new dollar would become.

“Wewere trying to spend 10 timeswhat
had ever been spent in a year,” says Gools-
bee,whochaired theCouncil ofEconomic
Advisers until this year. “The tension was
that the biggest bang for the buck comes
from direct spending like infrastructure,
but once you use up the big-ticket items,
you eventually come to a point where the
tax cuts are better bang for the buck than
the 300 billionth infrastructure dollar.”
And tax cuts, frankly, aren’t a very good
bang for the buck.

But although the administration’s
team hoped the initial stimulus would

work, it figured that if it didn’t, it could go
back to Congress formore.

“If you’re at the barber and they don’t
cut your hair short enough, you can al-
ways ask them to go a little further,”
Bernstein says. “That’s sort of how I
thought about stimulus policy. I don’t
think we could have done more in Febru-
ary of 2009 based on political and imple-
mentation constraints. But I probably
didn’t recognize how hard it would be to
go back to the barbershop.”

The theory was that success would
beget success. Passing the stimuluswould
stabilize the economy, prove the White
House’s political mettle and deliver im-
mediate relief to millions of Americans.
Thatwould help the administration build
the political capital to pass more stimu-
lus, if necessary. But when the economy
failed to respond as predicted, the politi-
cal theory fell apart, too.

“The biggest problem we had in terms
of the loss of political capital iswe came in
and did a bunch of stuff, and things got
worse,” says Ron Klain, who served as
chief of staff to Biden. “And some of that
was just bad luck. If we didn’t have the
22nd Amendment and Barack Obama
became president in late March rather
than in late January, things would have
been much worse when we came in than
they were. And then the Recovery Act
would have come not in February, but in
May. We would already have hit bottom,
and itwould seemlike thingsweregetting
better.”

This has led to a what-if that torments
the White House’s political team: What if
it hadn’t taken on somuch? The adminis-
tration rushed from the second bucket of
bailout funds to the stimulus to the auto-
industry rescue to health care to climate
change legislation to financial regulation.
In aworldwhere the economywas steadi-
ly recovering, Obama might have
amassed a record comparable to Franklin
Roosevelt’s. But as the situation slowly
deteriorated, theAmericanpeople turned
against the administration’s crush of ini-
tiatives.The freneticpacemade theWhite
House seem inattentive and unfocused
amid amounting crisis.

But the alternative is similarly difficult
to imagine. No one believes that signifi-
cantly reining in the agenda would have
led to much more stimulus. Perhaps the
president would have benefited political-
ly fromspeakingmore about jobs and less
about health care, but then again, he had
historic majorities in both houses of Con-
gress and had come into office promising
dramatic change.

A more accurate understanding of the
recession could, however, have led to a
somewhat different stimulus — and per-
haps a more durable political strategy.
The policy was constructed at breakneck
speed,with the emphasis on gettingmon-
ey spent fast. That led tomore tax cuts, as
they could happen quickly, and less infra-
structure, as projects — particularly any-
thing more complex than road repair —
can take years to begin, by which point a
typical recession has ended of its own
volition.

Another cost of moving quickly was
that it put a premium on policies already
floating around that could be easily
droppedinto the legislation.That,accord-
ing to Holtz-Eakin, solidified Republican
opposition.

“If you’re a staffer and you have been
watching business in the House and Sen-
ate for a long time,”he says, “what you saw
them doing was pulling old ideas off the
shelf — old ideas you had fought and that

Democrats had abandoned. So Republi-
cans in Congress just hated it.”

A stimulus conducted with the Rogoff-
Reinhart lessons inmindmighthavebeen
broken into pieces and spread over a
longer time frame. The administration
could have pushed to tie key components
suchasunemploymentbenefits, stateand
local aid, and tax cuts to the unemploy-
ment rate rather than setting them to
expire after two years. With the knowl-
edge that it had years of low growth to
combat, there could have been a short-
term infrastructure component — pot-
holes, school repairs and the like — fol-
lowed, in separate legislation that Con-
gress would have had more time to con-
sider, by a long-term infrastructure com-
ponent for big investments such as
high-speed rail and health-information
technology.

But there’s little reason to believe that
would have turned unemployment num-
bers around. In fact, we have seen fairly
regularextensionsofunemploymentben-
efits and tax cuts over the past year. A bill
with a longer time frame perhaps would
have saved the administration frompolit-
ical headachesdown the road, but it could
have evenmade it harder to ask Congress
for more, as the initial policy would not
have finished spending out yet.

‘Politics on housing are hideous’
The stimulus was a bet that we could

get out of this recession through the one
path everyone can agree on: growth. The
bet was pretty much all-in, and it failed.
Reinhart and Rogoff are not particularly
surprised. It’s hard to get through a debt-
driven crisis without doing anything
about, well, debt.

In our crisis, the “debt” in question is
housing debt. Home prices have fallen
almost 33 percent since the beginning of
the crisis. All together, the nation’s hous-
ing stock is worth $8 trillion less than it
was in 2006. Andwe’re not done.Morgan
Stanley estimates there are more than
2.2 million homes sitting vacant, and
7.5 million more facing foreclosure. It is
housing debt that has weakened the
banks, andmortgage debt that is keeping
consumers from spending.

In late 2008, when the economy was
cratering,Holtz-Eakin convincedMcCain
that the way out of a housing crisis was to
tackle housing debt directly. “What we
proposed at the time was to buy up the
troubled mortgages, pay them off and let
people refinance at the lower rates,” he
recalls. “That would have filled up the
negative equity and healed bank balance
sheets.”

To this day, Holtz-Eakin thinks the
proposal made sense. There was one
problem. “Noone liked that plan,” he says.
“In fact, they hated it. The politics on
housing are hideous.”

The Obama administration, perhaps
cognizantof thepolitics,wasnotnearly so
bold. It focused on stimulus rather than
housing debt. The idea was that if people
could keep their jobs and pay their bills,
they couldpay theirmortgages.But today,
few on theObama teamwill mountmuch
of a defense of its housing policy.

Its efforts to heal the troubled market
at the core of the financial crisis are
widely considered weak and ineffective.
The Home Affordable Modification Pro-
gram, which proposed to pay mortgage
servicers to renegotiate with financially
stressed homeowners, couldn’t persuade
the servicers to play ball and so has left
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Reality worse than nightmare scenario

The Recovery Act worked. The problem is we didn’t keep our foot on the accelerator.”
— Jared Bernstein, former chief economist and economic policy adviser to Vice President Biden

Shrinking economy

Annual rate at which the economy
shrank in the final quarter of 2008:

3.8%
Initial projection by the Bureau of

Economic Analysis

6.2%
Revision released months later

6.3%
A further revision

8.9%
Actual rate at which the economy

contracted. Figure released this year.
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President Obama, back to camera, attends an economic meeting at theWhite House in October 2009. The administration crafted amulti-pronged approach of
stimulus spending, housing market programs and policy coordinated with the Federal Reserve. Even with the bailout, unemployment shot past 10 percent that year.
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The issue is the graph on Page 1. It
shows two blue lines sloping gently up-
ward and then drifting back down. The
darker line — “With recovery plan” —
forecasts unemployment peaking at
8 percent in 2009 and falling back below
7 percent in late 2010.

Three years later, with the economy
still in tatters, that line has formed the
coreof thecaseagainst theObamaadmin-
istration’s economic policies. That line
lets Republicans talk about “the failed
stimulus.” That line that has discredited
theWhiteHouse’s economic policy.

But the other line— “Without recovery
plan” — is more instructive. It shows
unemployment peaking at 9 percent in
2010 and falling below 7 percent by the
end of this year. That’s the line the admin-
istrationused to scareCongress intopass-
ing the single largest economic recovery
package in American history. That line is
the nightmare scenario.

And yet this is the cold, hard fact of the
past three years: The reality has been
worse than the administration’s night-
mare scenario. Even with the stimulus,
unemployment shot past 10 percent in
2009.

To understand how the administration
got it sowrong,weneed to lookat thedata
it was looking at.

The Bureau of Economic Analysis, the
agency charged with measuring the size
and growth of the U.S. economy, initially
projected that the economy shrank at an
annual rate of 3.8 percent in the last
quarter of 2008.Months later, the bureau
almost doubled that estimate, saying the
number was 6.2 percent. Then it was
revised to 6.3 percent. But it wasn’t until
this year that the actual number was
revealed:8.9percent.Thatmakes itoneof
the worst quarters in American history.
Bernstein and Romer knew in 2008 that
the economy had sustained a tough blow;
theydidn’tknowthat ithadbeenrunover
by a truck.

There were certainly economists who
argued that the recession was going to be
worse than the forecasts. Nobel laureates
KrugmanandJoeStiglitzwere among the
most vocal, but they were by no means
alone. In December 2008, Bernstein, who
had been named Biden’s chief economist,
told the Times, “We’ll be lucky if the
unemploymentrate isbelowdoubledigits
by the end of next year.”

The Cassandras who look, in retro-
spect, the most prophetic are Carmen
ReinhartandKenRogoff. In2008, the two
economists were about to publish “This
TimeIsDifferent,” their fantasticallywell-
timed study of nine centuries of financial
crises. In their view, the administration
wasn’t being just a bit optimistic. It was
beingwildly, tragically optimistic.

That was the dark joke of the book’s
title. Everyone always thinks this time
will be different: The bubble won’t burst
because this time, tulips won’t lose their
value, or housing is a unique asset, or
sophisticated derivatives really do elimi-
nate risk. Once it bursts, they think their
economy will quickly clamber out of the
ditch because their workers are smarter
and tougher, and their policymakers are
wiserandmoreexperienced.But it almost
never does.

In March 2009, Reinhart and Rogoff
took to Newsweek to critique the “chirpy
forecasts coming from policymakers
around the globe.” The historical record,
they said, showed that “the recessions
that follow in the wake of big financial
crises tend to last far longer than normal
downturns, and to cause considerably
moredamage. If theUnited States follows
the norm of recent crises, as it has until
now, outputmay take four years to return
to its pre-crisis level. Unemployment will
continue to rise for three more years,
reaching 11 to 12 percent in 2011.”

It seems unlikely that unemployment
will return to 11 percent this year, but if
the global economy tips back into reces-
sion, anything is possible. Either way,
Rogoff and Reinhart were a lot closer to
themark thanmost forecasters.

But the administration insisted on op-
timism. There was talk of “green shoots”
and the “recovery summer.” Events in
Greece and in oil markets were chalked
up to bad luck rather than the predictable
aftershocks of a financial crisis. The
promised recovery was always just
around the corner, but it never quite
came. Eventually, the American people
stopped listening. A September poll
showed that 50 percent of Americans
thought Obama’s policies had hurt the
economy.

This time, it turned out, wasn’t differ-
ent. But could it have been?

The boot and the slog
The basic thesis of “This Time IsDiffer-

ent” is that financial crises are not like
normal recessions. Typically, a recession
results fromhigh interest rates or fluctua-
tions in the business cycle, and it corrects
itself relativelyquickly:Either theFederal
Reserve lowers rates, or consumers get
back to spending, or both.

But financial crises tend to include a
substantial amount of private debt.When
the market turns, this “overhang” of debt
acts asabooton the throatof the recovery.
People don’t take advantage of low inter-
est rates to buy a newhouse because their
first order of business is paying down
credit cards and keeping up on the mort-
gage.

In subsequent research with her hus-
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band, Vincent Reinhart, Carmen Rein-
hart looked at the recoveries following 15
post-World War II financial crises. The
results were ugly. Forget the catch-up
growth of 4 or 5 percent that so many
anticipated. Average growth rates were a
full percentage point lower in the decade
after the crisis than in the one before.

Perhaps as a result, in 10 of the 15 crises
studied, unemployment simply never —
and the Reinharts don’t mean “never in
the years we studied,” they mean never
ever — returned to its pre-crisis lows. In
90 percent of the cases in which housing-
price data were available, prices were
lower 10 years after the crash than they
were the year before it.

There is no doubt that the post-crisis
trajectory looks more like the slog Rein-
hart and Rogoff described than the rela-
tively rapid rebound predicted by the
administration andmany forecasters. Yet
even among economists who admire Re-
inhart and Rogoff ’s work, there is skepti-
cism.

One source comes inhowReinhart and
Rogoff find the economic phenomena
they’re trying to study. “There’s an identi-
fication problem,” Stiglitz says. “When
you have underlying problems that are
deep, theywill causea financial crisis, and
thecrisis itself is a symptomofunderlying
problems.”

Another is in their fatalism. “Idon’tbuy
their critique in the sense that thiswas an
inevitability,” says DeanBaker, director of
the Center for Economic and Policy Re-
search and one of the economists who
spotted the housing crisis early.

The Obama administration didn’t buy
the idea of inevitability, either. The team
craftedamulti-prongedapproachofstim-
ulus spending, programs to address the
housing market, and policy coordinated
with an activist Federal Reserve. It firmly
believed that it was better to do toomuch
than too little. Its credo was well ex-
pressedbyRomerat thatDecembermeet-
ing,whenshe told thepresident, “Wehave
to hit this with everything we’ve got.” But
in reality, the administration could only
hit it with everything it could persuade
Congress to give. And thatwasn’t enough.

Finding fault with the stimulus
Some partisans offer a simple explana-

tion for the depth and severity of the
recession: It’s the stimulus’s fault. If we
had done nothing, they say, unemploy-
ment would never have reached 10 per-
cent.

That notion doesn’t findmuch support
even among Republican economists.
Doug Holtz-Eakin is president of the
right-leaning American Action Forum
and served as Sen. John McCain’s top
economic adviser during the 2008 presi-
dential campaign. He’s no fan of the
stimulus, but he has no patience with the
idea that itmadematters worse.

“The argument that the stimulus had
zero impact andweshouldn’t havedone it
is intellectually dishonest or wrong,” he
says. “If you throw a trillion dollars at the
economy, it has an impact. I would have
preferred to do it differently, but they
needed to do something.”

A fairer assessment of the stimulus is
that it did much more than its detractors
admit, but much less than its advocates
promised.

“The thing that people who want to
argue that the stimulus failedhave to deal
with,”Bernstein says, “is that if you lookat
the trajectory of job losses, you will find
that righton theheelsof theRecoveryAct,
the rate of job losses began to diminish

and then the jobs numbers turned posi-
tive. The Recovery Act worked. The prob-
lem is we didn’t keep our foot on the
accelerator.”

That’s not the sort of success the presi-
dent had promised, though. He said the
stimuluswould “jolt our economy back to
life.” In Denver, the site of the 2008
Democratic National Convention, he said
that although “this was not the end of our
economic problems,” it was “the begin-
ning of the end.”

It wasn’t.
Critics and defenders on the left make

the same point: The stimulus was too
small. The administration underestimat-
ed the size of the recession, so it follows
that any policy to combat it would be too
small. On top of that, it had to get that
policy through Congress. So it went with
$800 billion — what Romer thought the
economy could get away with — rather
than $1.2 trillion — what she thought it
needed. Then the Senate watered the
policy down to about $700 billion. Com-
pare that with the $2.5 trillion hole we
now knowwe needed to fill.

But it is hard to credit the argument
that the stimulus could have been much
larger at the outset. This was already the
biggest stimulus in U.S. history, and con-
gressional leaders had been quite clear
with the White House: Don’t send over
anything that passes the trillion-dollar
mark. To try and double the bill’s size
based on a suspicion that the recession
was much worse than the early data
indicated would have been a hard sell, to
say the least.

Even ifCongresshadbeenmoreaccom-
modating, there was a challenge to vastly
increasing the size of the initial stimulus:
The more you spend, the less effective
each new dollar would become.

“Wewere trying to spend 10 timeswhat
had ever been spent in a year,” says Gools-
bee,whochaired theCouncil ofEconomic
Advisers until this year. “The tension was
that the biggest bang for the buck comes
from direct spending like infrastructure,
but once you use up the big-ticket items,
you eventually come to a point where the
tax cuts are better bang for the buck than
the 300 billionth infrastructure dollar.”
And tax cuts, frankly, aren’t a very good
bang for the buck.

But although the administration’s
team hoped the initial stimulus would

work, it figured that if it didn’t, it could go
back to Congress formore.

“If you’re at the barber and they don’t
cut your hair short enough, you can al-
ways ask them to go a little further,”
Bernstein says. “That’s sort of how I
thought about stimulus policy. I don’t
think we could have done more in Febru-
ary of 2009 based on political and imple-
mentation constraints. But I probably
didn’t recognize how hard it would be to
go back to the barbershop.”

The theory was that success would
beget success. Passing the stimuluswould
stabilize the economy, prove the White
House’s political mettle and deliver im-
mediate relief to millions of Americans.
Thatwould help the administration build
the political capital to pass more stimu-
lus, if necessary. But when the economy
failed to respond as predicted, the politi-
cal theory fell apart, too.

“The biggest problem we had in terms
of the loss of political capital iswe came in
and did a bunch of stuff, and things got
worse,” says Ron Klain, who served as
chief of staff to Biden. “And some of that
was just bad luck. If we didn’t have the
22nd Amendment and Barack Obama
became president in late March rather
than in late January, things would have
been much worse when we came in than
they were. And then the Recovery Act
would have come not in February, but in
May. We would already have hit bottom,
and itwould seemlike thingsweregetting
better.”

This has led to a what-if that torments
the White House’s political team: What if
it hadn’t taken on somuch? The adminis-
tration rushed from the second bucket of
bailout funds to the stimulus to the auto-
industry rescue to health care to climate
change legislation to financial regulation.
In aworldwhere the economywas steadi-
ly recovering, Obama might have
amassed a record comparable to Franklin
Roosevelt’s. But as the situation slowly
deteriorated, theAmericanpeople turned
against the administration’s crush of ini-
tiatives.The freneticpacemade theWhite
House seem inattentive and unfocused
amid amounting crisis.

But the alternative is similarly difficult
to imagine. No one believes that signifi-
cantly reining in the agenda would have
led to much more stimulus. Perhaps the
president would have benefited political-
ly fromspeakingmore about jobs and less
about health care, but then again, he had
historic majorities in both houses of Con-
gress and had come into office promising
dramatic change.

A more accurate understanding of the
recession could, however, have led to a
somewhat different stimulus — and per-
haps a more durable political strategy.
The policy was constructed at breakneck
speed,with the emphasis on gettingmon-
ey spent fast. That led tomore tax cuts, as
they could happen quickly, and less infra-
structure, as projects — particularly any-
thing more complex than road repair —
can take years to begin, by which point a
typical recession has ended of its own
volition.

Another cost of moving quickly was
that it put a premium on policies already
floating around that could be easily
droppedinto the legislation.That,accord-
ing to Holtz-Eakin, solidified Republican
opposition.

“If you’re a staffer and you have been
watching business in the House and Sen-
ate for a long time,”he says, “what you saw
them doing was pulling old ideas off the
shelf — old ideas you had fought and that

Democrats had abandoned. So Republi-
cans in Congress just hated it.”

A stimulus conducted with the Rogoff-
Reinhart lessons inmindmighthavebeen
broken into pieces and spread over a
longer time frame. The administration
could have pushed to tie key components
suchasunemploymentbenefits, stateand
local aid, and tax cuts to the unemploy-
ment rate rather than setting them to
expire after two years. With the knowl-
edge that it had years of low growth to
combat, there could have been a short-
term infrastructure component — pot-
holes, school repairs and the like — fol-
lowed, in separate legislation that Con-
gress would have had more time to con-
sider, by a long-term infrastructure com-
ponent for big investments such as
high-speed rail and health-information
technology.

But there’s little reason to believe that
would have turned unemployment num-
bers around. In fact, we have seen fairly
regularextensionsofunemploymentben-
efits and tax cuts over the past year. A bill
with a longer time frame perhaps would
have saved the administration frompolit-
ical headachesdown the road, but it could
have evenmade it harder to ask Congress
for more, as the initial policy would not
have finished spending out yet.

‘Politics on housing are hideous’
The stimulus was a bet that we could

get out of this recession through the one
path everyone can agree on: growth. The
bet was pretty much all-in, and it failed.
Reinhart and Rogoff are not particularly
surprised. It’s hard to get through a debt-
driven crisis without doing anything
about, well, debt.

In our crisis, the “debt” in question is
housing debt. Home prices have fallen
almost 33 percent since the beginning of
the crisis. All together, the nation’s hous-
ing stock is worth $8 trillion less than it
was in 2006. Andwe’re not done.Morgan
Stanley estimates there are more than
2.2 million homes sitting vacant, and
7.5 million more facing foreclosure. It is
housing debt that has weakened the
banks, andmortgage debt that is keeping
consumers from spending.

In late 2008, when the economy was
cratering,Holtz-Eakin convincedMcCain
that the way out of a housing crisis was to
tackle housing debt directly. “What we
proposed at the time was to buy up the
troubled mortgages, pay them off and let
people refinance at the lower rates,” he
recalls. “That would have filled up the
negative equity and healed bank balance
sheets.”

To this day, Holtz-Eakin thinks the
proposal made sense. There was one
problem. “Noone liked that plan,” he says.
“In fact, they hated it. The politics on
housing are hideous.”

The Obama administration, perhaps
cognizantof thepolitics,wasnotnearly so
bold. It focused on stimulus rather than
housing debt. The idea was that if people
could keep their jobs and pay their bills,
they couldpay theirmortgages.But today,
few on theObama teamwill mountmuch
of a defense of its housing policy.

Its efforts to heal the troubled market
at the core of the financial crisis are
widely considered weak and ineffective.
The Home Affordable Modification Pro-
gram, which proposed to pay mortgage
servicers to renegotiate with financially
stressed homeowners, couldn’t persuade
the servicers to play ball and so has left
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Reality worse than nightmare scenario

The Recovery Act worked. The problem is we didn’t keep our foot on the accelerator.”
— Jared Bernstein, former chief economist and economic policy adviser to Vice President Biden

Shrinking economy

Annual rate at which the economy
shrank in the final quarter of 2008:

3.8%
Initial projection by the Bureau of

Economic Analysis

6.2%
Revision released months later

6.3%
A further revision

8.9%
Actual rate at which the economy

contracted. Figure released this year.

PETE SOUZA/THE WHITE HOUSE

President Obama, back to camera, attends an economic meeting at theWhite House in October 2009. The administration crafted amulti-pronged approach of
stimulus spending, housing market programs and policy coordinated with the Federal Reserve. Even with the bailout, unemployment shot past 10 percent that year.
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The issue is the graph on Page 1. It
shows two blue lines sloping gently up-
ward and then drifting back down. The
darker line — “With recovery plan” —
forecasts unemployment peaking at
8 percent in 2009 and falling back below
7 percent in late 2010.

Three years later, with the economy
still in tatters, that line has formed the
coreof thecaseagainst theObamaadmin-
istration’s economic policies. That line
lets Republicans talk about “the failed
stimulus.” That line that has discredited
theWhiteHouse’s economic policy.

But the other line— “Without recovery
plan” — is more instructive. It shows
unemployment peaking at 9 percent in
2010 and falling below 7 percent by the
end of this year. That’s the line the admin-
istrationused to scareCongress intopass-
ing the single largest economic recovery
package in American history. That line is
the nightmare scenario.

And yet this is the cold, hard fact of the
past three years: The reality has been
worse than the administration’s night-
mare scenario. Even with the stimulus,
unemployment shot past 10 percent in
2009.

To understand how the administration
got it sowrong,weneed to lookat thedata
it was looking at.

The Bureau of Economic Analysis, the
agency charged with measuring the size
and growth of the U.S. economy, initially
projected that the economy shrank at an
annual rate of 3.8 percent in the last
quarter of 2008.Months later, the bureau
almost doubled that estimate, saying the
number was 6.2 percent. Then it was
revised to 6.3 percent. But it wasn’t until
this year that the actual number was
revealed:8.9percent.Thatmakes itoneof
the worst quarters in American history.
Bernstein and Romer knew in 2008 that
the economy had sustained a tough blow;
theydidn’tknowthat ithadbeenrunover
by a truck.

There were certainly economists who
argued that the recession was going to be
worse than the forecasts. Nobel laureates
KrugmanandJoeStiglitzwere among the
most vocal, but they were by no means
alone. In December 2008, Bernstein, who
had been named Biden’s chief economist,
told the Times, “We’ll be lucky if the
unemploymentrate isbelowdoubledigits
by the end of next year.”

The Cassandras who look, in retro-
spect, the most prophetic are Carmen
ReinhartandKenRogoff. In2008, the two
economists were about to publish “This
TimeIsDifferent,” their fantasticallywell-
timed study of nine centuries of financial
crises. In their view, the administration
wasn’t being just a bit optimistic. It was
beingwildly, tragically optimistic.

That was the dark joke of the book’s
title. Everyone always thinks this time
will be different: The bubble won’t burst
because this time, tulips won’t lose their
value, or housing is a unique asset, or
sophisticated derivatives really do elimi-
nate risk. Once it bursts, they think their
economy will quickly clamber out of the
ditch because their workers are smarter
and tougher, and their policymakers are
wiserandmoreexperienced.But it almost
never does.

In March 2009, Reinhart and Rogoff
took to Newsweek to critique the “chirpy
forecasts coming from policymakers
around the globe.” The historical record,
they said, showed that “the recessions
that follow in the wake of big financial
crises tend to last far longer than normal
downturns, and to cause considerably
moredamage. If theUnited States follows
the norm of recent crises, as it has until
now, outputmay take four years to return
to its pre-crisis level. Unemployment will
continue to rise for three more years,
reaching 11 to 12 percent in 2011.”

It seems unlikely that unemployment
will return to 11 percent this year, but if
the global economy tips back into reces-
sion, anything is possible. Either way,
Rogoff and Reinhart were a lot closer to
themark thanmost forecasters.

But the administration insisted on op-
timism. There was talk of “green shoots”
and the “recovery summer.” Events in
Greece and in oil markets were chalked
up to bad luck rather than the predictable
aftershocks of a financial crisis. The
promised recovery was always just
around the corner, but it never quite
came. Eventually, the American people
stopped listening. A September poll
showed that 50 percent of Americans
thought Obama’s policies had hurt the
economy.

This time, it turned out, wasn’t differ-
ent. But could it have been?

The boot and the slog
The basic thesis of “This Time IsDiffer-

ent” is that financial crises are not like
normal recessions. Typically, a recession
results fromhigh interest rates or fluctua-
tions in the business cycle, and it corrects
itself relativelyquickly:Either theFederal
Reserve lowers rates, or consumers get
back to spending, or both.

But financial crises tend to include a
substantial amount of private debt.When
the market turns, this “overhang” of debt
acts asabooton the throatof the recovery.
People don’t take advantage of low inter-
est rates to buy a newhouse because their
first order of business is paying down
credit cards and keeping up on the mort-
gage.

In subsequent research with her hus-
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band, Vincent Reinhart, Carmen Rein-
hart looked at the recoveries following 15
post-World War II financial crises. The
results were ugly. Forget the catch-up
growth of 4 or 5 percent that so many
anticipated. Average growth rates were a
full percentage point lower in the decade
after the crisis than in the one before.

Perhaps as a result, in 10 of the 15 crises
studied, unemployment simply never —
and the Reinharts don’t mean “never in
the years we studied,” they mean never
ever — returned to its pre-crisis lows. In
90 percent of the cases in which housing-
price data were available, prices were
lower 10 years after the crash than they
were the year before it.

There is no doubt that the post-crisis
trajectory looks more like the slog Rein-
hart and Rogoff described than the rela-
tively rapid rebound predicted by the
administration andmany forecasters. Yet
even among economists who admire Re-
inhart and Rogoff ’s work, there is skepti-
cism.

One source comes inhowReinhart and
Rogoff find the economic phenomena
they’re trying to study. “There’s an identi-
fication problem,” Stiglitz says. “When
you have underlying problems that are
deep, theywill causea financial crisis, and
thecrisis itself is a symptomofunderlying
problems.”

Another is in their fatalism. “Idon’tbuy
their critique in the sense that thiswas an
inevitability,” says DeanBaker, director of
the Center for Economic and Policy Re-
search and one of the economists who
spotted the housing crisis early.

The Obama administration didn’t buy
the idea of inevitability, either. The team
craftedamulti-prongedapproachofstim-
ulus spending, programs to address the
housing market, and policy coordinated
with an activist Federal Reserve. It firmly
believed that it was better to do toomuch
than too little. Its credo was well ex-
pressedbyRomerat thatDecembermeet-
ing,whenshe told thepresident, “Wehave
to hit this with everything we’ve got.” But
in reality, the administration could only
hit it with everything it could persuade
Congress to give. And thatwasn’t enough.

Finding fault with the stimulus
Some partisans offer a simple explana-

tion for the depth and severity of the
recession: It’s the stimulus’s fault. If we
had done nothing, they say, unemploy-
ment would never have reached 10 per-
cent.

That notion doesn’t findmuch support
even among Republican economists.
Doug Holtz-Eakin is president of the
right-leaning American Action Forum
and served as Sen. John McCain’s top
economic adviser during the 2008 presi-
dential campaign. He’s no fan of the
stimulus, but he has no patience with the
idea that itmadematters worse.

“The argument that the stimulus had
zero impact andweshouldn’t havedone it
is intellectually dishonest or wrong,” he
says. “If you throw a trillion dollars at the
economy, it has an impact. I would have
preferred to do it differently, but they
needed to do something.”

A fairer assessment of the stimulus is
that it did much more than its detractors
admit, but much less than its advocates
promised.

“The thing that people who want to
argue that the stimulus failedhave to deal
with,”Bernstein says, “is that if you lookat
the trajectory of job losses, you will find
that righton theheelsof theRecoveryAct,
the rate of job losses began to diminish

and then the jobs numbers turned posi-
tive. The Recovery Act worked. The prob-
lem is we didn’t keep our foot on the
accelerator.”

That’s not the sort of success the presi-
dent had promised, though. He said the
stimuluswould “jolt our economy back to
life.” In Denver, the site of the 2008
Democratic National Convention, he said
that although “this was not the end of our
economic problems,” it was “the begin-
ning of the end.”

It wasn’t.
Critics and defenders on the left make

the same point: The stimulus was too
small. The administration underestimat-
ed the size of the recession, so it follows
that any policy to combat it would be too
small. On top of that, it had to get that
policy through Congress. So it went with
$800 billion — what Romer thought the
economy could get away with — rather
than $1.2 trillion — what she thought it
needed. Then the Senate watered the
policy down to about $700 billion. Com-
pare that with the $2.5 trillion hole we
now knowwe needed to fill.

But it is hard to credit the argument
that the stimulus could have been much
larger at the outset. This was already the
biggest stimulus in U.S. history, and con-
gressional leaders had been quite clear
with the White House: Don’t send over
anything that passes the trillion-dollar
mark. To try and double the bill’s size
based on a suspicion that the recession
was much worse than the early data
indicated would have been a hard sell, to
say the least.

Even ifCongresshadbeenmoreaccom-
modating, there was a challenge to vastly
increasing the size of the initial stimulus:
The more you spend, the less effective
each new dollar would become.

“Wewere trying to spend 10 timeswhat
had ever been spent in a year,” says Gools-
bee,whochaired theCouncil ofEconomic
Advisers until this year. “The tension was
that the biggest bang for the buck comes
from direct spending like infrastructure,
but once you use up the big-ticket items,
you eventually come to a point where the
tax cuts are better bang for the buck than
the 300 billionth infrastructure dollar.”
And tax cuts, frankly, aren’t a very good
bang for the buck.

But although the administration’s
team hoped the initial stimulus would

work, it figured that if it didn’t, it could go
back to Congress formore.

“If you’re at the barber and they don’t
cut your hair short enough, you can al-
ways ask them to go a little further,”
Bernstein says. “That’s sort of how I
thought about stimulus policy. I don’t
think we could have done more in Febru-
ary of 2009 based on political and imple-
mentation constraints. But I probably
didn’t recognize how hard it would be to
go back to the barbershop.”

The theory was that success would
beget success. Passing the stimuluswould
stabilize the economy, prove the White
House’s political mettle and deliver im-
mediate relief to millions of Americans.
Thatwould help the administration build
the political capital to pass more stimu-
lus, if necessary. But when the economy
failed to respond as predicted, the politi-
cal theory fell apart, too.

“The biggest problem we had in terms
of the loss of political capital iswe came in
and did a bunch of stuff, and things got
worse,” says Ron Klain, who served as
chief of staff to Biden. “And some of that
was just bad luck. If we didn’t have the
22nd Amendment and Barack Obama
became president in late March rather
than in late January, things would have
been much worse when we came in than
they were. And then the Recovery Act
would have come not in February, but in
May. We would already have hit bottom,
and itwould seemlike thingsweregetting
better.”

This has led to a what-if that torments
the White House’s political team: What if
it hadn’t taken on somuch? The adminis-
tration rushed from the second bucket of
bailout funds to the stimulus to the auto-
industry rescue to health care to climate
change legislation to financial regulation.
In aworldwhere the economywas steadi-
ly recovering, Obama might have
amassed a record comparable to Franklin
Roosevelt’s. But as the situation slowly
deteriorated, theAmericanpeople turned
against the administration’s crush of ini-
tiatives.The freneticpacemade theWhite
House seem inattentive and unfocused
amid amounting crisis.

But the alternative is similarly difficult
to imagine. No one believes that signifi-
cantly reining in the agenda would have
led to much more stimulus. Perhaps the
president would have benefited political-
ly fromspeakingmore about jobs and less
about health care, but then again, he had
historic majorities in both houses of Con-
gress and had come into office promising
dramatic change.

A more accurate understanding of the
recession could, however, have led to a
somewhat different stimulus — and per-
haps a more durable political strategy.
The policy was constructed at breakneck
speed,with the emphasis on gettingmon-
ey spent fast. That led tomore tax cuts, as
they could happen quickly, and less infra-
structure, as projects — particularly any-
thing more complex than road repair —
can take years to begin, by which point a
typical recession has ended of its own
volition.

Another cost of moving quickly was
that it put a premium on policies already
floating around that could be easily
droppedinto the legislation.That,accord-
ing to Holtz-Eakin, solidified Republican
opposition.

“If you’re a staffer and you have been
watching business in the House and Sen-
ate for a long time,”he says, “what you saw
them doing was pulling old ideas off the
shelf — old ideas you had fought and that

Democrats had abandoned. So Republi-
cans in Congress just hated it.”

A stimulus conducted with the Rogoff-
Reinhart lessons inmindmighthavebeen
broken into pieces and spread over a
longer time frame. The administration
could have pushed to tie key components
suchasunemploymentbenefits, stateand
local aid, and tax cuts to the unemploy-
ment rate rather than setting them to
expire after two years. With the knowl-
edge that it had years of low growth to
combat, there could have been a short-
term infrastructure component — pot-
holes, school repairs and the like — fol-
lowed, in separate legislation that Con-
gress would have had more time to con-
sider, by a long-term infrastructure com-
ponent for big investments such as
high-speed rail and health-information
technology.

But there’s little reason to believe that
would have turned unemployment num-
bers around. In fact, we have seen fairly
regularextensionsofunemploymentben-
efits and tax cuts over the past year. A bill
with a longer time frame perhaps would
have saved the administration frompolit-
ical headachesdown the road, but it could
have evenmade it harder to ask Congress
for more, as the initial policy would not
have finished spending out yet.

‘Politics on housing are hideous’
The stimulus was a bet that we could

get out of this recession through the one
path everyone can agree on: growth. The
bet was pretty much all-in, and it failed.
Reinhart and Rogoff are not particularly
surprised. It’s hard to get through a debt-
driven crisis without doing anything
about, well, debt.

In our crisis, the “debt” in question is
housing debt. Home prices have fallen
almost 33 percent since the beginning of
the crisis. All together, the nation’s hous-
ing stock is worth $8 trillion less than it
was in 2006. Andwe’re not done.Morgan
Stanley estimates there are more than
2.2 million homes sitting vacant, and
7.5 million more facing foreclosure. It is
housing debt that has weakened the
banks, andmortgage debt that is keeping
consumers from spending.

In late 2008, when the economy was
cratering,Holtz-Eakin convincedMcCain
that the way out of a housing crisis was to
tackle housing debt directly. “What we
proposed at the time was to buy up the
troubled mortgages, pay them off and let
people refinance at the lower rates,” he
recalls. “That would have filled up the
negative equity and healed bank balance
sheets.”

To this day, Holtz-Eakin thinks the
proposal made sense. There was one
problem. “Noone liked that plan,” he says.
“In fact, they hated it. The politics on
housing are hideous.”

The Obama administration, perhaps
cognizantof thepolitics,wasnotnearly so
bold. It focused on stimulus rather than
housing debt. The idea was that if people
could keep their jobs and pay their bills,
they couldpay theirmortgages.But today,
few on theObama teamwill mountmuch
of a defense of its housing policy.

Its efforts to heal the troubled market
at the core of the financial crisis are
widely considered weak and ineffective.
The Home Affordable Modification Pro-
gram, which proposed to pay mortgage
servicers to renegotiate with financially
stressed homeowners, couldn’t persuade
the servicers to play ball and so has left
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Reality worse than nightmare scenario

The Recovery Act worked. The problem is we didn’t keep our foot on the accelerator.”
— Jared Bernstein, former chief economist and economic policy adviser to Vice President Biden

Shrinking economy

Annual rate at which the economy
shrank in the final quarter of 2008:

3.8%
Initial projection by the Bureau of

Economic Analysis

6.2%
Revision released months later

6.3%
A further revision

8.9%
Actual rate at which the economy

contracted. Figure released this year.
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President Obama, back to camera, attends an economic meeting at theWhite House in October 2009. The administration crafted amulti-pronged approach of
stimulus spending, housing market programs and policy coordinated with the Federal Reserve. Even with the bailout, unemployment shot past 10 percent that year.
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The issue is the graph on Page 1. It
shows two blue lines sloping gently up-
ward and then drifting back down. The
darker line — “With recovery plan” —
forecasts unemployment peaking at
8 percent in 2009 and falling back below
7 percent in late 2010.

Three years later, with the economy
still in tatters, that line has formed the
coreof thecaseagainst theObamaadmin-
istration’s economic policies. That line
lets Republicans talk about “the failed
stimulus.” That line that has discredited
theWhiteHouse’s economic policy.

But the other line— “Without recovery
plan” — is more instructive. It shows
unemployment peaking at 9 percent in
2010 and falling below 7 percent by the
end of this year. That’s the line the admin-
istrationused to scareCongress intopass-
ing the single largest economic recovery
package in American history. That line is
the nightmare scenario.

And yet this is the cold, hard fact of the
past three years: The reality has been
worse than the administration’s night-
mare scenario. Even with the stimulus,
unemployment shot past 10 percent in
2009.

To understand how the administration
got it sowrong,weneed to lookat thedata
it was looking at.

The Bureau of Economic Analysis, the
agency charged with measuring the size
and growth of the U.S. economy, initially
projected that the economy shrank at an
annual rate of 3.8 percent in the last
quarter of 2008.Months later, the bureau
almost doubled that estimate, saying the
number was 6.2 percent. Then it was
revised to 6.3 percent. But it wasn’t until
this year that the actual number was
revealed:8.9percent.Thatmakes itoneof
the worst quarters in American history.
Bernstein and Romer knew in 2008 that
the economy had sustained a tough blow;
theydidn’tknowthat ithadbeenrunover
by a truck.

There were certainly economists who
argued that the recession was going to be
worse than the forecasts. Nobel laureates
KrugmanandJoeStiglitzwere among the
most vocal, but they were by no means
alone. In December 2008, Bernstein, who
had been named Biden’s chief economist,
told the Times, “We’ll be lucky if the
unemploymentrate isbelowdoubledigits
by the end of next year.”

The Cassandras who look, in retro-
spect, the most prophetic are Carmen
ReinhartandKenRogoff. In2008, the two
economists were about to publish “This
TimeIsDifferent,” their fantasticallywell-
timed study of nine centuries of financial
crises. In their view, the administration
wasn’t being just a bit optimistic. It was
beingwildly, tragically optimistic.

That was the dark joke of the book’s
title. Everyone always thinks this time
will be different: The bubble won’t burst
because this time, tulips won’t lose their
value, or housing is a unique asset, or
sophisticated derivatives really do elimi-
nate risk. Once it bursts, they think their
economy will quickly clamber out of the
ditch because their workers are smarter
and tougher, and their policymakers are
wiserandmoreexperienced.But it almost
never does.

In March 2009, Reinhart and Rogoff
took to Newsweek to critique the “chirpy
forecasts coming from policymakers
around the globe.” The historical record,
they said, showed that “the recessions
that follow in the wake of big financial
crises tend to last far longer than normal
downturns, and to cause considerably
moredamage. If theUnited States follows
the norm of recent crises, as it has until
now, outputmay take four years to return
to its pre-crisis level. Unemployment will
continue to rise for three more years,
reaching 11 to 12 percent in 2011.”

It seems unlikely that unemployment
will return to 11 percent this year, but if
the global economy tips back into reces-
sion, anything is possible. Either way,
Rogoff and Reinhart were a lot closer to
themark thanmost forecasters.

But the administration insisted on op-
timism. There was talk of “green shoots”
and the “recovery summer.” Events in
Greece and in oil markets were chalked
up to bad luck rather than the predictable
aftershocks of a financial crisis. The
promised recovery was always just
around the corner, but it never quite
came. Eventually, the American people
stopped listening. A September poll
showed that 50 percent of Americans
thought Obama’s policies had hurt the
economy.

This time, it turned out, wasn’t differ-
ent. But could it have been?

The boot and the slog
The basic thesis of “This Time IsDiffer-

ent” is that financial crises are not like
normal recessions. Typically, a recession
results fromhigh interest rates or fluctua-
tions in the business cycle, and it corrects
itself relativelyquickly:Either theFederal
Reserve lowers rates, or consumers get
back to spending, or both.

But financial crises tend to include a
substantial amount of private debt.When
the market turns, this “overhang” of debt
acts asabooton the throatof the recovery.
People don’t take advantage of low inter-
est rates to buy a newhouse because their
first order of business is paying down
credit cards and keeping up on the mort-
gage.

In subsequent research with her hus-
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band, Vincent Reinhart, Carmen Rein-
hart looked at the recoveries following 15
post-World War II financial crises. The
results were ugly. Forget the catch-up
growth of 4 or 5 percent that so many
anticipated. Average growth rates were a
full percentage point lower in the decade
after the crisis than in the one before.

Perhaps as a result, in 10 of the 15 crises
studied, unemployment simply never —
and the Reinharts don’t mean “never in
the years we studied,” they mean never
ever — returned to its pre-crisis lows. In
90 percent of the cases in which housing-
price data were available, prices were
lower 10 years after the crash than they
were the year before it.

There is no doubt that the post-crisis
trajectory looks more like the slog Rein-
hart and Rogoff described than the rela-
tively rapid rebound predicted by the
administration andmany forecasters. Yet
even among economists who admire Re-
inhart and Rogoff ’s work, there is skepti-
cism.

One source comes inhowReinhart and
Rogoff find the economic phenomena
they’re trying to study. “There’s an identi-
fication problem,” Stiglitz says. “When
you have underlying problems that are
deep, theywill causea financial crisis, and
thecrisis itself is a symptomofunderlying
problems.”

Another is in their fatalism. “Idon’tbuy
their critique in the sense that thiswas an
inevitability,” says DeanBaker, director of
the Center for Economic and Policy Re-
search and one of the economists who
spotted the housing crisis early.

The Obama administration didn’t buy
the idea of inevitability, either. The team
craftedamulti-prongedapproachofstim-
ulus spending, programs to address the
housing market, and policy coordinated
with an activist Federal Reserve. It firmly
believed that it was better to do toomuch
than too little. Its credo was well ex-
pressedbyRomerat thatDecembermeet-
ing,whenshe told thepresident, “Wehave
to hit this with everything we’ve got.” But
in reality, the administration could only
hit it with everything it could persuade
Congress to give. And thatwasn’t enough.

Finding fault with the stimulus
Some partisans offer a simple explana-

tion for the depth and severity of the
recession: It’s the stimulus’s fault. If we
had done nothing, they say, unemploy-
ment would never have reached 10 per-
cent.

That notion doesn’t findmuch support
even among Republican economists.
Doug Holtz-Eakin is president of the
right-leaning American Action Forum
and served as Sen. John McCain’s top
economic adviser during the 2008 presi-
dential campaign. He’s no fan of the
stimulus, but he has no patience with the
idea that itmadematters worse.

“The argument that the stimulus had
zero impact andweshouldn’t havedone it
is intellectually dishonest or wrong,” he
says. “If you throw a trillion dollars at the
economy, it has an impact. I would have
preferred to do it differently, but they
needed to do something.”

A fairer assessment of the stimulus is
that it did much more than its detractors
admit, but much less than its advocates
promised.

“The thing that people who want to
argue that the stimulus failedhave to deal
with,”Bernstein says, “is that if you lookat
the trajectory of job losses, you will find
that righton theheelsof theRecoveryAct,
the rate of job losses began to diminish

and then the jobs numbers turned posi-
tive. The Recovery Act worked. The prob-
lem is we didn’t keep our foot on the
accelerator.”

That’s not the sort of success the presi-
dent had promised, though. He said the
stimuluswould “jolt our economy back to
life.” In Denver, the site of the 2008
Democratic National Convention, he said
that although “this was not the end of our
economic problems,” it was “the begin-
ning of the end.”

It wasn’t.
Critics and defenders on the left make

the same point: The stimulus was too
small. The administration underestimat-
ed the size of the recession, so it follows
that any policy to combat it would be too
small. On top of that, it had to get that
policy through Congress. So it went with
$800 billion — what Romer thought the
economy could get away with — rather
than $1.2 trillion — what she thought it
needed. Then the Senate watered the
policy down to about $700 billion. Com-
pare that with the $2.5 trillion hole we
now knowwe needed to fill.

But it is hard to credit the argument
that the stimulus could have been much
larger at the outset. This was already the
biggest stimulus in U.S. history, and con-
gressional leaders had been quite clear
with the White House: Don’t send over
anything that passes the trillion-dollar
mark. To try and double the bill’s size
based on a suspicion that the recession
was much worse than the early data
indicated would have been a hard sell, to
say the least.

Even ifCongresshadbeenmoreaccom-
modating, there was a challenge to vastly
increasing the size of the initial stimulus:
The more you spend, the less effective
each new dollar would become.

“Wewere trying to spend 10 timeswhat
had ever been spent in a year,” says Gools-
bee,whochaired theCouncil ofEconomic
Advisers until this year. “The tension was
that the biggest bang for the buck comes
from direct spending like infrastructure,
but once you use up the big-ticket items,
you eventually come to a point where the
tax cuts are better bang for the buck than
the 300 billionth infrastructure dollar.”
And tax cuts, frankly, aren’t a very good
bang for the buck.

But although the administration’s
team hoped the initial stimulus would

work, it figured that if it didn’t, it could go
back to Congress formore.

“If you’re at the barber and they don’t
cut your hair short enough, you can al-
ways ask them to go a little further,”
Bernstein says. “That’s sort of how I
thought about stimulus policy. I don’t
think we could have done more in Febru-
ary of 2009 based on political and imple-
mentation constraints. But I probably
didn’t recognize how hard it would be to
go back to the barbershop.”

The theory was that success would
beget success. Passing the stimuluswould
stabilize the economy, prove the White
House’s political mettle and deliver im-
mediate relief to millions of Americans.
Thatwould help the administration build
the political capital to pass more stimu-
lus, if necessary. But when the economy
failed to respond as predicted, the politi-
cal theory fell apart, too.

“The biggest problem we had in terms
of the loss of political capital iswe came in
and did a bunch of stuff, and things got
worse,” says Ron Klain, who served as
chief of staff to Biden. “And some of that
was just bad luck. If we didn’t have the
22nd Amendment and Barack Obama
became president in late March rather
than in late January, things would have
been much worse when we came in than
they were. And then the Recovery Act
would have come not in February, but in
May. We would already have hit bottom,
and itwould seemlike thingsweregetting
better.”

This has led to a what-if that torments
the White House’s political team: What if
it hadn’t taken on somuch? The adminis-
tration rushed from the second bucket of
bailout funds to the stimulus to the auto-
industry rescue to health care to climate
change legislation to financial regulation.
In aworldwhere the economywas steadi-
ly recovering, Obama might have
amassed a record comparable to Franklin
Roosevelt’s. But as the situation slowly
deteriorated, theAmericanpeople turned
against the administration’s crush of ini-
tiatives.The freneticpacemade theWhite
House seem inattentive and unfocused
amid amounting crisis.

But the alternative is similarly difficult
to imagine. No one believes that signifi-
cantly reining in the agenda would have
led to much more stimulus. Perhaps the
president would have benefited political-
ly fromspeakingmore about jobs and less
about health care, but then again, he had
historic majorities in both houses of Con-
gress and had come into office promising
dramatic change.

A more accurate understanding of the
recession could, however, have led to a
somewhat different stimulus — and per-
haps a more durable political strategy.
The policy was constructed at breakneck
speed,with the emphasis on gettingmon-
ey spent fast. That led tomore tax cuts, as
they could happen quickly, and less infra-
structure, as projects — particularly any-
thing more complex than road repair —
can take years to begin, by which point a
typical recession has ended of its own
volition.

Another cost of moving quickly was
that it put a premium on policies already
floating around that could be easily
droppedinto the legislation.That,accord-
ing to Holtz-Eakin, solidified Republican
opposition.

“If you’re a staffer and you have been
watching business in the House and Sen-
ate for a long time,”he says, “what you saw
them doing was pulling old ideas off the
shelf — old ideas you had fought and that

Democrats had abandoned. So Republi-
cans in Congress just hated it.”

A stimulus conducted with the Rogoff-
Reinhart lessons inmindmighthavebeen
broken into pieces and spread over a
longer time frame. The administration
could have pushed to tie key components
suchasunemploymentbenefits, stateand
local aid, and tax cuts to the unemploy-
ment rate rather than setting them to
expire after two years. With the knowl-
edge that it had years of low growth to
combat, there could have been a short-
term infrastructure component — pot-
holes, school repairs and the like — fol-
lowed, in separate legislation that Con-
gress would have had more time to con-
sider, by a long-term infrastructure com-
ponent for big investments such as
high-speed rail and health-information
technology.

But there’s little reason to believe that
would have turned unemployment num-
bers around. In fact, we have seen fairly
regularextensionsofunemploymentben-
efits and tax cuts over the past year. A bill
with a longer time frame perhaps would
have saved the administration frompolit-
ical headachesdown the road, but it could
have evenmade it harder to ask Congress
for more, as the initial policy would not
have finished spending out yet.

‘Politics on housing are hideous’
The stimulus was a bet that we could

get out of this recession through the one
path everyone can agree on: growth. The
bet was pretty much all-in, and it failed.
Reinhart and Rogoff are not particularly
surprised. It’s hard to get through a debt-
driven crisis without doing anything
about, well, debt.

In our crisis, the “debt” in question is
housing debt. Home prices have fallen
almost 33 percent since the beginning of
the crisis. All together, the nation’s hous-
ing stock is worth $8 trillion less than it
was in 2006. Andwe’re not done.Morgan
Stanley estimates there are more than
2.2 million homes sitting vacant, and
7.5 million more facing foreclosure. It is
housing debt that has weakened the
banks, andmortgage debt that is keeping
consumers from spending.

In late 2008, when the economy was
cratering,Holtz-Eakin convincedMcCain
that the way out of a housing crisis was to
tackle housing debt directly. “What we
proposed at the time was to buy up the
troubled mortgages, pay them off and let
people refinance at the lower rates,” he
recalls. “That would have filled up the
negative equity and healed bank balance
sheets.”

To this day, Holtz-Eakin thinks the
proposal made sense. There was one
problem. “Noone liked that plan,” he says.
“In fact, they hated it. The politics on
housing are hideous.”

The Obama administration, perhaps
cognizantof thepolitics,wasnotnearly so
bold. It focused on stimulus rather than
housing debt. The idea was that if people
could keep their jobs and pay their bills,
they couldpay theirmortgages.But today,
few on theObama teamwill mountmuch
of a defense of its housing policy.

Its efforts to heal the troubled market
at the core of the financial crisis are
widely considered weak and ineffective.
The Home Affordable Modification Pro-
gram, which proposed to pay mortgage
servicers to renegotiate with financially
stressed homeowners, couldn’t persuade
the servicers to play ball and so has left
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Reality worse than nightmare scenario

The Recovery Act worked. The problem is we didn’t keep our foot on the accelerator.”
— Jared Bernstein, former chief economist and economic policy adviser to Vice President Biden

Shrinking economy

Annual rate at which the economy
shrank in the final quarter of 2008:

3.8%
Initial projection by the Bureau of

Economic Analysis

6.2%
Revision released months later

6.3%
A further revision

8.9%
Actual rate at which the economy

contracted. Figure released this year.
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President Obama, back to camera, attends an economic meeting at theWhite House in October 2009. The administration crafted amulti-pronged approach of
stimulus spending, housing market programs and policy coordinated with the Federal Reserve. Even with the bailout, unemployment shot past 10 percent that year.
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The issue is the graph on Page 1. It
shows two blue lines sloping gently up-
ward and then drifting back down. The
darker line — “With recovery plan” —
forecasts unemployment peaking at
8 percent in 2009 and falling back below
7 percent in late 2010.

Three years later, with the economy
still in tatters, that line has formed the
coreof thecaseagainst theObamaadmin-
istration’s economic policies. That line
lets Republicans talk about “the failed
stimulus.” That line that has discredited
theWhiteHouse’s economic policy.

But the other line— “Without recovery
plan” — is more instructive. It shows
unemployment peaking at 9 percent in
2010 and falling below 7 percent by the
end of this year. That’s the line the admin-
istrationused to scareCongress intopass-
ing the single largest economic recovery
package in American history. That line is
the nightmare scenario.

And yet this is the cold, hard fact of the
past three years: The reality has been
worse than the administration’s night-
mare scenario. Even with the stimulus,
unemployment shot past 10 percent in
2009.

To understand how the administration
got it sowrong,weneed to lookat thedata
it was looking at.

The Bureau of Economic Analysis, the
agency charged with measuring the size
and growth of the U.S. economy, initially
projected that the economy shrank at an
annual rate of 3.8 percent in the last
quarter of 2008.Months later, the bureau
almost doubled that estimate, saying the
number was 6.2 percent. Then it was
revised to 6.3 percent. But it wasn’t until
this year that the actual number was
revealed:8.9percent.Thatmakes itoneof
the worst quarters in American history.
Bernstein and Romer knew in 2008 that
the economy had sustained a tough blow;
theydidn’tknowthat ithadbeenrunover
by a truck.

There were certainly economists who
argued that the recession was going to be
worse than the forecasts. Nobel laureates
KrugmanandJoeStiglitzwere among the
most vocal, but they were by no means
alone. In December 2008, Bernstein, who
had been named Biden’s chief economist,
told the Times, “We’ll be lucky if the
unemploymentrate isbelowdoubledigits
by the end of next year.”

The Cassandras who look, in retro-
spect, the most prophetic are Carmen
ReinhartandKenRogoff. In2008, the two
economists were about to publish “This
TimeIsDifferent,” their fantasticallywell-
timed study of nine centuries of financial
crises. In their view, the administration
wasn’t being just a bit optimistic. It was
beingwildly, tragically optimistic.

That was the dark joke of the book’s
title. Everyone always thinks this time
will be different: The bubble won’t burst
because this time, tulips won’t lose their
value, or housing is a unique asset, or
sophisticated derivatives really do elimi-
nate risk. Once it bursts, they think their
economy will quickly clamber out of the
ditch because their workers are smarter
and tougher, and their policymakers are
wiserandmoreexperienced.But it almost
never does.

In March 2009, Reinhart and Rogoff
took to Newsweek to critique the “chirpy
forecasts coming from policymakers
around the globe.” The historical record,
they said, showed that “the recessions
that follow in the wake of big financial
crises tend to last far longer than normal
downturns, and to cause considerably
moredamage. If theUnited States follows
the norm of recent crises, as it has until
now, outputmay take four years to return
to its pre-crisis level. Unemployment will
continue to rise for three more years,
reaching 11 to 12 percent in 2011.”

It seems unlikely that unemployment
will return to 11 percent this year, but if
the global economy tips back into reces-
sion, anything is possible. Either way,
Rogoff and Reinhart were a lot closer to
themark thanmost forecasters.

But the administration insisted on op-
timism. There was talk of “green shoots”
and the “recovery summer.” Events in
Greece and in oil markets were chalked
up to bad luck rather than the predictable
aftershocks of a financial crisis. The
promised recovery was always just
around the corner, but it never quite
came. Eventually, the American people
stopped listening. A September poll
showed that 50 percent of Americans
thought Obama’s policies had hurt the
economy.

This time, it turned out, wasn’t differ-
ent. But could it have been?

The boot and the slog
The basic thesis of “This Time IsDiffer-

ent” is that financial crises are not like
normal recessions. Typically, a recession
results fromhigh interest rates or fluctua-
tions in the business cycle, and it corrects
itself relativelyquickly:Either theFederal
Reserve lowers rates, or consumers get
back to spending, or both.

But financial crises tend to include a
substantial amount of private debt.When
the market turns, this “overhang” of debt
acts asabooton the throatof the recovery.
People don’t take advantage of low inter-
est rates to buy a newhouse because their
first order of business is paying down
credit cards and keeping up on the mort-
gage.

In subsequent research with her hus-
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band, Vincent Reinhart, Carmen Rein-
hart looked at the recoveries following 15
post-World War II financial crises. The
results were ugly. Forget the catch-up
growth of 4 or 5 percent that so many
anticipated. Average growth rates were a
full percentage point lower in the decade
after the crisis than in the one before.

Perhaps as a result, in 10 of the 15 crises
studied, unemployment simply never —
and the Reinharts don’t mean “never in
the years we studied,” they mean never
ever — returned to its pre-crisis lows. In
90 percent of the cases in which housing-
price data were available, prices were
lower 10 years after the crash than they
were the year before it.

There is no doubt that the post-crisis
trajectory looks more like the slog Rein-
hart and Rogoff described than the rela-
tively rapid rebound predicted by the
administration andmany forecasters. Yet
even among economists who admire Re-
inhart and Rogoff ’s work, there is skepti-
cism.

One source comes inhowReinhart and
Rogoff find the economic phenomena
they’re trying to study. “There’s an identi-
fication problem,” Stiglitz says. “When
you have underlying problems that are
deep, theywill causea financial crisis, and
thecrisis itself is a symptomofunderlying
problems.”

Another is in their fatalism. “Idon’tbuy
their critique in the sense that thiswas an
inevitability,” says DeanBaker, director of
the Center for Economic and Policy Re-
search and one of the economists who
spotted the housing crisis early.

The Obama administration didn’t buy
the idea of inevitability, either. The team
craftedamulti-prongedapproachofstim-
ulus spending, programs to address the
housing market, and policy coordinated
with an activist Federal Reserve. It firmly
believed that it was better to do toomuch
than too little. Its credo was well ex-
pressedbyRomerat thatDecembermeet-
ing,whenshe told thepresident, “Wehave
to hit this with everything we’ve got.” But
in reality, the administration could only
hit it with everything it could persuade
Congress to give. And thatwasn’t enough.

Finding fault with the stimulus
Some partisans offer a simple explana-

tion for the depth and severity of the
recession: It’s the stimulus’s fault. If we
had done nothing, they say, unemploy-
ment would never have reached 10 per-
cent.

That notion doesn’t findmuch support
even among Republican economists.
Doug Holtz-Eakin is president of the
right-leaning American Action Forum
and served as Sen. John McCain’s top
economic adviser during the 2008 presi-
dential campaign. He’s no fan of the
stimulus, but he has no patience with the
idea that itmadematters worse.

“The argument that the stimulus had
zero impact andweshouldn’t havedone it
is intellectually dishonest or wrong,” he
says. “If you throw a trillion dollars at the
economy, it has an impact. I would have
preferred to do it differently, but they
needed to do something.”

A fairer assessment of the stimulus is
that it did much more than its detractors
admit, but much less than its advocates
promised.

“The thing that people who want to
argue that the stimulus failedhave to deal
with,”Bernstein says, “is that if you lookat
the trajectory of job losses, you will find
that righton theheelsof theRecoveryAct,
the rate of job losses began to diminish

and then the jobs numbers turned posi-
tive. The Recovery Act worked. The prob-
lem is we didn’t keep our foot on the
accelerator.”

That’s not the sort of success the presi-
dent had promised, though. He said the
stimuluswould “jolt our economy back to
life.” In Denver, the site of the 2008
Democratic National Convention, he said
that although “this was not the end of our
economic problems,” it was “the begin-
ning of the end.”

It wasn’t.
Critics and defenders on the left make

the same point: The stimulus was too
small. The administration underestimat-
ed the size of the recession, so it follows
that any policy to combat it would be too
small. On top of that, it had to get that
policy through Congress. So it went with
$800 billion — what Romer thought the
economy could get away with — rather
than $1.2 trillion — what she thought it
needed. Then the Senate watered the
policy down to about $700 billion. Com-
pare that with the $2.5 trillion hole we
now knowwe needed to fill.

But it is hard to credit the argument
that the stimulus could have been much
larger at the outset. This was already the
biggest stimulus in U.S. history, and con-
gressional leaders had been quite clear
with the White House: Don’t send over
anything that passes the trillion-dollar
mark. To try and double the bill’s size
based on a suspicion that the recession
was much worse than the early data
indicated would have been a hard sell, to
say the least.

Even ifCongresshadbeenmoreaccom-
modating, there was a challenge to vastly
increasing the size of the initial stimulus:
The more you spend, the less effective
each new dollar would become.

“Wewere trying to spend 10 timeswhat
had ever been spent in a year,” says Gools-
bee,whochaired theCouncil ofEconomic
Advisers until this year. “The tension was
that the biggest bang for the buck comes
from direct spending like infrastructure,
but once you use up the big-ticket items,
you eventually come to a point where the
tax cuts are better bang for the buck than
the 300 billionth infrastructure dollar.”
And tax cuts, frankly, aren’t a very good
bang for the buck.

But although the administration’s
team hoped the initial stimulus would

work, it figured that if it didn’t, it could go
back to Congress formore.

“If you’re at the barber and they don’t
cut your hair short enough, you can al-
ways ask them to go a little further,”
Bernstein says. “That’s sort of how I
thought about stimulus policy. I don’t
think we could have done more in Febru-
ary of 2009 based on political and imple-
mentation constraints. But I probably
didn’t recognize how hard it would be to
go back to the barbershop.”

The theory was that success would
beget success. Passing the stimuluswould
stabilize the economy, prove the White
House’s political mettle and deliver im-
mediate relief to millions of Americans.
Thatwould help the administration build
the political capital to pass more stimu-
lus, if necessary. But when the economy
failed to respond as predicted, the politi-
cal theory fell apart, too.

“The biggest problem we had in terms
of the loss of political capital iswe came in
and did a bunch of stuff, and things got
worse,” says Ron Klain, who served as
chief of staff to Biden. “And some of that
was just bad luck. If we didn’t have the
22nd Amendment and Barack Obama
became president in late March rather
than in late January, things would have
been much worse when we came in than
they were. And then the Recovery Act
would have come not in February, but in
May. We would already have hit bottom,
and itwould seemlike thingsweregetting
better.”

This has led to a what-if that torments
the White House’s political team: What if
it hadn’t taken on somuch? The adminis-
tration rushed from the second bucket of
bailout funds to the stimulus to the auto-
industry rescue to health care to climate
change legislation to financial regulation.
In aworldwhere the economywas steadi-
ly recovering, Obama might have
amassed a record comparable to Franklin
Roosevelt’s. But as the situation slowly
deteriorated, theAmericanpeople turned
against the administration’s crush of ini-
tiatives.The freneticpacemade theWhite
House seem inattentive and unfocused
amid amounting crisis.

But the alternative is similarly difficult
to imagine. No one believes that signifi-
cantly reining in the agenda would have
led to much more stimulus. Perhaps the
president would have benefited political-
ly fromspeakingmore about jobs and less
about health care, but then again, he had
historic majorities in both houses of Con-
gress and had come into office promising
dramatic change.

A more accurate understanding of the
recession could, however, have led to a
somewhat different stimulus — and per-
haps a more durable political strategy.
The policy was constructed at breakneck
speed,with the emphasis on gettingmon-
ey spent fast. That led tomore tax cuts, as
they could happen quickly, and less infra-
structure, as projects — particularly any-
thing more complex than road repair —
can take years to begin, by which point a
typical recession has ended of its own
volition.

Another cost of moving quickly was
that it put a premium on policies already
floating around that could be easily
droppedinto the legislation.That,accord-
ing to Holtz-Eakin, solidified Republican
opposition.

“If you’re a staffer and you have been
watching business in the House and Sen-
ate for a long time,”he says, “what you saw
them doing was pulling old ideas off the
shelf — old ideas you had fought and that

Democrats had abandoned. So Republi-
cans in Congress just hated it.”

A stimulus conducted with the Rogoff-
Reinhart lessons inmindmighthavebeen
broken into pieces and spread over a
longer time frame. The administration
could have pushed to tie key components
suchasunemploymentbenefits, stateand
local aid, and tax cuts to the unemploy-
ment rate rather than setting them to
expire after two years. With the knowl-
edge that it had years of low growth to
combat, there could have been a short-
term infrastructure component — pot-
holes, school repairs and the like — fol-
lowed, in separate legislation that Con-
gress would have had more time to con-
sider, by a long-term infrastructure com-
ponent for big investments such as
high-speed rail and health-information
technology.

But there’s little reason to believe that
would have turned unemployment num-
bers around. In fact, we have seen fairly
regularextensionsofunemploymentben-
efits and tax cuts over the past year. A bill
with a longer time frame perhaps would
have saved the administration frompolit-
ical headachesdown the road, but it could
have evenmade it harder to ask Congress
for more, as the initial policy would not
have finished spending out yet.

‘Politics on housing are hideous’
The stimulus was a bet that we could

get out of this recession through the one
path everyone can agree on: growth. The
bet was pretty much all-in, and it failed.
Reinhart and Rogoff are not particularly
surprised. It’s hard to get through a debt-
driven crisis without doing anything
about, well, debt.

In our crisis, the “debt” in question is
housing debt. Home prices have fallen
almost 33 percent since the beginning of
the crisis. All together, the nation’s hous-
ing stock is worth $8 trillion less than it
was in 2006. Andwe’re not done.Morgan
Stanley estimates there are more than
2.2 million homes sitting vacant, and
7.5 million more facing foreclosure. It is
housing debt that has weakened the
banks, andmortgage debt that is keeping
consumers from spending.

In late 2008, when the economy was
cratering,Holtz-Eakin convincedMcCain
that the way out of a housing crisis was to
tackle housing debt directly. “What we
proposed at the time was to buy up the
troubled mortgages, pay them off and let
people refinance at the lower rates,” he
recalls. “That would have filled up the
negative equity and healed bank balance
sheets.”

To this day, Holtz-Eakin thinks the
proposal made sense. There was one
problem. “Noone liked that plan,” he says.
“In fact, they hated it. The politics on
housing are hideous.”

The Obama administration, perhaps
cognizantof thepolitics,wasnotnearly so
bold. It focused on stimulus rather than
housing debt. The idea was that if people
could keep their jobs and pay their bills,
they couldpay theirmortgages.But today,
few on theObama teamwill mountmuch
of a defense of its housing policy.

Its efforts to heal the troubled market
at the core of the financial crisis are
widely considered weak and ineffective.
The Home Affordable Modification Pro-
gram, which proposed to pay mortgage
servicers to renegotiate with financially
stressed homeowners, couldn’t persuade
the servicers to play ball and so has left
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Reality worse than nightmare scenario

The Recovery Act worked. The problem is we didn’t keep our foot on the accelerator.”
— Jared Bernstein, former chief economist and economic policy adviser to Vice President Biden

Shrinking economy

Annual rate at which the economy
shrank in the final quarter of 2008:

3.8%
Initial projection by the Bureau of

Economic Analysis

6.2%
Revision released months later

6.3%
A further revision

8.9%
Actual rate at which the economy

contracted. Figure released this year.
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President Obama, back to camera, attends an economic meeting at theWhite House in October 2009. The administration crafted amulti-pronged approach of
stimulus spending, housing market programs and policy coordinated with the Federal Reserve. Even with the bailout, unemployment shot past 10 percent that year.
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The issue is the graph on Page 1. It
shows two blue lines sloping gently up-
ward and then drifting back down. The
darker line — “With recovery plan” —
forecasts unemployment peaking at
8 percent in 2009 and falling back below
7 percent in late 2010.

Three years later, with the economy
still in tatters, that line has formed the
coreof thecaseagainst theObamaadmin-
istration’s economic policies. That line
lets Republicans talk about “the failed
stimulus.” That line that has discredited
theWhiteHouse’s economic policy.

But the other line— “Without recovery
plan” — is more instructive. It shows
unemployment peaking at 9 percent in
2010 and falling below 7 percent by the
end of this year. That’s the line the admin-
istrationused to scareCongress intopass-
ing the single largest economic recovery
package in American history. That line is
the nightmare scenario.

And yet this is the cold, hard fact of the
past three years: The reality has been
worse than the administration’s night-
mare scenario. Even with the stimulus,
unemployment shot past 10 percent in
2009.

To understand how the administration
got it sowrong,weneed to lookat thedata
it was looking at.

The Bureau of Economic Analysis, the
agency charged with measuring the size
and growth of the U.S. economy, initially
projected that the economy shrank at an
annual rate of 3.8 percent in the last
quarter of 2008.Months later, the bureau
almost doubled that estimate, saying the
number was 6.2 percent. Then it was
revised to 6.3 percent. But it wasn’t until
this year that the actual number was
revealed:8.9percent.Thatmakes itoneof
the worst quarters in American history.
Bernstein and Romer knew in 2008 that
the economy had sustained a tough blow;
theydidn’tknowthat ithadbeenrunover
by a truck.

There were certainly economists who
argued that the recession was going to be
worse than the forecasts. Nobel laureates
KrugmanandJoeStiglitzwere among the
most vocal, but they were by no means
alone. In December 2008, Bernstein, who
had been named Biden’s chief economist,
told the Times, “We’ll be lucky if the
unemploymentrate isbelowdoubledigits
by the end of next year.”

The Cassandras who look, in retro-
spect, the most prophetic are Carmen
ReinhartandKenRogoff. In2008, the two
economists were about to publish “This
TimeIsDifferent,” their fantasticallywell-
timed study of nine centuries of financial
crises. In their view, the administration
wasn’t being just a bit optimistic. It was
beingwildly, tragically optimistic.

That was the dark joke of the book’s
title. Everyone always thinks this time
will be different: The bubble won’t burst
because this time, tulips won’t lose their
value, or housing is a unique asset, or
sophisticated derivatives really do elimi-
nate risk. Once it bursts, they think their
economy will quickly clamber out of the
ditch because their workers are smarter
and tougher, and their policymakers are
wiserandmoreexperienced.But it almost
never does.

In March 2009, Reinhart and Rogoff
took to Newsweek to critique the “chirpy
forecasts coming from policymakers
around the globe.” The historical record,
they said, showed that “the recessions
that follow in the wake of big financial
crises tend to last far longer than normal
downturns, and to cause considerably
moredamage. If theUnited States follows
the norm of recent crises, as it has until
now, outputmay take four years to return
to its pre-crisis level. Unemployment will
continue to rise for three more years,
reaching 11 to 12 percent in 2011.”

It seems unlikely that unemployment
will return to 11 percent this year, but if
the global economy tips back into reces-
sion, anything is possible. Either way,
Rogoff and Reinhart were a lot closer to
themark thanmost forecasters.

But the administration insisted on op-
timism. There was talk of “green shoots”
and the “recovery summer.” Events in
Greece and in oil markets were chalked
up to bad luck rather than the predictable
aftershocks of a financial crisis. The
promised recovery was always just
around the corner, but it never quite
came. Eventually, the American people
stopped listening. A September poll
showed that 50 percent of Americans
thought Obama’s policies had hurt the
economy.

This time, it turned out, wasn’t differ-
ent. But could it have been?

The boot and the slog
The basic thesis of “This Time IsDiffer-

ent” is that financial crises are not like
normal recessions. Typically, a recession
results fromhigh interest rates or fluctua-
tions in the business cycle, and it corrects
itself relativelyquickly:Either theFederal
Reserve lowers rates, or consumers get
back to spending, or both.

But financial crises tend to include a
substantial amount of private debt.When
the market turns, this “overhang” of debt
acts asabooton the throatof the recovery.
People don’t take advantage of low inter-
est rates to buy a newhouse because their
first order of business is paying down
credit cards and keeping up on the mort-
gage.

In subsequent research with her hus-
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band, Vincent Reinhart, Carmen Rein-
hart looked at the recoveries following 15
post-World War II financial crises. The
results were ugly. Forget the catch-up
growth of 4 or 5 percent that so many
anticipated. Average growth rates were a
full percentage point lower in the decade
after the crisis than in the one before.

Perhaps as a result, in 10 of the 15 crises
studied, unemployment simply never —
and the Reinharts don’t mean “never in
the years we studied,” they mean never
ever — returned to its pre-crisis lows. In
90 percent of the cases in which housing-
price data were available, prices were
lower 10 years after the crash than they
were the year before it.

There is no doubt that the post-crisis
trajectory looks more like the slog Rein-
hart and Rogoff described than the rela-
tively rapid rebound predicted by the
administration andmany forecasters. Yet
even among economists who admire Re-
inhart and Rogoff ’s work, there is skepti-
cism.

One source comes inhowReinhart and
Rogoff find the economic phenomena
they’re trying to study. “There’s an identi-
fication problem,” Stiglitz says. “When
you have underlying problems that are
deep, theywill causea financial crisis, and
thecrisis itself is a symptomofunderlying
problems.”

Another is in their fatalism. “Idon’tbuy
their critique in the sense that thiswas an
inevitability,” says DeanBaker, director of
the Center for Economic and Policy Re-
search and one of the economists who
spotted the housing crisis early.

The Obama administration didn’t buy
the idea of inevitability, either. The team
craftedamulti-prongedapproachofstim-
ulus spending, programs to address the
housing market, and policy coordinated
with an activist Federal Reserve. It firmly
believed that it was better to do toomuch
than too little. Its credo was well ex-
pressedbyRomerat thatDecembermeet-
ing,whenshe told thepresident, “Wehave
to hit this with everything we’ve got.” But
in reality, the administration could only
hit it with everything it could persuade
Congress to give. And thatwasn’t enough.

Finding fault with the stimulus
Some partisans offer a simple explana-

tion for the depth and severity of the
recession: It’s the stimulus’s fault. If we
had done nothing, they say, unemploy-
ment would never have reached 10 per-
cent.

That notion doesn’t findmuch support
even among Republican economists.
Doug Holtz-Eakin is president of the
right-leaning American Action Forum
and served as Sen. John McCain’s top
economic adviser during the 2008 presi-
dential campaign. He’s no fan of the
stimulus, but he has no patience with the
idea that itmadematters worse.

“The argument that the stimulus had
zero impact andweshouldn’t havedone it
is intellectually dishonest or wrong,” he
says. “If you throw a trillion dollars at the
economy, it has an impact. I would have
preferred to do it differently, but they
needed to do something.”

A fairer assessment of the stimulus is
that it did much more than its detractors
admit, but much less than its advocates
promised.

“The thing that people who want to
argue that the stimulus failedhave to deal
with,”Bernstein says, “is that if you lookat
the trajectory of job losses, you will find
that righton theheelsof theRecoveryAct,
the rate of job losses began to diminish

and then the jobs numbers turned posi-
tive. The Recovery Act worked. The prob-
lem is we didn’t keep our foot on the
accelerator.”

That’s not the sort of success the presi-
dent had promised, though. He said the
stimuluswould “jolt our economy back to
life.” In Denver, the site of the 2008
Democratic National Convention, he said
that although “this was not the end of our
economic problems,” it was “the begin-
ning of the end.”

It wasn’t.
Critics and defenders on the left make

the same point: The stimulus was too
small. The administration underestimat-
ed the size of the recession, so it follows
that any policy to combat it would be too
small. On top of that, it had to get that
policy through Congress. So it went with
$800 billion — what Romer thought the
economy could get away with — rather
than $1.2 trillion — what she thought it
needed. Then the Senate watered the
policy down to about $700 billion. Com-
pare that with the $2.5 trillion hole we
now knowwe needed to fill.

But it is hard to credit the argument
that the stimulus could have been much
larger at the outset. This was already the
biggest stimulus in U.S. history, and con-
gressional leaders had been quite clear
with the White House: Don’t send over
anything that passes the trillion-dollar
mark. To try and double the bill’s size
based on a suspicion that the recession
was much worse than the early data
indicated would have been a hard sell, to
say the least.

Even ifCongresshadbeenmoreaccom-
modating, there was a challenge to vastly
increasing the size of the initial stimulus:
The more you spend, the less effective
each new dollar would become.

“Wewere trying to spend 10 timeswhat
had ever been spent in a year,” says Gools-
bee,whochaired theCouncil ofEconomic
Advisers until this year. “The tension was
that the biggest bang for the buck comes
from direct spending like infrastructure,
but once you use up the big-ticket items,
you eventually come to a point where the
tax cuts are better bang for the buck than
the 300 billionth infrastructure dollar.”
And tax cuts, frankly, aren’t a very good
bang for the buck.

But although the administration’s
team hoped the initial stimulus would

work, it figured that if it didn’t, it could go
back to Congress formore.

“If you’re at the barber and they don’t
cut your hair short enough, you can al-
ways ask them to go a little further,”
Bernstein says. “That’s sort of how I
thought about stimulus policy. I don’t
think we could have done more in Febru-
ary of 2009 based on political and imple-
mentation constraints. But I probably
didn’t recognize how hard it would be to
go back to the barbershop.”

The theory was that success would
beget success. Passing the stimuluswould
stabilize the economy, prove the White
House’s political mettle and deliver im-
mediate relief to millions of Americans.
Thatwould help the administration build
the political capital to pass more stimu-
lus, if necessary. But when the economy
failed to respond as predicted, the politi-
cal theory fell apart, too.

“The biggest problem we had in terms
of the loss of political capital iswe came in
and did a bunch of stuff, and things got
worse,” says Ron Klain, who served as
chief of staff to Biden. “And some of that
was just bad luck. If we didn’t have the
22nd Amendment and Barack Obama
became president in late March rather
than in late January, things would have
been much worse when we came in than
they were. And then the Recovery Act
would have come not in February, but in
May. We would already have hit bottom,
and itwould seemlike thingsweregetting
better.”

This has led to a what-if that torments
the White House’s political team: What if
it hadn’t taken on somuch? The adminis-
tration rushed from the second bucket of
bailout funds to the stimulus to the auto-
industry rescue to health care to climate
change legislation to financial regulation.
In aworldwhere the economywas steadi-
ly recovering, Obama might have
amassed a record comparable to Franklin
Roosevelt’s. But as the situation slowly
deteriorated, theAmericanpeople turned
against the administration’s crush of ini-
tiatives.The freneticpacemade theWhite
House seem inattentive and unfocused
amid amounting crisis.

But the alternative is similarly difficult
to imagine. No one believes that signifi-
cantly reining in the agenda would have
led to much more stimulus. Perhaps the
president would have benefited political-
ly fromspeakingmore about jobs and less
about health care, but then again, he had
historic majorities in both houses of Con-
gress and had come into office promising
dramatic change.

A more accurate understanding of the
recession could, however, have led to a
somewhat different stimulus — and per-
haps a more durable political strategy.
The policy was constructed at breakneck
speed,with the emphasis on gettingmon-
ey spent fast. That led tomore tax cuts, as
they could happen quickly, and less infra-
structure, as projects — particularly any-
thing more complex than road repair —
can take years to begin, by which point a
typical recession has ended of its own
volition.

Another cost of moving quickly was
that it put a premium on policies already
floating around that could be easily
droppedinto the legislation.That,accord-
ing to Holtz-Eakin, solidified Republican
opposition.

“If you’re a staffer and you have been
watching business in the House and Sen-
ate for a long time,”he says, “what you saw
them doing was pulling old ideas off the
shelf — old ideas you had fought and that

Democrats had abandoned. So Republi-
cans in Congress just hated it.”

A stimulus conducted with the Rogoff-
Reinhart lessons inmindmighthavebeen
broken into pieces and spread over a
longer time frame. The administration
could have pushed to tie key components
suchasunemploymentbenefits, stateand
local aid, and tax cuts to the unemploy-
ment rate rather than setting them to
expire after two years. With the knowl-
edge that it had years of low growth to
combat, there could have been a short-
term infrastructure component — pot-
holes, school repairs and the like — fol-
lowed, in separate legislation that Con-
gress would have had more time to con-
sider, by a long-term infrastructure com-
ponent for big investments such as
high-speed rail and health-information
technology.

But there’s little reason to believe that
would have turned unemployment num-
bers around. In fact, we have seen fairly
regularextensionsofunemploymentben-
efits and tax cuts over the past year. A bill
with a longer time frame perhaps would
have saved the administration frompolit-
ical headachesdown the road, but it could
have evenmade it harder to ask Congress
for more, as the initial policy would not
have finished spending out yet.

‘Politics on housing are hideous’
The stimulus was a bet that we could

get out of this recession through the one
path everyone can agree on: growth. The
bet was pretty much all-in, and it failed.
Reinhart and Rogoff are not particularly
surprised. It’s hard to get through a debt-
driven crisis without doing anything
about, well, debt.

In our crisis, the “debt” in question is
housing debt. Home prices have fallen
almost 33 percent since the beginning of
the crisis. All together, the nation’s hous-
ing stock is worth $8 trillion less than it
was in 2006. Andwe’re not done.Morgan
Stanley estimates there are more than
2.2 million homes sitting vacant, and
7.5 million more facing foreclosure. It is
housing debt that has weakened the
banks, andmortgage debt that is keeping
consumers from spending.

In late 2008, when the economy was
cratering,Holtz-Eakin convincedMcCain
that the way out of a housing crisis was to
tackle housing debt directly. “What we
proposed at the time was to buy up the
troubled mortgages, pay them off and let
people refinance at the lower rates,” he
recalls. “That would have filled up the
negative equity and healed bank balance
sheets.”

To this day, Holtz-Eakin thinks the
proposal made sense. There was one
problem. “Noone liked that plan,” he says.
“In fact, they hated it. The politics on
housing are hideous.”

The Obama administration, perhaps
cognizantof thepolitics,wasnotnearly so
bold. It focused on stimulus rather than
housing debt. The idea was that if people
could keep their jobs and pay their bills,
they couldpay theirmortgages.But today,
few on theObama teamwill mountmuch
of a defense of its housing policy.

Its efforts to heal the troubled market
at the core of the financial crisis are
widely considered weak and ineffective.
The Home Affordable Modification Pro-
gram, which proposed to pay mortgage
servicers to renegotiate with financially
stressed homeowners, couldn’t persuade
the servicers to play ball and so has left
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Reality worse than nightmare scenario

The Recovery Act worked. The problem is we didn’t keep our foot on the accelerator.”
— Jared Bernstein, former chief economist and economic policy adviser to Vice President Biden

Shrinking economy

Annual rate at which the economy
shrank in the final quarter of 2008:

3.8%
Initial projection by the Bureau of

Economic Analysis

6.2%
Revision released months later

6.3%
A further revision

8.9%
Actual rate at which the economy

contracted. Figure released this year.
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President Obama, back to camera, attends an economic meeting at theWhite House in October 2009. The administration crafted amulti-pronged approach of
stimulus spending, housing market programs and policy coordinated with the Federal Reserve. Even with the bailout, unemployment shot past 10 percent that year.
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The issue is the graph on Page 1. It
shows two blue lines sloping gently up-
ward and then drifting back down. The
darker line — “With recovery plan” —
forecasts unemployment peaking at
8 percent in 2009 and falling back below
7 percent in late 2010.

Three years later, with the economy
still in tatters, that line has formed the
coreof thecaseagainst theObamaadmin-
istration’s economic policies. That line
lets Republicans talk about “the failed
stimulus.” That line that has discredited
theWhiteHouse’s economic policy.

But the other line— “Without recovery
plan” — is more instructive. It shows
unemployment peaking at 9 percent in
2010 and falling below 7 percent by the
end of this year. That’s the line the admin-
istrationused to scareCongress intopass-
ing the single largest economic recovery
package in American history. That line is
the nightmare scenario.

And yet this is the cold, hard fact of the
past three years: The reality has been
worse than the administration’s night-
mare scenario. Even with the stimulus,
unemployment shot past 10 percent in
2009.

To understand how the administration
got it sowrong,weneed to lookat thedata
it was looking at.

The Bureau of Economic Analysis, the
agency charged with measuring the size
and growth of the U.S. economy, initially
projected that the economy shrank at an
annual rate of 3.8 percent in the last
quarter of 2008.Months later, the bureau
almost doubled that estimate, saying the
number was 6.2 percent. Then it was
revised to 6.3 percent. But it wasn’t until
this year that the actual number was
revealed:8.9percent.Thatmakes itoneof
the worst quarters in American history.
Bernstein and Romer knew in 2008 that
the economy had sustained a tough blow;
theydidn’tknowthat ithadbeenrunover
by a truck.

There were certainly economists who
argued that the recession was going to be
worse than the forecasts. Nobel laureates
KrugmanandJoeStiglitzwere among the
most vocal, but they were by no means
alone. In December 2008, Bernstein, who
had been named Biden’s chief economist,
told the Times, “We’ll be lucky if the
unemploymentrate isbelowdoubledigits
by the end of next year.”

The Cassandras who look, in retro-
spect, the most prophetic are Carmen
ReinhartandKenRogoff. In2008, the two
economists were about to publish “This
TimeIsDifferent,” their fantasticallywell-
timed study of nine centuries of financial
crises. In their view, the administration
wasn’t being just a bit optimistic. It was
beingwildly, tragically optimistic.

That was the dark joke of the book’s
title. Everyone always thinks this time
will be different: The bubble won’t burst
because this time, tulips won’t lose their
value, or housing is a unique asset, or
sophisticated derivatives really do elimi-
nate risk. Once it bursts, they think their
economy will quickly clamber out of the
ditch because their workers are smarter
and tougher, and their policymakers are
wiserandmoreexperienced.But it almost
never does.

In March 2009, Reinhart and Rogoff
took to Newsweek to critique the “chirpy
forecasts coming from policymakers
around the globe.” The historical record,
they said, showed that “the recessions
that follow in the wake of big financial
crises tend to last far longer than normal
downturns, and to cause considerably
moredamage. If theUnited States follows
the norm of recent crises, as it has until
now, outputmay take four years to return
to its pre-crisis level. Unemployment will
continue to rise for three more years,
reaching 11 to 12 percent in 2011.”

It seems unlikely that unemployment
will return to 11 percent this year, but if
the global economy tips back into reces-
sion, anything is possible. Either way,
Rogoff and Reinhart were a lot closer to
themark thanmost forecasters.

But the administration insisted on op-
timism. There was talk of “green shoots”
and the “recovery summer.” Events in
Greece and in oil markets were chalked
up to bad luck rather than the predictable
aftershocks of a financial crisis. The
promised recovery was always just
around the corner, but it never quite
came. Eventually, the American people
stopped listening. A September poll
showed that 50 percent of Americans
thought Obama’s policies had hurt the
economy.

This time, it turned out, wasn’t differ-
ent. But could it have been?

The boot and the slog
The basic thesis of “This Time IsDiffer-

ent” is that financial crises are not like
normal recessions. Typically, a recession
results fromhigh interest rates or fluctua-
tions in the business cycle, and it corrects
itself relativelyquickly:Either theFederal
Reserve lowers rates, or consumers get
back to spending, or both.

But financial crises tend to include a
substantial amount of private debt.When
the market turns, this “overhang” of debt
acts asabooton the throatof the recovery.
People don’t take advantage of low inter-
est rates to buy a newhouse because their
first order of business is paying down
credit cards and keeping up on the mort-
gage.

In subsequent research with her hus-
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band, Vincent Reinhart, Carmen Rein-
hart looked at the recoveries following 15
post-World War II financial crises. The
results were ugly. Forget the catch-up
growth of 4 or 5 percent that so many
anticipated. Average growth rates were a
full percentage point lower in the decade
after the crisis than in the one before.

Perhaps as a result, in 10 of the 15 crises
studied, unemployment simply never —
and the Reinharts don’t mean “never in
the years we studied,” they mean never
ever — returned to its pre-crisis lows. In
90 percent of the cases in which housing-
price data were available, prices were
lower 10 years after the crash than they
were the year before it.

There is no doubt that the post-crisis
trajectory looks more like the slog Rein-
hart and Rogoff described than the rela-
tively rapid rebound predicted by the
administration andmany forecasters. Yet
even among economists who admire Re-
inhart and Rogoff ’s work, there is skepti-
cism.

One source comes inhowReinhart and
Rogoff find the economic phenomena
they’re trying to study. “There’s an identi-
fication problem,” Stiglitz says. “When
you have underlying problems that are
deep, theywill causea financial crisis, and
thecrisis itself is a symptomofunderlying
problems.”

Another is in their fatalism. “Idon’tbuy
their critique in the sense that thiswas an
inevitability,” says DeanBaker, director of
the Center for Economic and Policy Re-
search and one of the economists who
spotted the housing crisis early.

The Obama administration didn’t buy
the idea of inevitability, either. The team
craftedamulti-prongedapproachofstim-
ulus spending, programs to address the
housing market, and policy coordinated
with an activist Federal Reserve. It firmly
believed that it was better to do toomuch
than too little. Its credo was well ex-
pressedbyRomerat thatDecembermeet-
ing,whenshe told thepresident, “Wehave
to hit this with everything we’ve got.” But
in reality, the administration could only
hit it with everything it could persuade
Congress to give. And thatwasn’t enough.

Finding fault with the stimulus
Some partisans offer a simple explana-

tion for the depth and severity of the
recession: It’s the stimulus’s fault. If we
had done nothing, they say, unemploy-
ment would never have reached 10 per-
cent.

That notion doesn’t findmuch support
even among Republican economists.
Doug Holtz-Eakin is president of the
right-leaning American Action Forum
and served as Sen. John McCain’s top
economic adviser during the 2008 presi-
dential campaign. He’s no fan of the
stimulus, but he has no patience with the
idea that itmadematters worse.

“The argument that the stimulus had
zero impact andweshouldn’t havedone it
is intellectually dishonest or wrong,” he
says. “If you throw a trillion dollars at the
economy, it has an impact. I would have
preferred to do it differently, but they
needed to do something.”

A fairer assessment of the stimulus is
that it did much more than its detractors
admit, but much less than its advocates
promised.

“The thing that people who want to
argue that the stimulus failedhave to deal
with,”Bernstein says, “is that if you lookat
the trajectory of job losses, you will find
that righton theheelsof theRecoveryAct,
the rate of job losses began to diminish

and then the jobs numbers turned posi-
tive. The Recovery Act worked. The prob-
lem is we didn’t keep our foot on the
accelerator.”

That’s not the sort of success the presi-
dent had promised, though. He said the
stimuluswould “jolt our economy back to
life.” In Denver, the site of the 2008
Democratic National Convention, he said
that although “this was not the end of our
economic problems,” it was “the begin-
ning of the end.”

It wasn’t.
Critics and defenders on the left make

the same point: The stimulus was too
small. The administration underestimat-
ed the size of the recession, so it follows
that any policy to combat it would be too
small. On top of that, it had to get that
policy through Congress. So it went with
$800 billion — what Romer thought the
economy could get away with — rather
than $1.2 trillion — what she thought it
needed. Then the Senate watered the
policy down to about $700 billion. Com-
pare that with the $2.5 trillion hole we
now knowwe needed to fill.

But it is hard to credit the argument
that the stimulus could have been much
larger at the outset. This was already the
biggest stimulus in U.S. history, and con-
gressional leaders had been quite clear
with the White House: Don’t send over
anything that passes the trillion-dollar
mark. To try and double the bill’s size
based on a suspicion that the recession
was much worse than the early data
indicated would have been a hard sell, to
say the least.

Even ifCongresshadbeenmoreaccom-
modating, there was a challenge to vastly
increasing the size of the initial stimulus:
The more you spend, the less effective
each new dollar would become.

“Wewere trying to spend 10 timeswhat
had ever been spent in a year,” says Gools-
bee,whochaired theCouncil ofEconomic
Advisers until this year. “The tension was
that the biggest bang for the buck comes
from direct spending like infrastructure,
but once you use up the big-ticket items,
you eventually come to a point where the
tax cuts are better bang for the buck than
the 300 billionth infrastructure dollar.”
And tax cuts, frankly, aren’t a very good
bang for the buck.

But although the administration’s
team hoped the initial stimulus would

work, it figured that if it didn’t, it could go
back to Congress formore.

“If you’re at the barber and they don’t
cut your hair short enough, you can al-
ways ask them to go a little further,”
Bernstein says. “That’s sort of how I
thought about stimulus policy. I don’t
think we could have done more in Febru-
ary of 2009 based on political and imple-
mentation constraints. But I probably
didn’t recognize how hard it would be to
go back to the barbershop.”

The theory was that success would
beget success. Passing the stimuluswould
stabilize the economy, prove the White
House’s political mettle and deliver im-
mediate relief to millions of Americans.
Thatwould help the administration build
the political capital to pass more stimu-
lus, if necessary. But when the economy
failed to respond as predicted, the politi-
cal theory fell apart, too.

“The biggest problem we had in terms
of the loss of political capital iswe came in
and did a bunch of stuff, and things got
worse,” says Ron Klain, who served as
chief of staff to Biden. “And some of that
was just bad luck. If we didn’t have the
22nd Amendment and Barack Obama
became president in late March rather
than in late January, things would have
been much worse when we came in than
they were. And then the Recovery Act
would have come not in February, but in
May. We would already have hit bottom,
and itwould seemlike thingsweregetting
better.”

This has led to a what-if that torments
the White House’s political team: What if
it hadn’t taken on somuch? The adminis-
tration rushed from the second bucket of
bailout funds to the stimulus to the auto-
industry rescue to health care to climate
change legislation to financial regulation.
In aworldwhere the economywas steadi-
ly recovering, Obama might have
amassed a record comparable to Franklin
Roosevelt’s. But as the situation slowly
deteriorated, theAmericanpeople turned
against the administration’s crush of ini-
tiatives.The freneticpacemade theWhite
House seem inattentive and unfocused
amid amounting crisis.

But the alternative is similarly difficult
to imagine. No one believes that signifi-
cantly reining in the agenda would have
led to much more stimulus. Perhaps the
president would have benefited political-
ly fromspeakingmore about jobs and less
about health care, but then again, he had
historic majorities in both houses of Con-
gress and had come into office promising
dramatic change.

A more accurate understanding of the
recession could, however, have led to a
somewhat different stimulus — and per-
haps a more durable political strategy.
The policy was constructed at breakneck
speed,with the emphasis on gettingmon-
ey spent fast. That led tomore tax cuts, as
they could happen quickly, and less infra-
structure, as projects — particularly any-
thing more complex than road repair —
can take years to begin, by which point a
typical recession has ended of its own
volition.

Another cost of moving quickly was
that it put a premium on policies already
floating around that could be easily
droppedinto the legislation.That,accord-
ing to Holtz-Eakin, solidified Republican
opposition.

“If you’re a staffer and you have been
watching business in the House and Sen-
ate for a long time,”he says, “what you saw
them doing was pulling old ideas off the
shelf — old ideas you had fought and that

Democrats had abandoned. So Republi-
cans in Congress just hated it.”

A stimulus conducted with the Rogoff-
Reinhart lessons inmindmighthavebeen
broken into pieces and spread over a
longer time frame. The administration
could have pushed to tie key components
suchasunemploymentbenefits, stateand
local aid, and tax cuts to the unemploy-
ment rate rather than setting them to
expire after two years. With the knowl-
edge that it had years of low growth to
combat, there could have been a short-
term infrastructure component — pot-
holes, school repairs and the like — fol-
lowed, in separate legislation that Con-
gress would have had more time to con-
sider, by a long-term infrastructure com-
ponent for big investments such as
high-speed rail and health-information
technology.

But there’s little reason to believe that
would have turned unemployment num-
bers around. In fact, we have seen fairly
regularextensionsofunemploymentben-
efits and tax cuts over the past year. A bill
with a longer time frame perhaps would
have saved the administration frompolit-
ical headachesdown the road, but it could
have evenmade it harder to ask Congress
for more, as the initial policy would not
have finished spending out yet.

‘Politics on housing are hideous’
The stimulus was a bet that we could

get out of this recession through the one
path everyone can agree on: growth. The
bet was pretty much all-in, and it failed.
Reinhart and Rogoff are not particularly
surprised. It’s hard to get through a debt-
driven crisis without doing anything
about, well, debt.

In our crisis, the “debt” in question is
housing debt. Home prices have fallen
almost 33 percent since the beginning of
the crisis. All together, the nation’s hous-
ing stock is worth $8 trillion less than it
was in 2006. Andwe’re not done.Morgan
Stanley estimates there are more than
2.2 million homes sitting vacant, and
7.5 million more facing foreclosure. It is
housing debt that has weakened the
banks, andmortgage debt that is keeping
consumers from spending.

In late 2008, when the economy was
cratering,Holtz-Eakin convincedMcCain
that the way out of a housing crisis was to
tackle housing debt directly. “What we
proposed at the time was to buy up the
troubled mortgages, pay them off and let
people refinance at the lower rates,” he
recalls. “That would have filled up the
negative equity and healed bank balance
sheets.”

To this day, Holtz-Eakin thinks the
proposal made sense. There was one
problem. “Noone liked that plan,” he says.
“In fact, they hated it. The politics on
housing are hideous.”

The Obama administration, perhaps
cognizantof thepolitics,wasnotnearly so
bold. It focused on stimulus rather than
housing debt. The idea was that if people
could keep their jobs and pay their bills,
they couldpay theirmortgages.But today,
few on theObama teamwill mountmuch
of a defense of its housing policy.

Its efforts to heal the troubled market
at the core of the financial crisis are
widely considered weak and ineffective.
The Home Affordable Modification Pro-
gram, which proposed to pay mortgage
servicers to renegotiate with financially
stressed homeowners, couldn’t persuade
the servicers to play ball and so has left
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Reality worse than nightmare scenario

The Recovery Act worked. The problem is we didn’t keep our foot on the accelerator.”
— Jared Bernstein, former chief economist and economic policy adviser to Vice President Biden

Shrinking economy

Annual rate at which the economy
shrank in the final quarter of 2008:

3.8%
Initial projection by the Bureau of

Economic Analysis

6.2%
Revision released months later

6.3%
A further revision

8.9%
Actual rate at which the economy

contracted. Figure released this year.

PETE SOUZA/THE WHITE HOUSE

President Obama, back to camera, attends an economic meeting at theWhite House in October 2009. The administration crafted amulti-pronged approach of
stimulus spending, housing market programs and policy coordinated with the Federal Reserve. Even with the bailout, unemployment shot past 10 percent that year.
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most of its $75 billion unspent. TheHome
Affordable Refinance Program was pro-
jected tohelp5millionunderwaterhome-
owners. It has reached fewer than 1 mil-
lion.

Even so, the administration rejects the
more radical solutions that are occasion-
ally floated. The problem, it says, is that
the choices aremostly between timid and
unworkable.

One problem was that mortgage fi-
nancegiantsFannieMaeandFreddieMac
were ultimately controlled by the inde-
pendent Federal Housing Finance Agen-
cy. Created by Congress in 2008, the
agency was initially led by a Bush admin-
istration appointee, James B. Lockhart
III, and when he stepped down, by an-
otherBushadministrationappointee,Ed-
ward DeMarco. The Obama administra-
tion’s November 2010 effort to nominate
its own director was foiled by Senate
Republicans.

By that time, the administration had
been in office for almost two years and
seen the Democrats’ 60-vote majority in
the Senate come and go. If it had moved
morequickly toappointadirectorwhen it
had firmer control of the Senate, it could
perhaps have used Fannie and Freddie to
kick off a giant wave of refinancing for
underwater homeowners. That alone
would have done something to ease the
pressure on stressed households.

But when talking about what might
haveworked on amassive, economy-wide
scale — that is to say, what might have
made this time different — you’re talking
about something more drastic. You’re
talking about getting rid of thedebt. Todo
that, somebodyhas to pay it, or somebody
has to take the loss on it.

The most politically appealing plans
are theones that force thebanks to eat the
debt, or at least appear to do so. “Cram-
down,” in which judges simply reduce the
principal owed by underwater home-
owners, works this way. But any plan that
leads to massive debt forgiveness would
blow a massive hole in the banks. The
worry would move from “What do we do
about all this housing debt?” to “What do
we do about all these failing banks?” And
we know what we do about failing banks
amid a recession: We bail them out to
keep the credit markets from freezing up.
There was no appetite for a second Leh-
manBrothers in late 2009.

Which means that the ultimate ques-
tion was how much housing debt the
American taxpayer was willing to shoul-
der. Whether that debt came in the form
of nationalizing the banks and taking the
bad assets off their books — a policy the
administration estimated could cost tax-
payers a trillion dollars — or simply pay-
ing off the debt directly was more of a
political question than an economic one.
And it wasn’t a political question anyone
really knewhow to answer.

On first blush, there are few groups
more sympathetic than underwater
homeowners or foreclosed families. They
remain so until about two seconds after
their neighbors are asked to pay their
mortgages. Recall that Rick Santelli’s fa-
mousCNBCrantwasn’t aboutbig govern-
ment or high taxes or creeping socialism.
It was about amodest program theWhite
House was proposing to help certain
homeowners restructure their mortgag-
es. It had Santelli screaming bloody mur-
der.

“This is America!” he shouted from the
trading floor at the Chicago Board of
Trade. “How many of you people want to
pay for your neighbor’smortgage that has
an extra bathroom and can’t pay their
bills? Raise their hand.” The traders
around him began booing loudly. “Presi-
dent Obama, are you listening?”

If you believe Santelli’s rant kicked off
the tea party, then that’s what the tea
party was originally about: forgiving
housing debt.

Ultimately, concerns about the politics
and policy questions behind widespread
debt forgiveness were sufficient to scare
the administration off of the policy. It’s a
decision some ex-members of the White
House regret.

“Ifwehad thoughtharder aboutRogoff
and Reinhart, we might have made some
different trade-offs regarding debt reduc-
tion,” Bernstein says. “Moral hazard is a
big problem when you’re making policy
regarding write-offs and principal cram-
downs. It was always in the room when
you were trying to help one underwater
homeownerwrite off some debtwhile the
person next door was playing by the rules
and paying their mortgage every month.
But with hindsight, I might have argued
more rigorously against the risk of it.”

The Fed’s inflation option
There was, however, one institution

that some think could have reduced the
debt overhang crushing the economy and
that didn’t face such political obstacles:
the Federal Reserve.

The central bank manages the nation’s
money supply and credit and sits at the
center of its financial system. Usually, it
spends its time guarding against the
threat of inflation. But inDecember 2008,
Rogoff argued that themoment called for
the reverse strategy.

“It is time for the world’s major central
banks toacknowledge thata suddenburst
ofmoderate inflationwould be extremely
helpful in unwinding today’s epic debt
morass,” hewrote.

Inflation — the rate at which prices for

economy from G6 goods go up and buying power goes down
—makes any amount ofmoneyworth less
over time. It can help a depressed econo-
my in three ways: It erodes the real value
of debt. It gives people an incentive to
spend and invest now, as theirmoneywill
not go as far later. And it tends to drive
down the value of the dollar against other
currencies, making U.S. exporters more
competitive.

At the Federal Reserve, inflation is a
four-letter word. It has spent the past few
decades convincing themarket that it can
andwill “anchor” inflation at about 2 per-
cent. Lifting that anchor could cause
problems down the road, without doing
muchgood in thepresent.After all, Feder-
al Reserve Board Chairman Ben S. Ber-
nanke doesn’t have a red inflation button
beneath a glass case on his desk. Creating
inflation is difficult when demand for
goods is low, and it’s not even clear that
the Fed can do it.

Rogoff scoffs at this. “Creating inflation
is not rocket science,” he wrote. “All cen-
tral banks need to do is to keep printing
money to buy up government debt. The
main risk is that inflation could over-
shoot, landing at 20 or 30 percent instead
of 5 or 6 percent. Indeed, fear of over-
shooting paralyzed the Bank of Japan for
a decade. But this problem is easily nego-
tiated. With good communication policy,
inflation expectations can be contained,
and inflation can be brought down as
quickly as necessary.”

But the policymakers who would have
needed to create that inflation aren’t so
sure. “It’s difficult, if not impossible, to
create persistent inflation without de-
mand exceeding potential supply over an
extended period,” says Donald L. Kohn,
who served as vice chairman of the Feder-
al Reserve Board until 2010. “Yes, chang-
ing expectations might push inflation
higher, but why would expectations
changematerially and persistently under
current circumstances?”

Bernanke seems to agree. So, it seems,
does the administration, at least judging
by the economists it considered nominat-
ing to the Fed.

Summers, who had the inside track to
chair the central bank if the Obama ad-
ministration decided against renominat-
ing Bernanke, echoes Kohn’s skepticism.
“In the model I understand,” he says,
“inflation is mostly driven by demand,
and when you increase demand, you in-
crease inflation. And if you don’t increase
demand, you don’t increase inflation. But
if you’ve solved demand, you’ve solved
your problem.”

Nobel laureate Peter Diamond, whom
the Obama administration nominated to
fill a vacant seat on theFed’s board, puts it
this way: “If the Fed says we are deter-
mined to keep going till we have, say,
4 percent inflation, would that really turn
around expectations in a way that would
stimulate the economy and create higher
inflation? I doubt it.”

And, of course, the Fed might be insu-
lated frompolitics, but it’s not immune to
it. In recent years, Rep. Ron Paul (R-Tex.)
has gained national prominence in part
on an “End the Fed” platform. Texas Gov.
RickPerry, aRepublicanpresidential con-
tender, has threatened to do something
“ugly” to Bernanke. Congress passed leg-
islation to audit the Fed. Even noted
monetary economist SarahPalinweighed
in, saying, “It’s time for Ben Bernanke to
cease and desist.”

To the Fed, the nightmare scenario is
that it tries to create inflation now and
fails. It would have given up its hard-won
credibility as an inflation fighter and
invited political backlash, all without
helping the economy.

Labormarket’s long period of pain
Growth-focused and debt-focused

strategies are attempts to end the reces-
sion. They’re policy on the offensive. But
perhaps the real lesson from Rogoff and
Reinhart is that these recessions rarely
end quickly, and so officialsmustmanage
a long period of pain — defensive policy,
so to speak. America doesn’t do defense
verywell.

“We’re trying right now to keep our
lifestyles going,” says Michael Spence, a

Nobel Prize-winning economist at New
York University. “It’s not really working,
but thewaywe’redoing it is puttingall the
burden on the unemployed while trying
to leave the employed untouched. Even-
tually, this is going to require a redistribu-
tion of that burden.”

In other countries, he says, the burden
is more widely shared. The employed
work less — and get paid less — so there
aremore jobs togoaround.That leads toa
little pain for a lot of people, rather than a
lot of pain for fewer people. It also keeps
more workers on the job, which means
their skills don’t deteriorate and the econ-
omy isn’t left with people who became
unemployed and then found themselves
unemployable.

That’s what we’ve seen here: Employ-
ers have become so leery of hiring the
unemployed that the Obama administra-
tion has proposed to make it illegal to
discriminate against them. Such a policy
is easier said than done, but it speaks to
the downside of lettingworkers fall out of
the labor force for long periods of time.

Germany’s response to the recession
included a work-sharing program that

subsidized salaries when employers
trimmed the hours of individual workers
to keepmorepeople on the job. Ifworkers
attended job training, the government
gave amore generous subsidy.

The program worked. Even though
Germany’s economy was devastated by
the recession—declining by almost 7 per-
cent — the jobless rate fell slightly, from
7.9 percent at the start of the recession to
7 percent inMay 2010.

There are reasons to question whether
work-sharing programs would have been
as effective here as theywere inGermany.
For one thing, they work best in sectors
where jobs are bound to return after a
recession — such as Germany’s export
sector — rather than sectors that need to
be downsized after being inflated by a
credit boom.

Germany also has a different labor
market. Employers, unions and the gov-
ernment work together with an unusual
level of cooperation. The culture is much
morehostile toward layoffs than theUnit-
ed States’ is, which has caused Germany
problems in the past but has been a boon
throughout this recession.

But paying the private sector to save
jobs was not the administration’s only
option. There was also the possibility of
simply payingworkers towork.

For one thing, the government could
have refused to fire anyone. Says Baker, of
the Center for Economic and Policy Re-
search: “We’ve lost 500,000 state and
local jobs, and before that, we were creat-
ing 160,000 a year. If we hadn’t had those
lossesandhaddonemore tokeepcreation
at that pace, we would have almost an-
othermillion jobs.”

It also could have started hiring.
Romer, for instance, proposed to add
100,000 teacher’s aides. Imagine similar
proposals: Every park ranger could have
had an assistant park ranger. Every fire-
fighter station could have added three
trainees. Every city could have expanded
its police force by 5 percent. Everyone
between ages 18 and 26 could have signed
up for two years of paid national service.

In a relatively quick recovery, these
programswouldn’t havemade sense. Bet-
ter to support the economymore general-
ly and let workers migrate from unpro-
ductive sectors to productive ones. Em-
ploying workers directly is, at best, a
stopgap, and at worst, a waste of the
government’s resources and the worker’s
time. The government doesn’t know
whereworkers arebestused.That’s better
left to themarket.

But in a long slog of a recession, that
logic falls apart. Workers don’t move into
more productive sectors of the economy.
They lose their jobs, and then they lose
their paychecks, homes and, eventually,
skills. That sucks demand out of the
economy, further depresses home prices
and makes it harder for the labor market
to recover.

Call-and-response conundrum
So could this time have been different?

There’s little doubt that it couldhavebeen
better. From the outset, the policies were
too small for the recession the adminis-
tration and economists thoughtwe faced.
They were much too small for the reces-
sion we actually faced. More and better
stimulus, more aggressive interventions
in the housing market, more aggressive
policy fromtheFed,andmoreattention to
preventing layoffs and hiring the unem-
ployed could have led to millions more
jobs. At least in theory.

Of course, ideas always sound better
than policies. Policies must be imple-
mented, and theyhaveunintendedconse-
quences and unforeseen flaws. In the best
of circumstances, the policymaking proc-
ess is imperfect.ButJanuary2009hadthe
worst of circumstances—aonce-in-a-life-
time economic emergency during a presi-
dential transition.

Reinhart, for one, thinks the Bush and
Obama administrations don’t get suffi-
cient credit for all they did.

“The initial policy of monetary and
fiscal stimulus really made a huge differ-
ence,” she says. “I would tattoo that onmy
forehead. The output decline we had was
peanuts compared to the output decline

we would otherwise have had in a crisis
like this. That isn’t fully appreciated.”

In that way, Reinhart says, this time
really was different — at least from the
GreatDepression,whenoutput shrankby
30 percent and a quarter of theworkforce
was unemployed. “If the choice was this
or the ’30s,” she says, “I’d take this hands
down.”

Give policymakers some credit: They
really have learned from the Depression.
So did the Japanese. In the 1990s, they
pumped monetary and fiscal stimulus
into their economy, too, and they didn’t
suffer a depression. But they never found
themselves in a recovery. They stagnated
for a decade, and then for another.

What we’re in looks more like Japan in
the ’90s than theUnited States in the ’30s.
Reinhart doesn’t think that’s an accident;
she thinks it’s a product of the initial
successes. “The same policies that serve
youwell in limiting theoutput collapsedo
not serve you well in speeding the time it
takes to get out,” she says.

By saving the banking system, you end
upwith banks that are quietly holding on
to toxic assets in the hope that one day
they’ll be worth something. By limiting
the output gap, you keep the economy
from getting so bad that truly radical
solutions, such aswiping out hundreds of
billions of dollars of housing debt, be-
come thinkable. You limp along.

The question, of course, is why do
governments limp out of recessionswhen
theweight of history tells them to run?

“Now knowing how much worse the
storm was, people look back and say, you
guysundershot,” sighsTreasury Secretary
Timothy F. Geithner. “But we didn’t think
we were undershooting at the time. We
thought that the dominant strategy had
to bemassive, overwhelming force. There
were political limits to what we could do,
but we thought we were operating to
expand the scope of those limits. I used to
say to people, ‘Whichmistake is harder to
correct: doing too much, or doing too
little?’ ”

Yet the Obama administration did too
little. Its team of interventionist Keynes-
ians immersed in the lessons of the De-
pression and Japan did too little. Every-
one does too little, even when they think
they’re erring on the side of doing too
much. That’s one reason “this time” is
almost never different.

The tendency thus far has been to look
at these crises in terms of the identifiable
economic factors that make them differ-
ent from typical recessions. But perhaps
the better approach is to look at the
political factors that make them turn out
the same, that stop governments from
doing enoughevenwhen theyhave sworn
to err on the side of doing toomuch.

These crises have a sort of immune
system. It is never possible for the politi-
cal system to do enough to stop them at
the outset, as it is never quite clear how
bad they are. Even if it were, the system is
ill-equipped to take action at that scale.
The actors comfort themselves with the
thought that if they need to domore, they
can do it later. And, for now, the fact that
this is the largest rescue package anyone
has ever seen has to beworth something.

Perversely, the very size of the package
is part of its problem. With something
extraordinary that is nevertheless not
enough, the economy deteriorates, and
thegovernment sees its solutionsdiscred-
ited and its political standing weakened
by the worsening economic storm. That
keeps it fromdoingmore.

Meanwhile, the opposition’s capacity
to domore is arguably evenmore limited,
as it has turned against whatever policies
were tried in the first place. Add in the
almost inevitable run-up in government
debt, which imposes constraints in the
eyes of the voters and, in some cases, in
the eyes of the markets, and an economy
that started by not doing enough is never
able to get in front of the crisis.

These sorts of economic crises are, in
other words, inherently politically desta-
bilizing, and that makes a sufficient re-
sponse, at least in a democracy, nearly
impossible.

There’s some evidence for this interna-
tionally. Larry Bartels, a political scientist
at Vanderbilt University, examined 31
elections that took place after the 2008
financial crisis and found that “voters
consistentlypunished incumbentgovern-
ments for bad economic conditions, with
little apparent regard for the ideology of
the government or global economic con-
ditions at the time of the election.” Just
look to Europe, where the path to ending
the debt crisis and saving the euro zone—
the groupof nations that use the currency
—isclear tomosteconomistsbut impossi-
ble for any European politician.

That isn’t to say that this time couldn’t
have been different or that next time
won’t be. But it is no accident that these
crises so often turn out the same, in so
many countries, with so many types of
governments, who have tried so many
kinds of responses.

In general, the policies that are vastly
better than whatever you are doing are
notpolitically achievable, and thepolicies
that are politically achievable are not
vastly better. There weremany paths that
could have been taken in January 2009,
and any one would havemade this time a
bit different. But not different enough.
Not as different as wewish.
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most of its $75 billion unspent. TheHome
Affordable Refinance Program was pro-
jected tohelp5millionunderwaterhome-
owners. It has reached fewer than 1 mil-
lion.

Even so, the administration rejects the
more radical solutions that are occasion-
ally floated. The problem, it says, is that
the choices aremostly between timid and
unworkable.

One problem was that mortgage fi-
nancegiantsFannieMaeandFreddieMac
were ultimately controlled by the inde-
pendent Federal Housing Finance Agen-
cy. Created by Congress in 2008, the
agency was initially led by a Bush admin-
istration appointee, James B. Lockhart
III, and when he stepped down, by an-
otherBushadministrationappointee,Ed-
ward DeMarco. The Obama administra-
tion’s November 2010 effort to nominate
its own director was foiled by Senate
Republicans.

By that time, the administration had
been in office for almost two years and
seen the Democrats’ 60-vote majority in
the Senate come and go. If it had moved
morequickly toappointadirectorwhen it
had firmer control of the Senate, it could
perhaps have used Fannie and Freddie to
kick off a giant wave of refinancing for
underwater homeowners. That alone
would have done something to ease the
pressure on stressed households.

But when talking about what might
haveworked on amassive, economy-wide
scale — that is to say, what might have
made this time different — you’re talking
about something more drastic. You’re
talking about getting rid of thedebt. Todo
that, somebodyhas to pay it, or somebody
has to take the loss on it.

The most politically appealing plans
are theones that force thebanks to eat the
debt, or at least appear to do so. “Cram-
down,” in which judges simply reduce the
principal owed by underwater home-
owners, works this way. But any plan that
leads to massive debt forgiveness would
blow a massive hole in the banks. The
worry would move from “What do we do
about all this housing debt?” to “What do
we do about all these failing banks?” And
we know what we do about failing banks
amid a recession: We bail them out to
keep the credit markets from freezing up.
There was no appetite for a second Leh-
manBrothers in late 2009.

Which means that the ultimate ques-
tion was how much housing debt the
American taxpayer was willing to shoul-
der. Whether that debt came in the form
of nationalizing the banks and taking the
bad assets off their books — a policy the
administration estimated could cost tax-
payers a trillion dollars — or simply pay-
ing off the debt directly was more of a
political question than an economic one.
And it wasn’t a political question anyone
really knewhow to answer.

On first blush, there are few groups
more sympathetic than underwater
homeowners or foreclosed families. They
remain so until about two seconds after
their neighbors are asked to pay their
mortgages. Recall that Rick Santelli’s fa-
mousCNBCrantwasn’t aboutbig govern-
ment or high taxes or creeping socialism.
It was about amodest program theWhite
House was proposing to help certain
homeowners restructure their mortgag-
es. It had Santelli screaming bloody mur-
der.

“This is America!” he shouted from the
trading floor at the Chicago Board of
Trade. “How many of you people want to
pay for your neighbor’smortgage that has
an extra bathroom and can’t pay their
bills? Raise their hand.” The traders
around him began booing loudly. “Presi-
dent Obama, are you listening?”

If you believe Santelli’s rant kicked off
the tea party, then that’s what the tea
party was originally about: forgiving
housing debt.

Ultimately, concerns about the politics
and policy questions behind widespread
debt forgiveness were sufficient to scare
the administration off of the policy. It’s a
decision some ex-members of the White
House regret.

“Ifwehad thoughtharder aboutRogoff
and Reinhart, we might have made some
different trade-offs regarding debt reduc-
tion,” Bernstein says. “Moral hazard is a
big problem when you’re making policy
regarding write-offs and principal cram-
downs. It was always in the room when
you were trying to help one underwater
homeownerwrite off some debtwhile the
person next door was playing by the rules
and paying their mortgage every month.
But with hindsight, I might have argued
more rigorously against the risk of it.”

The Fed’s inflation option
There was, however, one institution

that some think could have reduced the
debt overhang crushing the economy and
that didn’t face such political obstacles:
the Federal Reserve.

The central bank manages the nation’s
money supply and credit and sits at the
center of its financial system. Usually, it
spends its time guarding against the
threat of inflation. But inDecember 2008,
Rogoff argued that themoment called for
the reverse strategy.

“It is time for the world’s major central
banks toacknowledge thata suddenburst
ofmoderate inflationwould be extremely
helpful in unwinding today’s epic debt
morass,” hewrote.

Inflation — the rate at which prices for

economy from G6 goods go up and buying power goes down
—makes any amount ofmoneyworth less
over time. It can help a depressed econo-
my in three ways: It erodes the real value
of debt. It gives people an incentive to
spend and invest now, as theirmoneywill
not go as far later. And it tends to drive
down the value of the dollar against other
currencies, making U.S. exporters more
competitive.

At the Federal Reserve, inflation is a
four-letter word. It has spent the past few
decades convincing themarket that it can
andwill “anchor” inflation at about 2 per-
cent. Lifting that anchor could cause
problems down the road, without doing
muchgood in thepresent.After all, Feder-
al Reserve Board Chairman Ben S. Ber-
nanke doesn’t have a red inflation button
beneath a glass case on his desk. Creating
inflation is difficult when demand for
goods is low, and it’s not even clear that
the Fed can do it.

Rogoff scoffs at this. “Creating inflation
is not rocket science,” he wrote. “All cen-
tral banks need to do is to keep printing
money to buy up government debt. The
main risk is that inflation could over-
shoot, landing at 20 or 30 percent instead
of 5 or 6 percent. Indeed, fear of over-
shooting paralyzed the Bank of Japan for
a decade. But this problem is easily nego-
tiated. With good communication policy,
inflation expectations can be contained,
and inflation can be brought down as
quickly as necessary.”

But the policymakers who would have
needed to create that inflation aren’t so
sure. “It’s difficult, if not impossible, to
create persistent inflation without de-
mand exceeding potential supply over an
extended period,” says Donald L. Kohn,
who served as vice chairman of the Feder-
al Reserve Board until 2010. “Yes, chang-
ing expectations might push inflation
higher, but why would expectations
changematerially and persistently under
current circumstances?”

Bernanke seems to agree. So, it seems,
does the administration, at least judging
by the economists it considered nominat-
ing to the Fed.

Summers, who had the inside track to
chair the central bank if the Obama ad-
ministration decided against renominat-
ing Bernanke, echoes Kohn’s skepticism.
“In the model I understand,” he says,
“inflation is mostly driven by demand,
and when you increase demand, you in-
crease inflation. And if you don’t increase
demand, you don’t increase inflation. But
if you’ve solved demand, you’ve solved
your problem.”

Nobel laureate Peter Diamond, whom
the Obama administration nominated to
fill a vacant seat on theFed’s board, puts it
this way: “If the Fed says we are deter-
mined to keep going till we have, say,
4 percent inflation, would that really turn
around expectations in a way that would
stimulate the economy and create higher
inflation? I doubt it.”

And, of course, the Fed might be insu-
lated frompolitics, but it’s not immune to
it. In recent years, Rep. Ron Paul (R-Tex.)
has gained national prominence in part
on an “End the Fed” platform. Texas Gov.
RickPerry, aRepublicanpresidential con-
tender, has threatened to do something
“ugly” to Bernanke. Congress passed leg-
islation to audit the Fed. Even noted
monetary economist SarahPalinweighed
in, saying, “It’s time for Ben Bernanke to
cease and desist.”

To the Fed, the nightmare scenario is
that it tries to create inflation now and
fails. It would have given up its hard-won
credibility as an inflation fighter and
invited political backlash, all without
helping the economy.

Labormarket’s long period of pain
Growth-focused and debt-focused

strategies are attempts to end the reces-
sion. They’re policy on the offensive. But
perhaps the real lesson from Rogoff and
Reinhart is that these recessions rarely
end quickly, and so officialsmustmanage
a long period of pain — defensive policy,
so to speak. America doesn’t do defense
verywell.

“We’re trying right now to keep our
lifestyles going,” says Michael Spence, a

Nobel Prize-winning economist at New
York University. “It’s not really working,
but thewaywe’redoing it is puttingall the
burden on the unemployed while trying
to leave the employed untouched. Even-
tually, this is going to require a redistribu-
tion of that burden.”

In other countries, he says, the burden
is more widely shared. The employed
work less — and get paid less — so there
aremore jobs togoaround.That leads toa
little pain for a lot of people, rather than a
lot of pain for fewer people. It also keeps
more workers on the job, which means
their skills don’t deteriorate and the econ-
omy isn’t left with people who became
unemployed and then found themselves
unemployable.

That’s what we’ve seen here: Employ-
ers have become so leery of hiring the
unemployed that the Obama administra-
tion has proposed to make it illegal to
discriminate against them. Such a policy
is easier said than done, but it speaks to
the downside of lettingworkers fall out of
the labor force for long periods of time.

Germany’s response to the recession
included a work-sharing program that

subsidized salaries when employers
trimmed the hours of individual workers
to keepmorepeople on the job. Ifworkers
attended job training, the government
gave amore generous subsidy.

The program worked. Even though
Germany’s economy was devastated by
the recession—declining by almost 7 per-
cent — the jobless rate fell slightly, from
7.9 percent at the start of the recession to
7 percent inMay 2010.

There are reasons to question whether
work-sharing programs would have been
as effective here as theywere inGermany.
For one thing, they work best in sectors
where jobs are bound to return after a
recession — such as Germany’s export
sector — rather than sectors that need to
be downsized after being inflated by a
credit boom.

Germany also has a different labor
market. Employers, unions and the gov-
ernment work together with an unusual
level of cooperation. The culture is much
morehostile toward layoffs than theUnit-
ed States’ is, which has caused Germany
problems in the past but has been a boon
throughout this recession.

But paying the private sector to save
jobs was not the administration’s only
option. There was also the possibility of
simply payingworkers towork.

For one thing, the government could
have refused to fire anyone. Says Baker, of
the Center for Economic and Policy Re-
search: “We’ve lost 500,000 state and
local jobs, and before that, we were creat-
ing 160,000 a year. If we hadn’t had those
lossesandhaddonemore tokeepcreation
at that pace, we would have almost an-
othermillion jobs.”

It also could have started hiring.
Romer, for instance, proposed to add
100,000 teacher’s aides. Imagine similar
proposals: Every park ranger could have
had an assistant park ranger. Every fire-
fighter station could have added three
trainees. Every city could have expanded
its police force by 5 percent. Everyone
between ages 18 and 26 could have signed
up for two years of paid national service.

In a relatively quick recovery, these
programswouldn’t havemade sense. Bet-
ter to support the economymore general-
ly and let workers migrate from unpro-
ductive sectors to productive ones. Em-
ploying workers directly is, at best, a
stopgap, and at worst, a waste of the
government’s resources and the worker’s
time. The government doesn’t know
whereworkers arebestused.That’s better
left to themarket.

But in a long slog of a recession, that
logic falls apart. Workers don’t move into
more productive sectors of the economy.
They lose their jobs, and then they lose
their paychecks, homes and, eventually,
skills. That sucks demand out of the
economy, further depresses home prices
and makes it harder for the labor market
to recover.

Call-and-response conundrum
So could this time have been different?

There’s little doubt that it couldhavebeen
better. From the outset, the policies were
too small for the recession the adminis-
tration and economists thoughtwe faced.
They were much too small for the reces-
sion we actually faced. More and better
stimulus, more aggressive interventions
in the housing market, more aggressive
policy fromtheFed,andmoreattention to
preventing layoffs and hiring the unem-
ployed could have led to millions more
jobs. At least in theory.

Of course, ideas always sound better
than policies. Policies must be imple-
mented, and theyhaveunintendedconse-
quences and unforeseen flaws. In the best
of circumstances, the policymaking proc-
ess is imperfect.ButJanuary2009hadthe
worst of circumstances—aonce-in-a-life-
time economic emergency during a presi-
dential transition.

Reinhart, for one, thinks the Bush and
Obama administrations don’t get suffi-
cient credit for all they did.

“The initial policy of monetary and
fiscal stimulus really made a huge differ-
ence,” she says. “I would tattoo that onmy
forehead. The output decline we had was
peanuts compared to the output decline

we would otherwise have had in a crisis
like this. That isn’t fully appreciated.”

In that way, Reinhart says, this time
really was different — at least from the
GreatDepression,whenoutput shrankby
30 percent and a quarter of theworkforce
was unemployed. “If the choice was this
or the ’30s,” she says, “I’d take this hands
down.”

Give policymakers some credit: They
really have learned from the Depression.
So did the Japanese. In the 1990s, they
pumped monetary and fiscal stimulus
into their economy, too, and they didn’t
suffer a depression. But they never found
themselves in a recovery. They stagnated
for a decade, and then for another.

What we’re in looks more like Japan in
the ’90s than theUnited States in the ’30s.
Reinhart doesn’t think that’s an accident;
she thinks it’s a product of the initial
successes. “The same policies that serve
youwell in limiting theoutput collapsedo
not serve you well in speeding the time it
takes to get out,” she says.

By saving the banking system, you end
upwith banks that are quietly holding on
to toxic assets in the hope that one day
they’ll be worth something. By limiting
the output gap, you keep the economy
from getting so bad that truly radical
solutions, such aswiping out hundreds of
billions of dollars of housing debt, be-
come thinkable. You limp along.

The question, of course, is why do
governments limp out of recessionswhen
theweight of history tells them to run?

“Now knowing how much worse the
storm was, people look back and say, you
guysundershot,” sighsTreasury Secretary
Timothy F. Geithner. “But we didn’t think
we were undershooting at the time. We
thought that the dominant strategy had
to bemassive, overwhelming force. There
were political limits to what we could do,
but we thought we were operating to
expand the scope of those limits. I used to
say to people, ‘Whichmistake is harder to
correct: doing too much, or doing too
little?’ ”

Yet the Obama administration did too
little. Its team of interventionist Keynes-
ians immersed in the lessons of the De-
pression and Japan did too little. Every-
one does too little, even when they think
they’re erring on the side of doing too
much. That’s one reason “this time” is
almost never different.

The tendency thus far has been to look
at these crises in terms of the identifiable
economic factors that make them differ-
ent from typical recessions. But perhaps
the better approach is to look at the
political factors that make them turn out
the same, that stop governments from
doing enoughevenwhen theyhave sworn
to err on the side of doing toomuch.

These crises have a sort of immune
system. It is never possible for the politi-
cal system to do enough to stop them at
the outset, as it is never quite clear how
bad they are. Even if it were, the system is
ill-equipped to take action at that scale.
The actors comfort themselves with the
thought that if they need to domore, they
can do it later. And, for now, the fact that
this is the largest rescue package anyone
has ever seen has to beworth something.

Perversely, the very size of the package
is part of its problem. With something
extraordinary that is nevertheless not
enough, the economy deteriorates, and
thegovernment sees its solutionsdiscred-
ited and its political standing weakened
by the worsening economic storm. That
keeps it fromdoingmore.

Meanwhile, the opposition’s capacity
to domore is arguably evenmore limited,
as it has turned against whatever policies
were tried in the first place. Add in the
almost inevitable run-up in government
debt, which imposes constraints in the
eyes of the voters and, in some cases, in
the eyes of the markets, and an economy
that started by not doing enough is never
able to get in front of the crisis.

These sorts of economic crises are, in
other words, inherently politically desta-
bilizing, and that makes a sufficient re-
sponse, at least in a democracy, nearly
impossible.

There’s some evidence for this interna-
tionally. Larry Bartels, a political scientist
at Vanderbilt University, examined 31
elections that took place after the 2008
financial crisis and found that “voters
consistentlypunished incumbentgovern-
ments for bad economic conditions, with
little apparent regard for the ideology of
the government or global economic con-
ditions at the time of the election.” Just
look to Europe, where the path to ending
the debt crisis and saving the euro zone—
the groupof nations that use the currency
—isclear tomosteconomistsbut impossi-
ble for any European politician.

That isn’t to say that this time couldn’t
have been different or that next time
won’t be. But it is no accident that these
crises so often turn out the same, in so
many countries, with so many types of
governments, who have tried so many
kinds of responses.

In general, the policies that are vastly
better than whatever you are doing are
notpolitically achievable, and thepolicies
that are politically achievable are not
vastly better. There weremany paths that
could have been taken in January 2009,
and any one would havemade this time a
bit different. But not different enough.
Not as different as wewish.
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most of its $75 billion unspent. TheHome
Affordable Refinance Program was pro-
jected tohelp5millionunderwaterhome-
owners. It has reached fewer than 1 mil-
lion.

Even so, the administration rejects the
more radical solutions that are occasion-
ally floated. The problem, it says, is that
the choices aremostly between timid and
unworkable.

One problem was that mortgage fi-
nancegiantsFannieMaeandFreddieMac
were ultimately controlled by the inde-
pendent Federal Housing Finance Agen-
cy. Created by Congress in 2008, the
agency was initially led by a Bush admin-
istration appointee, James B. Lockhart
III, and when he stepped down, by an-
otherBushadministrationappointee,Ed-
ward DeMarco. The Obama administra-
tion’s November 2010 effort to nominate
its own director was foiled by Senate
Republicans.

By that time, the administration had
been in office for almost two years and
seen the Democrats’ 60-vote majority in
the Senate come and go. If it had moved
morequickly toappointadirectorwhen it
had firmer control of the Senate, it could
perhaps have used Fannie and Freddie to
kick off a giant wave of refinancing for
underwater homeowners. That alone
would have done something to ease the
pressure on stressed households.

But when talking about what might
haveworked on amassive, economy-wide
scale — that is to say, what might have
made this time different — you’re talking
about something more drastic. You’re
talking about getting rid of thedebt. Todo
that, somebodyhas to pay it, or somebody
has to take the loss on it.

The most politically appealing plans
are theones that force thebanks to eat the
debt, or at least appear to do so. “Cram-
down,” in which judges simply reduce the
principal owed by underwater home-
owners, works this way. But any plan that
leads to massive debt forgiveness would
blow a massive hole in the banks. The
worry would move from “What do we do
about all this housing debt?” to “What do
we do about all these failing banks?” And
we know what we do about failing banks
amid a recession: We bail them out to
keep the credit markets from freezing up.
There was no appetite for a second Leh-
manBrothers in late 2009.

Which means that the ultimate ques-
tion was how much housing debt the
American taxpayer was willing to shoul-
der. Whether that debt came in the form
of nationalizing the banks and taking the
bad assets off their books — a policy the
administration estimated could cost tax-
payers a trillion dollars — or simply pay-
ing off the debt directly was more of a
political question than an economic one.
And it wasn’t a political question anyone
really knewhow to answer.

On first blush, there are few groups
more sympathetic than underwater
homeowners or foreclosed families. They
remain so until about two seconds after
their neighbors are asked to pay their
mortgages. Recall that Rick Santelli’s fa-
mousCNBCrantwasn’t aboutbig govern-
ment or high taxes or creeping socialism.
It was about amodest program theWhite
House was proposing to help certain
homeowners restructure their mortgag-
es. It had Santelli screaming bloody mur-
der.

“This is America!” he shouted from the
trading floor at the Chicago Board of
Trade. “How many of you people want to
pay for your neighbor’smortgage that has
an extra bathroom and can’t pay their
bills? Raise their hand.” The traders
around him began booing loudly. “Presi-
dent Obama, are you listening?”

If you believe Santelli’s rant kicked off
the tea party, then that’s what the tea
party was originally about: forgiving
housing debt.

Ultimately, concerns about the politics
and policy questions behind widespread
debt forgiveness were sufficient to scare
the administration off of the policy. It’s a
decision some ex-members of the White
House regret.

“Ifwehad thoughtharder aboutRogoff
and Reinhart, we might have made some
different trade-offs regarding debt reduc-
tion,” Bernstein says. “Moral hazard is a
big problem when you’re making policy
regarding write-offs and principal cram-
downs. It was always in the room when
you were trying to help one underwater
homeownerwrite off some debtwhile the
person next door was playing by the rules
and paying their mortgage every month.
But with hindsight, I might have argued
more rigorously against the risk of it.”

The Fed’s inflation option
There was, however, one institution

that some think could have reduced the
debt overhang crushing the economy and
that didn’t face such political obstacles:
the Federal Reserve.

The central bank manages the nation’s
money supply and credit and sits at the
center of its financial system. Usually, it
spends its time guarding against the
threat of inflation. But inDecember 2008,
Rogoff argued that themoment called for
the reverse strategy.

“It is time for the world’s major central
banks toacknowledge thata suddenburst
ofmoderate inflationwould be extremely
helpful in unwinding today’s epic debt
morass,” hewrote.

Inflation — the rate at which prices for

economy from G6 goods go up and buying power goes down
—makes any amount ofmoneyworth less
over time. It can help a depressed econo-
my in three ways: It erodes the real value
of debt. It gives people an incentive to
spend and invest now, as theirmoneywill
not go as far later. And it tends to drive
down the value of the dollar against other
currencies, making U.S. exporters more
competitive.

At the Federal Reserve, inflation is a
four-letter word. It has spent the past few
decades convincing themarket that it can
andwill “anchor” inflation at about 2 per-
cent. Lifting that anchor could cause
problems down the road, without doing
muchgood in thepresent.After all, Feder-
al Reserve Board Chairman Ben S. Ber-
nanke doesn’t have a red inflation button
beneath a glass case on his desk. Creating
inflation is difficult when demand for
goods is low, and it’s not even clear that
the Fed can do it.

Rogoff scoffs at this. “Creating inflation
is not rocket science,” he wrote. “All cen-
tral banks need to do is to keep printing
money to buy up government debt. The
main risk is that inflation could over-
shoot, landing at 20 or 30 percent instead
of 5 or 6 percent. Indeed, fear of over-
shooting paralyzed the Bank of Japan for
a decade. But this problem is easily nego-
tiated. With good communication policy,
inflation expectations can be contained,
and inflation can be brought down as
quickly as necessary.”

But the policymakers who would have
needed to create that inflation aren’t so
sure. “It’s difficult, if not impossible, to
create persistent inflation without de-
mand exceeding potential supply over an
extended period,” says Donald L. Kohn,
who served as vice chairman of the Feder-
al Reserve Board until 2010. “Yes, chang-
ing expectations might push inflation
higher, but why would expectations
changematerially and persistently under
current circumstances?”

Bernanke seems to agree. So, it seems,
does the administration, at least judging
by the economists it considered nominat-
ing to the Fed.

Summers, who had the inside track to
chair the central bank if the Obama ad-
ministration decided against renominat-
ing Bernanke, echoes Kohn’s skepticism.
“In the model I understand,” he says,
“inflation is mostly driven by demand,
and when you increase demand, you in-
crease inflation. And if you don’t increase
demand, you don’t increase inflation. But
if you’ve solved demand, you’ve solved
your problem.”

Nobel laureate Peter Diamond, whom
the Obama administration nominated to
fill a vacant seat on theFed’s board, puts it
this way: “If the Fed says we are deter-
mined to keep going till we have, say,
4 percent inflation, would that really turn
around expectations in a way that would
stimulate the economy and create higher
inflation? I doubt it.”

And, of course, the Fed might be insu-
lated frompolitics, but it’s not immune to
it. In recent years, Rep. Ron Paul (R-Tex.)
has gained national prominence in part
on an “End the Fed” platform. Texas Gov.
RickPerry, aRepublicanpresidential con-
tender, has threatened to do something
“ugly” to Bernanke. Congress passed leg-
islation to audit the Fed. Even noted
monetary economist SarahPalinweighed
in, saying, “It’s time for Ben Bernanke to
cease and desist.”

To the Fed, the nightmare scenario is
that it tries to create inflation now and
fails. It would have given up its hard-won
credibility as an inflation fighter and
invited political backlash, all without
helping the economy.

Labormarket’s long period of pain
Growth-focused and debt-focused

strategies are attempts to end the reces-
sion. They’re policy on the offensive. But
perhaps the real lesson from Rogoff and
Reinhart is that these recessions rarely
end quickly, and so officialsmustmanage
a long period of pain — defensive policy,
so to speak. America doesn’t do defense
verywell.

“We’re trying right now to keep our
lifestyles going,” says Michael Spence, a

Nobel Prize-winning economist at New
York University. “It’s not really working,
but thewaywe’redoing it is puttingall the
burden on the unemployed while trying
to leave the employed untouched. Even-
tually, this is going to require a redistribu-
tion of that burden.”

In other countries, he says, the burden
is more widely shared. The employed
work less — and get paid less — so there
aremore jobs togoaround.That leads toa
little pain for a lot of people, rather than a
lot of pain for fewer people. It also keeps
more workers on the job, which means
their skills don’t deteriorate and the econ-
omy isn’t left with people who became
unemployed and then found themselves
unemployable.

That’s what we’ve seen here: Employ-
ers have become so leery of hiring the
unemployed that the Obama administra-
tion has proposed to make it illegal to
discriminate against them. Such a policy
is easier said than done, but it speaks to
the downside of lettingworkers fall out of
the labor force for long periods of time.

Germany’s response to the recession
included a work-sharing program that

subsidized salaries when employers
trimmed the hours of individual workers
to keepmorepeople on the job. Ifworkers
attended job training, the government
gave amore generous subsidy.

The program worked. Even though
Germany’s economy was devastated by
the recession—declining by almost 7 per-
cent — the jobless rate fell slightly, from
7.9 percent at the start of the recession to
7 percent inMay 2010.

There are reasons to question whether
work-sharing programs would have been
as effective here as theywere inGermany.
For one thing, they work best in sectors
where jobs are bound to return after a
recession — such as Germany’s export
sector — rather than sectors that need to
be downsized after being inflated by a
credit boom.

Germany also has a different labor
market. Employers, unions and the gov-
ernment work together with an unusual
level of cooperation. The culture is much
morehostile toward layoffs than theUnit-
ed States’ is, which has caused Germany
problems in the past but has been a boon
throughout this recession.

But paying the private sector to save
jobs was not the administration’s only
option. There was also the possibility of
simply payingworkers towork.

For one thing, the government could
have refused to fire anyone. Says Baker, of
the Center for Economic and Policy Re-
search: “We’ve lost 500,000 state and
local jobs, and before that, we were creat-
ing 160,000 a year. If we hadn’t had those
lossesandhaddonemore tokeepcreation
at that pace, we would have almost an-
othermillion jobs.”

It also could have started hiring.
Romer, for instance, proposed to add
100,000 teacher’s aides. Imagine similar
proposals: Every park ranger could have
had an assistant park ranger. Every fire-
fighter station could have added three
trainees. Every city could have expanded
its police force by 5 percent. Everyone
between ages 18 and 26 could have signed
up for two years of paid national service.

In a relatively quick recovery, these
programswouldn’t havemade sense. Bet-
ter to support the economymore general-
ly and let workers migrate from unpro-
ductive sectors to productive ones. Em-
ploying workers directly is, at best, a
stopgap, and at worst, a waste of the
government’s resources and the worker’s
time. The government doesn’t know
whereworkers arebestused.That’s better
left to themarket.

But in a long slog of a recession, that
logic falls apart. Workers don’t move into
more productive sectors of the economy.
They lose their jobs, and then they lose
their paychecks, homes and, eventually,
skills. That sucks demand out of the
economy, further depresses home prices
and makes it harder for the labor market
to recover.

Call-and-response conundrum
So could this time have been different?

There’s little doubt that it couldhavebeen
better. From the outset, the policies were
too small for the recession the adminis-
tration and economists thoughtwe faced.
They were much too small for the reces-
sion we actually faced. More and better
stimulus, more aggressive interventions
in the housing market, more aggressive
policy fromtheFed,andmoreattention to
preventing layoffs and hiring the unem-
ployed could have led to millions more
jobs. At least in theory.

Of course, ideas always sound better
than policies. Policies must be imple-
mented, and theyhaveunintendedconse-
quences and unforeseen flaws. In the best
of circumstances, the policymaking proc-
ess is imperfect.ButJanuary2009hadthe
worst of circumstances—aonce-in-a-life-
time economic emergency during a presi-
dential transition.

Reinhart, for one, thinks the Bush and
Obama administrations don’t get suffi-
cient credit for all they did.

“The initial policy of monetary and
fiscal stimulus really made a huge differ-
ence,” she says. “I would tattoo that onmy
forehead. The output decline we had was
peanuts compared to the output decline

we would otherwise have had in a crisis
like this. That isn’t fully appreciated.”

In that way, Reinhart says, this time
really was different — at least from the
GreatDepression,whenoutput shrankby
30 percent and a quarter of theworkforce
was unemployed. “If the choice was this
or the ’30s,” she says, “I’d take this hands
down.”

Give policymakers some credit: They
really have learned from the Depression.
So did the Japanese. In the 1990s, they
pumped monetary and fiscal stimulus
into their economy, too, and they didn’t
suffer a depression. But they never found
themselves in a recovery. They stagnated
for a decade, and then for another.

What we’re in looks more like Japan in
the ’90s than theUnited States in the ’30s.
Reinhart doesn’t think that’s an accident;
she thinks it’s a product of the initial
successes. “The same policies that serve
youwell in limiting theoutput collapsedo
not serve you well in speeding the time it
takes to get out,” she says.

By saving the banking system, you end
upwith banks that are quietly holding on
to toxic assets in the hope that one day
they’ll be worth something. By limiting
the output gap, you keep the economy
from getting so bad that truly radical
solutions, such aswiping out hundreds of
billions of dollars of housing debt, be-
come thinkable. You limp along.

The question, of course, is why do
governments limp out of recessionswhen
theweight of history tells them to run?

“Now knowing how much worse the
storm was, people look back and say, you
guysundershot,” sighsTreasury Secretary
Timothy F. Geithner. “But we didn’t think
we were undershooting at the time. We
thought that the dominant strategy had
to bemassive, overwhelming force. There
were political limits to what we could do,
but we thought we were operating to
expand the scope of those limits. I used to
say to people, ‘Whichmistake is harder to
correct: doing too much, or doing too
little?’ ”

Yet the Obama administration did too
little. Its team of interventionist Keynes-
ians immersed in the lessons of the De-
pression and Japan did too little. Every-
one does too little, even when they think
they’re erring on the side of doing too
much. That’s one reason “this time” is
almost never different.

The tendency thus far has been to look
at these crises in terms of the identifiable
economic factors that make them differ-
ent from typical recessions. But perhaps
the better approach is to look at the
political factors that make them turn out
the same, that stop governments from
doing enoughevenwhen theyhave sworn
to err on the side of doing toomuch.

These crises have a sort of immune
system. It is never possible for the politi-
cal system to do enough to stop them at
the outset, as it is never quite clear how
bad they are. Even if it were, the system is
ill-equipped to take action at that scale.
The actors comfort themselves with the
thought that if they need to domore, they
can do it later. And, for now, the fact that
this is the largest rescue package anyone
has ever seen has to beworth something.

Perversely, the very size of the package
is part of its problem. With something
extraordinary that is nevertheless not
enough, the economy deteriorates, and
thegovernment sees its solutionsdiscred-
ited and its political standing weakened
by the worsening economic storm. That
keeps it fromdoingmore.

Meanwhile, the opposition’s capacity
to domore is arguably evenmore limited,
as it has turned against whatever policies
were tried in the first place. Add in the
almost inevitable run-up in government
debt, which imposes constraints in the
eyes of the voters and, in some cases, in
the eyes of the markets, and an economy
that started by not doing enough is never
able to get in front of the crisis.

These sorts of economic crises are, in
other words, inherently politically desta-
bilizing, and that makes a sufficient re-
sponse, at least in a democracy, nearly
impossible.

There’s some evidence for this interna-
tionally. Larry Bartels, a political scientist
at Vanderbilt University, examined 31
elections that took place after the 2008
financial crisis and found that “voters
consistentlypunished incumbentgovern-
ments for bad economic conditions, with
little apparent regard for the ideology of
the government or global economic con-
ditions at the time of the election.” Just
look to Europe, where the path to ending
the debt crisis and saving the euro zone—
the groupof nations that use the currency
—isclear tomosteconomistsbut impossi-
ble for any European politician.

That isn’t to say that this time couldn’t
have been different or that next time
won’t be. But it is no accident that these
crises so often turn out the same, in so
many countries, with so many types of
governments, who have tried so many
kinds of responses.

In general, the policies that are vastly
better than whatever you are doing are
notpolitically achievable, and thepolicies
that are politically achievable are not
vastly better. There weremany paths that
could have been taken in January 2009,
and any one would havemade this time a
bit different. But not different enough.
Not as different as wewish.
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most of its $75 billion unspent. TheHome
Affordable Refinance Program was pro-
jected tohelp5millionunderwaterhome-
owners. It has reached fewer than 1 mil-
lion.

Even so, the administration rejects the
more radical solutions that are occasion-
ally floated. The problem, it says, is that
the choices aremostly between timid and
unworkable.

One problem was that mortgage fi-
nancegiantsFannieMaeandFreddieMac
were ultimately controlled by the inde-
pendent Federal Housing Finance Agen-
cy. Created by Congress in 2008, the
agency was initially led by a Bush admin-
istration appointee, James B. Lockhart
III, and when he stepped down, by an-
otherBushadministrationappointee,Ed-
ward DeMarco. The Obama administra-
tion’s November 2010 effort to nominate
its own director was foiled by Senate
Republicans.

By that time, the administration had
been in office for almost two years and
seen the Democrats’ 60-vote majority in
the Senate come and go. If it had moved
morequickly toappointadirectorwhen it
had firmer control of the Senate, it could
perhaps have used Fannie and Freddie to
kick off a giant wave of refinancing for
underwater homeowners. That alone
would have done something to ease the
pressure on stressed households.

But when talking about what might
haveworked on amassive, economy-wide
scale — that is to say, what might have
made this time different — you’re talking
about something more drastic. You’re
talking about getting rid of thedebt. Todo
that, somebodyhas to pay it, or somebody
has to take the loss on it.

The most politically appealing plans
are theones that force thebanks to eat the
debt, or at least appear to do so. “Cram-
down,” in which judges simply reduce the
principal owed by underwater home-
owners, works this way. But any plan that
leads to massive debt forgiveness would
blow a massive hole in the banks. The
worry would move from “What do we do
about all this housing debt?” to “What do
we do about all these failing banks?” And
we know what we do about failing banks
amid a recession: We bail them out to
keep the credit markets from freezing up.
There was no appetite for a second Leh-
manBrothers in late 2009.

Which means that the ultimate ques-
tion was how much housing debt the
American taxpayer was willing to shoul-
der. Whether that debt came in the form
of nationalizing the banks and taking the
bad assets off their books — a policy the
administration estimated could cost tax-
payers a trillion dollars — or simply pay-
ing off the debt directly was more of a
political question than an economic one.
And it wasn’t a political question anyone
really knewhow to answer.

On first blush, there are few groups
more sympathetic than underwater
homeowners or foreclosed families. They
remain so until about two seconds after
their neighbors are asked to pay their
mortgages. Recall that Rick Santelli’s fa-
mousCNBCrantwasn’t aboutbig govern-
ment or high taxes or creeping socialism.
It was about amodest program theWhite
House was proposing to help certain
homeowners restructure their mortgag-
es. It had Santelli screaming bloody mur-
der.

“This is America!” he shouted from the
trading floor at the Chicago Board of
Trade. “How many of you people want to
pay for your neighbor’smortgage that has
an extra bathroom and can’t pay their
bills? Raise their hand.” The traders
around him began booing loudly. “Presi-
dent Obama, are you listening?”

If you believe Santelli’s rant kicked off
the tea party, then that’s what the tea
party was originally about: forgiving
housing debt.

Ultimately, concerns about the politics
and policy questions behind widespread
debt forgiveness were sufficient to scare
the administration off of the policy. It’s a
decision some ex-members of the White
House regret.

“Ifwehad thoughtharder aboutRogoff
and Reinhart, we might have made some
different trade-offs regarding debt reduc-
tion,” Bernstein says. “Moral hazard is a
big problem when you’re making policy
regarding write-offs and principal cram-
downs. It was always in the room when
you were trying to help one underwater
homeownerwrite off some debtwhile the
person next door was playing by the rules
and paying their mortgage every month.
But with hindsight, I might have argued
more rigorously against the risk of it.”

The Fed’s inflation option
There was, however, one institution

that some think could have reduced the
debt overhang crushing the economy and
that didn’t face such political obstacles:
the Federal Reserve.

The central bank manages the nation’s
money supply and credit and sits at the
center of its financial system. Usually, it
spends its time guarding against the
threat of inflation. But inDecember 2008,
Rogoff argued that themoment called for
the reverse strategy.

“It is time for the world’s major central
banks toacknowledge thata suddenburst
ofmoderate inflationwould be extremely
helpful in unwinding today’s epic debt
morass,” hewrote.

Inflation — the rate at which prices for

economy from G6 goods go up and buying power goes down
—makes any amount ofmoneyworth less
over time. It can help a depressed econo-
my in three ways: It erodes the real value
of debt. It gives people an incentive to
spend and invest now, as theirmoneywill
not go as far later. And it tends to drive
down the value of the dollar against other
currencies, making U.S. exporters more
competitive.

At the Federal Reserve, inflation is a
four-letter word. It has spent the past few
decades convincing themarket that it can
andwill “anchor” inflation at about 2 per-
cent. Lifting that anchor could cause
problems down the road, without doing
muchgood in thepresent.After all, Feder-
al Reserve Board Chairman Ben S. Ber-
nanke doesn’t have a red inflation button
beneath a glass case on his desk. Creating
inflation is difficult when demand for
goods is low, and it’s not even clear that
the Fed can do it.

Rogoff scoffs at this. “Creating inflation
is not rocket science,” he wrote. “All cen-
tral banks need to do is to keep printing
money to buy up government debt. The
main risk is that inflation could over-
shoot, landing at 20 or 30 percent instead
of 5 or 6 percent. Indeed, fear of over-
shooting paralyzed the Bank of Japan for
a decade. But this problem is easily nego-
tiated. With good communication policy,
inflation expectations can be contained,
and inflation can be brought down as
quickly as necessary.”

But the policymakers who would have
needed to create that inflation aren’t so
sure. “It’s difficult, if not impossible, to
create persistent inflation without de-
mand exceeding potential supply over an
extended period,” says Donald L. Kohn,
who served as vice chairman of the Feder-
al Reserve Board until 2010. “Yes, chang-
ing expectations might push inflation
higher, but why would expectations
changematerially and persistently under
current circumstances?”

Bernanke seems to agree. So, it seems,
does the administration, at least judging
by the economists it considered nominat-
ing to the Fed.

Summers, who had the inside track to
chair the central bank if the Obama ad-
ministration decided against renominat-
ing Bernanke, echoes Kohn’s skepticism.
“In the model I understand,” he says,
“inflation is mostly driven by demand,
and when you increase demand, you in-
crease inflation. And if you don’t increase
demand, you don’t increase inflation. But
if you’ve solved demand, you’ve solved
your problem.”

Nobel laureate Peter Diamond, whom
the Obama administration nominated to
fill a vacant seat on theFed’s board, puts it
this way: “If the Fed says we are deter-
mined to keep going till we have, say,
4 percent inflation, would that really turn
around expectations in a way that would
stimulate the economy and create higher
inflation? I doubt it.”

And, of course, the Fed might be insu-
lated frompolitics, but it’s not immune to
it. In recent years, Rep. Ron Paul (R-Tex.)
has gained national prominence in part
on an “End the Fed” platform. Texas Gov.
RickPerry, aRepublicanpresidential con-
tender, has threatened to do something
“ugly” to Bernanke. Congress passed leg-
islation to audit the Fed. Even noted
monetary economist SarahPalinweighed
in, saying, “It’s time for Ben Bernanke to
cease and desist.”

To the Fed, the nightmare scenario is
that it tries to create inflation now and
fails. It would have given up its hard-won
credibility as an inflation fighter and
invited political backlash, all without
helping the economy.

Labormarket’s long period of pain
Growth-focused and debt-focused

strategies are attempts to end the reces-
sion. They’re policy on the offensive. But
perhaps the real lesson from Rogoff and
Reinhart is that these recessions rarely
end quickly, and so officialsmustmanage
a long period of pain — defensive policy,
so to speak. America doesn’t do defense
verywell.

“We’re trying right now to keep our
lifestyles going,” says Michael Spence, a

Nobel Prize-winning economist at New
York University. “It’s not really working,
but thewaywe’redoing it is puttingall the
burden on the unemployed while trying
to leave the employed untouched. Even-
tually, this is going to require a redistribu-
tion of that burden.”

In other countries, he says, the burden
is more widely shared. The employed
work less — and get paid less — so there
aremore jobs togoaround.That leads toa
little pain for a lot of people, rather than a
lot of pain for fewer people. It also keeps
more workers on the job, which means
their skills don’t deteriorate and the econ-
omy isn’t left with people who became
unemployed and then found themselves
unemployable.

That’s what we’ve seen here: Employ-
ers have become so leery of hiring the
unemployed that the Obama administra-
tion has proposed to make it illegal to
discriminate against them. Such a policy
is easier said than done, but it speaks to
the downside of lettingworkers fall out of
the labor force for long periods of time.

Germany’s response to the recession
included a work-sharing program that

subsidized salaries when employers
trimmed the hours of individual workers
to keepmorepeople on the job. Ifworkers
attended job training, the government
gave amore generous subsidy.

The program worked. Even though
Germany’s economy was devastated by
the recession—declining by almost 7 per-
cent — the jobless rate fell slightly, from
7.9 percent at the start of the recession to
7 percent inMay 2010.

There are reasons to question whether
work-sharing programs would have been
as effective here as theywere inGermany.
For one thing, they work best in sectors
where jobs are bound to return after a
recession — such as Germany’s export
sector — rather than sectors that need to
be downsized after being inflated by a
credit boom.

Germany also has a different labor
market. Employers, unions and the gov-
ernment work together with an unusual
level of cooperation. The culture is much
morehostile toward layoffs than theUnit-
ed States’ is, which has caused Germany
problems in the past but has been a boon
throughout this recession.

But paying the private sector to save
jobs was not the administration’s only
option. There was also the possibility of
simply payingworkers towork.

For one thing, the government could
have refused to fire anyone. Says Baker, of
the Center for Economic and Policy Re-
search: “We’ve lost 500,000 state and
local jobs, and before that, we were creat-
ing 160,000 a year. If we hadn’t had those
lossesandhaddonemore tokeepcreation
at that pace, we would have almost an-
othermillion jobs.”

It also could have started hiring.
Romer, for instance, proposed to add
100,000 teacher’s aides. Imagine similar
proposals: Every park ranger could have
had an assistant park ranger. Every fire-
fighter station could have added three
trainees. Every city could have expanded
its police force by 5 percent. Everyone
between ages 18 and 26 could have signed
up for two years of paid national service.

In a relatively quick recovery, these
programswouldn’t havemade sense. Bet-
ter to support the economymore general-
ly and let workers migrate from unpro-
ductive sectors to productive ones. Em-
ploying workers directly is, at best, a
stopgap, and at worst, a waste of the
government’s resources and the worker’s
time. The government doesn’t know
whereworkers arebestused.That’s better
left to themarket.

But in a long slog of a recession, that
logic falls apart. Workers don’t move into
more productive sectors of the economy.
They lose their jobs, and then they lose
their paychecks, homes and, eventually,
skills. That sucks demand out of the
economy, further depresses home prices
and makes it harder for the labor market
to recover.

Call-and-response conundrum
So could this time have been different?

There’s little doubt that it couldhavebeen
better. From the outset, the policies were
too small for the recession the adminis-
tration and economists thoughtwe faced.
They were much too small for the reces-
sion we actually faced. More and better
stimulus, more aggressive interventions
in the housing market, more aggressive
policy fromtheFed,andmoreattention to
preventing layoffs and hiring the unem-
ployed could have led to millions more
jobs. At least in theory.

Of course, ideas always sound better
than policies. Policies must be imple-
mented, and theyhaveunintendedconse-
quences and unforeseen flaws. In the best
of circumstances, the policymaking proc-
ess is imperfect.ButJanuary2009hadthe
worst of circumstances—aonce-in-a-life-
time economic emergency during a presi-
dential transition.

Reinhart, for one, thinks the Bush and
Obama administrations don’t get suffi-
cient credit for all they did.

“The initial policy of monetary and
fiscal stimulus really made a huge differ-
ence,” she says. “I would tattoo that onmy
forehead. The output decline we had was
peanuts compared to the output decline

we would otherwise have had in a crisis
like this. That isn’t fully appreciated.”

In that way, Reinhart says, this time
really was different — at least from the
GreatDepression,whenoutput shrankby
30 percent and a quarter of theworkforce
was unemployed. “If the choice was this
or the ’30s,” she says, “I’d take this hands
down.”

Give policymakers some credit: They
really have learned from the Depression.
So did the Japanese. In the 1990s, they
pumped monetary and fiscal stimulus
into their economy, too, and they didn’t
suffer a depression. But they never found
themselves in a recovery. They stagnated
for a decade, and then for another.

What we’re in looks more like Japan in
the ’90s than theUnited States in the ’30s.
Reinhart doesn’t think that’s an accident;
she thinks it’s a product of the initial
successes. “The same policies that serve
youwell in limiting theoutput collapsedo
not serve you well in speeding the time it
takes to get out,” she says.

By saving the banking system, you end
upwith banks that are quietly holding on
to toxic assets in the hope that one day
they’ll be worth something. By limiting
the output gap, you keep the economy
from getting so bad that truly radical
solutions, such aswiping out hundreds of
billions of dollars of housing debt, be-
come thinkable. You limp along.

The question, of course, is why do
governments limp out of recessionswhen
theweight of history tells them to run?

“Now knowing how much worse the
storm was, people look back and say, you
guysundershot,” sighsTreasury Secretary
Timothy F. Geithner. “But we didn’t think
we were undershooting at the time. We
thought that the dominant strategy had
to bemassive, overwhelming force. There
were political limits to what we could do,
but we thought we were operating to
expand the scope of those limits. I used to
say to people, ‘Whichmistake is harder to
correct: doing too much, or doing too
little?’ ”

Yet the Obama administration did too
little. Its team of interventionist Keynes-
ians immersed in the lessons of the De-
pression and Japan did too little. Every-
one does too little, even when they think
they’re erring on the side of doing too
much. That’s one reason “this time” is
almost never different.

The tendency thus far has been to look
at these crises in terms of the identifiable
economic factors that make them differ-
ent from typical recessions. But perhaps
the better approach is to look at the
political factors that make them turn out
the same, that stop governments from
doing enoughevenwhen theyhave sworn
to err on the side of doing toomuch.

These crises have a sort of immune
system. It is never possible for the politi-
cal system to do enough to stop them at
the outset, as it is never quite clear how
bad they are. Even if it were, the system is
ill-equipped to take action at that scale.
The actors comfort themselves with the
thought that if they need to domore, they
can do it later. And, for now, the fact that
this is the largest rescue package anyone
has ever seen has to beworth something.

Perversely, the very size of the package
is part of its problem. With something
extraordinary that is nevertheless not
enough, the economy deteriorates, and
thegovernment sees its solutionsdiscred-
ited and its political standing weakened
by the worsening economic storm. That
keeps it fromdoingmore.

Meanwhile, the opposition’s capacity
to domore is arguably evenmore limited,
as it has turned against whatever policies
were tried in the first place. Add in the
almost inevitable run-up in government
debt, which imposes constraints in the
eyes of the voters and, in some cases, in
the eyes of the markets, and an economy
that started by not doing enough is never
able to get in front of the crisis.

These sorts of economic crises are, in
other words, inherently politically desta-
bilizing, and that makes a sufficient re-
sponse, at least in a democracy, nearly
impossible.

There’s some evidence for this interna-
tionally. Larry Bartels, a political scientist
at Vanderbilt University, examined 31
elections that took place after the 2008
financial crisis and found that “voters
consistentlypunished incumbentgovern-
ments for bad economic conditions, with
little apparent regard for the ideology of
the government or global economic con-
ditions at the time of the election.” Just
look to Europe, where the path to ending
the debt crisis and saving the euro zone—
the groupof nations that use the currency
—isclear tomosteconomistsbut impossi-
ble for any European politician.

That isn’t to say that this time couldn’t
have been different or that next time
won’t be. But it is no accident that these
crises so often turn out the same, in so
many countries, with so many types of
governments, who have tried so many
kinds of responses.

In general, the policies that are vastly
better than whatever you are doing are
notpolitically achievable, and thepolicies
that are politically achievable are not
vastly better. There weremany paths that
could have been taken in January 2009,
and any one would havemade this time a
bit different. But not different enough.
Not as different as wewish.

kleine@washpost.com

Follow Ezra Klein on Twitter: @ezraklein

A country unable to get ahead of crisis

There were political limits to what we could do, but we thought we were operating to expand the scope of those limits.
I used to say to people, ‘Which mistake is harder to correct: doing too much, or doing too little?’ ”— Timothy F. Geithner, Treasury secretary
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In economist Carmen Reinhart’s
view, the Obama administration
was wildly, tragically optimistic.
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Economist Ken Rogoff has said
that a sudden burst of moderate
inflation would be helpful.
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Reinhart and Rogoff ’s book
covers nine centuries of crises.

$1.2
trillion

Amount of money
Christina Romer, the
former head of the

president’s Council of
Economic Advisers,
thought the economy

needed $800
billion

Stimulus cost
proposed to Congress

$700
billion
Amount of stimulus
the Senate passed

Shrinking stimulus

$2.5
trillion

Amount of stimulus that was
actually needed
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The issue is the graph on Page 1. It
shows two blue lines sloping gently up-
ward and then drifting back down. The
darker line — “With recovery plan” —
forecasts unemployment peaking at
8 percent in 2009 and falling back below
7 percent in late 2010.

Three years later, with the economy
still in tatters, that line has formed the
coreof thecaseagainst theObamaadmin-
istration’s economic policies. That line
lets Republicans talk about “the failed
stimulus.” That line that has discredited
theWhiteHouse’s economic policy.

But the other line— “Without recovery
plan” — is more instructive. It shows
unemployment peaking at 9 percent in
2010 and falling below 7 percent by the
end of this year. That’s the line the admin-
istrationused to scareCongress intopass-
ing the single largest economic recovery
package in American history. That line is
the nightmare scenario.

And yet this is the cold, hard fact of the
past three years: The reality has been
worse than the administration’s night-
mare scenario. Even with the stimulus,
unemployment shot past 10 percent in
2009.

To understand how the administration
got it sowrong,weneed to lookat thedata
it was looking at.

The Bureau of Economic Analysis, the
agency charged with measuring the size
and growth of the U.S. economy, initially
projected that the economy shrank at an
annual rate of 3.8 percent in the last
quarter of 2008.Months later, the bureau
almost doubled that estimate, saying the
number was 6.2 percent. Then it was
revised to 6.3 percent. But it wasn’t until
this year that the actual number was
revealed:8.9percent.Thatmakes itoneof
the worst quarters in American history.
Bernstein and Romer knew in 2008 that
the economy had sustained a tough blow;
theydidn’tknowthat ithadbeenrunover
by a truck.

There were certainly economists who
argued that the recession was going to be
worse than the forecasts. Nobel laureates
KrugmanandJoeStiglitzwere among the
most vocal, but they were by no means
alone. In December 2008, Bernstein, who
had been named Biden’s chief economist,
told the Times, “We’ll be lucky if the
unemploymentrate isbelowdoubledigits
by the end of next year.”

The Cassandras who look, in retro-
spect, the most prophetic are Carmen
ReinhartandKenRogoff. In2008, the two
economists were about to publish “This
TimeIsDifferent,” their fantasticallywell-
timed study of nine centuries of financial
crises. In their view, the administration
wasn’t being just a bit optimistic. It was
beingwildly, tragically optimistic.

That was the dark joke of the book’s
title. Everyone always thinks this time
will be different: The bubble won’t burst
because this time, tulips won’t lose their
value, or housing is a unique asset, or
sophisticated derivatives really do elimi-
nate risk. Once it bursts, they think their
economy will quickly clamber out of the
ditch because their workers are smarter
and tougher, and their policymakers are
wiserandmoreexperienced.But it almost
never does.

In March 2009, Reinhart and Rogoff
took to Newsweek to critique the “chirpy
forecasts coming from policymakers
around the globe.” The historical record,
they said, showed that “the recessions
that follow in the wake of big financial
crises tend to last far longer than normal
downturns, and to cause considerably
moredamage. If theUnited States follows
the norm of recent crises, as it has until
now, outputmay take four years to return
to its pre-crisis level. Unemployment will
continue to rise for three more years,
reaching 11 to 12 percent in 2011.”

It seems unlikely that unemployment
will return to 11 percent this year, but if
the global economy tips back into reces-
sion, anything is possible. Either way,
Rogoff and Reinhart were a lot closer to
themark thanmost forecasters.

But the administration insisted on op-
timism. There was talk of “green shoots”
and the “recovery summer.” Events in
Greece and in oil markets were chalked
up to bad luck rather than the predictable
aftershocks of a financial crisis. The
promised recovery was always just
around the corner, but it never quite
came. Eventually, the American people
stopped listening. A September poll
showed that 50 percent of Americans
thought Obama’s policies had hurt the
economy.

This time, it turned out, wasn’t differ-
ent. But could it have been?

The boot and the slog
The basic thesis of “This Time IsDiffer-

ent” is that financial crises are not like
normal recessions. Typically, a recession
results fromhigh interest rates or fluctua-
tions in the business cycle, and it corrects
itself relativelyquickly:Either theFederal
Reserve lowers rates, or consumers get
back to spending, or both.

But financial crises tend to include a
substantial amount of private debt.When
the market turns, this “overhang” of debt
acts asabooton the throatof the recovery.
People don’t take advantage of low inter-
est rates to buy a newhouse because their
first order of business is paying down
credit cards and keeping up on the mort-
gage.

In subsequent research with her hus-

economy from G1

band, Vincent Reinhart, Carmen Rein-
hart looked at the recoveries following 15
post-World War II financial crises. The
results were ugly. Forget the catch-up
growth of 4 or 5 percent that so many
anticipated. Average growth rates were a
full percentage point lower in the decade
after the crisis than in the one before.

Perhaps as a result, in 10 of the 15 crises
studied, unemployment simply never —
and the Reinharts don’t mean “never in
the years we studied,” they mean never
ever — returned to its pre-crisis lows. In
90 percent of the cases in which housing-
price data were available, prices were
lower 10 years after the crash than they
were the year before it.

There is no doubt that the post-crisis
trajectory looks more like the slog Rein-
hart and Rogoff described than the rela-
tively rapid rebound predicted by the
administration andmany forecasters. Yet
even among economists who admire Re-
inhart and Rogoff ’s work, there is skepti-
cism.

One source comes inhowReinhart and
Rogoff find the economic phenomena
they’re trying to study. “There’s an identi-
fication problem,” Stiglitz says. “When
you have underlying problems that are
deep, theywill causea financial crisis, and
thecrisis itself is a symptomofunderlying
problems.”

Another is in their fatalism. “Idon’tbuy
their critique in the sense that thiswas an
inevitability,” says DeanBaker, director of
the Center for Economic and Policy Re-
search and one of the economists who
spotted the housing crisis early.

The Obama administration didn’t buy
the idea of inevitability, either. The team
craftedamulti-prongedapproachofstim-
ulus spending, programs to address the
housing market, and policy coordinated
with an activist Federal Reserve. It firmly
believed that it was better to do toomuch
than too little. Its credo was well ex-
pressedbyRomerat thatDecembermeet-
ing,whenshe told thepresident, “Wehave
to hit this with everything we’ve got.” But
in reality, the administration could only
hit it with everything it could persuade
Congress to give. And thatwasn’t enough.

Finding fault with the stimulus
Some partisans offer a simple explana-

tion for the depth and severity of the
recession: It’s the stimulus’s fault. If we
had done nothing, they say, unemploy-
ment would never have reached 10 per-
cent.

That notion doesn’t findmuch support
even among Republican economists.
Doug Holtz-Eakin is president of the
right-leaning American Action Forum
and served as Sen. John McCain’s top
economic adviser during the 2008 presi-
dential campaign. He’s no fan of the
stimulus, but he has no patience with the
idea that itmadematters worse.

“The argument that the stimulus had
zero impact andweshouldn’t havedone it
is intellectually dishonest or wrong,” he
says. “If you throw a trillion dollars at the
economy, it has an impact. I would have
preferred to do it differently, but they
needed to do something.”

A fairer assessment of the stimulus is
that it did much more than its detractors
admit, but much less than its advocates
promised.

“The thing that people who want to
argue that the stimulus failedhave to deal
with,”Bernstein says, “is that if you lookat
the trajectory of job losses, you will find
that righton theheelsof theRecoveryAct,
the rate of job losses began to diminish

and then the jobs numbers turned posi-
tive. The Recovery Act worked. The prob-
lem is we didn’t keep our foot on the
accelerator.”

That’s not the sort of success the presi-
dent had promised, though. He said the
stimuluswould “jolt our economy back to
life.” In Denver, the site of the 2008
Democratic National Convention, he said
that although “this was not the end of our
economic problems,” it was “the begin-
ning of the end.”

It wasn’t.
Critics and defenders on the left make

the same point: The stimulus was too
small. The administration underestimat-
ed the size of the recession, so it follows
that any policy to combat it would be too
small. On top of that, it had to get that
policy through Congress. So it went with
$800 billion — what Romer thought the
economy could get away with — rather
than $1.2 trillion — what she thought it
needed. Then the Senate watered the
policy down to about $700 billion. Com-
pare that with the $2.5 trillion hole we
now knowwe needed to fill.

But it is hard to credit the argument
that the stimulus could have been much
larger at the outset. This was already the
biggest stimulus in U.S. history, and con-
gressional leaders had been quite clear
with the White House: Don’t send over
anything that passes the trillion-dollar
mark. To try and double the bill’s size
based on a suspicion that the recession
was much worse than the early data
indicated would have been a hard sell, to
say the least.

Even ifCongresshadbeenmoreaccom-
modating, there was a challenge to vastly
increasing the size of the initial stimulus:
The more you spend, the less effective
each new dollar would become.

“Wewere trying to spend 10 timeswhat
had ever been spent in a year,” says Gools-
bee,whochaired theCouncil ofEconomic
Advisers until this year. “The tension was
that the biggest bang for the buck comes
from direct spending like infrastructure,
but once you use up the big-ticket items,
you eventually come to a point where the
tax cuts are better bang for the buck than
the 300 billionth infrastructure dollar.”
And tax cuts, frankly, aren’t a very good
bang for the buck.

But although the administration’s
team hoped the initial stimulus would

work, it figured that if it didn’t, it could go
back to Congress formore.

“If you’re at the barber and they don’t
cut your hair short enough, you can al-
ways ask them to go a little further,”
Bernstein says. “That’s sort of how I
thought about stimulus policy. I don’t
think we could have done more in Febru-
ary of 2009 based on political and imple-
mentation constraints. But I probably
didn’t recognize how hard it would be to
go back to the barbershop.”

The theory was that success would
beget success. Passing the stimuluswould
stabilize the economy, prove the White
House’s political mettle and deliver im-
mediate relief to millions of Americans.
Thatwould help the administration build
the political capital to pass more stimu-
lus, if necessary. But when the economy
failed to respond as predicted, the politi-
cal theory fell apart, too.

“The biggest problem we had in terms
of the loss of political capital iswe came in
and did a bunch of stuff, and things got
worse,” says Ron Klain, who served as
chief of staff to Biden. “And some of that
was just bad luck. If we didn’t have the
22nd Amendment and Barack Obama
became president in late March rather
than in late January, things would have
been much worse when we came in than
they were. And then the Recovery Act
would have come not in February, but in
May. We would already have hit bottom,
and itwould seemlike thingsweregetting
better.”

This has led to a what-if that torments
the White House’s political team: What if
it hadn’t taken on somuch? The adminis-
tration rushed from the second bucket of
bailout funds to the stimulus to the auto-
industry rescue to health care to climate
change legislation to financial regulation.
In aworldwhere the economywas steadi-
ly recovering, Obama might have
amassed a record comparable to Franklin
Roosevelt’s. But as the situation slowly
deteriorated, theAmericanpeople turned
against the administration’s crush of ini-
tiatives.The freneticpacemade theWhite
House seem inattentive and unfocused
amid amounting crisis.

But the alternative is similarly difficult
to imagine. No one believes that signifi-
cantly reining in the agenda would have
led to much more stimulus. Perhaps the
president would have benefited political-
ly fromspeakingmore about jobs and less
about health care, but then again, he had
historic majorities in both houses of Con-
gress and had come into office promising
dramatic change.

A more accurate understanding of the
recession could, however, have led to a
somewhat different stimulus — and per-
haps a more durable political strategy.
The policy was constructed at breakneck
speed,with the emphasis on gettingmon-
ey spent fast. That led tomore tax cuts, as
they could happen quickly, and less infra-
structure, as projects — particularly any-
thing more complex than road repair —
can take years to begin, by which point a
typical recession has ended of its own
volition.

Another cost of moving quickly was
that it put a premium on policies already
floating around that could be easily
droppedinto the legislation.That,accord-
ing to Holtz-Eakin, solidified Republican
opposition.

“If you’re a staffer and you have been
watching business in the House and Sen-
ate for a long time,”he says, “what you saw
them doing was pulling old ideas off the
shelf — old ideas you had fought and that

Democrats had abandoned. So Republi-
cans in Congress just hated it.”

A stimulus conducted with the Rogoff-
Reinhart lessons inmindmighthavebeen
broken into pieces and spread over a
longer time frame. The administration
could have pushed to tie key components
suchasunemploymentbenefits, stateand
local aid, and tax cuts to the unemploy-
ment rate rather than setting them to
expire after two years. With the knowl-
edge that it had years of low growth to
combat, there could have been a short-
term infrastructure component — pot-
holes, school repairs and the like — fol-
lowed, in separate legislation that Con-
gress would have had more time to con-
sider, by a long-term infrastructure com-
ponent for big investments such as
high-speed rail and health-information
technology.

But there’s little reason to believe that
would have turned unemployment num-
bers around. In fact, we have seen fairly
regularextensionsofunemploymentben-
efits and tax cuts over the past year. A bill
with a longer time frame perhaps would
have saved the administration frompolit-
ical headachesdown the road, but it could
have evenmade it harder to ask Congress
for more, as the initial policy would not
have finished spending out yet.

‘Politics on housing are hideous’
The stimulus was a bet that we could

get out of this recession through the one
path everyone can agree on: growth. The
bet was pretty much all-in, and it failed.
Reinhart and Rogoff are not particularly
surprised. It’s hard to get through a debt-
driven crisis without doing anything
about, well, debt.

In our crisis, the “debt” in question is
housing debt. Home prices have fallen
almost 33 percent since the beginning of
the crisis. All together, the nation’s hous-
ing stock is worth $8 trillion less than it
was in 2006. Andwe’re not done.Morgan
Stanley estimates there are more than
2.2 million homes sitting vacant, and
7.5 million more facing foreclosure. It is
housing debt that has weakened the
banks, andmortgage debt that is keeping
consumers from spending.

In late 2008, when the economy was
cratering,Holtz-Eakin convincedMcCain
that the way out of a housing crisis was to
tackle housing debt directly. “What we
proposed at the time was to buy up the
troubled mortgages, pay them off and let
people refinance at the lower rates,” he
recalls. “That would have filled up the
negative equity and healed bank balance
sheets.”

To this day, Holtz-Eakin thinks the
proposal made sense. There was one
problem. “Noone liked that plan,” he says.
“In fact, they hated it. The politics on
housing are hideous.”

The Obama administration, perhaps
cognizantof thepolitics,wasnotnearly so
bold. It focused on stimulus rather than
housing debt. The idea was that if people
could keep their jobs and pay their bills,
they couldpay theirmortgages.But today,
few on theObama teamwill mountmuch
of a defense of its housing policy.

Its efforts to heal the troubled market
at the core of the financial crisis are
widely considered weak and ineffective.
The Home Affordable Modification Pro-
gram, which proposed to pay mortgage
servicers to renegotiate with financially
stressed homeowners, couldn’t persuade
the servicers to play ball and so has left
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Reality worse than nightmare scenario

The Recovery Act worked. The problem is we didn’t keep our foot on the accelerator.”
— Jared Bernstein, former chief economist and economic policy adviser to Vice President Biden

Shrinking economy

Annual rate at which the economy
shrank in the final quarter of 2008:

3.8%
Initial projection by the Bureau of

Economic Analysis

6.2%
Revision released months later

6.3%
A further revision

8.9%
Actual rate at which the economy

contracted. Figure released this year.
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President Obama, back to camera, attends an economic meeting at theWhite House in October 2009. The administration crafted amulti-pronged approach of
stimulus spending, housing market programs and policy coordinated with the Federal Reserve. Even with the bailout, unemployment shot past 10 percent that year.
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most of its $75 billion unspent. TheHome
Affordable Refinance Program was pro-
jected tohelp5millionunderwaterhome-
owners. It has reached fewer than 1 mil-
lion.

Even so, the administration rejects the
more radical solutions that are occasion-
ally floated. The problem, it says, is that
the choices aremostly between timid and
unworkable.

One problem was that mortgage fi-
nancegiantsFannieMaeandFreddieMac
were ultimately controlled by the inde-
pendent Federal Housing Finance Agen-
cy. Created by Congress in 2008, the
agency was initially led by a Bush admin-
istration appointee, James B. Lockhart
III, and when he stepped down, by an-
otherBushadministrationappointee,Ed-
ward DeMarco. The Obama administra-
tion’s November 2010 effort to nominate
its own director was foiled by Senate
Republicans.

By that time, the administration had
been in office for almost two years and
seen the Democrats’ 60-vote majority in
the Senate come and go. If it had moved
morequickly toappointadirectorwhen it
had firmer control of the Senate, it could
perhaps have used Fannie and Freddie to
kick off a giant wave of refinancing for
underwater homeowners. That alone
would have done something to ease the
pressure on stressed households.

But when talking about what might
haveworked on amassive, economy-wide
scale — that is to say, what might have
made this time different — you’re talking
about something more drastic. You’re
talking about getting rid of thedebt. Todo
that, somebodyhas to pay it, or somebody
has to take the loss on it.

The most politically appealing plans
are theones that force thebanks to eat the
debt, or at least appear to do so. “Cram-
down,” in which judges simply reduce the
principal owed by underwater home-
owners, works this way. But any plan that
leads to massive debt forgiveness would
blow a massive hole in the banks. The
worry would move from “What do we do
about all this housing debt?” to “What do
we do about all these failing banks?” And
we know what we do about failing banks
amid a recession: We bail them out to
keep the credit markets from freezing up.
There was no appetite for a second Leh-
manBrothers in late 2009.

Which means that the ultimate ques-
tion was how much housing debt the
American taxpayer was willing to shoul-
der. Whether that debt came in the form
of nationalizing the banks and taking the
bad assets off their books — a policy the
administration estimated could cost tax-
payers a trillion dollars — or simply pay-
ing off the debt directly was more of a
political question than an economic one.
And it wasn’t a political question anyone
really knewhow to answer.

On first blush, there are few groups
more sympathetic than underwater
homeowners or foreclosed families. They
remain so until about two seconds after
their neighbors are asked to pay their
mortgages. Recall that Rick Santelli’s fa-
mousCNBCrantwasn’t aboutbig govern-
ment or high taxes or creeping socialism.
It was about amodest program theWhite
House was proposing to help certain
homeowners restructure their mortgag-
es. It had Santelli screaming bloody mur-
der.

“This is America!” he shouted from the
trading floor at the Chicago Board of
Trade. “How many of you people want to
pay for your neighbor’smortgage that has
an extra bathroom and can’t pay their
bills? Raise their hand.” The traders
around him began booing loudly. “Presi-
dent Obama, are you listening?”

If you believe Santelli’s rant kicked off
the tea party, then that’s what the tea
party was originally about: forgiving
housing debt.

Ultimately, concerns about the politics
and policy questions behind widespread
debt forgiveness were sufficient to scare
the administration off of the policy. It’s a
decision some ex-members of the White
House regret.

“Ifwehad thoughtharder aboutRogoff
and Reinhart, we might have made some
different trade-offs regarding debt reduc-
tion,” Bernstein says. “Moral hazard is a
big problem when you’re making policy
regarding write-offs and principal cram-
downs. It was always in the room when
you were trying to help one underwater
homeownerwrite off some debtwhile the
person next door was playing by the rules
and paying their mortgage every month.
But with hindsight, I might have argued
more rigorously against the risk of it.”

The Fed’s inflation option
There was, however, one institution

that some think could have reduced the
debt overhang crushing the economy and
that didn’t face such political obstacles:
the Federal Reserve.

The central bank manages the nation’s
money supply and credit and sits at the
center of its financial system. Usually, it
spends its time guarding against the
threat of inflation. But inDecember 2008,
Rogoff argued that themoment called for
the reverse strategy.

“It is time for the world’s major central
banks toacknowledge thata suddenburst
ofmoderate inflationwould be extremely
helpful in unwinding today’s epic debt
morass,” hewrote.

Inflation — the rate at which prices for

economy from G6 goods go up and buying power goes down
—makes any amount ofmoneyworth less
over time. It can help a depressed econo-
my in three ways: It erodes the real value
of debt. It gives people an incentive to
spend and invest now, as theirmoneywill
not go as far later. And it tends to drive
down the value of the dollar against other
currencies, making U.S. exporters more
competitive.

At the Federal Reserve, inflation is a
four-letter word. It has spent the past few
decades convincing themarket that it can
andwill “anchor” inflation at about 2 per-
cent. Lifting that anchor could cause
problems down the road, without doing
muchgood in thepresent.After all, Feder-
al Reserve Board Chairman Ben S. Ber-
nanke doesn’t have a red inflation button
beneath a glass case on his desk. Creating
inflation is difficult when demand for
goods is low, and it’s not even clear that
the Fed can do it.

Rogoff scoffs at this. “Creating inflation
is not rocket science,” he wrote. “All cen-
tral banks need to do is to keep printing
money to buy up government debt. The
main risk is that inflation could over-
shoot, landing at 20 or 30 percent instead
of 5 or 6 percent. Indeed, fear of over-
shooting paralyzed the Bank of Japan for
a decade. But this problem is easily nego-
tiated. With good communication policy,
inflation expectations can be contained,
and inflation can be brought down as
quickly as necessary.”

But the policymakers who would have
needed to create that inflation aren’t so
sure. “It’s difficult, if not impossible, to
create persistent inflation without de-
mand exceeding potential supply over an
extended period,” says Donald L. Kohn,
who served as vice chairman of the Feder-
al Reserve Board until 2010. “Yes, chang-
ing expectations might push inflation
higher, but why would expectations
changematerially and persistently under
current circumstances?”

Bernanke seems to agree. So, it seems,
does the administration, at least judging
by the economists it considered nominat-
ing to the Fed.

Summers, who had the inside track to
chair the central bank if the Obama ad-
ministration decided against renominat-
ing Bernanke, echoes Kohn’s skepticism.
“In the model I understand,” he says,
“inflation is mostly driven by demand,
and when you increase demand, you in-
crease inflation. And if you don’t increase
demand, you don’t increase inflation. But
if you’ve solved demand, you’ve solved
your problem.”

Nobel laureate Peter Diamond, whom
the Obama administration nominated to
fill a vacant seat on theFed’s board, puts it
this way: “If the Fed says we are deter-
mined to keep going till we have, say,
4 percent inflation, would that really turn
around expectations in a way that would
stimulate the economy and create higher
inflation? I doubt it.”

And, of course, the Fed might be insu-
lated frompolitics, but it’s not immune to
it. In recent years, Rep. Ron Paul (R-Tex.)
has gained national prominence in part
on an “End the Fed” platform. Texas Gov.
RickPerry, aRepublicanpresidential con-
tender, has threatened to do something
“ugly” to Bernanke. Congress passed leg-
islation to audit the Fed. Even noted
monetary economist SarahPalinweighed
in, saying, “It’s time for Ben Bernanke to
cease and desist.”

To the Fed, the nightmare scenario is
that it tries to create inflation now and
fails. It would have given up its hard-won
credibility as an inflation fighter and
invited political backlash, all without
helping the economy.

Labormarket’s long period of pain
Growth-focused and debt-focused

strategies are attempts to end the reces-
sion. They’re policy on the offensive. But
perhaps the real lesson from Rogoff and
Reinhart is that these recessions rarely
end quickly, and so officialsmustmanage
a long period of pain — defensive policy,
so to speak. America doesn’t do defense
verywell.

“We’re trying right now to keep our
lifestyles going,” says Michael Spence, a

Nobel Prize-winning economist at New
York University. “It’s not really working,
but thewaywe’redoing it is puttingall the
burden on the unemployed while trying
to leave the employed untouched. Even-
tually, this is going to require a redistribu-
tion of that burden.”

In other countries, he says, the burden
is more widely shared. The employed
work less — and get paid less — so there
aremore jobs togoaround.That leads toa
little pain for a lot of people, rather than a
lot of pain for fewer people. It also keeps
more workers on the job, which means
their skills don’t deteriorate and the econ-
omy isn’t left with people who became
unemployed and then found themselves
unemployable.

That’s what we’ve seen here: Employ-
ers have become so leery of hiring the
unemployed that the Obama administra-
tion has proposed to make it illegal to
discriminate against them. Such a policy
is easier said than done, but it speaks to
the downside of lettingworkers fall out of
the labor force for long periods of time.

Germany’s response to the recession
included a work-sharing program that

subsidized salaries when employers
trimmed the hours of individual workers
to keepmorepeople on the job. Ifworkers
attended job training, the government
gave amore generous subsidy.

The program worked. Even though
Germany’s economy was devastated by
the recession—declining by almost 7 per-
cent — the jobless rate fell slightly, from
7.9 percent at the start of the recession to
7 percent inMay 2010.

There are reasons to question whether
work-sharing programs would have been
as effective here as theywere inGermany.
For one thing, they work best in sectors
where jobs are bound to return after a
recession — such as Germany’s export
sector — rather than sectors that need to
be downsized after being inflated by a
credit boom.

Germany also has a different labor
market. Employers, unions and the gov-
ernment work together with an unusual
level of cooperation. The culture is much
morehostile toward layoffs than theUnit-
ed States’ is, which has caused Germany
problems in the past but has been a boon
throughout this recession.

But paying the private sector to save
jobs was not the administration’s only
option. There was also the possibility of
simply payingworkers towork.

For one thing, the government could
have refused to fire anyone. Says Baker, of
the Center for Economic and Policy Re-
search: “We’ve lost 500,000 state and
local jobs, and before that, we were creat-
ing 160,000 a year. If we hadn’t had those
lossesandhaddonemore tokeepcreation
at that pace, we would have almost an-
othermillion jobs.”

It also could have started hiring.
Romer, for instance, proposed to add
100,000 teacher’s aides. Imagine similar
proposals: Every park ranger could have
had an assistant park ranger. Every fire-
fighter station could have added three
trainees. Every city could have expanded
its police force by 5 percent. Everyone
between ages 18 and 26 could have signed
up for two years of paid national service.

In a relatively quick recovery, these
programswouldn’t havemade sense. Bet-
ter to support the economymore general-
ly and let workers migrate from unpro-
ductive sectors to productive ones. Em-
ploying workers directly is, at best, a
stopgap, and at worst, a waste of the
government’s resources and the worker’s
time. The government doesn’t know
whereworkers arebestused.That’s better
left to themarket.

But in a long slog of a recession, that
logic falls apart. Workers don’t move into
more productive sectors of the economy.
They lose their jobs, and then they lose
their paychecks, homes and, eventually,
skills. That sucks demand out of the
economy, further depresses home prices
and makes it harder for the labor market
to recover.

Call-and-response conundrum
So could this time have been different?

There’s little doubt that it couldhavebeen
better. From the outset, the policies were
too small for the recession the adminis-
tration and economists thoughtwe faced.
They were much too small for the reces-
sion we actually faced. More and better
stimulus, more aggressive interventions
in the housing market, more aggressive
policy fromtheFed,andmoreattention to
preventing layoffs and hiring the unem-
ployed could have led to millions more
jobs. At least in theory.

Of course, ideas always sound better
than policies. Policies must be imple-
mented, and theyhaveunintendedconse-
quences and unforeseen flaws. In the best
of circumstances, the policymaking proc-
ess is imperfect.ButJanuary2009hadthe
worst of circumstances—aonce-in-a-life-
time economic emergency during a presi-
dential transition.

Reinhart, for one, thinks the Bush and
Obama administrations don’t get suffi-
cient credit for all they did.

“The initial policy of monetary and
fiscal stimulus really made a huge differ-
ence,” she says. “I would tattoo that onmy
forehead. The output decline we had was
peanuts compared to the output decline

we would otherwise have had in a crisis
like this. That isn’t fully appreciated.”

In that way, Reinhart says, this time
really was different — at least from the
GreatDepression,whenoutput shrankby
30 percent and a quarter of theworkforce
was unemployed. “If the choice was this
or the ’30s,” she says, “I’d take this hands
down.”

Give policymakers some credit: They
really have learned from the Depression.
So did the Japanese. In the 1990s, they
pumped monetary and fiscal stimulus
into their economy, too, and they didn’t
suffer a depression. But they never found
themselves in a recovery. They stagnated
for a decade, and then for another.

What we’re in looks more like Japan in
the ’90s than theUnited States in the ’30s.
Reinhart doesn’t think that’s an accident;
she thinks it’s a product of the initial
successes. “The same policies that serve
youwell in limiting theoutput collapsedo
not serve you well in speeding the time it
takes to get out,” she says.

By saving the banking system, you end
upwith banks that are quietly holding on
to toxic assets in the hope that one day
they’ll be worth something. By limiting
the output gap, you keep the economy
from getting so bad that truly radical
solutions, such aswiping out hundreds of
billions of dollars of housing debt, be-
come thinkable. You limp along.

The question, of course, is why do
governments limp out of recessionswhen
theweight of history tells them to run?

“Now knowing how much worse the
storm was, people look back and say, you
guysundershot,” sighsTreasury Secretary
Timothy F. Geithner. “But we didn’t think
we were undershooting at the time. We
thought that the dominant strategy had
to bemassive, overwhelming force. There
were political limits to what we could do,
but we thought we were operating to
expand the scope of those limits. I used to
say to people, ‘Whichmistake is harder to
correct: doing too much, or doing too
little?’ ”

Yet the Obama administration did too
little. Its team of interventionist Keynes-
ians immersed in the lessons of the De-
pression and Japan did too little. Every-
one does too little, even when they think
they’re erring on the side of doing too
much. That’s one reason “this time” is
almost never different.

The tendency thus far has been to look
at these crises in terms of the identifiable
economic factors that make them differ-
ent from typical recessions. But perhaps
the better approach is to look at the
political factors that make them turn out
the same, that stop governments from
doing enoughevenwhen theyhave sworn
to err on the side of doing toomuch.

These crises have a sort of immune
system. It is never possible for the politi-
cal system to do enough to stop them at
the outset, as it is never quite clear how
bad they are. Even if it were, the system is
ill-equipped to take action at that scale.
The actors comfort themselves with the
thought that if they need to domore, they
can do it later. And, for now, the fact that
this is the largest rescue package anyone
has ever seen has to beworth something.

Perversely, the very size of the package
is part of its problem. With something
extraordinary that is nevertheless not
enough, the economy deteriorates, and
thegovernment sees its solutionsdiscred-
ited and its political standing weakened
by the worsening economic storm. That
keeps it fromdoingmore.

Meanwhile, the opposition’s capacity
to domore is arguably evenmore limited,
as it has turned against whatever policies
were tried in the first place. Add in the
almost inevitable run-up in government
debt, which imposes constraints in the
eyes of the voters and, in some cases, in
the eyes of the markets, and an economy
that started by not doing enough is never
able to get in front of the crisis.

These sorts of economic crises are, in
other words, inherently politically desta-
bilizing, and that makes a sufficient re-
sponse, at least in a democracy, nearly
impossible.

There’s some evidence for this interna-
tionally. Larry Bartels, a political scientist
at Vanderbilt University, examined 31
elections that took place after the 2008
financial crisis and found that “voters
consistentlypunished incumbentgovern-
ments for bad economic conditions, with
little apparent regard for the ideology of
the government or global economic con-
ditions at the time of the election.” Just
look to Europe, where the path to ending
the debt crisis and saving the euro zone—
the groupof nations that use the currency
—isclear tomosteconomistsbut impossi-
ble for any European politician.

That isn’t to say that this time couldn’t
have been different or that next time
won’t be. But it is no accident that these
crises so often turn out the same, in so
many countries, with so many types of
governments, who have tried so many
kinds of responses.

In general, the policies that are vastly
better than whatever you are doing are
notpolitically achievable, and thepolicies
that are politically achievable are not
vastly better. There weremany paths that
could have been taken in January 2009,
and any one would havemade this time a
bit different. But not different enough.
Not as different as wewish.
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most of its $75 billion unspent. TheHome
Affordable Refinance Program was pro-
jected tohelp5millionunderwaterhome-
owners. It has reached fewer than 1 mil-
lion.

Even so, the administration rejects the
more radical solutions that are occasion-
ally floated. The problem, it says, is that
the choices aremostly between timid and
unworkable.

One problem was that mortgage fi-
nancegiantsFannieMaeandFreddieMac
were ultimately controlled by the inde-
pendent Federal Housing Finance Agen-
cy. Created by Congress in 2008, the
agency was initially led by a Bush admin-
istration appointee, James B. Lockhart
III, and when he stepped down, by an-
otherBushadministrationappointee,Ed-
ward DeMarco. The Obama administra-
tion’s November 2010 effort to nominate
its own director was foiled by Senate
Republicans.

By that time, the administration had
been in office for almost two years and
seen the Democrats’ 60-vote majority in
the Senate come and go. If it had moved
morequickly toappointadirectorwhen it
had firmer control of the Senate, it could
perhaps have used Fannie and Freddie to
kick off a giant wave of refinancing for
underwater homeowners. That alone
would have done something to ease the
pressure on stressed households.

But when talking about what might
haveworked on amassive, economy-wide
scale — that is to say, what might have
made this time different — you’re talking
about something more drastic. You’re
talking about getting rid of thedebt. Todo
that, somebodyhas to pay it, or somebody
has to take the loss on it.

The most politically appealing plans
are theones that force thebanks to eat the
debt, or at least appear to do so. “Cram-
down,” in which judges simply reduce the
principal owed by underwater home-
owners, works this way. But any plan that
leads to massive debt forgiveness would
blow a massive hole in the banks. The
worry would move from “What do we do
about all this housing debt?” to “What do
we do about all these failing banks?” And
we know what we do about failing banks
amid a recession: We bail them out to
keep the credit markets from freezing up.
There was no appetite for a second Leh-
manBrothers in late 2009.

Which means that the ultimate ques-
tion was how much housing debt the
American taxpayer was willing to shoul-
der. Whether that debt came in the form
of nationalizing the banks and taking the
bad assets off their books — a policy the
administration estimated could cost tax-
payers a trillion dollars — or simply pay-
ing off the debt directly was more of a
political question than an economic one.
And it wasn’t a political question anyone
really knewhow to answer.

On first blush, there are few groups
more sympathetic than underwater
homeowners or foreclosed families. They
remain so until about two seconds after
their neighbors are asked to pay their
mortgages. Recall that Rick Santelli’s fa-
mousCNBCrantwasn’t aboutbig govern-
ment or high taxes or creeping socialism.
It was about amodest program theWhite
House was proposing to help certain
homeowners restructure their mortgag-
es. It had Santelli screaming bloody mur-
der.

“This is America!” he shouted from the
trading floor at the Chicago Board of
Trade. “How many of you people want to
pay for your neighbor’smortgage that has
an extra bathroom and can’t pay their
bills? Raise their hand.” The traders
around him began booing loudly. “Presi-
dent Obama, are you listening?”

If you believe Santelli’s rant kicked off
the tea party, then that’s what the tea
party was originally about: forgiving
housing debt.

Ultimately, concerns about the politics
and policy questions behind widespread
debt forgiveness were sufficient to scare
the administration off of the policy. It’s a
decision some ex-members of the White
House regret.

“Ifwehad thoughtharder aboutRogoff
and Reinhart, we might have made some
different trade-offs regarding debt reduc-
tion,” Bernstein says. “Moral hazard is a
big problem when you’re making policy
regarding write-offs and principal cram-
downs. It was always in the room when
you were trying to help one underwater
homeownerwrite off some debtwhile the
person next door was playing by the rules
and paying their mortgage every month.
But with hindsight, I might have argued
more rigorously against the risk of it.”

The Fed’s inflation option
There was, however, one institution

that some think could have reduced the
debt overhang crushing the economy and
that didn’t face such political obstacles:
the Federal Reserve.

The central bank manages the nation’s
money supply and credit and sits at the
center of its financial system. Usually, it
spends its time guarding against the
threat of inflation. But inDecember 2008,
Rogoff argued that themoment called for
the reverse strategy.

“It is time for the world’s major central
banks toacknowledge thata suddenburst
ofmoderate inflationwould be extremely
helpful in unwinding today’s epic debt
morass,” hewrote.

Inflation — the rate at which prices for

economy from G6 goods go up and buying power goes down
—makes any amount ofmoneyworth less
over time. It can help a depressed econo-
my in three ways: It erodes the real value
of debt. It gives people an incentive to
spend and invest now, as theirmoneywill
not go as far later. And it tends to drive
down the value of the dollar against other
currencies, making U.S. exporters more
competitive.

At the Federal Reserve, inflation is a
four-letter word. It has spent the past few
decades convincing themarket that it can
andwill “anchor” inflation at about 2 per-
cent. Lifting that anchor could cause
problems down the road, without doing
muchgood in thepresent.After all, Feder-
al Reserve Board Chairman Ben S. Ber-
nanke doesn’t have a red inflation button
beneath a glass case on his desk. Creating
inflation is difficult when demand for
goods is low, and it’s not even clear that
the Fed can do it.

Rogoff scoffs at this. “Creating inflation
is not rocket science,” he wrote. “All cen-
tral banks need to do is to keep printing
money to buy up government debt. The
main risk is that inflation could over-
shoot, landing at 20 or 30 percent instead
of 5 or 6 percent. Indeed, fear of over-
shooting paralyzed the Bank of Japan for
a decade. But this problem is easily nego-
tiated. With good communication policy,
inflation expectations can be contained,
and inflation can be brought down as
quickly as necessary.”

But the policymakers who would have
needed to create that inflation aren’t so
sure. “It’s difficult, if not impossible, to
create persistent inflation without de-
mand exceeding potential supply over an
extended period,” says Donald L. Kohn,
who served as vice chairman of the Feder-
al Reserve Board until 2010. “Yes, chang-
ing expectations might push inflation
higher, but why would expectations
changematerially and persistently under
current circumstances?”

Bernanke seems to agree. So, it seems,
does the administration, at least judging
by the economists it considered nominat-
ing to the Fed.

Summers, who had the inside track to
chair the central bank if the Obama ad-
ministration decided against renominat-
ing Bernanke, echoes Kohn’s skepticism.
“In the model I understand,” he says,
“inflation is mostly driven by demand,
and when you increase demand, you in-
crease inflation. And if you don’t increase
demand, you don’t increase inflation. But
if you’ve solved demand, you’ve solved
your problem.”

Nobel laureate Peter Diamond, whom
the Obama administration nominated to
fill a vacant seat on theFed’s board, puts it
this way: “If the Fed says we are deter-
mined to keep going till we have, say,
4 percent inflation, would that really turn
around expectations in a way that would
stimulate the economy and create higher
inflation? I doubt it.”

And, of course, the Fed might be insu-
lated frompolitics, but it’s not immune to
it. In recent years, Rep. Ron Paul (R-Tex.)
has gained national prominence in part
on an “End the Fed” platform. Texas Gov.
RickPerry, aRepublicanpresidential con-
tender, has threatened to do something
“ugly” to Bernanke. Congress passed leg-
islation to audit the Fed. Even noted
monetary economist SarahPalinweighed
in, saying, “It’s time for Ben Bernanke to
cease and desist.”

To the Fed, the nightmare scenario is
that it tries to create inflation now and
fails. It would have given up its hard-won
credibility as an inflation fighter and
invited political backlash, all without
helping the economy.

Labormarket’s long period of pain
Growth-focused and debt-focused

strategies are attempts to end the reces-
sion. They’re policy on the offensive. But
perhaps the real lesson from Rogoff and
Reinhart is that these recessions rarely
end quickly, and so officialsmustmanage
a long period of pain — defensive policy,
so to speak. America doesn’t do defense
verywell.

“We’re trying right now to keep our
lifestyles going,” says Michael Spence, a

Nobel Prize-winning economist at New
York University. “It’s not really working,
but thewaywe’redoing it is puttingall the
burden on the unemployed while trying
to leave the employed untouched. Even-
tually, this is going to require a redistribu-
tion of that burden.”

In other countries, he says, the burden
is more widely shared. The employed
work less — and get paid less — so there
aremore jobs togoaround.That leads toa
little pain for a lot of people, rather than a
lot of pain for fewer people. It also keeps
more workers on the job, which means
their skills don’t deteriorate and the econ-
omy isn’t left with people who became
unemployed and then found themselves
unemployable.

That’s what we’ve seen here: Employ-
ers have become so leery of hiring the
unemployed that the Obama administra-
tion has proposed to make it illegal to
discriminate against them. Such a policy
is easier said than done, but it speaks to
the downside of lettingworkers fall out of
the labor force for long periods of time.

Germany’s response to the recession
included a work-sharing program that

subsidized salaries when employers
trimmed the hours of individual workers
to keepmorepeople on the job. Ifworkers
attended job training, the government
gave amore generous subsidy.

The program worked. Even though
Germany’s economy was devastated by
the recession—declining by almost 7 per-
cent — the jobless rate fell slightly, from
7.9 percent at the start of the recession to
7 percent inMay 2010.

There are reasons to question whether
work-sharing programs would have been
as effective here as theywere inGermany.
For one thing, they work best in sectors
where jobs are bound to return after a
recession — such as Germany’s export
sector — rather than sectors that need to
be downsized after being inflated by a
credit boom.

Germany also has a different labor
market. Employers, unions and the gov-
ernment work together with an unusual
level of cooperation. The culture is much
morehostile toward layoffs than theUnit-
ed States’ is, which has caused Germany
problems in the past but has been a boon
throughout this recession.

But paying the private sector to save
jobs was not the administration’s only
option. There was also the possibility of
simply payingworkers towork.

For one thing, the government could
have refused to fire anyone. Says Baker, of
the Center for Economic and Policy Re-
search: “We’ve lost 500,000 state and
local jobs, and before that, we were creat-
ing 160,000 a year. If we hadn’t had those
lossesandhaddonemore tokeepcreation
at that pace, we would have almost an-
othermillion jobs.”

It also could have started hiring.
Romer, for instance, proposed to add
100,000 teacher’s aides. Imagine similar
proposals: Every park ranger could have
had an assistant park ranger. Every fire-
fighter station could have added three
trainees. Every city could have expanded
its police force by 5 percent. Everyone
between ages 18 and 26 could have signed
up for two years of paid national service.

In a relatively quick recovery, these
programswouldn’t havemade sense. Bet-
ter to support the economymore general-
ly and let workers migrate from unpro-
ductive sectors to productive ones. Em-
ploying workers directly is, at best, a
stopgap, and at worst, a waste of the
government’s resources and the worker’s
time. The government doesn’t know
whereworkers arebestused.That’s better
left to themarket.

But in a long slog of a recession, that
logic falls apart. Workers don’t move into
more productive sectors of the economy.
They lose their jobs, and then they lose
their paychecks, homes and, eventually,
skills. That sucks demand out of the
economy, further depresses home prices
and makes it harder for the labor market
to recover.

Call-and-response conundrum
So could this time have been different?

There’s little doubt that it couldhavebeen
better. From the outset, the policies were
too small for the recession the adminis-
tration and economists thoughtwe faced.
They were much too small for the reces-
sion we actually faced. More and better
stimulus, more aggressive interventions
in the housing market, more aggressive
policy fromtheFed,andmoreattention to
preventing layoffs and hiring the unem-
ployed could have led to millions more
jobs. At least in theory.

Of course, ideas always sound better
than policies. Policies must be imple-
mented, and theyhaveunintendedconse-
quences and unforeseen flaws. In the best
of circumstances, the policymaking proc-
ess is imperfect.ButJanuary2009hadthe
worst of circumstances—aonce-in-a-life-
time economic emergency during a presi-
dential transition.

Reinhart, for one, thinks the Bush and
Obama administrations don’t get suffi-
cient credit for all they did.

“The initial policy of monetary and
fiscal stimulus really made a huge differ-
ence,” she says. “I would tattoo that onmy
forehead. The output decline we had was
peanuts compared to the output decline

we would otherwise have had in a crisis
like this. That isn’t fully appreciated.”

In that way, Reinhart says, this time
really was different — at least from the
GreatDepression,whenoutput shrankby
30 percent and a quarter of theworkforce
was unemployed. “If the choice was this
or the ’30s,” she says, “I’d take this hands
down.”

Give policymakers some credit: They
really have learned from the Depression.
So did the Japanese. In the 1990s, they
pumped monetary and fiscal stimulus
into their economy, too, and they didn’t
suffer a depression. But they never found
themselves in a recovery. They stagnated
for a decade, and then for another.

What we’re in looks more like Japan in
the ’90s than theUnited States in the ’30s.
Reinhart doesn’t think that’s an accident;
she thinks it’s a product of the initial
successes. “The same policies that serve
youwell in limiting theoutput collapsedo
not serve you well in speeding the time it
takes to get out,” she says.

By saving the banking system, you end
upwith banks that are quietly holding on
to toxic assets in the hope that one day
they’ll be worth something. By limiting
the output gap, you keep the economy
from getting so bad that truly radical
solutions, such aswiping out hundreds of
billions of dollars of housing debt, be-
come thinkable. You limp along.

The question, of course, is why do
governments limp out of recessionswhen
theweight of history tells them to run?

“Now knowing how much worse the
storm was, people look back and say, you
guysundershot,” sighsTreasury Secretary
Timothy F. Geithner. “But we didn’t think
we were undershooting at the time. We
thought that the dominant strategy had
to bemassive, overwhelming force. There
were political limits to what we could do,
but we thought we were operating to
expand the scope of those limits. I used to
say to people, ‘Whichmistake is harder to
correct: doing too much, or doing too
little?’ ”

Yet the Obama administration did too
little. Its team of interventionist Keynes-
ians immersed in the lessons of the De-
pression and Japan did too little. Every-
one does too little, even when they think
they’re erring on the side of doing too
much. That’s one reason “this time” is
almost never different.

The tendency thus far has been to look
at these crises in terms of the identifiable
economic factors that make them differ-
ent from typical recessions. But perhaps
the better approach is to look at the
political factors that make them turn out
the same, that stop governments from
doing enoughevenwhen theyhave sworn
to err on the side of doing toomuch.

These crises have a sort of immune
system. It is never possible for the politi-
cal system to do enough to stop them at
the outset, as it is never quite clear how
bad they are. Even if it were, the system is
ill-equipped to take action at that scale.
The actors comfort themselves with the
thought that if they need to domore, they
can do it later. And, for now, the fact that
this is the largest rescue package anyone
has ever seen has to beworth something.

Perversely, the very size of the package
is part of its problem. With something
extraordinary that is nevertheless not
enough, the economy deteriorates, and
thegovernment sees its solutionsdiscred-
ited and its political standing weakened
by the worsening economic storm. That
keeps it fromdoingmore.

Meanwhile, the opposition’s capacity
to domore is arguably evenmore limited,
as it has turned against whatever policies
were tried in the first place. Add in the
almost inevitable run-up in government
debt, which imposes constraints in the
eyes of the voters and, in some cases, in
the eyes of the markets, and an economy
that started by not doing enough is never
able to get in front of the crisis.

These sorts of economic crises are, in
other words, inherently politically desta-
bilizing, and that makes a sufficient re-
sponse, at least in a democracy, nearly
impossible.

There’s some evidence for this interna-
tionally. Larry Bartels, a political scientist
at Vanderbilt University, examined 31
elections that took place after the 2008
financial crisis and found that “voters
consistentlypunished incumbentgovern-
ments for bad economic conditions, with
little apparent regard for the ideology of
the government or global economic con-
ditions at the time of the election.” Just
look to Europe, where the path to ending
the debt crisis and saving the euro zone—
the groupof nations that use the currency
—isclear tomosteconomistsbut impossi-
ble for any European politician.

That isn’t to say that this time couldn’t
have been different or that next time
won’t be. But it is no accident that these
crises so often turn out the same, in so
many countries, with so many types of
governments, who have tried so many
kinds of responses.

In general, the policies that are vastly
better than whatever you are doing are
notpolitically achievable, and thepolicies
that are politically achievable are not
vastly better. There weremany paths that
could have been taken in January 2009,
and any one would havemade this time a
bit different. But not different enough.
Not as different as wewish.
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most of its $75 billion unspent. TheHome
Affordable Refinance Program was pro-
jected tohelp5millionunderwaterhome-
owners. It has reached fewer than 1 mil-
lion.

Even so, the administration rejects the
more radical solutions that are occasion-
ally floated. The problem, it says, is that
the choices aremostly between timid and
unworkable.

One problem was that mortgage fi-
nancegiantsFannieMaeandFreddieMac
were ultimately controlled by the inde-
pendent Federal Housing Finance Agen-
cy. Created by Congress in 2008, the
agency was initially led by a Bush admin-
istration appointee, James B. Lockhart
III, and when he stepped down, by an-
otherBushadministrationappointee,Ed-
ward DeMarco. The Obama administra-
tion’s November 2010 effort to nominate
its own director was foiled by Senate
Republicans.

By that time, the administration had
been in office for almost two years and
seen the Democrats’ 60-vote majority in
the Senate come and go. If it had moved
morequickly toappointadirectorwhen it
had firmer control of the Senate, it could
perhaps have used Fannie and Freddie to
kick off a giant wave of refinancing for
underwater homeowners. That alone
would have done something to ease the
pressure on stressed households.

But when talking about what might
haveworked on amassive, economy-wide
scale — that is to say, what might have
made this time different — you’re talking
about something more drastic. You’re
talking about getting rid of thedebt. Todo
that, somebodyhas to pay it, or somebody
has to take the loss on it.

The most politically appealing plans
are theones that force thebanks to eat the
debt, or at least appear to do so. “Cram-
down,” in which judges simply reduce the
principal owed by underwater home-
owners, works this way. But any plan that
leads to massive debt forgiveness would
blow a massive hole in the banks. The
worry would move from “What do we do
about all this housing debt?” to “What do
we do about all these failing banks?” And
we know what we do about failing banks
amid a recession: We bail them out to
keep the credit markets from freezing up.
There was no appetite for a second Leh-
manBrothers in late 2009.

Which means that the ultimate ques-
tion was how much housing debt the
American taxpayer was willing to shoul-
der. Whether that debt came in the form
of nationalizing the banks and taking the
bad assets off their books — a policy the
administration estimated could cost tax-
payers a trillion dollars — or simply pay-
ing off the debt directly was more of a
political question than an economic one.
And it wasn’t a political question anyone
really knewhow to answer.

On first blush, there are few groups
more sympathetic than underwater
homeowners or foreclosed families. They
remain so until about two seconds after
their neighbors are asked to pay their
mortgages. Recall that Rick Santelli’s fa-
mousCNBCrantwasn’t aboutbig govern-
ment or high taxes or creeping socialism.
It was about amodest program theWhite
House was proposing to help certain
homeowners restructure their mortgag-
es. It had Santelli screaming bloody mur-
der.

“This is America!” he shouted from the
trading floor at the Chicago Board of
Trade. “How many of you people want to
pay for your neighbor’smortgage that has
an extra bathroom and can’t pay their
bills? Raise their hand.” The traders
around him began booing loudly. “Presi-
dent Obama, are you listening?”

If you believe Santelli’s rant kicked off
the tea party, then that’s what the tea
party was originally about: forgiving
housing debt.

Ultimately, concerns about the politics
and policy questions behind widespread
debt forgiveness were sufficient to scare
the administration off of the policy. It’s a
decision some ex-members of the White
House regret.

“Ifwehad thoughtharder aboutRogoff
and Reinhart, we might have made some
different trade-offs regarding debt reduc-
tion,” Bernstein says. “Moral hazard is a
big problem when you’re making policy
regarding write-offs and principal cram-
downs. It was always in the room when
you were trying to help one underwater
homeownerwrite off some debtwhile the
person next door was playing by the rules
and paying their mortgage every month.
But with hindsight, I might have argued
more rigorously against the risk of it.”

The Fed’s inflation option
There was, however, one institution

that some think could have reduced the
debt overhang crushing the economy and
that didn’t face such political obstacles:
the Federal Reserve.

The central bank manages the nation’s
money supply and credit and sits at the
center of its financial system. Usually, it
spends its time guarding against the
threat of inflation. But inDecember 2008,
Rogoff argued that themoment called for
the reverse strategy.

“It is time for the world’s major central
banks toacknowledge thata suddenburst
ofmoderate inflationwould be extremely
helpful in unwinding today’s epic debt
morass,” hewrote.

Inflation — the rate at which prices for

economy from G6 goods go up and buying power goes down
—makes any amount ofmoneyworth less
over time. It can help a depressed econo-
my in three ways: It erodes the real value
of debt. It gives people an incentive to
spend and invest now, as theirmoneywill
not go as far later. And it tends to drive
down the value of the dollar against other
currencies, making U.S. exporters more
competitive.

At the Federal Reserve, inflation is a
four-letter word. It has spent the past few
decades convincing themarket that it can
andwill “anchor” inflation at about 2 per-
cent. Lifting that anchor could cause
problems down the road, without doing
muchgood in thepresent.After all, Feder-
al Reserve Board Chairman Ben S. Ber-
nanke doesn’t have a red inflation button
beneath a glass case on his desk. Creating
inflation is difficult when demand for
goods is low, and it’s not even clear that
the Fed can do it.

Rogoff scoffs at this. “Creating inflation
is not rocket science,” he wrote. “All cen-
tral banks need to do is to keep printing
money to buy up government debt. The
main risk is that inflation could over-
shoot, landing at 20 or 30 percent instead
of 5 or 6 percent. Indeed, fear of over-
shooting paralyzed the Bank of Japan for
a decade. But this problem is easily nego-
tiated. With good communication policy,
inflation expectations can be contained,
and inflation can be brought down as
quickly as necessary.”

But the policymakers who would have
needed to create that inflation aren’t so
sure. “It’s difficult, if not impossible, to
create persistent inflation without de-
mand exceeding potential supply over an
extended period,” says Donald L. Kohn,
who served as vice chairman of the Feder-
al Reserve Board until 2010. “Yes, chang-
ing expectations might push inflation
higher, but why would expectations
changematerially and persistently under
current circumstances?”

Bernanke seems to agree. So, it seems,
does the administration, at least judging
by the economists it considered nominat-
ing to the Fed.

Summers, who had the inside track to
chair the central bank if the Obama ad-
ministration decided against renominat-
ing Bernanke, echoes Kohn’s skepticism.
“In the model I understand,” he says,
“inflation is mostly driven by demand,
and when you increase demand, you in-
crease inflation. And if you don’t increase
demand, you don’t increase inflation. But
if you’ve solved demand, you’ve solved
your problem.”

Nobel laureate Peter Diamond, whom
the Obama administration nominated to
fill a vacant seat on theFed’s board, puts it
this way: “If the Fed says we are deter-
mined to keep going till we have, say,
4 percent inflation, would that really turn
around expectations in a way that would
stimulate the economy and create higher
inflation? I doubt it.”

And, of course, the Fed might be insu-
lated frompolitics, but it’s not immune to
it. In recent years, Rep. Ron Paul (R-Tex.)
has gained national prominence in part
on an “End the Fed” platform. Texas Gov.
RickPerry, aRepublicanpresidential con-
tender, has threatened to do something
“ugly” to Bernanke. Congress passed leg-
islation to audit the Fed. Even noted
monetary economist SarahPalinweighed
in, saying, “It’s time for Ben Bernanke to
cease and desist.”

To the Fed, the nightmare scenario is
that it tries to create inflation now and
fails. It would have given up its hard-won
credibility as an inflation fighter and
invited political backlash, all without
helping the economy.

Labormarket’s long period of pain
Growth-focused and debt-focused

strategies are attempts to end the reces-
sion. They’re policy on the offensive. But
perhaps the real lesson from Rogoff and
Reinhart is that these recessions rarely
end quickly, and so officialsmustmanage
a long period of pain — defensive policy,
so to speak. America doesn’t do defense
verywell.

“We’re trying right now to keep our
lifestyles going,” says Michael Spence, a

Nobel Prize-winning economist at New
York University. “It’s not really working,
but thewaywe’redoing it is puttingall the
burden on the unemployed while trying
to leave the employed untouched. Even-
tually, this is going to require a redistribu-
tion of that burden.”

In other countries, he says, the burden
is more widely shared. The employed
work less — and get paid less — so there
aremore jobs togoaround.That leads toa
little pain for a lot of people, rather than a
lot of pain for fewer people. It also keeps
more workers on the job, which means
their skills don’t deteriorate and the econ-
omy isn’t left with people who became
unemployed and then found themselves
unemployable.

That’s what we’ve seen here: Employ-
ers have become so leery of hiring the
unemployed that the Obama administra-
tion has proposed to make it illegal to
discriminate against them. Such a policy
is easier said than done, but it speaks to
the downside of lettingworkers fall out of
the labor force for long periods of time.

Germany’s response to the recession
included a work-sharing program that

subsidized salaries when employers
trimmed the hours of individual workers
to keepmorepeople on the job. Ifworkers
attended job training, the government
gave amore generous subsidy.

The program worked. Even though
Germany’s economy was devastated by
the recession—declining by almost 7 per-
cent — the jobless rate fell slightly, from
7.9 percent at the start of the recession to
7 percent inMay 2010.

There are reasons to question whether
work-sharing programs would have been
as effective here as theywere inGermany.
For one thing, they work best in sectors
where jobs are bound to return after a
recession — such as Germany’s export
sector — rather than sectors that need to
be downsized after being inflated by a
credit boom.

Germany also has a different labor
market. Employers, unions and the gov-
ernment work together with an unusual
level of cooperation. The culture is much
morehostile toward layoffs than theUnit-
ed States’ is, which has caused Germany
problems in the past but has been a boon
throughout this recession.

But paying the private sector to save
jobs was not the administration’s only
option. There was also the possibility of
simply payingworkers towork.

For one thing, the government could
have refused to fire anyone. Says Baker, of
the Center for Economic and Policy Re-
search: “We’ve lost 500,000 state and
local jobs, and before that, we were creat-
ing 160,000 a year. If we hadn’t had those
lossesandhaddonemore tokeepcreation
at that pace, we would have almost an-
othermillion jobs.”

It also could have started hiring.
Romer, for instance, proposed to add
100,000 teacher’s aides. Imagine similar
proposals: Every park ranger could have
had an assistant park ranger. Every fire-
fighter station could have added three
trainees. Every city could have expanded
its police force by 5 percent. Everyone
between ages 18 and 26 could have signed
up for two years of paid national service.

In a relatively quick recovery, these
programswouldn’t havemade sense. Bet-
ter to support the economymore general-
ly and let workers migrate from unpro-
ductive sectors to productive ones. Em-
ploying workers directly is, at best, a
stopgap, and at worst, a waste of the
government’s resources and the worker’s
time. The government doesn’t know
whereworkers arebestused.That’s better
left to themarket.

But in a long slog of a recession, that
logic falls apart. Workers don’t move into
more productive sectors of the economy.
They lose their jobs, and then they lose
their paychecks, homes and, eventually,
skills. That sucks demand out of the
economy, further depresses home prices
and makes it harder for the labor market
to recover.

Call-and-response conundrum
So could this time have been different?

There’s little doubt that it couldhavebeen
better. From the outset, the policies were
too small for the recession the adminis-
tration and economists thoughtwe faced.
They were much too small for the reces-
sion we actually faced. More and better
stimulus, more aggressive interventions
in the housing market, more aggressive
policy fromtheFed,andmoreattention to
preventing layoffs and hiring the unem-
ployed could have led to millions more
jobs. At least in theory.

Of course, ideas always sound better
than policies. Policies must be imple-
mented, and theyhaveunintendedconse-
quences and unforeseen flaws. In the best
of circumstances, the policymaking proc-
ess is imperfect.ButJanuary2009hadthe
worst of circumstances—aonce-in-a-life-
time economic emergency during a presi-
dential transition.

Reinhart, for one, thinks the Bush and
Obama administrations don’t get suffi-
cient credit for all they did.

“The initial policy of monetary and
fiscal stimulus really made a huge differ-
ence,” she says. “I would tattoo that onmy
forehead. The output decline we had was
peanuts compared to the output decline

we would otherwise have had in a crisis
like this. That isn’t fully appreciated.”

In that way, Reinhart says, this time
really was different — at least from the
GreatDepression,whenoutput shrankby
30 percent and a quarter of theworkforce
was unemployed. “If the choice was this
or the ’30s,” she says, “I’d take this hands
down.”

Give policymakers some credit: They
really have learned from the Depression.
So did the Japanese. In the 1990s, they
pumped monetary and fiscal stimulus
into their economy, too, and they didn’t
suffer a depression. But they never found
themselves in a recovery. They stagnated
for a decade, and then for another.

What we’re in looks more like Japan in
the ’90s than theUnited States in the ’30s.
Reinhart doesn’t think that’s an accident;
she thinks it’s a product of the initial
successes. “The same policies that serve
youwell in limiting theoutput collapsedo
not serve you well in speeding the time it
takes to get out,” she says.

By saving the banking system, you end
upwith banks that are quietly holding on
to toxic assets in the hope that one day
they’ll be worth something. By limiting
the output gap, you keep the economy
from getting so bad that truly radical
solutions, such aswiping out hundreds of
billions of dollars of housing debt, be-
come thinkable. You limp along.

The question, of course, is why do
governments limp out of recessionswhen
theweight of history tells them to run?

“Now knowing how much worse the
storm was, people look back and say, you
guysundershot,” sighsTreasury Secretary
Timothy F. Geithner. “But we didn’t think
we were undershooting at the time. We
thought that the dominant strategy had
to bemassive, overwhelming force. There
were political limits to what we could do,
but we thought we were operating to
expand the scope of those limits. I used to
say to people, ‘Whichmistake is harder to
correct: doing too much, or doing too
little?’ ”

Yet the Obama administration did too
little. Its team of interventionist Keynes-
ians immersed in the lessons of the De-
pression and Japan did too little. Every-
one does too little, even when they think
they’re erring on the side of doing too
much. That’s one reason “this time” is
almost never different.

The tendency thus far has been to look
at these crises in terms of the identifiable
economic factors that make them differ-
ent from typical recessions. But perhaps
the better approach is to look at the
political factors that make them turn out
the same, that stop governments from
doing enoughevenwhen theyhave sworn
to err on the side of doing toomuch.

These crises have a sort of immune
system. It is never possible for the politi-
cal system to do enough to stop them at
the outset, as it is never quite clear how
bad they are. Even if it were, the system is
ill-equipped to take action at that scale.
The actors comfort themselves with the
thought that if they need to domore, they
can do it later. And, for now, the fact that
this is the largest rescue package anyone
has ever seen has to beworth something.

Perversely, the very size of the package
is part of its problem. With something
extraordinary that is nevertheless not
enough, the economy deteriorates, and
thegovernment sees its solutionsdiscred-
ited and its political standing weakened
by the worsening economic storm. That
keeps it fromdoingmore.

Meanwhile, the opposition’s capacity
to domore is arguably evenmore limited,
as it has turned against whatever policies
were tried in the first place. Add in the
almost inevitable run-up in government
debt, which imposes constraints in the
eyes of the voters and, in some cases, in
the eyes of the markets, and an economy
that started by not doing enough is never
able to get in front of the crisis.

These sorts of economic crises are, in
other words, inherently politically desta-
bilizing, and that makes a sufficient re-
sponse, at least in a democracy, nearly
impossible.

There’s some evidence for this interna-
tionally. Larry Bartels, a political scientist
at Vanderbilt University, examined 31
elections that took place after the 2008
financial crisis and found that “voters
consistentlypunished incumbentgovern-
ments for bad economic conditions, with
little apparent regard for the ideology of
the government or global economic con-
ditions at the time of the election.” Just
look to Europe, where the path to ending
the debt crisis and saving the euro zone—
the groupof nations that use the currency
—isclear tomosteconomistsbut impossi-
ble for any European politician.

That isn’t to say that this time couldn’t
have been different or that next time
won’t be. But it is no accident that these
crises so often turn out the same, in so
many countries, with so many types of
governments, who have tried so many
kinds of responses.

In general, the policies that are vastly
better than whatever you are doing are
notpolitically achievable, and thepolicies
that are politically achievable are not
vastly better. There weremany paths that
could have been taken in January 2009,
and any one would havemade this time a
bit different. But not different enough.
Not as different as wewish.

kleine@washpost.com

Follow Ezra Klein on Twitter: @ezraklein

A country unable to get ahead of crisis

There were political limits to what we could do, but we thought we were operating to expand the scope of those limits.
I used to say to people, ‘Which mistake is harder to correct: doing too much, or doing too little?’ ”— Timothy F. Geithner, Treasury secretary
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most of its $75 billion unspent. TheHome
Affordable Refinance Program was pro-
jected tohelp5millionunderwaterhome-
owners. It has reached fewer than 1 mil-
lion.

Even so, the administration rejects the
more radical solutions that are occasion-
ally floated. The problem, it says, is that
the choices aremostly between timid and
unworkable.

One problem was that mortgage fi-
nancegiantsFannieMaeandFreddieMac
were ultimately controlled by the inde-
pendent Federal Housing Finance Agen-
cy. Created by Congress in 2008, the
agency was initially led by a Bush admin-
istration appointee, James B. Lockhart
III, and when he stepped down, by an-
otherBushadministrationappointee,Ed-
ward DeMarco. The Obama administra-
tion’s November 2010 effort to nominate
its own director was foiled by Senate
Republicans.

By that time, the administration had
been in office for almost two years and
seen the Democrats’ 60-vote majority in
the Senate come and go. If it had moved
morequickly toappointadirectorwhen it
had firmer control of the Senate, it could
perhaps have used Fannie and Freddie to
kick off a giant wave of refinancing for
underwater homeowners. That alone
would have done something to ease the
pressure on stressed households.

But when talking about what might
haveworked on amassive, economy-wide
scale — that is to say, what might have
made this time different — you’re talking
about something more drastic. You’re
talking about getting rid of thedebt. Todo
that, somebodyhas to pay it, or somebody
has to take the loss on it.

The most politically appealing plans
are theones that force thebanks to eat the
debt, or at least appear to do so. “Cram-
down,” in which judges simply reduce the
principal owed by underwater home-
owners, works this way. But any plan that
leads to massive debt forgiveness would
blow a massive hole in the banks. The
worry would move from “What do we do
about all this housing debt?” to “What do
we do about all these failing banks?” And
we know what we do about failing banks
amid a recession: We bail them out to
keep the credit markets from freezing up.
There was no appetite for a second Leh-
manBrothers in late 2009.

Which means that the ultimate ques-
tion was how much housing debt the
American taxpayer was willing to shoul-
der. Whether that debt came in the form
of nationalizing the banks and taking the
bad assets off their books — a policy the
administration estimated could cost tax-
payers a trillion dollars — or simply pay-
ing off the debt directly was more of a
political question than an economic one.
And it wasn’t a political question anyone
really knewhow to answer.

On first blush, there are few groups
more sympathetic than underwater
homeowners or foreclosed families. They
remain so until about two seconds after
their neighbors are asked to pay their
mortgages. Recall that Rick Santelli’s fa-
mousCNBCrantwasn’t aboutbig govern-
ment or high taxes or creeping socialism.
It was about amodest program theWhite
House was proposing to help certain
homeowners restructure their mortgag-
es. It had Santelli screaming bloody mur-
der.

“This is America!” he shouted from the
trading floor at the Chicago Board of
Trade. “How many of you people want to
pay for your neighbor’smortgage that has
an extra bathroom and can’t pay their
bills? Raise their hand.” The traders
around him began booing loudly. “Presi-
dent Obama, are you listening?”

If you believe Santelli’s rant kicked off
the tea party, then that’s what the tea
party was originally about: forgiving
housing debt.

Ultimately, concerns about the politics
and policy questions behind widespread
debt forgiveness were sufficient to scare
the administration off of the policy. It’s a
decision some ex-members of the White
House regret.

“Ifwehad thoughtharder aboutRogoff
and Reinhart, we might have made some
different trade-offs regarding debt reduc-
tion,” Bernstein says. “Moral hazard is a
big problem when you’re making policy
regarding write-offs and principal cram-
downs. It was always in the room when
you were trying to help one underwater
homeownerwrite off some debtwhile the
person next door was playing by the rules
and paying their mortgage every month.
But with hindsight, I might have argued
more rigorously against the risk of it.”

The Fed’s inflation option
There was, however, one institution

that some think could have reduced the
debt overhang crushing the economy and
that didn’t face such political obstacles:
the Federal Reserve.

The central bank manages the nation’s
money supply and credit and sits at the
center of its financial system. Usually, it
spends its time guarding against the
threat of inflation. But inDecember 2008,
Rogoff argued that themoment called for
the reverse strategy.

“It is time for the world’s major central
banks toacknowledge thata suddenburst
ofmoderate inflationwould be extremely
helpful in unwinding today’s epic debt
morass,” hewrote.

Inflation — the rate at which prices for

economy from G6 goods go up and buying power goes down
—makes any amount ofmoneyworth less
over time. It can help a depressed econo-
my in three ways: It erodes the real value
of debt. It gives people an incentive to
spend and invest now, as theirmoneywill
not go as far later. And it tends to drive
down the value of the dollar against other
currencies, making U.S. exporters more
competitive.

At the Federal Reserve, inflation is a
four-letter word. It has spent the past few
decades convincing themarket that it can
andwill “anchor” inflation at about 2 per-
cent. Lifting that anchor could cause
problems down the road, without doing
muchgood in thepresent.After all, Feder-
al Reserve Board Chairman Ben S. Ber-
nanke doesn’t have a red inflation button
beneath a glass case on his desk. Creating
inflation is difficult when demand for
goods is low, and it’s not even clear that
the Fed can do it.

Rogoff scoffs at this. “Creating inflation
is not rocket science,” he wrote. “All cen-
tral banks need to do is to keep printing
money to buy up government debt. The
main risk is that inflation could over-
shoot, landing at 20 or 30 percent instead
of 5 or 6 percent. Indeed, fear of over-
shooting paralyzed the Bank of Japan for
a decade. But this problem is easily nego-
tiated. With good communication policy,
inflation expectations can be contained,
and inflation can be brought down as
quickly as necessary.”

But the policymakers who would have
needed to create that inflation aren’t so
sure. “It’s difficult, if not impossible, to
create persistent inflation without de-
mand exceeding potential supply over an
extended period,” says Donald L. Kohn,
who served as vice chairman of the Feder-
al Reserve Board until 2010. “Yes, chang-
ing expectations might push inflation
higher, but why would expectations
changematerially and persistently under
current circumstances?”

Bernanke seems to agree. So, it seems,
does the administration, at least judging
by the economists it considered nominat-
ing to the Fed.

Summers, who had the inside track to
chair the central bank if the Obama ad-
ministration decided against renominat-
ing Bernanke, echoes Kohn’s skepticism.
“In the model I understand,” he says,
“inflation is mostly driven by demand,
and when you increase demand, you in-
crease inflation. And if you don’t increase
demand, you don’t increase inflation. But
if you’ve solved demand, you’ve solved
your problem.”

Nobel laureate Peter Diamond, whom
the Obama administration nominated to
fill a vacant seat on theFed’s board, puts it
this way: “If the Fed says we are deter-
mined to keep going till we have, say,
4 percent inflation, would that really turn
around expectations in a way that would
stimulate the economy and create higher
inflation? I doubt it.”

And, of course, the Fed might be insu-
lated frompolitics, but it’s not immune to
it. In recent years, Rep. Ron Paul (R-Tex.)
has gained national prominence in part
on an “End the Fed” platform. Texas Gov.
RickPerry, aRepublicanpresidential con-
tender, has threatened to do something
“ugly” to Bernanke. Congress passed leg-
islation to audit the Fed. Even noted
monetary economist SarahPalinweighed
in, saying, “It’s time for Ben Bernanke to
cease and desist.”

To the Fed, the nightmare scenario is
that it tries to create inflation now and
fails. It would have given up its hard-won
credibility as an inflation fighter and
invited political backlash, all without
helping the economy.

Labormarket’s long period of pain
Growth-focused and debt-focused

strategies are attempts to end the reces-
sion. They’re policy on the offensive. But
perhaps the real lesson from Rogoff and
Reinhart is that these recessions rarely
end quickly, and so officialsmustmanage
a long period of pain — defensive policy,
so to speak. America doesn’t do defense
verywell.

“We’re trying right now to keep our
lifestyles going,” says Michael Spence, a

Nobel Prize-winning economist at New
York University. “It’s not really working,
but thewaywe’redoing it is puttingall the
burden on the unemployed while trying
to leave the employed untouched. Even-
tually, this is going to require a redistribu-
tion of that burden.”

In other countries, he says, the burden
is more widely shared. The employed
work less — and get paid less — so there
aremore jobs togoaround.That leads toa
little pain for a lot of people, rather than a
lot of pain for fewer people. It also keeps
more workers on the job, which means
their skills don’t deteriorate and the econ-
omy isn’t left with people who became
unemployed and then found themselves
unemployable.

That’s what we’ve seen here: Employ-
ers have become so leery of hiring the
unemployed that the Obama administra-
tion has proposed to make it illegal to
discriminate against them. Such a policy
is easier said than done, but it speaks to
the downside of lettingworkers fall out of
the labor force for long periods of time.

Germany’s response to the recession
included a work-sharing program that

subsidized salaries when employers
trimmed the hours of individual workers
to keepmorepeople on the job. Ifworkers
attended job training, the government
gave amore generous subsidy.

The program worked. Even though
Germany’s economy was devastated by
the recession—declining by almost 7 per-
cent — the jobless rate fell slightly, from
7.9 percent at the start of the recession to
7 percent inMay 2010.

There are reasons to question whether
work-sharing programs would have been
as effective here as theywere inGermany.
For one thing, they work best in sectors
where jobs are bound to return after a
recession — such as Germany’s export
sector — rather than sectors that need to
be downsized after being inflated by a
credit boom.

Germany also has a different labor
market. Employers, unions and the gov-
ernment work together with an unusual
level of cooperation. The culture is much
morehostile toward layoffs than theUnit-
ed States’ is, which has caused Germany
problems in the past but has been a boon
throughout this recession.

But paying the private sector to save
jobs was not the administration’s only
option. There was also the possibility of
simply payingworkers towork.

For one thing, the government could
have refused to fire anyone. Says Baker, of
the Center for Economic and Policy Re-
search: “We’ve lost 500,000 state and
local jobs, and before that, we were creat-
ing 160,000 a year. If we hadn’t had those
lossesandhaddonemore tokeepcreation
at that pace, we would have almost an-
othermillion jobs.”

It also could have started hiring.
Romer, for instance, proposed to add
100,000 teacher’s aides. Imagine similar
proposals: Every park ranger could have
had an assistant park ranger. Every fire-
fighter station could have added three
trainees. Every city could have expanded
its police force by 5 percent. Everyone
between ages 18 and 26 could have signed
up for two years of paid national service.

In a relatively quick recovery, these
programswouldn’t havemade sense. Bet-
ter to support the economymore general-
ly and let workers migrate from unpro-
ductive sectors to productive ones. Em-
ploying workers directly is, at best, a
stopgap, and at worst, a waste of the
government’s resources and the worker’s
time. The government doesn’t know
whereworkers arebestused.That’s better
left to themarket.

But in a long slog of a recession, that
logic falls apart. Workers don’t move into
more productive sectors of the economy.
They lose their jobs, and then they lose
their paychecks, homes and, eventually,
skills. That sucks demand out of the
economy, further depresses home prices
and makes it harder for the labor market
to recover.

Call-and-response conundrum
So could this time have been different?

There’s little doubt that it couldhavebeen
better. From the outset, the policies were
too small for the recession the adminis-
tration and economists thoughtwe faced.
They were much too small for the reces-
sion we actually faced. More and better
stimulus, more aggressive interventions
in the housing market, more aggressive
policy fromtheFed,andmoreattention to
preventing layoffs and hiring the unem-
ployed could have led to millions more
jobs. At least in theory.

Of course, ideas always sound better
than policies. Policies must be imple-
mented, and theyhaveunintendedconse-
quences and unforeseen flaws. In the best
of circumstances, the policymaking proc-
ess is imperfect.ButJanuary2009hadthe
worst of circumstances—aonce-in-a-life-
time economic emergency during a presi-
dential transition.

Reinhart, for one, thinks the Bush and
Obama administrations don’t get suffi-
cient credit for all they did.

“The initial policy of monetary and
fiscal stimulus really made a huge differ-
ence,” she says. “I would tattoo that onmy
forehead. The output decline we had was
peanuts compared to the output decline

we would otherwise have had in a crisis
like this. That isn’t fully appreciated.”

In that way, Reinhart says, this time
really was different — at least from the
GreatDepression,whenoutput shrankby
30 percent and a quarter of theworkforce
was unemployed. “If the choice was this
or the ’30s,” she says, “I’d take this hands
down.”

Give policymakers some credit: They
really have learned from the Depression.
So did the Japanese. In the 1990s, they
pumped monetary and fiscal stimulus
into their economy, too, and they didn’t
suffer a depression. But they never found
themselves in a recovery. They stagnated
for a decade, and then for another.

What we’re in looks more like Japan in
the ’90s than theUnited States in the ’30s.
Reinhart doesn’t think that’s an accident;
she thinks it’s a product of the initial
successes. “The same policies that serve
youwell in limiting theoutput collapsedo
not serve you well in speeding the time it
takes to get out,” she says.

By saving the banking system, you end
upwith banks that are quietly holding on
to toxic assets in the hope that one day
they’ll be worth something. By limiting
the output gap, you keep the economy
from getting so bad that truly radical
solutions, such aswiping out hundreds of
billions of dollars of housing debt, be-
come thinkable. You limp along.

The question, of course, is why do
governments limp out of recessionswhen
theweight of history tells them to run?

“Now knowing how much worse the
storm was, people look back and say, you
guysundershot,” sighsTreasury Secretary
Timothy F. Geithner. “But we didn’t think
we were undershooting at the time. We
thought that the dominant strategy had
to bemassive, overwhelming force. There
were political limits to what we could do,
but we thought we were operating to
expand the scope of those limits. I used to
say to people, ‘Whichmistake is harder to
correct: doing too much, or doing too
little?’ ”

Yet the Obama administration did too
little. Its team of interventionist Keynes-
ians immersed in the lessons of the De-
pression and Japan did too little. Every-
one does too little, even when they think
they’re erring on the side of doing too
much. That’s one reason “this time” is
almost never different.

The tendency thus far has been to look
at these crises in terms of the identifiable
economic factors that make them differ-
ent from typical recessions. But perhaps
the better approach is to look at the
political factors that make them turn out
the same, that stop governments from
doing enoughevenwhen theyhave sworn
to err on the side of doing toomuch.

These crises have a sort of immune
system. It is never possible for the politi-
cal system to do enough to stop them at
the outset, as it is never quite clear how
bad they are. Even if it were, the system is
ill-equipped to take action at that scale.
The actors comfort themselves with the
thought that if they need to domore, they
can do it later. And, for now, the fact that
this is the largest rescue package anyone
has ever seen has to beworth something.

Perversely, the very size of the package
is part of its problem. With something
extraordinary that is nevertheless not
enough, the economy deteriorates, and
thegovernment sees its solutionsdiscred-
ited and its political standing weakened
by the worsening economic storm. That
keeps it fromdoingmore.

Meanwhile, the opposition’s capacity
to domore is arguably evenmore limited,
as it has turned against whatever policies
were tried in the first place. Add in the
almost inevitable run-up in government
debt, which imposes constraints in the
eyes of the voters and, in some cases, in
the eyes of the markets, and an economy
that started by not doing enough is never
able to get in front of the crisis.

These sorts of economic crises are, in
other words, inherently politically desta-
bilizing, and that makes a sufficient re-
sponse, at least in a democracy, nearly
impossible.

There’s some evidence for this interna-
tionally. Larry Bartels, a political scientist
at Vanderbilt University, examined 31
elections that took place after the 2008
financial crisis and found that “voters
consistentlypunished incumbentgovern-
ments for bad economic conditions, with
little apparent regard for the ideology of
the government or global economic con-
ditions at the time of the election.” Just
look to Europe, where the path to ending
the debt crisis and saving the euro zone—
the groupof nations that use the currency
—isclear tomosteconomistsbut impossi-
ble for any European politician.

That isn’t to say that this time couldn’t
have been different or that next time
won’t be. But it is no accident that these
crises so often turn out the same, in so
many countries, with so many types of
governments, who have tried so many
kinds of responses.

In general, the policies that are vastly
better than whatever you are doing are
notpolitically achievable, and thepolicies
that are politically achievable are not
vastly better. There weremany paths that
could have been taken in January 2009,
and any one would havemade this time a
bit different. But not different enough.
Not as different as wewish.
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most of its $75 billion unspent. TheHome
Affordable Refinance Program was pro-
jected tohelp5millionunderwaterhome-
owners. It has reached fewer than 1 mil-
lion.

Even so, the administration rejects the
more radical solutions that are occasion-
ally floated. The problem, it says, is that
the choices aremostly between timid and
unworkable.

One problem was that mortgage fi-
nancegiantsFannieMaeandFreddieMac
were ultimately controlled by the inde-
pendent Federal Housing Finance Agen-
cy. Created by Congress in 2008, the
agency was initially led by a Bush admin-
istration appointee, James B. Lockhart
III, and when he stepped down, by an-
otherBushadministrationappointee,Ed-
ward DeMarco. The Obama administra-
tion’s November 2010 effort to nominate
its own director was foiled by Senate
Republicans.

By that time, the administration had
been in office for almost two years and
seen the Democrats’ 60-vote majority in
the Senate come and go. If it had moved
morequickly toappointadirectorwhen it
had firmer control of the Senate, it could
perhaps have used Fannie and Freddie to
kick off a giant wave of refinancing for
underwater homeowners. That alone
would have done something to ease the
pressure on stressed households.

But when talking about what might
haveworked on amassive, economy-wide
scale — that is to say, what might have
made this time different — you’re talking
about something more drastic. You’re
talking about getting rid of thedebt. Todo
that, somebodyhas to pay it, or somebody
has to take the loss on it.

The most politically appealing plans
are theones that force thebanks to eat the
debt, or at least appear to do so. “Cram-
down,” in which judges simply reduce the
principal owed by underwater home-
owners, works this way. But any plan that
leads to massive debt forgiveness would
blow a massive hole in the banks. The
worry would move from “What do we do
about all this housing debt?” to “What do
we do about all these failing banks?” And
we know what we do about failing banks
amid a recession: We bail them out to
keep the credit markets from freezing up.
There was no appetite for a second Leh-
manBrothers in late 2009.

Which means that the ultimate ques-
tion was how much housing debt the
American taxpayer was willing to shoul-
der. Whether that debt came in the form
of nationalizing the banks and taking the
bad assets off their books — a policy the
administration estimated could cost tax-
payers a trillion dollars — or simply pay-
ing off the debt directly was more of a
political question than an economic one.
And it wasn’t a political question anyone
really knewhow to answer.

On first blush, there are few groups
more sympathetic than underwater
homeowners or foreclosed families. They
remain so until about two seconds after
their neighbors are asked to pay their
mortgages. Recall that Rick Santelli’s fa-
mousCNBCrantwasn’t aboutbig govern-
ment or high taxes or creeping socialism.
It was about amodest program theWhite
House was proposing to help certain
homeowners restructure their mortgag-
es. It had Santelli screaming bloody mur-
der.

“This is America!” he shouted from the
trading floor at the Chicago Board of
Trade. “How many of you people want to
pay for your neighbor’smortgage that has
an extra bathroom and can’t pay their
bills? Raise their hand.” The traders
around him began booing loudly. “Presi-
dent Obama, are you listening?”

If you believe Santelli’s rant kicked off
the tea party, then that’s what the tea
party was originally about: forgiving
housing debt.

Ultimately, concerns about the politics
and policy questions behind widespread
debt forgiveness were sufficient to scare
the administration off of the policy. It’s a
decision some ex-members of the White
House regret.

“Ifwehad thoughtharder aboutRogoff
and Reinhart, we might have made some
different trade-offs regarding debt reduc-
tion,” Bernstein says. “Moral hazard is a
big problem when you’re making policy
regarding write-offs and principal cram-
downs. It was always in the room when
you were trying to help one underwater
homeownerwrite off some debtwhile the
person next door was playing by the rules
and paying their mortgage every month.
But with hindsight, I might have argued
more rigorously against the risk of it.”

The Fed’s inflation option
There was, however, one institution

that some think could have reduced the
debt overhang crushing the economy and
that didn’t face such political obstacles:
the Federal Reserve.

The central bank manages the nation’s
money supply and credit and sits at the
center of its financial system. Usually, it
spends its time guarding against the
threat of inflation. But inDecember 2008,
Rogoff argued that themoment called for
the reverse strategy.

“It is time for the world’s major central
banks toacknowledge thata suddenburst
ofmoderate inflationwould be extremely
helpful in unwinding today’s epic debt
morass,” hewrote.

Inflation — the rate at which prices for

economy from G6 goods go up and buying power goes down
—makes any amount ofmoneyworth less
over time. It can help a depressed econo-
my in three ways: It erodes the real value
of debt. It gives people an incentive to
spend and invest now, as theirmoneywill
not go as far later. And it tends to drive
down the value of the dollar against other
currencies, making U.S. exporters more
competitive.

At the Federal Reserve, inflation is a
four-letter word. It has spent the past few
decades convincing themarket that it can
andwill “anchor” inflation at about 2 per-
cent. Lifting that anchor could cause
problems down the road, without doing
muchgood in thepresent.After all, Feder-
al Reserve Board Chairman Ben S. Ber-
nanke doesn’t have a red inflation button
beneath a glass case on his desk. Creating
inflation is difficult when demand for
goods is low, and it’s not even clear that
the Fed can do it.

Rogoff scoffs at this. “Creating inflation
is not rocket science,” he wrote. “All cen-
tral banks need to do is to keep printing
money to buy up government debt. The
main risk is that inflation could over-
shoot, landing at 20 or 30 percent instead
of 5 or 6 percent. Indeed, fear of over-
shooting paralyzed the Bank of Japan for
a decade. But this problem is easily nego-
tiated. With good communication policy,
inflation expectations can be contained,
and inflation can be brought down as
quickly as necessary.”

But the policymakers who would have
needed to create that inflation aren’t so
sure. “It’s difficult, if not impossible, to
create persistent inflation without de-
mand exceeding potential supply over an
extended period,” says Donald L. Kohn,
who served as vice chairman of the Feder-
al Reserve Board until 2010. “Yes, chang-
ing expectations might push inflation
higher, but why would expectations
changematerially and persistently under
current circumstances?”

Bernanke seems to agree. So, it seems,
does the administration, at least judging
by the economists it considered nominat-
ing to the Fed.

Summers, who had the inside track to
chair the central bank if the Obama ad-
ministration decided against renominat-
ing Bernanke, echoes Kohn’s skepticism.
“In the model I understand,” he says,
“inflation is mostly driven by demand,
and when you increase demand, you in-
crease inflation. And if you don’t increase
demand, you don’t increase inflation. But
if you’ve solved demand, you’ve solved
your problem.”

Nobel laureate Peter Diamond, whom
the Obama administration nominated to
fill a vacant seat on theFed’s board, puts it
this way: “If the Fed says we are deter-
mined to keep going till we have, say,
4 percent inflation, would that really turn
around expectations in a way that would
stimulate the economy and create higher
inflation? I doubt it.”

And, of course, the Fed might be insu-
lated frompolitics, but it’s not immune to
it. In recent years, Rep. Ron Paul (R-Tex.)
has gained national prominence in part
on an “End the Fed” platform. Texas Gov.
RickPerry, aRepublicanpresidential con-
tender, has threatened to do something
“ugly” to Bernanke. Congress passed leg-
islation to audit the Fed. Even noted
monetary economist SarahPalinweighed
in, saying, “It’s time for Ben Bernanke to
cease and desist.”

To the Fed, the nightmare scenario is
that it tries to create inflation now and
fails. It would have given up its hard-won
credibility as an inflation fighter and
invited political backlash, all without
helping the economy.

Labormarket’s long period of pain
Growth-focused and debt-focused

strategies are attempts to end the reces-
sion. They’re policy on the offensive. But
perhaps the real lesson from Rogoff and
Reinhart is that these recessions rarely
end quickly, and so officialsmustmanage
a long period of pain — defensive policy,
so to speak. America doesn’t do defense
verywell.

“We’re trying right now to keep our
lifestyles going,” says Michael Spence, a

Nobel Prize-winning economist at New
York University. “It’s not really working,
but thewaywe’redoing it is puttingall the
burden on the unemployed while trying
to leave the employed untouched. Even-
tually, this is going to require a redistribu-
tion of that burden.”

In other countries, he says, the burden
is more widely shared. The employed
work less — and get paid less — so there
aremore jobs togoaround.That leads toa
little pain for a lot of people, rather than a
lot of pain for fewer people. It also keeps
more workers on the job, which means
their skills don’t deteriorate and the econ-
omy isn’t left with people who became
unemployed and then found themselves
unemployable.

That’s what we’ve seen here: Employ-
ers have become so leery of hiring the
unemployed that the Obama administra-
tion has proposed to make it illegal to
discriminate against them. Such a policy
is easier said than done, but it speaks to
the downside of lettingworkers fall out of
the labor force for long periods of time.

Germany’s response to the recession
included a work-sharing program that

subsidized salaries when employers
trimmed the hours of individual workers
to keepmorepeople on the job. Ifworkers
attended job training, the government
gave amore generous subsidy.

The program worked. Even though
Germany’s economy was devastated by
the recession—declining by almost 7 per-
cent — the jobless rate fell slightly, from
7.9 percent at the start of the recession to
7 percent inMay 2010.

There are reasons to question whether
work-sharing programs would have been
as effective here as theywere inGermany.
For one thing, they work best in sectors
where jobs are bound to return after a
recession — such as Germany’s export
sector — rather than sectors that need to
be downsized after being inflated by a
credit boom.

Germany also has a different labor
market. Employers, unions and the gov-
ernment work together with an unusual
level of cooperation. The culture is much
morehostile toward layoffs than theUnit-
ed States’ is, which has caused Germany
problems in the past but has been a boon
throughout this recession.

But paying the private sector to save
jobs was not the administration’s only
option. There was also the possibility of
simply payingworkers towork.

For one thing, the government could
have refused to fire anyone. Says Baker, of
the Center for Economic and Policy Re-
search: “We’ve lost 500,000 state and
local jobs, and before that, we were creat-
ing 160,000 a year. If we hadn’t had those
lossesandhaddonemore tokeepcreation
at that pace, we would have almost an-
othermillion jobs.”

It also could have started hiring.
Romer, for instance, proposed to add
100,000 teacher’s aides. Imagine similar
proposals: Every park ranger could have
had an assistant park ranger. Every fire-
fighter station could have added three
trainees. Every city could have expanded
its police force by 5 percent. Everyone
between ages 18 and 26 could have signed
up for two years of paid national service.

In a relatively quick recovery, these
programswouldn’t havemade sense. Bet-
ter to support the economymore general-
ly and let workers migrate from unpro-
ductive sectors to productive ones. Em-
ploying workers directly is, at best, a
stopgap, and at worst, a waste of the
government’s resources and the worker’s
time. The government doesn’t know
whereworkers arebestused.That’s better
left to themarket.

But in a long slog of a recession, that
logic falls apart. Workers don’t move into
more productive sectors of the economy.
They lose their jobs, and then they lose
their paychecks, homes and, eventually,
skills. That sucks demand out of the
economy, further depresses home prices
and makes it harder for the labor market
to recover.

Call-and-response conundrum
So could this time have been different?

There’s little doubt that it couldhavebeen
better. From the outset, the policies were
too small for the recession the adminis-
tration and economists thoughtwe faced.
They were much too small for the reces-
sion we actually faced. More and better
stimulus, more aggressive interventions
in the housing market, more aggressive
policy fromtheFed,andmoreattention to
preventing layoffs and hiring the unem-
ployed could have led to millions more
jobs. At least in theory.

Of course, ideas always sound better
than policies. Policies must be imple-
mented, and theyhaveunintendedconse-
quences and unforeseen flaws. In the best
of circumstances, the policymaking proc-
ess is imperfect.ButJanuary2009hadthe
worst of circumstances—aonce-in-a-life-
time economic emergency during a presi-
dential transition.

Reinhart, for one, thinks the Bush and
Obama administrations don’t get suffi-
cient credit for all they did.

“The initial policy of monetary and
fiscal stimulus really made a huge differ-
ence,” she says. “I would tattoo that onmy
forehead. The output decline we had was
peanuts compared to the output decline

we would otherwise have had in a crisis
like this. That isn’t fully appreciated.”

In that way, Reinhart says, this time
really was different — at least from the
GreatDepression,whenoutput shrankby
30 percent and a quarter of theworkforce
was unemployed. “If the choice was this
or the ’30s,” she says, “I’d take this hands
down.”

Give policymakers some credit: They
really have learned from the Depression.
So did the Japanese. In the 1990s, they
pumped monetary and fiscal stimulus
into their economy, too, and they didn’t
suffer a depression. But they never found
themselves in a recovery. They stagnated
for a decade, and then for another.

What we’re in looks more like Japan in
the ’90s than theUnited States in the ’30s.
Reinhart doesn’t think that’s an accident;
she thinks it’s a product of the initial
successes. “The same policies that serve
youwell in limiting theoutput collapsedo
not serve you well in speeding the time it
takes to get out,” she says.

By saving the banking system, you end
upwith banks that are quietly holding on
to toxic assets in the hope that one day
they’ll be worth something. By limiting
the output gap, you keep the economy
from getting so bad that truly radical
solutions, such aswiping out hundreds of
billions of dollars of housing debt, be-
come thinkable. You limp along.

The question, of course, is why do
governments limp out of recessionswhen
theweight of history tells them to run?

“Now knowing how much worse the
storm was, people look back and say, you
guysundershot,” sighsTreasury Secretary
Timothy F. Geithner. “But we didn’t think
we were undershooting at the time. We
thought that the dominant strategy had
to bemassive, overwhelming force. There
were political limits to what we could do,
but we thought we were operating to
expand the scope of those limits. I used to
say to people, ‘Whichmistake is harder to
correct: doing too much, or doing too
little?’ ”

Yet the Obama administration did too
little. Its team of interventionist Keynes-
ians immersed in the lessons of the De-
pression and Japan did too little. Every-
one does too little, even when they think
they’re erring on the side of doing too
much. That’s one reason “this time” is
almost never different.

The tendency thus far has been to look
at these crises in terms of the identifiable
economic factors that make them differ-
ent from typical recessions. But perhaps
the better approach is to look at the
political factors that make them turn out
the same, that stop governments from
doing enoughevenwhen theyhave sworn
to err on the side of doing toomuch.

These crises have a sort of immune
system. It is never possible for the politi-
cal system to do enough to stop them at
the outset, as it is never quite clear how
bad they are. Even if it were, the system is
ill-equipped to take action at that scale.
The actors comfort themselves with the
thought that if they need to domore, they
can do it later. And, for now, the fact that
this is the largest rescue package anyone
has ever seen has to beworth something.

Perversely, the very size of the package
is part of its problem. With something
extraordinary that is nevertheless not
enough, the economy deteriorates, and
thegovernment sees its solutionsdiscred-
ited and its political standing weakened
by the worsening economic storm. That
keeps it fromdoingmore.

Meanwhile, the opposition’s capacity
to domore is arguably evenmore limited,
as it has turned against whatever policies
were tried in the first place. Add in the
almost inevitable run-up in government
debt, which imposes constraints in the
eyes of the voters and, in some cases, in
the eyes of the markets, and an economy
that started by not doing enough is never
able to get in front of the crisis.

These sorts of economic crises are, in
other words, inherently politically desta-
bilizing, and that makes a sufficient re-
sponse, at least in a democracy, nearly
impossible.

There’s some evidence for this interna-
tionally. Larry Bartels, a political scientist
at Vanderbilt University, examined 31
elections that took place after the 2008
financial crisis and found that “voters
consistentlypunished incumbentgovern-
ments for bad economic conditions, with
little apparent regard for the ideology of
the government or global economic con-
ditions at the time of the election.” Just
look to Europe, where the path to ending
the debt crisis and saving the euro zone—
the groupof nations that use the currency
—isclear tomosteconomistsbut impossi-
ble for any European politician.

That isn’t to say that this time couldn’t
have been different or that next time
won’t be. But it is no accident that these
crises so often turn out the same, in so
many countries, with so many types of
governments, who have tried so many
kinds of responses.

In general, the policies that are vastly
better than whatever you are doing are
notpolitically achievable, and thepolicies
that are politically achievable are not
vastly better. There weremany paths that
could have been taken in January 2009,
and any one would havemade this time a
bit different. But not different enough.
Not as different as wewish.
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most of its $75 billion unspent. TheHome
Affordable Refinance Program was pro-
jected tohelp5millionunderwaterhome-
owners. It has reached fewer than 1 mil-
lion.

Even so, the administration rejects the
more radical solutions that are occasion-
ally floated. The problem, it says, is that
the choices aremostly between timid and
unworkable.

One problem was that mortgage fi-
nancegiantsFannieMaeandFreddieMac
were ultimately controlled by the inde-
pendent Federal Housing Finance Agen-
cy. Created by Congress in 2008, the
agency was initially led by a Bush admin-
istration appointee, James B. Lockhart
III, and when he stepped down, by an-
otherBushadministrationappointee,Ed-
ward DeMarco. The Obama administra-
tion’s November 2010 effort to nominate
its own director was foiled by Senate
Republicans.

By that time, the administration had
been in office for almost two years and
seen the Democrats’ 60-vote majority in
the Senate come and go. If it had moved
morequickly toappointadirectorwhen it
had firmer control of the Senate, it could
perhaps have used Fannie and Freddie to
kick off a giant wave of refinancing for
underwater homeowners. That alone
would have done something to ease the
pressure on stressed households.

But when talking about what might
haveworked on amassive, economy-wide
scale — that is to say, what might have
made this time different — you’re talking
about something more drastic. You’re
talking about getting rid of thedebt. Todo
that, somebodyhas to pay it, or somebody
has to take the loss on it.

The most politically appealing plans
are theones that force thebanks to eat the
debt, or at least appear to do so. “Cram-
down,” in which judges simply reduce the
principal owed by underwater home-
owners, works this way. But any plan that
leads to massive debt forgiveness would
blow a massive hole in the banks. The
worry would move from “What do we do
about all this housing debt?” to “What do
we do about all these failing banks?” And
we know what we do about failing banks
amid a recession: We bail them out to
keep the credit markets from freezing up.
There was no appetite for a second Leh-
manBrothers in late 2009.

Which means that the ultimate ques-
tion was how much housing debt the
American taxpayer was willing to shoul-
der. Whether that debt came in the form
of nationalizing the banks and taking the
bad assets off their books — a policy the
administration estimated could cost tax-
payers a trillion dollars — or simply pay-
ing off the debt directly was more of a
political question than an economic one.
And it wasn’t a political question anyone
really knewhow to answer.

On first blush, there are few groups
more sympathetic than underwater
homeowners or foreclosed families. They
remain so until about two seconds after
their neighbors are asked to pay their
mortgages. Recall that Rick Santelli’s fa-
mousCNBCrantwasn’t aboutbig govern-
ment or high taxes or creeping socialism.
It was about amodest program theWhite
House was proposing to help certain
homeowners restructure their mortgag-
es. It had Santelli screaming bloody mur-
der.

“This is America!” he shouted from the
trading floor at the Chicago Board of
Trade. “How many of you people want to
pay for your neighbor’smortgage that has
an extra bathroom and can’t pay their
bills? Raise their hand.” The traders
around him began booing loudly. “Presi-
dent Obama, are you listening?”

If you believe Santelli’s rant kicked off
the tea party, then that’s what the tea
party was originally about: forgiving
housing debt.

Ultimately, concerns about the politics
and policy questions behind widespread
debt forgiveness were sufficient to scare
the administration off of the policy. It’s a
decision some ex-members of the White
House regret.

“Ifwehad thoughtharder aboutRogoff
and Reinhart, we might have made some
different trade-offs regarding debt reduc-
tion,” Bernstein says. “Moral hazard is a
big problem when you’re making policy
regarding write-offs and principal cram-
downs. It was always in the room when
you were trying to help one underwater
homeownerwrite off some debtwhile the
person next door was playing by the rules
and paying their mortgage every month.
But with hindsight, I might have argued
more rigorously against the risk of it.”

The Fed’s inflation option
There was, however, one institution

that some think could have reduced the
debt overhang crushing the economy and
that didn’t face such political obstacles:
the Federal Reserve.

The central bank manages the nation’s
money supply and credit and sits at the
center of its financial system. Usually, it
spends its time guarding against the
threat of inflation. But inDecember 2008,
Rogoff argued that themoment called for
the reverse strategy.

“It is time for the world’s major central
banks toacknowledge thata suddenburst
ofmoderate inflationwould be extremely
helpful in unwinding today’s epic debt
morass,” hewrote.

Inflation — the rate at which prices for

economy from G6 goods go up and buying power goes down
—makes any amount ofmoneyworth less
over time. It can help a depressed econo-
my in three ways: It erodes the real value
of debt. It gives people an incentive to
spend and invest now, as theirmoneywill
not go as far later. And it tends to drive
down the value of the dollar against other
currencies, making U.S. exporters more
competitive.

At the Federal Reserve, inflation is a
four-letter word. It has spent the past few
decades convincing themarket that it can
andwill “anchor” inflation at about 2 per-
cent. Lifting that anchor could cause
problems down the road, without doing
muchgood in thepresent.After all, Feder-
al Reserve Board Chairman Ben S. Ber-
nanke doesn’t have a red inflation button
beneath a glass case on his desk. Creating
inflation is difficult when demand for
goods is low, and it’s not even clear that
the Fed can do it.

Rogoff scoffs at this. “Creating inflation
is not rocket science,” he wrote. “All cen-
tral banks need to do is to keep printing
money to buy up government debt. The
main risk is that inflation could over-
shoot, landing at 20 or 30 percent instead
of 5 or 6 percent. Indeed, fear of over-
shooting paralyzed the Bank of Japan for
a decade. But this problem is easily nego-
tiated. With good communication policy,
inflation expectations can be contained,
and inflation can be brought down as
quickly as necessary.”

But the policymakers who would have
needed to create that inflation aren’t so
sure. “It’s difficult, if not impossible, to
create persistent inflation without de-
mand exceeding potential supply over an
extended period,” says Donald L. Kohn,
who served as vice chairman of the Feder-
al Reserve Board until 2010. “Yes, chang-
ing expectations might push inflation
higher, but why would expectations
changematerially and persistently under
current circumstances?”

Bernanke seems to agree. So, it seems,
does the administration, at least judging
by the economists it considered nominat-
ing to the Fed.

Summers, who had the inside track to
chair the central bank if the Obama ad-
ministration decided against renominat-
ing Bernanke, echoes Kohn’s skepticism.
“In the model I understand,” he says,
“inflation is mostly driven by demand,
and when you increase demand, you in-
crease inflation. And if you don’t increase
demand, you don’t increase inflation. But
if you’ve solved demand, you’ve solved
your problem.”

Nobel laureate Peter Diamond, whom
the Obama administration nominated to
fill a vacant seat on theFed’s board, puts it
this way: “If the Fed says we are deter-
mined to keep going till we have, say,
4 percent inflation, would that really turn
around expectations in a way that would
stimulate the economy and create higher
inflation? I doubt it.”

And, of course, the Fed might be insu-
lated frompolitics, but it’s not immune to
it. In recent years, Rep. Ron Paul (R-Tex.)
has gained national prominence in part
on an “End the Fed” platform. Texas Gov.
RickPerry, aRepublicanpresidential con-
tender, has threatened to do something
“ugly” to Bernanke. Congress passed leg-
islation to audit the Fed. Even noted
monetary economist SarahPalinweighed
in, saying, “It’s time for Ben Bernanke to
cease and desist.”

To the Fed, the nightmare scenario is
that it tries to create inflation now and
fails. It would have given up its hard-won
credibility as an inflation fighter and
invited political backlash, all without
helping the economy.

Labormarket’s long period of pain
Growth-focused and debt-focused

strategies are attempts to end the reces-
sion. They’re policy on the offensive. But
perhaps the real lesson from Rogoff and
Reinhart is that these recessions rarely
end quickly, and so officialsmustmanage
a long period of pain — defensive policy,
so to speak. America doesn’t do defense
verywell.

“We’re trying right now to keep our
lifestyles going,” says Michael Spence, a

Nobel Prize-winning economist at New
York University. “It’s not really working,
but thewaywe’redoing it is puttingall the
burden on the unemployed while trying
to leave the employed untouched. Even-
tually, this is going to require a redistribu-
tion of that burden.”

In other countries, he says, the burden
is more widely shared. The employed
work less — and get paid less — so there
aremore jobs togoaround.That leads toa
little pain for a lot of people, rather than a
lot of pain for fewer people. It also keeps
more workers on the job, which means
their skills don’t deteriorate and the econ-
omy isn’t left with people who became
unemployed and then found themselves
unemployable.

That’s what we’ve seen here: Employ-
ers have become so leery of hiring the
unemployed that the Obama administra-
tion has proposed to make it illegal to
discriminate against them. Such a policy
is easier said than done, but it speaks to
the downside of lettingworkers fall out of
the labor force for long periods of time.

Germany’s response to the recession
included a work-sharing program that

subsidized salaries when employers
trimmed the hours of individual workers
to keepmorepeople on the job. Ifworkers
attended job training, the government
gave amore generous subsidy.

The program worked. Even though
Germany’s economy was devastated by
the recession—declining by almost 7 per-
cent — the jobless rate fell slightly, from
7.9 percent at the start of the recession to
7 percent inMay 2010.

There are reasons to question whether
work-sharing programs would have been
as effective here as theywere inGermany.
For one thing, they work best in sectors
where jobs are bound to return after a
recession — such as Germany’s export
sector — rather than sectors that need to
be downsized after being inflated by a
credit boom.

Germany also has a different labor
market. Employers, unions and the gov-
ernment work together with an unusual
level of cooperation. The culture is much
morehostile toward layoffs than theUnit-
ed States’ is, which has caused Germany
problems in the past but has been a boon
throughout this recession.

But paying the private sector to save
jobs was not the administration’s only
option. There was also the possibility of
simply payingworkers towork.

For one thing, the government could
have refused to fire anyone. Says Baker, of
the Center for Economic and Policy Re-
search: “We’ve lost 500,000 state and
local jobs, and before that, we were creat-
ing 160,000 a year. If we hadn’t had those
lossesandhaddonemore tokeepcreation
at that pace, we would have almost an-
othermillion jobs.”

It also could have started hiring.
Romer, for instance, proposed to add
100,000 teacher’s aides. Imagine similar
proposals: Every park ranger could have
had an assistant park ranger. Every fire-
fighter station could have added three
trainees. Every city could have expanded
its police force by 5 percent. Everyone
between ages 18 and 26 could have signed
up for two years of paid national service.

In a relatively quick recovery, these
programswouldn’t havemade sense. Bet-
ter to support the economymore general-
ly and let workers migrate from unpro-
ductive sectors to productive ones. Em-
ploying workers directly is, at best, a
stopgap, and at worst, a waste of the
government’s resources and the worker’s
time. The government doesn’t know
whereworkers arebestused.That’s better
left to themarket.

But in a long slog of a recession, that
logic falls apart. Workers don’t move into
more productive sectors of the economy.
They lose their jobs, and then they lose
their paychecks, homes and, eventually,
skills. That sucks demand out of the
economy, further depresses home prices
and makes it harder for the labor market
to recover.

Call-and-response conundrum
So could this time have been different?

There’s little doubt that it couldhavebeen
better. From the outset, the policies were
too small for the recession the adminis-
tration and economists thoughtwe faced.
They were much too small for the reces-
sion we actually faced. More and better
stimulus, more aggressive interventions
in the housing market, more aggressive
policy fromtheFed,andmoreattention to
preventing layoffs and hiring the unem-
ployed could have led to millions more
jobs. At least in theory.

Of course, ideas always sound better
than policies. Policies must be imple-
mented, and theyhaveunintendedconse-
quences and unforeseen flaws. In the best
of circumstances, the policymaking proc-
ess is imperfect.ButJanuary2009hadthe
worst of circumstances—aonce-in-a-life-
time economic emergency during a presi-
dential transition.

Reinhart, for one, thinks the Bush and
Obama administrations don’t get suffi-
cient credit for all they did.

“The initial policy of monetary and
fiscal stimulus really made a huge differ-
ence,” she says. “I would tattoo that onmy
forehead. The output decline we had was
peanuts compared to the output decline

we would otherwise have had in a crisis
like this. That isn’t fully appreciated.”

In that way, Reinhart says, this time
really was different — at least from the
GreatDepression,whenoutput shrankby
30 percent and a quarter of theworkforce
was unemployed. “If the choice was this
or the ’30s,” she says, “I’d take this hands
down.”

Give policymakers some credit: They
really have learned from the Depression.
So did the Japanese. In the 1990s, they
pumped monetary and fiscal stimulus
into their economy, too, and they didn’t
suffer a depression. But they never found
themselves in a recovery. They stagnated
for a decade, and then for another.

What we’re in looks more like Japan in
the ’90s than theUnited States in the ’30s.
Reinhart doesn’t think that’s an accident;
she thinks it’s a product of the initial
successes. “The same policies that serve
youwell in limiting theoutput collapsedo
not serve you well in speeding the time it
takes to get out,” she says.

By saving the banking system, you end
upwith banks that are quietly holding on
to toxic assets in the hope that one day
they’ll be worth something. By limiting
the output gap, you keep the economy
from getting so bad that truly radical
solutions, such aswiping out hundreds of
billions of dollars of housing debt, be-
come thinkable. You limp along.

The question, of course, is why do
governments limp out of recessionswhen
theweight of history tells them to run?

“Now knowing how much worse the
storm was, people look back and say, you
guysundershot,” sighsTreasury Secretary
Timothy F. Geithner. “But we didn’t think
we were undershooting at the time. We
thought that the dominant strategy had
to bemassive, overwhelming force. There
were political limits to what we could do,
but we thought we were operating to
expand the scope of those limits. I used to
say to people, ‘Whichmistake is harder to
correct: doing too much, or doing too
little?’ ”

Yet the Obama administration did too
little. Its team of interventionist Keynes-
ians immersed in the lessons of the De-
pression and Japan did too little. Every-
one does too little, even when they think
they’re erring on the side of doing too
much. That’s one reason “this time” is
almost never different.

The tendency thus far has been to look
at these crises in terms of the identifiable
economic factors that make them differ-
ent from typical recessions. But perhaps
the better approach is to look at the
political factors that make them turn out
the same, that stop governments from
doing enoughevenwhen theyhave sworn
to err on the side of doing toomuch.

These crises have a sort of immune
system. It is never possible for the politi-
cal system to do enough to stop them at
the outset, as it is never quite clear how
bad they are. Even if it were, the system is
ill-equipped to take action at that scale.
The actors comfort themselves with the
thought that if they need to domore, they
can do it later. And, for now, the fact that
this is the largest rescue package anyone
has ever seen has to beworth something.

Perversely, the very size of the package
is part of its problem. With something
extraordinary that is nevertheless not
enough, the economy deteriorates, and
thegovernment sees its solutionsdiscred-
ited and its political standing weakened
by the worsening economic storm. That
keeps it fromdoingmore.

Meanwhile, the opposition’s capacity
to domore is arguably evenmore limited,
as it has turned against whatever policies
were tried in the first place. Add in the
almost inevitable run-up in government
debt, which imposes constraints in the
eyes of the voters and, in some cases, in
the eyes of the markets, and an economy
that started by not doing enough is never
able to get in front of the crisis.

These sorts of economic crises are, in
other words, inherently politically desta-
bilizing, and that makes a sufficient re-
sponse, at least in a democracy, nearly
impossible.

There’s some evidence for this interna-
tionally. Larry Bartels, a political scientist
at Vanderbilt University, examined 31
elections that took place after the 2008
financial crisis and found that “voters
consistentlypunished incumbentgovern-
ments for bad economic conditions, with
little apparent regard for the ideology of
the government or global economic con-
ditions at the time of the election.” Just
look to Europe, where the path to ending
the debt crisis and saving the euro zone—
the groupof nations that use the currency
—isclear tomosteconomistsbut impossi-
ble for any European politician.

That isn’t to say that this time couldn’t
have been different or that next time
won’t be. But it is no accident that these
crises so often turn out the same, in so
many countries, with so many types of
governments, who have tried so many
kinds of responses.

In general, the policies that are vastly
better than whatever you are doing are
notpolitically achievable, and thepolicies
that are politically achievable are not
vastly better. There weremany paths that
could have been taken in January 2009,
and any one would havemade this time a
bit different. But not different enough.
Not as different as wewish.

kleine@washpost.com
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A country unable to get ahead of crisis

There were political limits to what we could do, but we thought we were operating to expand the scope of those limits.
I used to say to people, ‘Which mistake is harder to correct: doing too much, or doing too little?’ ”— Timothy F. Geithner, Treasury secretary
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most of its $75 billion unspent. TheHome
Affordable Refinance Program was pro-
jected tohelp5millionunderwaterhome-
owners. It has reached fewer than 1 mil-
lion.

Even so, the administration rejects the
more radical solutions that are occasion-
ally floated. The problem, it says, is that
the choices aremostly between timid and
unworkable.

One problem was that mortgage fi-
nancegiantsFannieMaeandFreddieMac
were ultimately controlled by the inde-
pendent Federal Housing Finance Agen-
cy. Created by Congress in 2008, the
agency was initially led by a Bush admin-
istration appointee, James B. Lockhart
III, and when he stepped down, by an-
otherBushadministrationappointee,Ed-
ward DeMarco. The Obama administra-
tion’s November 2010 effort to nominate
its own director was foiled by Senate
Republicans.

By that time, the administration had
been in office for almost two years and
seen the Democrats’ 60-vote majority in
the Senate come and go. If it had moved
morequickly toappointadirectorwhen it
had firmer control of the Senate, it could
perhaps have used Fannie and Freddie to
kick off a giant wave of refinancing for
underwater homeowners. That alone
would have done something to ease the
pressure on stressed households.

But when talking about what might
haveworked on amassive, economy-wide
scale — that is to say, what might have
made this time different — you’re talking
about something more drastic. You’re
talking about getting rid of thedebt. Todo
that, somebodyhas to pay it, or somebody
has to take the loss on it.

The most politically appealing plans
are theones that force thebanks to eat the
debt, or at least appear to do so. “Cram-
down,” in which judges simply reduce the
principal owed by underwater home-
owners, works this way. But any plan that
leads to massive debt forgiveness would
blow a massive hole in the banks. The
worry would move from “What do we do
about all this housing debt?” to “What do
we do about all these failing banks?” And
we know what we do about failing banks
amid a recession: We bail them out to
keep the credit markets from freezing up.
There was no appetite for a second Leh-
manBrothers in late 2009.

Which means that the ultimate ques-
tion was how much housing debt the
American taxpayer was willing to shoul-
der. Whether that debt came in the form
of nationalizing the banks and taking the
bad assets off their books — a policy the
administration estimated could cost tax-
payers a trillion dollars — or simply pay-
ing off the debt directly was more of a
political question than an economic one.
And it wasn’t a political question anyone
really knewhow to answer.

On first blush, there are few groups
more sympathetic than underwater
homeowners or foreclosed families. They
remain so until about two seconds after
their neighbors are asked to pay their
mortgages. Recall that Rick Santelli’s fa-
mousCNBCrantwasn’t aboutbig govern-
ment or high taxes or creeping socialism.
It was about amodest program theWhite
House was proposing to help certain
homeowners restructure their mortgag-
es. It had Santelli screaming bloody mur-
der.

“This is America!” he shouted from the
trading floor at the Chicago Board of
Trade. “How many of you people want to
pay for your neighbor’smortgage that has
an extra bathroom and can’t pay their
bills? Raise their hand.” The traders
around him began booing loudly. “Presi-
dent Obama, are you listening?”

If you believe Santelli’s rant kicked off
the tea party, then that’s what the tea
party was originally about: forgiving
housing debt.

Ultimately, concerns about the politics
and policy questions behind widespread
debt forgiveness were sufficient to scare
the administration off of the policy. It’s a
decision some ex-members of the White
House regret.

“Ifwehad thoughtharder aboutRogoff
and Reinhart, we might have made some
different trade-offs regarding debt reduc-
tion,” Bernstein says. “Moral hazard is a
big problem when you’re making policy
regarding write-offs and principal cram-
downs. It was always in the room when
you were trying to help one underwater
homeownerwrite off some debtwhile the
person next door was playing by the rules
and paying their mortgage every month.
But with hindsight, I might have argued
more rigorously against the risk of it.”

The Fed’s inflation option
There was, however, one institution

that some think could have reduced the
debt overhang crushing the economy and
that didn’t face such political obstacles:
the Federal Reserve.

The central bank manages the nation’s
money supply and credit and sits at the
center of its financial system. Usually, it
spends its time guarding against the
threat of inflation. But inDecember 2008,
Rogoff argued that themoment called for
the reverse strategy.

“It is time for the world’s major central
banks toacknowledge thata suddenburst
ofmoderate inflationwould be extremely
helpful in unwinding today’s epic debt
morass,” hewrote.

Inflation — the rate at which prices for

economy from G6 goods go up and buying power goes down
—makes any amount ofmoneyworth less
over time. It can help a depressed econo-
my in three ways: It erodes the real value
of debt. It gives people an incentive to
spend and invest now, as theirmoneywill
not go as far later. And it tends to drive
down the value of the dollar against other
currencies, making U.S. exporters more
competitive.

At the Federal Reserve, inflation is a
four-letter word. It has spent the past few
decades convincing themarket that it can
andwill “anchor” inflation at about 2 per-
cent. Lifting that anchor could cause
problems down the road, without doing
muchgood in thepresent.After all, Feder-
al Reserve Board Chairman Ben S. Ber-
nanke doesn’t have a red inflation button
beneath a glass case on his desk. Creating
inflation is difficult when demand for
goods is low, and it’s not even clear that
the Fed can do it.

Rogoff scoffs at this. “Creating inflation
is not rocket science,” he wrote. “All cen-
tral banks need to do is to keep printing
money to buy up government debt. The
main risk is that inflation could over-
shoot, landing at 20 or 30 percent instead
of 5 or 6 percent. Indeed, fear of over-
shooting paralyzed the Bank of Japan for
a decade. But this problem is easily nego-
tiated. With good communication policy,
inflation expectations can be contained,
and inflation can be brought down as
quickly as necessary.”

But the policymakers who would have
needed to create that inflation aren’t so
sure. “It’s difficult, if not impossible, to
create persistent inflation without de-
mand exceeding potential supply over an
extended period,” says Donald L. Kohn,
who served as vice chairman of the Feder-
al Reserve Board until 2010. “Yes, chang-
ing expectations might push inflation
higher, but why would expectations
changematerially and persistently under
current circumstances?”

Bernanke seems to agree. So, it seems,
does the administration, at least judging
by the economists it considered nominat-
ing to the Fed.

Summers, who had the inside track to
chair the central bank if the Obama ad-
ministration decided against renominat-
ing Bernanke, echoes Kohn’s skepticism.
“In the model I understand,” he says,
“inflation is mostly driven by demand,
and when you increase demand, you in-
crease inflation. And if you don’t increase
demand, you don’t increase inflation. But
if you’ve solved demand, you’ve solved
your problem.”

Nobel laureate Peter Diamond, whom
the Obama administration nominated to
fill a vacant seat on theFed’s board, puts it
this way: “If the Fed says we are deter-
mined to keep going till we have, say,
4 percent inflation, would that really turn
around expectations in a way that would
stimulate the economy and create higher
inflation? I doubt it.”

And, of course, the Fed might be insu-
lated frompolitics, but it’s not immune to
it. In recent years, Rep. Ron Paul (R-Tex.)
has gained national prominence in part
on an “End the Fed” platform. Texas Gov.
RickPerry, aRepublicanpresidential con-
tender, has threatened to do something
“ugly” to Bernanke. Congress passed leg-
islation to audit the Fed. Even noted
monetary economist SarahPalinweighed
in, saying, “It’s time for Ben Bernanke to
cease and desist.”

To the Fed, the nightmare scenario is
that it tries to create inflation now and
fails. It would have given up its hard-won
credibility as an inflation fighter and
invited political backlash, all without
helping the economy.

Labormarket’s long period of pain
Growth-focused and debt-focused

strategies are attempts to end the reces-
sion. They’re policy on the offensive. But
perhaps the real lesson from Rogoff and
Reinhart is that these recessions rarely
end quickly, and so officialsmustmanage
a long period of pain — defensive policy,
so to speak. America doesn’t do defense
verywell.

“We’re trying right now to keep our
lifestyles going,” says Michael Spence, a

Nobel Prize-winning economist at New
York University. “It’s not really working,
but thewaywe’redoing it is puttingall the
burden on the unemployed while trying
to leave the employed untouched. Even-
tually, this is going to require a redistribu-
tion of that burden.”

In other countries, he says, the burden
is more widely shared. The employed
work less — and get paid less — so there
aremore jobs togoaround.That leads toa
little pain for a lot of people, rather than a
lot of pain for fewer people. It also keeps
more workers on the job, which means
their skills don’t deteriorate and the econ-
omy isn’t left with people who became
unemployed and then found themselves
unemployable.

That’s what we’ve seen here: Employ-
ers have become so leery of hiring the
unemployed that the Obama administra-
tion has proposed to make it illegal to
discriminate against them. Such a policy
is easier said than done, but it speaks to
the downside of lettingworkers fall out of
the labor force for long periods of time.

Germany’s response to the recession
included a work-sharing program that

subsidized salaries when employers
trimmed the hours of individual workers
to keepmorepeople on the job. Ifworkers
attended job training, the government
gave amore generous subsidy.

The program worked. Even though
Germany’s economy was devastated by
the recession—declining by almost 7 per-
cent — the jobless rate fell slightly, from
7.9 percent at the start of the recession to
7 percent inMay 2010.

There are reasons to question whether
work-sharing programs would have been
as effective here as theywere inGermany.
For one thing, they work best in sectors
where jobs are bound to return after a
recession — such as Germany’s export
sector — rather than sectors that need to
be downsized after being inflated by a
credit boom.

Germany also has a different labor
market. Employers, unions and the gov-
ernment work together with an unusual
level of cooperation. The culture is much
morehostile toward layoffs than theUnit-
ed States’ is, which has caused Germany
problems in the past but has been a boon
throughout this recession.

But paying the private sector to save
jobs was not the administration’s only
option. There was also the possibility of
simply payingworkers towork.

For one thing, the government could
have refused to fire anyone. Says Baker, of
the Center for Economic and Policy Re-
search: “We’ve lost 500,000 state and
local jobs, and before that, we were creat-
ing 160,000 a year. If we hadn’t had those
lossesandhaddonemore tokeepcreation
at that pace, we would have almost an-
othermillion jobs.”

It also could have started hiring.
Romer, for instance, proposed to add
100,000 teacher’s aides. Imagine similar
proposals: Every park ranger could have
had an assistant park ranger. Every fire-
fighter station could have added three
trainees. Every city could have expanded
its police force by 5 percent. Everyone
between ages 18 and 26 could have signed
up for two years of paid national service.

In a relatively quick recovery, these
programswouldn’t havemade sense. Bet-
ter to support the economymore general-
ly and let workers migrate from unpro-
ductive sectors to productive ones. Em-
ploying workers directly is, at best, a
stopgap, and at worst, a waste of the
government’s resources and the worker’s
time. The government doesn’t know
whereworkers arebestused.That’s better
left to themarket.

But in a long slog of a recession, that
logic falls apart. Workers don’t move into
more productive sectors of the economy.
They lose their jobs, and then they lose
their paychecks, homes and, eventually,
skills. That sucks demand out of the
economy, further depresses home prices
and makes it harder for the labor market
to recover.

Call-and-response conundrum
So could this time have been different?

There’s little doubt that it couldhavebeen
better. From the outset, the policies were
too small for the recession the adminis-
tration and economists thoughtwe faced.
They were much too small for the reces-
sion we actually faced. More and better
stimulus, more aggressive interventions
in the housing market, more aggressive
policy fromtheFed,andmoreattention to
preventing layoffs and hiring the unem-
ployed could have led to millions more
jobs. At least in theory.

Of course, ideas always sound better
than policies. Policies must be imple-
mented, and theyhaveunintendedconse-
quences and unforeseen flaws. In the best
of circumstances, the policymaking proc-
ess is imperfect.ButJanuary2009hadthe
worst of circumstances—aonce-in-a-life-
time economic emergency during a presi-
dential transition.

Reinhart, for one, thinks the Bush and
Obama administrations don’t get suffi-
cient credit for all they did.

“The initial policy of monetary and
fiscal stimulus really made a huge differ-
ence,” she says. “I would tattoo that onmy
forehead. The output decline we had was
peanuts compared to the output decline

we would otherwise have had in a crisis
like this. That isn’t fully appreciated.”

In that way, Reinhart says, this time
really was different — at least from the
GreatDepression,whenoutput shrankby
30 percent and a quarter of theworkforce
was unemployed. “If the choice was this
or the ’30s,” she says, “I’d take this hands
down.”

Give policymakers some credit: They
really have learned from the Depression.
So did the Japanese. In the 1990s, they
pumped monetary and fiscal stimulus
into their economy, too, and they didn’t
suffer a depression. But they never found
themselves in a recovery. They stagnated
for a decade, and then for another.

What we’re in looks more like Japan in
the ’90s than theUnited States in the ’30s.
Reinhart doesn’t think that’s an accident;
she thinks it’s a product of the initial
successes. “The same policies that serve
youwell in limiting theoutput collapsedo
not serve you well in speeding the time it
takes to get out,” she says.

By saving the banking system, you end
upwith banks that are quietly holding on
to toxic assets in the hope that one day
they’ll be worth something. By limiting
the output gap, you keep the economy
from getting so bad that truly radical
solutions, such aswiping out hundreds of
billions of dollars of housing debt, be-
come thinkable. You limp along.

The question, of course, is why do
governments limp out of recessionswhen
theweight of history tells them to run?

“Now knowing how much worse the
storm was, people look back and say, you
guysundershot,” sighsTreasury Secretary
Timothy F. Geithner. “But we didn’t think
we were undershooting at the time. We
thought that the dominant strategy had
to bemassive, overwhelming force. There
were political limits to what we could do,
but we thought we were operating to
expand the scope of those limits. I used to
say to people, ‘Whichmistake is harder to
correct: doing too much, or doing too
little?’ ”

Yet the Obama administration did too
little. Its team of interventionist Keynes-
ians immersed in the lessons of the De-
pression and Japan did too little. Every-
one does too little, even when they think
they’re erring on the side of doing too
much. That’s one reason “this time” is
almost never different.

The tendency thus far has been to look
at these crises in terms of the identifiable
economic factors that make them differ-
ent from typical recessions. But perhaps
the better approach is to look at the
political factors that make them turn out
the same, that stop governments from
doing enoughevenwhen theyhave sworn
to err on the side of doing toomuch.

These crises have a sort of immune
system. It is never possible for the politi-
cal system to do enough to stop them at
the outset, as it is never quite clear how
bad they are. Even if it were, the system is
ill-equipped to take action at that scale.
The actors comfort themselves with the
thought that if they need to domore, they
can do it later. And, for now, the fact that
this is the largest rescue package anyone
has ever seen has to beworth something.

Perversely, the very size of the package
is part of its problem. With something
extraordinary that is nevertheless not
enough, the economy deteriorates, and
thegovernment sees its solutionsdiscred-
ited and its political standing weakened
by the worsening economic storm. That
keeps it fromdoingmore.

Meanwhile, the opposition’s capacity
to domore is arguably evenmore limited,
as it has turned against whatever policies
were tried in the first place. Add in the
almost inevitable run-up in government
debt, which imposes constraints in the
eyes of the voters and, in some cases, in
the eyes of the markets, and an economy
that started by not doing enough is never
able to get in front of the crisis.

These sorts of economic crises are, in
other words, inherently politically desta-
bilizing, and that makes a sufficient re-
sponse, at least in a democracy, nearly
impossible.

There’s some evidence for this interna-
tionally. Larry Bartels, a political scientist
at Vanderbilt University, examined 31
elections that took place after the 2008
financial crisis and found that “voters
consistentlypunished incumbentgovern-
ments for bad economic conditions, with
little apparent regard for the ideology of
the government or global economic con-
ditions at the time of the election.” Just
look to Europe, where the path to ending
the debt crisis and saving the euro zone—
the groupof nations that use the currency
—isclear tomosteconomistsbut impossi-
ble for any European politician.

That isn’t to say that this time couldn’t
have been different or that next time
won’t be. But it is no accident that these
crises so often turn out the same, in so
many countries, with so many types of
governments, who have tried so many
kinds of responses.

In general, the policies that are vastly
better than whatever you are doing are
notpolitically achievable, and thepolicies
that are politically achievable are not
vastly better. There weremany paths that
could have been taken in January 2009,
and any one would havemade this time a
bit different. But not different enough.
Not as different as wewish.
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most of its $75 billion unspent. TheHome
Affordable Refinance Program was pro-
jected tohelp5millionunderwaterhome-
owners. It has reached fewer than 1 mil-
lion.

Even so, the administration rejects the
more radical solutions that are occasion-
ally floated. The problem, it says, is that
the choices aremostly between timid and
unworkable.

One problem was that mortgage fi-
nancegiantsFannieMaeandFreddieMac
were ultimately controlled by the inde-
pendent Federal Housing Finance Agen-
cy. Created by Congress in 2008, the
agency was initially led by a Bush admin-
istration appointee, James B. Lockhart
III, and when he stepped down, by an-
otherBushadministrationappointee,Ed-
ward DeMarco. The Obama administra-
tion’s November 2010 effort to nominate
its own director was foiled by Senate
Republicans.

By that time, the administration had
been in office for almost two years and
seen the Democrats’ 60-vote majority in
the Senate come and go. If it had moved
morequickly toappointadirectorwhen it
had firmer control of the Senate, it could
perhaps have used Fannie and Freddie to
kick off a giant wave of refinancing for
underwater homeowners. That alone
would have done something to ease the
pressure on stressed households.

But when talking about what might
haveworked on amassive, economy-wide
scale — that is to say, what might have
made this time different — you’re talking
about something more drastic. You’re
talking about getting rid of thedebt. Todo
that, somebodyhas to pay it, or somebody
has to take the loss on it.

The most politically appealing plans
are theones that force thebanks to eat the
debt, or at least appear to do so. “Cram-
down,” in which judges simply reduce the
principal owed by underwater home-
owners, works this way. But any plan that
leads to massive debt forgiveness would
blow a massive hole in the banks. The
worry would move from “What do we do
about all this housing debt?” to “What do
we do about all these failing banks?” And
we know what we do about failing banks
amid a recession: We bail them out to
keep the credit markets from freezing up.
There was no appetite for a second Leh-
manBrothers in late 2009.

Which means that the ultimate ques-
tion was how much housing debt the
American taxpayer was willing to shoul-
der. Whether that debt came in the form
of nationalizing the banks and taking the
bad assets off their books — a policy the
administration estimated could cost tax-
payers a trillion dollars — or simply pay-
ing off the debt directly was more of a
political question than an economic one.
And it wasn’t a political question anyone
really knewhow to answer.

On first blush, there are few groups
more sympathetic than underwater
homeowners or foreclosed families. They
remain so until about two seconds after
their neighbors are asked to pay their
mortgages. Recall that Rick Santelli’s fa-
mousCNBCrantwasn’t aboutbig govern-
ment or high taxes or creeping socialism.
It was about amodest program theWhite
House was proposing to help certain
homeowners restructure their mortgag-
es. It had Santelli screaming bloody mur-
der.

“This is America!” he shouted from the
trading floor at the Chicago Board of
Trade. “How many of you people want to
pay for your neighbor’smortgage that has
an extra bathroom and can’t pay their
bills? Raise their hand.” The traders
around him began booing loudly. “Presi-
dent Obama, are you listening?”

If you believe Santelli’s rant kicked off
the tea party, then that’s what the tea
party was originally about: forgiving
housing debt.

Ultimately, concerns about the politics
and policy questions behind widespread
debt forgiveness were sufficient to scare
the administration off of the policy. It’s a
decision some ex-members of the White
House regret.

“Ifwehad thoughtharder aboutRogoff
and Reinhart, we might have made some
different trade-offs regarding debt reduc-
tion,” Bernstein says. “Moral hazard is a
big problem when you’re making policy
regarding write-offs and principal cram-
downs. It was always in the room when
you were trying to help one underwater
homeownerwrite off some debtwhile the
person next door was playing by the rules
and paying their mortgage every month.
But with hindsight, I might have argued
more rigorously against the risk of it.”

The Fed’s inflation option
There was, however, one institution

that some think could have reduced the
debt overhang crushing the economy and
that didn’t face such political obstacles:
the Federal Reserve.

The central bank manages the nation’s
money supply and credit and sits at the
center of its financial system. Usually, it
spends its time guarding against the
threat of inflation. But inDecember 2008,
Rogoff argued that themoment called for
the reverse strategy.

“It is time for the world’s major central
banks toacknowledge thata suddenburst
ofmoderate inflationwould be extremely
helpful in unwinding today’s epic debt
morass,” hewrote.

Inflation — the rate at which prices for

economy from G6 goods go up and buying power goes down
—makes any amount ofmoneyworth less
over time. It can help a depressed econo-
my in three ways: It erodes the real value
of debt. It gives people an incentive to
spend and invest now, as theirmoneywill
not go as far later. And it tends to drive
down the value of the dollar against other
currencies, making U.S. exporters more
competitive.

At the Federal Reserve, inflation is a
four-letter word. It has spent the past few
decades convincing themarket that it can
andwill “anchor” inflation at about 2 per-
cent. Lifting that anchor could cause
problems down the road, without doing
muchgood in thepresent.After all, Feder-
al Reserve Board Chairman Ben S. Ber-
nanke doesn’t have a red inflation button
beneath a glass case on his desk. Creating
inflation is difficult when demand for
goods is low, and it’s not even clear that
the Fed can do it.

Rogoff scoffs at this. “Creating inflation
is not rocket science,” he wrote. “All cen-
tral banks need to do is to keep printing
money to buy up government debt. The
main risk is that inflation could over-
shoot, landing at 20 or 30 percent instead
of 5 or 6 percent. Indeed, fear of over-
shooting paralyzed the Bank of Japan for
a decade. But this problem is easily nego-
tiated. With good communication policy,
inflation expectations can be contained,
and inflation can be brought down as
quickly as necessary.”

But the policymakers who would have
needed to create that inflation aren’t so
sure. “It’s difficult, if not impossible, to
create persistent inflation without de-
mand exceeding potential supply over an
extended period,” says Donald L. Kohn,
who served as vice chairman of the Feder-
al Reserve Board until 2010. “Yes, chang-
ing expectations might push inflation
higher, but why would expectations
changematerially and persistently under
current circumstances?”

Bernanke seems to agree. So, it seems,
does the administration, at least judging
by the economists it considered nominat-
ing to the Fed.

Summers, who had the inside track to
chair the central bank if the Obama ad-
ministration decided against renominat-
ing Bernanke, echoes Kohn’s skepticism.
“In the model I understand,” he says,
“inflation is mostly driven by demand,
and when you increase demand, you in-
crease inflation. And if you don’t increase
demand, you don’t increase inflation. But
if you’ve solved demand, you’ve solved
your problem.”

Nobel laureate Peter Diamond, whom
the Obama administration nominated to
fill a vacant seat on theFed’s board, puts it
this way: “If the Fed says we are deter-
mined to keep going till we have, say,
4 percent inflation, would that really turn
around expectations in a way that would
stimulate the economy and create higher
inflation? I doubt it.”

And, of course, the Fed might be insu-
lated frompolitics, but it’s not immune to
it. In recent years, Rep. Ron Paul (R-Tex.)
has gained national prominence in part
on an “End the Fed” platform. Texas Gov.
RickPerry, aRepublicanpresidential con-
tender, has threatened to do something
“ugly” to Bernanke. Congress passed leg-
islation to audit the Fed. Even noted
monetary economist SarahPalinweighed
in, saying, “It’s time for Ben Bernanke to
cease and desist.”

To the Fed, the nightmare scenario is
that it tries to create inflation now and
fails. It would have given up its hard-won
credibility as an inflation fighter and
invited political backlash, all without
helping the economy.

Labormarket’s long period of pain
Growth-focused and debt-focused

strategies are attempts to end the reces-
sion. They’re policy on the offensive. But
perhaps the real lesson from Rogoff and
Reinhart is that these recessions rarely
end quickly, and so officialsmustmanage
a long period of pain — defensive policy,
so to speak. America doesn’t do defense
verywell.

“We’re trying right now to keep our
lifestyles going,” says Michael Spence, a

Nobel Prize-winning economist at New
York University. “It’s not really working,
but thewaywe’redoing it is puttingall the
burden on the unemployed while trying
to leave the employed untouched. Even-
tually, this is going to require a redistribu-
tion of that burden.”

In other countries, he says, the burden
is more widely shared. The employed
work less — and get paid less — so there
aremore jobs togoaround.That leads toa
little pain for a lot of people, rather than a
lot of pain for fewer people. It also keeps
more workers on the job, which means
their skills don’t deteriorate and the econ-
omy isn’t left with people who became
unemployed and then found themselves
unemployable.

That’s what we’ve seen here: Employ-
ers have become so leery of hiring the
unemployed that the Obama administra-
tion has proposed to make it illegal to
discriminate against them. Such a policy
is easier said than done, but it speaks to
the downside of lettingworkers fall out of
the labor force for long periods of time.

Germany’s response to the recession
included a work-sharing program that

subsidized salaries when employers
trimmed the hours of individual workers
to keepmorepeople on the job. Ifworkers
attended job training, the government
gave amore generous subsidy.

The program worked. Even though
Germany’s economy was devastated by
the recession—declining by almost 7 per-
cent — the jobless rate fell slightly, from
7.9 percent at the start of the recession to
7 percent inMay 2010.

There are reasons to question whether
work-sharing programs would have been
as effective here as theywere inGermany.
For one thing, they work best in sectors
where jobs are bound to return after a
recession — such as Germany’s export
sector — rather than sectors that need to
be downsized after being inflated by a
credit boom.

Germany also has a different labor
market. Employers, unions and the gov-
ernment work together with an unusual
level of cooperation. The culture is much
morehostile toward layoffs than theUnit-
ed States’ is, which has caused Germany
problems in the past but has been a boon
throughout this recession.

But paying the private sector to save
jobs was not the administration’s only
option. There was also the possibility of
simply payingworkers towork.

For one thing, the government could
have refused to fire anyone. Says Baker, of
the Center for Economic and Policy Re-
search: “We’ve lost 500,000 state and
local jobs, and before that, we were creat-
ing 160,000 a year. If we hadn’t had those
lossesandhaddonemore tokeepcreation
at that pace, we would have almost an-
othermillion jobs.”

It also could have started hiring.
Romer, for instance, proposed to add
100,000 teacher’s aides. Imagine similar
proposals: Every park ranger could have
had an assistant park ranger. Every fire-
fighter station could have added three
trainees. Every city could have expanded
its police force by 5 percent. Everyone
between ages 18 and 26 could have signed
up for two years of paid national service.

In a relatively quick recovery, these
programswouldn’t havemade sense. Bet-
ter to support the economymore general-
ly and let workers migrate from unpro-
ductive sectors to productive ones. Em-
ploying workers directly is, at best, a
stopgap, and at worst, a waste of the
government’s resources and the worker’s
time. The government doesn’t know
whereworkers arebestused.That’s better
left to themarket.

But in a long slog of a recession, that
logic falls apart. Workers don’t move into
more productive sectors of the economy.
They lose their jobs, and then they lose
their paychecks, homes and, eventually,
skills. That sucks demand out of the
economy, further depresses home prices
and makes it harder for the labor market
to recover.

Call-and-response conundrum
So could this time have been different?

There’s little doubt that it couldhavebeen
better. From the outset, the policies were
too small for the recession the adminis-
tration and economists thoughtwe faced.
They were much too small for the reces-
sion we actually faced. More and better
stimulus, more aggressive interventions
in the housing market, more aggressive
policy fromtheFed,andmoreattention to
preventing layoffs and hiring the unem-
ployed could have led to millions more
jobs. At least in theory.

Of course, ideas always sound better
than policies. Policies must be imple-
mented, and theyhaveunintendedconse-
quences and unforeseen flaws. In the best
of circumstances, the policymaking proc-
ess is imperfect.ButJanuary2009hadthe
worst of circumstances—aonce-in-a-life-
time economic emergency during a presi-
dential transition.

Reinhart, for one, thinks the Bush and
Obama administrations don’t get suffi-
cient credit for all they did.

“The initial policy of monetary and
fiscal stimulus really made a huge differ-
ence,” she says. “I would tattoo that onmy
forehead. The output decline we had was
peanuts compared to the output decline

we would otherwise have had in a crisis
like this. That isn’t fully appreciated.”

In that way, Reinhart says, this time
really was different — at least from the
GreatDepression,whenoutput shrankby
30 percent and a quarter of theworkforce
was unemployed. “If the choice was this
or the ’30s,” she says, “I’d take this hands
down.”

Give policymakers some credit: They
really have learned from the Depression.
So did the Japanese. In the 1990s, they
pumped monetary and fiscal stimulus
into their economy, too, and they didn’t
suffer a depression. But they never found
themselves in a recovery. They stagnated
for a decade, and then for another.

What we’re in looks more like Japan in
the ’90s than theUnited States in the ’30s.
Reinhart doesn’t think that’s an accident;
she thinks it’s a product of the initial
successes. “The same policies that serve
youwell in limiting theoutput collapsedo
not serve you well in speeding the time it
takes to get out,” she says.

By saving the banking system, you end
upwith banks that are quietly holding on
to toxic assets in the hope that one day
they’ll be worth something. By limiting
the output gap, you keep the economy
from getting so bad that truly radical
solutions, such aswiping out hundreds of
billions of dollars of housing debt, be-
come thinkable. You limp along.

The question, of course, is why do
governments limp out of recessionswhen
theweight of history tells them to run?

“Now knowing how much worse the
storm was, people look back and say, you
guysundershot,” sighsTreasury Secretary
Timothy F. Geithner. “But we didn’t think
we were undershooting at the time. We
thought that the dominant strategy had
to bemassive, overwhelming force. There
were political limits to what we could do,
but we thought we were operating to
expand the scope of those limits. I used to
say to people, ‘Whichmistake is harder to
correct: doing too much, or doing too
little?’ ”

Yet the Obama administration did too
little. Its team of interventionist Keynes-
ians immersed in the lessons of the De-
pression and Japan did too little. Every-
one does too little, even when they think
they’re erring on the side of doing too
much. That’s one reason “this time” is
almost never different.

The tendency thus far has been to look
at these crises in terms of the identifiable
economic factors that make them differ-
ent from typical recessions. But perhaps
the better approach is to look at the
political factors that make them turn out
the same, that stop governments from
doing enoughevenwhen theyhave sworn
to err on the side of doing toomuch.

These crises have a sort of immune
system. It is never possible for the politi-
cal system to do enough to stop them at
the outset, as it is never quite clear how
bad they are. Even if it were, the system is
ill-equipped to take action at that scale.
The actors comfort themselves with the
thought that if they need to domore, they
can do it later. And, for now, the fact that
this is the largest rescue package anyone
has ever seen has to beworth something.

Perversely, the very size of the package
is part of its problem. With something
extraordinary that is nevertheless not
enough, the economy deteriorates, and
thegovernment sees its solutionsdiscred-
ited and its political standing weakened
by the worsening economic storm. That
keeps it fromdoingmore.

Meanwhile, the opposition’s capacity
to domore is arguably evenmore limited,
as it has turned against whatever policies
were tried in the first place. Add in the
almost inevitable run-up in government
debt, which imposes constraints in the
eyes of the voters and, in some cases, in
the eyes of the markets, and an economy
that started by not doing enough is never
able to get in front of the crisis.

These sorts of economic crises are, in
other words, inherently politically desta-
bilizing, and that makes a sufficient re-
sponse, at least in a democracy, nearly
impossible.

There’s some evidence for this interna-
tionally. Larry Bartels, a political scientist
at Vanderbilt University, examined 31
elections that took place after the 2008
financial crisis and found that “voters
consistentlypunished incumbentgovern-
ments for bad economic conditions, with
little apparent regard for the ideology of
the government or global economic con-
ditions at the time of the election.” Just
look to Europe, where the path to ending
the debt crisis and saving the euro zone—
the groupof nations that use the currency
—isclear tomosteconomistsbut impossi-
ble for any European politician.

That isn’t to say that this time couldn’t
have been different or that next time
won’t be. But it is no accident that these
crises so often turn out the same, in so
many countries, with so many types of
governments, who have tried so many
kinds of responses.

In general, the policies that are vastly
better than whatever you are doing are
notpolitically achievable, and thepolicies
that are politically achievable are not
vastly better. There weremany paths that
could have been taken in January 2009,
and any one would havemade this time a
bit different. But not different enough.
Not as different as wewish.
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most of its $75 billion unspent. TheHome
Affordable Refinance Program was pro-
jected tohelp5millionunderwaterhome-
owners. It has reached fewer than 1 mil-
lion.

Even so, the administration rejects the
more radical solutions that are occasion-
ally floated. The problem, it says, is that
the choices aremostly between timid and
unworkable.

One problem was that mortgage fi-
nancegiantsFannieMaeandFreddieMac
were ultimately controlled by the inde-
pendent Federal Housing Finance Agen-
cy. Created by Congress in 2008, the
agency was initially led by a Bush admin-
istration appointee, James B. Lockhart
III, and when he stepped down, by an-
otherBushadministrationappointee,Ed-
ward DeMarco. The Obama administra-
tion’s November 2010 effort to nominate
its own director was foiled by Senate
Republicans.

By that time, the administration had
been in office for almost two years and
seen the Democrats’ 60-vote majority in
the Senate come and go. If it had moved
morequickly toappointadirectorwhen it
had firmer control of the Senate, it could
perhaps have used Fannie and Freddie to
kick off a giant wave of refinancing for
underwater homeowners. That alone
would have done something to ease the
pressure on stressed households.

But when talking about what might
haveworked on amassive, economy-wide
scale — that is to say, what might have
made this time different — you’re talking
about something more drastic. You’re
talking about getting rid of thedebt. Todo
that, somebodyhas to pay it, or somebody
has to take the loss on it.

The most politically appealing plans
are theones that force thebanks to eat the
debt, or at least appear to do so. “Cram-
down,” in which judges simply reduce the
principal owed by underwater home-
owners, works this way. But any plan that
leads to massive debt forgiveness would
blow a massive hole in the banks. The
worry would move from “What do we do
about all this housing debt?” to “What do
we do about all these failing banks?” And
we know what we do about failing banks
amid a recession: We bail them out to
keep the credit markets from freezing up.
There was no appetite for a second Leh-
manBrothers in late 2009.

Which means that the ultimate ques-
tion was how much housing debt the
American taxpayer was willing to shoul-
der. Whether that debt came in the form
of nationalizing the banks and taking the
bad assets off their books — a policy the
administration estimated could cost tax-
payers a trillion dollars — or simply pay-
ing off the debt directly was more of a
political question than an economic one.
And it wasn’t a political question anyone
really knewhow to answer.

On first blush, there are few groups
more sympathetic than underwater
homeowners or foreclosed families. They
remain so until about two seconds after
their neighbors are asked to pay their
mortgages. Recall that Rick Santelli’s fa-
mousCNBCrantwasn’t aboutbig govern-
ment or high taxes or creeping socialism.
It was about amodest program theWhite
House was proposing to help certain
homeowners restructure their mortgag-
es. It had Santelli screaming bloody mur-
der.

“This is America!” he shouted from the
trading floor at the Chicago Board of
Trade. “How many of you people want to
pay for your neighbor’smortgage that has
an extra bathroom and can’t pay their
bills? Raise their hand.” The traders
around him began booing loudly. “Presi-
dent Obama, are you listening?”

If you believe Santelli’s rant kicked off
the tea party, then that’s what the tea
party was originally about: forgiving
housing debt.

Ultimately, concerns about the politics
and policy questions behind widespread
debt forgiveness were sufficient to scare
the administration off of the policy. It’s a
decision some ex-members of the White
House regret.

“Ifwehad thoughtharder aboutRogoff
and Reinhart, we might have made some
different trade-offs regarding debt reduc-
tion,” Bernstein says. “Moral hazard is a
big problem when you’re making policy
regarding write-offs and principal cram-
downs. It was always in the room when
you were trying to help one underwater
homeownerwrite off some debtwhile the
person next door was playing by the rules
and paying their mortgage every month.
But with hindsight, I might have argued
more rigorously against the risk of it.”

The Fed’s inflation option
There was, however, one institution

that some think could have reduced the
debt overhang crushing the economy and
that didn’t face such political obstacles:
the Federal Reserve.

The central bank manages the nation’s
money supply and credit and sits at the
center of its financial system. Usually, it
spends its time guarding against the
threat of inflation. But inDecember 2008,
Rogoff argued that themoment called for
the reverse strategy.

“It is time for the world’s major central
banks toacknowledge thata suddenburst
ofmoderate inflationwould be extremely
helpful in unwinding today’s epic debt
morass,” hewrote.

Inflation — the rate at which prices for

economy from G6 goods go up and buying power goes down
—makes any amount ofmoneyworth less
over time. It can help a depressed econo-
my in three ways: It erodes the real value
of debt. It gives people an incentive to
spend and invest now, as theirmoneywill
not go as far later. And it tends to drive
down the value of the dollar against other
currencies, making U.S. exporters more
competitive.

At the Federal Reserve, inflation is a
four-letter word. It has spent the past few
decades convincing themarket that it can
andwill “anchor” inflation at about 2 per-
cent. Lifting that anchor could cause
problems down the road, without doing
muchgood in thepresent.After all, Feder-
al Reserve Board Chairman Ben S. Ber-
nanke doesn’t have a red inflation button
beneath a glass case on his desk. Creating
inflation is difficult when demand for
goods is low, and it’s not even clear that
the Fed can do it.

Rogoff scoffs at this. “Creating inflation
is not rocket science,” he wrote. “All cen-
tral banks need to do is to keep printing
money to buy up government debt. The
main risk is that inflation could over-
shoot, landing at 20 or 30 percent instead
of 5 or 6 percent. Indeed, fear of over-
shooting paralyzed the Bank of Japan for
a decade. But this problem is easily nego-
tiated. With good communication policy,
inflation expectations can be contained,
and inflation can be brought down as
quickly as necessary.”

But the policymakers who would have
needed to create that inflation aren’t so
sure. “It’s difficult, if not impossible, to
create persistent inflation without de-
mand exceeding potential supply over an
extended period,” says Donald L. Kohn,
who served as vice chairman of the Feder-
al Reserve Board until 2010. “Yes, chang-
ing expectations might push inflation
higher, but why would expectations
changematerially and persistently under
current circumstances?”

Bernanke seems to agree. So, it seems,
does the administration, at least judging
by the economists it considered nominat-
ing to the Fed.

Summers, who had the inside track to
chair the central bank if the Obama ad-
ministration decided against renominat-
ing Bernanke, echoes Kohn’s skepticism.
“In the model I understand,” he says,
“inflation is mostly driven by demand,
and when you increase demand, you in-
crease inflation. And if you don’t increase
demand, you don’t increase inflation. But
if you’ve solved demand, you’ve solved
your problem.”

Nobel laureate Peter Diamond, whom
the Obama administration nominated to
fill a vacant seat on theFed’s board, puts it
this way: “If the Fed says we are deter-
mined to keep going till we have, say,
4 percent inflation, would that really turn
around expectations in a way that would
stimulate the economy and create higher
inflation? I doubt it.”

And, of course, the Fed might be insu-
lated frompolitics, but it’s not immune to
it. In recent years, Rep. Ron Paul (R-Tex.)
has gained national prominence in part
on an “End the Fed” platform. Texas Gov.
RickPerry, aRepublicanpresidential con-
tender, has threatened to do something
“ugly” to Bernanke. Congress passed leg-
islation to audit the Fed. Even noted
monetary economist SarahPalinweighed
in, saying, “It’s time for Ben Bernanke to
cease and desist.”

To the Fed, the nightmare scenario is
that it tries to create inflation now and
fails. It would have given up its hard-won
credibility as an inflation fighter and
invited political backlash, all without
helping the economy.

Labormarket’s long period of pain
Growth-focused and debt-focused

strategies are attempts to end the reces-
sion. They’re policy on the offensive. But
perhaps the real lesson from Rogoff and
Reinhart is that these recessions rarely
end quickly, and so officialsmustmanage
a long period of pain — defensive policy,
so to speak. America doesn’t do defense
verywell.

“We’re trying right now to keep our
lifestyles going,” says Michael Spence, a

Nobel Prize-winning economist at New
York University. “It’s not really working,
but thewaywe’redoing it is puttingall the
burden on the unemployed while trying
to leave the employed untouched. Even-
tually, this is going to require a redistribu-
tion of that burden.”

In other countries, he says, the burden
is more widely shared. The employed
work less — and get paid less — so there
aremore jobs togoaround.That leads toa
little pain for a lot of people, rather than a
lot of pain for fewer people. It also keeps
more workers on the job, which means
their skills don’t deteriorate and the econ-
omy isn’t left with people who became
unemployed and then found themselves
unemployable.

That’s what we’ve seen here: Employ-
ers have become so leery of hiring the
unemployed that the Obama administra-
tion has proposed to make it illegal to
discriminate against them. Such a policy
is easier said than done, but it speaks to
the downside of lettingworkers fall out of
the labor force for long periods of time.

Germany’s response to the recession
included a work-sharing program that

subsidized salaries when employers
trimmed the hours of individual workers
to keepmorepeople on the job. Ifworkers
attended job training, the government
gave amore generous subsidy.

The program worked. Even though
Germany’s economy was devastated by
the recession—declining by almost 7 per-
cent — the jobless rate fell slightly, from
7.9 percent at the start of the recession to
7 percent inMay 2010.

There are reasons to question whether
work-sharing programs would have been
as effective here as theywere inGermany.
For one thing, they work best in sectors
where jobs are bound to return after a
recession — such as Germany’s export
sector — rather than sectors that need to
be downsized after being inflated by a
credit boom.

Germany also has a different labor
market. Employers, unions and the gov-
ernment work together with an unusual
level of cooperation. The culture is much
morehostile toward layoffs than theUnit-
ed States’ is, which has caused Germany
problems in the past but has been a boon
throughout this recession.

But paying the private sector to save
jobs was not the administration’s only
option. There was also the possibility of
simply payingworkers towork.

For one thing, the government could
have refused to fire anyone. Says Baker, of
the Center for Economic and Policy Re-
search: “We’ve lost 500,000 state and
local jobs, and before that, we were creat-
ing 160,000 a year. If we hadn’t had those
lossesandhaddonemore tokeepcreation
at that pace, we would have almost an-
othermillion jobs.”

It also could have started hiring.
Romer, for instance, proposed to add
100,000 teacher’s aides. Imagine similar
proposals: Every park ranger could have
had an assistant park ranger. Every fire-
fighter station could have added three
trainees. Every city could have expanded
its police force by 5 percent. Everyone
between ages 18 and 26 could have signed
up for two years of paid national service.

In a relatively quick recovery, these
programswouldn’t havemade sense. Bet-
ter to support the economymore general-
ly and let workers migrate from unpro-
ductive sectors to productive ones. Em-
ploying workers directly is, at best, a
stopgap, and at worst, a waste of the
government’s resources and the worker’s
time. The government doesn’t know
whereworkers arebestused.That’s better
left to themarket.

But in a long slog of a recession, that
logic falls apart. Workers don’t move into
more productive sectors of the economy.
They lose their jobs, and then they lose
their paychecks, homes and, eventually,
skills. That sucks demand out of the
economy, further depresses home prices
and makes it harder for the labor market
to recover.

Call-and-response conundrum
So could this time have been different?

There’s little doubt that it couldhavebeen
better. From the outset, the policies were
too small for the recession the adminis-
tration and economists thoughtwe faced.
They were much too small for the reces-
sion we actually faced. More and better
stimulus, more aggressive interventions
in the housing market, more aggressive
policy fromtheFed,andmoreattention to
preventing layoffs and hiring the unem-
ployed could have led to millions more
jobs. At least in theory.

Of course, ideas always sound better
than policies. Policies must be imple-
mented, and theyhaveunintendedconse-
quences and unforeseen flaws. In the best
of circumstances, the policymaking proc-
ess is imperfect.ButJanuary2009hadthe
worst of circumstances—aonce-in-a-life-
time economic emergency during a presi-
dential transition.

Reinhart, for one, thinks the Bush and
Obama administrations don’t get suffi-
cient credit for all they did.

“The initial policy of monetary and
fiscal stimulus really made a huge differ-
ence,” she says. “I would tattoo that onmy
forehead. The output decline we had was
peanuts compared to the output decline

we would otherwise have had in a crisis
like this. That isn’t fully appreciated.”

In that way, Reinhart says, this time
really was different — at least from the
GreatDepression,whenoutput shrankby
30 percent and a quarter of theworkforce
was unemployed. “If the choice was this
or the ’30s,” she says, “I’d take this hands
down.”

Give policymakers some credit: They
really have learned from the Depression.
So did the Japanese. In the 1990s, they
pumped monetary and fiscal stimulus
into their economy, too, and they didn’t
suffer a depression. But they never found
themselves in a recovery. They stagnated
for a decade, and then for another.

What we’re in looks more like Japan in
the ’90s than theUnited States in the ’30s.
Reinhart doesn’t think that’s an accident;
she thinks it’s a product of the initial
successes. “The same policies that serve
youwell in limiting theoutput collapsedo
not serve you well in speeding the time it
takes to get out,” she says.

By saving the banking system, you end
upwith banks that are quietly holding on
to toxic assets in the hope that one day
they’ll be worth something. By limiting
the output gap, you keep the economy
from getting so bad that truly radical
solutions, such aswiping out hundreds of
billions of dollars of housing debt, be-
come thinkable. You limp along.

The question, of course, is why do
governments limp out of recessionswhen
theweight of history tells them to run?

“Now knowing how much worse the
storm was, people look back and say, you
guysundershot,” sighsTreasury Secretary
Timothy F. Geithner. “But we didn’t think
we were undershooting at the time. We
thought that the dominant strategy had
to bemassive, overwhelming force. There
were political limits to what we could do,
but we thought we were operating to
expand the scope of those limits. I used to
say to people, ‘Whichmistake is harder to
correct: doing too much, or doing too
little?’ ”

Yet the Obama administration did too
little. Its team of interventionist Keynes-
ians immersed in the lessons of the De-
pression and Japan did too little. Every-
one does too little, even when they think
they’re erring on the side of doing too
much. That’s one reason “this time” is
almost never different.

The tendency thus far has been to look
at these crises in terms of the identifiable
economic factors that make them differ-
ent from typical recessions. But perhaps
the better approach is to look at the
political factors that make them turn out
the same, that stop governments from
doing enoughevenwhen theyhave sworn
to err on the side of doing toomuch.

These crises have a sort of immune
system. It is never possible for the politi-
cal system to do enough to stop them at
the outset, as it is never quite clear how
bad they are. Even if it were, the system is
ill-equipped to take action at that scale.
The actors comfort themselves with the
thought that if they need to domore, they
can do it later. And, for now, the fact that
this is the largest rescue package anyone
has ever seen has to beworth something.

Perversely, the very size of the package
is part of its problem. With something
extraordinary that is nevertheless not
enough, the economy deteriorates, and
thegovernment sees its solutionsdiscred-
ited and its political standing weakened
by the worsening economic storm. That
keeps it fromdoingmore.

Meanwhile, the opposition’s capacity
to domore is arguably evenmore limited,
as it has turned against whatever policies
were tried in the first place. Add in the
almost inevitable run-up in government
debt, which imposes constraints in the
eyes of the voters and, in some cases, in
the eyes of the markets, and an economy
that started by not doing enough is never
able to get in front of the crisis.

These sorts of economic crises are, in
other words, inherently politically desta-
bilizing, and that makes a sufficient re-
sponse, at least in a democracy, nearly
impossible.

There’s some evidence for this interna-
tionally. Larry Bartels, a political scientist
at Vanderbilt University, examined 31
elections that took place after the 2008
financial crisis and found that “voters
consistentlypunished incumbentgovern-
ments for bad economic conditions, with
little apparent regard for the ideology of
the government or global economic con-
ditions at the time of the election.” Just
look to Europe, where the path to ending
the debt crisis and saving the euro zone—
the groupof nations that use the currency
—isclear tomosteconomistsbut impossi-
ble for any European politician.

That isn’t to say that this time couldn’t
have been different or that next time
won’t be. But it is no accident that these
crises so often turn out the same, in so
many countries, with so many types of
governments, who have tried so many
kinds of responses.

In general, the policies that are vastly
better than whatever you are doing are
notpolitically achievable, and thepolicies
that are politically achievable are not
vastly better. There weremany paths that
could have been taken in January 2009,
and any one would havemade this time a
bit different. But not different enough.
Not as different as wewish.

kleine@washpost.com

Follow Ezra Klein on Twitter: @ezraklein

A country unable to get ahead of crisis

There were political limits to what we could do, but we thought we were operating to expand the scope of those limits.
I used to say to people, ‘Which mistake is harder to correct: doing too much, or doing too little?’ ”— Timothy F. Geithner, Treasury secretary
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most of its $75 billion unspent. TheHome
Affordable Refinance Program was pro-
jected tohelp5millionunderwaterhome-
owners. It has reached fewer than 1 mil-
lion.

Even so, the administration rejects the
more radical solutions that are occasion-
ally floated. The problem, it says, is that
the choices aremostly between timid and
unworkable.

One problem was that mortgage fi-
nancegiantsFannieMaeandFreddieMac
were ultimately controlled by the inde-
pendent Federal Housing Finance Agen-
cy. Created by Congress in 2008, the
agency was initially led by a Bush admin-
istration appointee, James B. Lockhart
III, and when he stepped down, by an-
otherBushadministrationappointee,Ed-
ward DeMarco. The Obama administra-
tion’s November 2010 effort to nominate
its own director was foiled by Senate
Republicans.

By that time, the administration had
been in office for almost two years and
seen the Democrats’ 60-vote majority in
the Senate come and go. If it had moved
morequickly toappointadirectorwhen it
had firmer control of the Senate, it could
perhaps have used Fannie and Freddie to
kick off a giant wave of refinancing for
underwater homeowners. That alone
would have done something to ease the
pressure on stressed households.

But when talking about what might
haveworked on amassive, economy-wide
scale — that is to say, what might have
made this time different — you’re talking
about something more drastic. You’re
talking about getting rid of thedebt. Todo
that, somebodyhas to pay it, or somebody
has to take the loss on it.

The most politically appealing plans
are theones that force thebanks to eat the
debt, or at least appear to do so. “Cram-
down,” in which judges simply reduce the
principal owed by underwater home-
owners, works this way. But any plan that
leads to massive debt forgiveness would
blow a massive hole in the banks. The
worry would move from “What do we do
about all this housing debt?” to “What do
we do about all these failing banks?” And
we know what we do about failing banks
amid a recession: We bail them out to
keep the credit markets from freezing up.
There was no appetite for a second Leh-
manBrothers in late 2009.

Which means that the ultimate ques-
tion was how much housing debt the
American taxpayer was willing to shoul-
der. Whether that debt came in the form
of nationalizing the banks and taking the
bad assets off their books — a policy the
administration estimated could cost tax-
payers a trillion dollars — or simply pay-
ing off the debt directly was more of a
political question than an economic one.
And it wasn’t a political question anyone
really knewhow to answer.

On first blush, there are few groups
more sympathetic than underwater
homeowners or foreclosed families. They
remain so until about two seconds after
their neighbors are asked to pay their
mortgages. Recall that Rick Santelli’s fa-
mousCNBCrantwasn’t aboutbig govern-
ment or high taxes or creeping socialism.
It was about amodest program theWhite
House was proposing to help certain
homeowners restructure their mortgag-
es. It had Santelli screaming bloody mur-
der.

“This is America!” he shouted from the
trading floor at the Chicago Board of
Trade. “How many of you people want to
pay for your neighbor’smortgage that has
an extra bathroom and can’t pay their
bills? Raise their hand.” The traders
around him began booing loudly. “Presi-
dent Obama, are you listening?”

If you believe Santelli’s rant kicked off
the tea party, then that’s what the tea
party was originally about: forgiving
housing debt.

Ultimately, concerns about the politics
and policy questions behind widespread
debt forgiveness were sufficient to scare
the administration off of the policy. It’s a
decision some ex-members of the White
House regret.

“Ifwehad thoughtharder aboutRogoff
and Reinhart, we might have made some
different trade-offs regarding debt reduc-
tion,” Bernstein says. “Moral hazard is a
big problem when you’re making policy
regarding write-offs and principal cram-
downs. It was always in the room when
you were trying to help one underwater
homeownerwrite off some debtwhile the
person next door was playing by the rules
and paying their mortgage every month.
But with hindsight, I might have argued
more rigorously against the risk of it.”

The Fed’s inflation option
There was, however, one institution

that some think could have reduced the
debt overhang crushing the economy and
that didn’t face such political obstacles:
the Federal Reserve.

The central bank manages the nation’s
money supply and credit and sits at the
center of its financial system. Usually, it
spends its time guarding against the
threat of inflation. But inDecember 2008,
Rogoff argued that themoment called for
the reverse strategy.

“It is time for the world’s major central
banks toacknowledge thata suddenburst
ofmoderate inflationwould be extremely
helpful in unwinding today’s epic debt
morass,” hewrote.

Inflation — the rate at which prices for

economy from G6 goods go up and buying power goes down
—makes any amount ofmoneyworth less
over time. It can help a depressed econo-
my in three ways: It erodes the real value
of debt. It gives people an incentive to
spend and invest now, as theirmoneywill
not go as far later. And it tends to drive
down the value of the dollar against other
currencies, making U.S. exporters more
competitive.

At the Federal Reserve, inflation is a
four-letter word. It has spent the past few
decades convincing themarket that it can
andwill “anchor” inflation at about 2 per-
cent. Lifting that anchor could cause
problems down the road, without doing
muchgood in thepresent.After all, Feder-
al Reserve Board Chairman Ben S. Ber-
nanke doesn’t have a red inflation button
beneath a glass case on his desk. Creating
inflation is difficult when demand for
goods is low, and it’s not even clear that
the Fed can do it.

Rogoff scoffs at this. “Creating inflation
is not rocket science,” he wrote. “All cen-
tral banks need to do is to keep printing
money to buy up government debt. The
main risk is that inflation could over-
shoot, landing at 20 or 30 percent instead
of 5 or 6 percent. Indeed, fear of over-
shooting paralyzed the Bank of Japan for
a decade. But this problem is easily nego-
tiated. With good communication policy,
inflation expectations can be contained,
and inflation can be brought down as
quickly as necessary.”

But the policymakers who would have
needed to create that inflation aren’t so
sure. “It’s difficult, if not impossible, to
create persistent inflation without de-
mand exceeding potential supply over an
extended period,” says Donald L. Kohn,
who served as vice chairman of the Feder-
al Reserve Board until 2010. “Yes, chang-
ing expectations might push inflation
higher, but why would expectations
changematerially and persistently under
current circumstances?”

Bernanke seems to agree. So, it seems,
does the administration, at least judging
by the economists it considered nominat-
ing to the Fed.

Summers, who had the inside track to
chair the central bank if the Obama ad-
ministration decided against renominat-
ing Bernanke, echoes Kohn’s skepticism.
“In the model I understand,” he says,
“inflation is mostly driven by demand,
and when you increase demand, you in-
crease inflation. And if you don’t increase
demand, you don’t increase inflation. But
if you’ve solved demand, you’ve solved
your problem.”

Nobel laureate Peter Diamond, whom
the Obama administration nominated to
fill a vacant seat on theFed’s board, puts it
this way: “If the Fed says we are deter-
mined to keep going till we have, say,
4 percent inflation, would that really turn
around expectations in a way that would
stimulate the economy and create higher
inflation? I doubt it.”

And, of course, the Fed might be insu-
lated frompolitics, but it’s not immune to
it. In recent years, Rep. Ron Paul (R-Tex.)
has gained national prominence in part
on an “End the Fed” platform. Texas Gov.
RickPerry, aRepublicanpresidential con-
tender, has threatened to do something
“ugly” to Bernanke. Congress passed leg-
islation to audit the Fed. Even noted
monetary economist SarahPalinweighed
in, saying, “It’s time for Ben Bernanke to
cease and desist.”

To the Fed, the nightmare scenario is
that it tries to create inflation now and
fails. It would have given up its hard-won
credibility as an inflation fighter and
invited political backlash, all without
helping the economy.

Labormarket’s long period of pain
Growth-focused and debt-focused

strategies are attempts to end the reces-
sion. They’re policy on the offensive. But
perhaps the real lesson from Rogoff and
Reinhart is that these recessions rarely
end quickly, and so officialsmustmanage
a long period of pain — defensive policy,
so to speak. America doesn’t do defense
verywell.

“We’re trying right now to keep our
lifestyles going,” says Michael Spence, a

Nobel Prize-winning economist at New
York University. “It’s not really working,
but thewaywe’redoing it is puttingall the
burden on the unemployed while trying
to leave the employed untouched. Even-
tually, this is going to require a redistribu-
tion of that burden.”

In other countries, he says, the burden
is more widely shared. The employed
work less — and get paid less — so there
aremore jobs togoaround.That leads toa
little pain for a lot of people, rather than a
lot of pain for fewer people. It also keeps
more workers on the job, which means
their skills don’t deteriorate and the econ-
omy isn’t left with people who became
unemployed and then found themselves
unemployable.

That’s what we’ve seen here: Employ-
ers have become so leery of hiring the
unemployed that the Obama administra-
tion has proposed to make it illegal to
discriminate against them. Such a policy
is easier said than done, but it speaks to
the downside of lettingworkers fall out of
the labor force for long periods of time.

Germany’s response to the recession
included a work-sharing program that

subsidized salaries when employers
trimmed the hours of individual workers
to keepmorepeople on the job. Ifworkers
attended job training, the government
gave amore generous subsidy.

The program worked. Even though
Germany’s economy was devastated by
the recession—declining by almost 7 per-
cent — the jobless rate fell slightly, from
7.9 percent at the start of the recession to
7 percent inMay 2010.

There are reasons to question whether
work-sharing programs would have been
as effective here as theywere inGermany.
For one thing, they work best in sectors
where jobs are bound to return after a
recession — such as Germany’s export
sector — rather than sectors that need to
be downsized after being inflated by a
credit boom.

Germany also has a different labor
market. Employers, unions and the gov-
ernment work together with an unusual
level of cooperation. The culture is much
morehostile toward layoffs than theUnit-
ed States’ is, which has caused Germany
problems in the past but has been a boon
throughout this recession.

But paying the private sector to save
jobs was not the administration’s only
option. There was also the possibility of
simply payingworkers towork.

For one thing, the government could
have refused to fire anyone. Says Baker, of
the Center for Economic and Policy Re-
search: “We’ve lost 500,000 state and
local jobs, and before that, we were creat-
ing 160,000 a year. If we hadn’t had those
lossesandhaddonemore tokeepcreation
at that pace, we would have almost an-
othermillion jobs.”

It also could have started hiring.
Romer, for instance, proposed to add
100,000 teacher’s aides. Imagine similar
proposals: Every park ranger could have
had an assistant park ranger. Every fire-
fighter station could have added three
trainees. Every city could have expanded
its police force by 5 percent. Everyone
between ages 18 and 26 could have signed
up for two years of paid national service.

In a relatively quick recovery, these
programswouldn’t havemade sense. Bet-
ter to support the economymore general-
ly and let workers migrate from unpro-
ductive sectors to productive ones. Em-
ploying workers directly is, at best, a
stopgap, and at worst, a waste of the
government’s resources and the worker’s
time. The government doesn’t know
whereworkers arebestused.That’s better
left to themarket.

But in a long slog of a recession, that
logic falls apart. Workers don’t move into
more productive sectors of the economy.
They lose their jobs, and then they lose
their paychecks, homes and, eventually,
skills. That sucks demand out of the
economy, further depresses home prices
and makes it harder for the labor market
to recover.

Call-and-response conundrum
So could this time have been different?

There’s little doubt that it couldhavebeen
better. From the outset, the policies were
too small for the recession the adminis-
tration and economists thoughtwe faced.
They were much too small for the reces-
sion we actually faced. More and better
stimulus, more aggressive interventions
in the housing market, more aggressive
policy fromtheFed,andmoreattention to
preventing layoffs and hiring the unem-
ployed could have led to millions more
jobs. At least in theory.

Of course, ideas always sound better
than policies. Policies must be imple-
mented, and theyhaveunintendedconse-
quences and unforeseen flaws. In the best
of circumstances, the policymaking proc-
ess is imperfect.ButJanuary2009hadthe
worst of circumstances—aonce-in-a-life-
time economic emergency during a presi-
dential transition.

Reinhart, for one, thinks the Bush and
Obama administrations don’t get suffi-
cient credit for all they did.

“The initial policy of monetary and
fiscal stimulus really made a huge differ-
ence,” she says. “I would tattoo that onmy
forehead. The output decline we had was
peanuts compared to the output decline

we would otherwise have had in a crisis
like this. That isn’t fully appreciated.”

In that way, Reinhart says, this time
really was different — at least from the
GreatDepression,whenoutput shrankby
30 percent and a quarter of theworkforce
was unemployed. “If the choice was this
or the ’30s,” she says, “I’d take this hands
down.”

Give policymakers some credit: They
really have learned from the Depression.
So did the Japanese. In the 1990s, they
pumped monetary and fiscal stimulus
into their economy, too, and they didn’t
suffer a depression. But they never found
themselves in a recovery. They stagnated
for a decade, and then for another.

What we’re in looks more like Japan in
the ’90s than theUnited States in the ’30s.
Reinhart doesn’t think that’s an accident;
she thinks it’s a product of the initial
successes. “The same policies that serve
youwell in limiting theoutput collapsedo
not serve you well in speeding the time it
takes to get out,” she says.

By saving the banking system, you end
upwith banks that are quietly holding on
to toxic assets in the hope that one day
they’ll be worth something. By limiting
the output gap, you keep the economy
from getting so bad that truly radical
solutions, such aswiping out hundreds of
billions of dollars of housing debt, be-
come thinkable. You limp along.

The question, of course, is why do
governments limp out of recessionswhen
theweight of history tells them to run?

“Now knowing how much worse the
storm was, people look back and say, you
guysundershot,” sighsTreasury Secretary
Timothy F. Geithner. “But we didn’t think
we were undershooting at the time. We
thought that the dominant strategy had
to bemassive, overwhelming force. There
were political limits to what we could do,
but we thought we were operating to
expand the scope of those limits. I used to
say to people, ‘Whichmistake is harder to
correct: doing too much, or doing too
little?’ ”

Yet the Obama administration did too
little. Its team of interventionist Keynes-
ians immersed in the lessons of the De-
pression and Japan did too little. Every-
one does too little, even when they think
they’re erring on the side of doing too
much. That’s one reason “this time” is
almost never different.

The tendency thus far has been to look
at these crises in terms of the identifiable
economic factors that make them differ-
ent from typical recessions. But perhaps
the better approach is to look at the
political factors that make them turn out
the same, that stop governments from
doing enoughevenwhen theyhave sworn
to err on the side of doing toomuch.

These crises have a sort of immune
system. It is never possible for the politi-
cal system to do enough to stop them at
the outset, as it is never quite clear how
bad they are. Even if it were, the system is
ill-equipped to take action at that scale.
The actors comfort themselves with the
thought that if they need to domore, they
can do it later. And, for now, the fact that
this is the largest rescue package anyone
has ever seen has to beworth something.

Perversely, the very size of the package
is part of its problem. With something
extraordinary that is nevertheless not
enough, the economy deteriorates, and
thegovernment sees its solutionsdiscred-
ited and its political standing weakened
by the worsening economic storm. That
keeps it fromdoingmore.

Meanwhile, the opposition’s capacity
to domore is arguably evenmore limited,
as it has turned against whatever policies
were tried in the first place. Add in the
almost inevitable run-up in government
debt, which imposes constraints in the
eyes of the voters and, in some cases, in
the eyes of the markets, and an economy
that started by not doing enough is never
able to get in front of the crisis.

These sorts of economic crises are, in
other words, inherently politically desta-
bilizing, and that makes a sufficient re-
sponse, at least in a democracy, nearly
impossible.

There’s some evidence for this interna-
tionally. Larry Bartels, a political scientist
at Vanderbilt University, examined 31
elections that took place after the 2008
financial crisis and found that “voters
consistentlypunished incumbentgovern-
ments for bad economic conditions, with
little apparent regard for the ideology of
the government or global economic con-
ditions at the time of the election.” Just
look to Europe, where the path to ending
the debt crisis and saving the euro zone—
the groupof nations that use the currency
—isclear tomosteconomistsbut impossi-
ble for any European politician.

That isn’t to say that this time couldn’t
have been different or that next time
won’t be. But it is no accident that these
crises so often turn out the same, in so
many countries, with so many types of
governments, who have tried so many
kinds of responses.

In general, the policies that are vastly
better than whatever you are doing are
notpolitically achievable, and thepolicies
that are politically achievable are not
vastly better. There weremany paths that
could have been taken in January 2009,
and any one would havemade this time a
bit different. But not different enough.
Not as different as wewish.

kleine@washpost.com

Follow Ezra Klein on Twitter: @ezraklein
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most of its $75 billion unspent. TheHome
Affordable Refinance Program was pro-
jected tohelp5millionunderwaterhome-
owners. It has reached fewer than 1 mil-
lion.

Even so, the administration rejects the
more radical solutions that are occasion-
ally floated. The problem, it says, is that
the choices aremostly between timid and
unworkable.

One problem was that mortgage fi-
nancegiantsFannieMaeandFreddieMac
were ultimately controlled by the inde-
pendent Federal Housing Finance Agen-
cy. Created by Congress in 2008, the
agency was initially led by a Bush admin-
istration appointee, James B. Lockhart
III, and when he stepped down, by an-
otherBushadministrationappointee,Ed-
ward DeMarco. The Obama administra-
tion’s November 2010 effort to nominate
its own director was foiled by Senate
Republicans.

By that time, the administration had
been in office for almost two years and
seen the Democrats’ 60-vote majority in
the Senate come and go. If it had moved
morequickly toappointadirectorwhen it
had firmer control of the Senate, it could
perhaps have used Fannie and Freddie to
kick off a giant wave of refinancing for
underwater homeowners. That alone
would have done something to ease the
pressure on stressed households.

But when talking about what might
haveworked on amassive, economy-wide
scale — that is to say, what might have
made this time different — you’re talking
about something more drastic. You’re
talking about getting rid of thedebt. Todo
that, somebodyhas to pay it, or somebody
has to take the loss on it.

The most politically appealing plans
are theones that force thebanks to eat the
debt, or at least appear to do so. “Cram-
down,” in which judges simply reduce the
principal owed by underwater home-
owners, works this way. But any plan that
leads to massive debt forgiveness would
blow a massive hole in the banks. The
worry would move from “What do we do
about all this housing debt?” to “What do
we do about all these failing banks?” And
we know what we do about failing banks
amid a recession: We bail them out to
keep the credit markets from freezing up.
There was no appetite for a second Leh-
manBrothers in late 2009.

Which means that the ultimate ques-
tion was how much housing debt the
American taxpayer was willing to shoul-
der. Whether that debt came in the form
of nationalizing the banks and taking the
bad assets off their books — a policy the
administration estimated could cost tax-
payers a trillion dollars — or simply pay-
ing off the debt directly was more of a
political question than an economic one.
And it wasn’t a political question anyone
really knewhow to answer.

On first blush, there are few groups
more sympathetic than underwater
homeowners or foreclosed families. They
remain so until about two seconds after
their neighbors are asked to pay their
mortgages. Recall that Rick Santelli’s fa-
mousCNBCrantwasn’t aboutbig govern-
ment or high taxes or creeping socialism.
It was about amodest program theWhite
House was proposing to help certain
homeowners restructure their mortgag-
es. It had Santelli screaming bloody mur-
der.

“This is America!” he shouted from the
trading floor at the Chicago Board of
Trade. “How many of you people want to
pay for your neighbor’smortgage that has
an extra bathroom and can’t pay their
bills? Raise their hand.” The traders
around him began booing loudly. “Presi-
dent Obama, are you listening?”

If you believe Santelli’s rant kicked off
the tea party, then that’s what the tea
party was originally about: forgiving
housing debt.

Ultimately, concerns about the politics
and policy questions behind widespread
debt forgiveness were sufficient to scare
the administration off of the policy. It’s a
decision some ex-members of the White
House regret.

“Ifwehad thoughtharder aboutRogoff
and Reinhart, we might have made some
different trade-offs regarding debt reduc-
tion,” Bernstein says. “Moral hazard is a
big problem when you’re making policy
regarding write-offs and principal cram-
downs. It was always in the room when
you were trying to help one underwater
homeownerwrite off some debtwhile the
person next door was playing by the rules
and paying their mortgage every month.
But with hindsight, I might have argued
more rigorously against the risk of it.”

The Fed’s inflation option
There was, however, one institution

that some think could have reduced the
debt overhang crushing the economy and
that didn’t face such political obstacles:
the Federal Reserve.

The central bank manages the nation’s
money supply and credit and sits at the
center of its financial system. Usually, it
spends its time guarding against the
threat of inflation. But inDecember 2008,
Rogoff argued that themoment called for
the reverse strategy.

“It is time for the world’s major central
banks toacknowledge thata suddenburst
ofmoderate inflationwould be extremely
helpful in unwinding today’s epic debt
morass,” hewrote.

Inflation — the rate at which prices for

economy from G6 goods go up and buying power goes down
—makes any amount ofmoneyworth less
over time. It can help a depressed econo-
my in three ways: It erodes the real value
of debt. It gives people an incentive to
spend and invest now, as theirmoneywill
not go as far later. And it tends to drive
down the value of the dollar against other
currencies, making U.S. exporters more
competitive.

At the Federal Reserve, inflation is a
four-letter word. It has spent the past few
decades convincing themarket that it can
andwill “anchor” inflation at about 2 per-
cent. Lifting that anchor could cause
problems down the road, without doing
muchgood in thepresent.After all, Feder-
al Reserve Board Chairman Ben S. Ber-
nanke doesn’t have a red inflation button
beneath a glass case on his desk. Creating
inflation is difficult when demand for
goods is low, and it’s not even clear that
the Fed can do it.

Rogoff scoffs at this. “Creating inflation
is not rocket science,” he wrote. “All cen-
tral banks need to do is to keep printing
money to buy up government debt. The
main risk is that inflation could over-
shoot, landing at 20 or 30 percent instead
of 5 or 6 percent. Indeed, fear of over-
shooting paralyzed the Bank of Japan for
a decade. But this problem is easily nego-
tiated. With good communication policy,
inflation expectations can be contained,
and inflation can be brought down as
quickly as necessary.”

But the policymakers who would have
needed to create that inflation aren’t so
sure. “It’s difficult, if not impossible, to
create persistent inflation without de-
mand exceeding potential supply over an
extended period,” says Donald L. Kohn,
who served as vice chairman of the Feder-
al Reserve Board until 2010. “Yes, chang-
ing expectations might push inflation
higher, but why would expectations
changematerially and persistently under
current circumstances?”

Bernanke seems to agree. So, it seems,
does the administration, at least judging
by the economists it considered nominat-
ing to the Fed.

Summers, who had the inside track to
chair the central bank if the Obama ad-
ministration decided against renominat-
ing Bernanke, echoes Kohn’s skepticism.
“In the model I understand,” he says,
“inflation is mostly driven by demand,
and when you increase demand, you in-
crease inflation. And if you don’t increase
demand, you don’t increase inflation. But
if you’ve solved demand, you’ve solved
your problem.”

Nobel laureate Peter Diamond, whom
the Obama administration nominated to
fill a vacant seat on theFed’s board, puts it
this way: “If the Fed says we are deter-
mined to keep going till we have, say,
4 percent inflation, would that really turn
around expectations in a way that would
stimulate the economy and create higher
inflation? I doubt it.”

And, of course, the Fed might be insu-
lated frompolitics, but it’s not immune to
it. In recent years, Rep. Ron Paul (R-Tex.)
has gained national prominence in part
on an “End the Fed” platform. Texas Gov.
RickPerry, aRepublicanpresidential con-
tender, has threatened to do something
“ugly” to Bernanke. Congress passed leg-
islation to audit the Fed. Even noted
monetary economist SarahPalinweighed
in, saying, “It’s time for Ben Bernanke to
cease and desist.”

To the Fed, the nightmare scenario is
that it tries to create inflation now and
fails. It would have given up its hard-won
credibility as an inflation fighter and
invited political backlash, all without
helping the economy.

Labormarket’s long period of pain
Growth-focused and debt-focused

strategies are attempts to end the reces-
sion. They’re policy on the offensive. But
perhaps the real lesson from Rogoff and
Reinhart is that these recessions rarely
end quickly, and so officialsmustmanage
a long period of pain — defensive policy,
so to speak. America doesn’t do defense
verywell.

“We’re trying right now to keep our
lifestyles going,” says Michael Spence, a

Nobel Prize-winning economist at New
York University. “It’s not really working,
but thewaywe’redoing it is puttingall the
burden on the unemployed while trying
to leave the employed untouched. Even-
tually, this is going to require a redistribu-
tion of that burden.”

In other countries, he says, the burden
is more widely shared. The employed
work less — and get paid less — so there
aremore jobs togoaround.That leads toa
little pain for a lot of people, rather than a
lot of pain for fewer people. It also keeps
more workers on the job, which means
their skills don’t deteriorate and the econ-
omy isn’t left with people who became
unemployed and then found themselves
unemployable.

That’s what we’ve seen here: Employ-
ers have become so leery of hiring the
unemployed that the Obama administra-
tion has proposed to make it illegal to
discriminate against them. Such a policy
is easier said than done, but it speaks to
the downside of lettingworkers fall out of
the labor force for long periods of time.

Germany’s response to the recession
included a work-sharing program that

subsidized salaries when employers
trimmed the hours of individual workers
to keepmorepeople on the job. Ifworkers
attended job training, the government
gave amore generous subsidy.

The program worked. Even though
Germany’s economy was devastated by
the recession—declining by almost 7 per-
cent — the jobless rate fell slightly, from
7.9 percent at the start of the recession to
7 percent inMay 2010.

There are reasons to question whether
work-sharing programs would have been
as effective here as theywere inGermany.
For one thing, they work best in sectors
where jobs are bound to return after a
recession — such as Germany’s export
sector — rather than sectors that need to
be downsized after being inflated by a
credit boom.

Germany also has a different labor
market. Employers, unions and the gov-
ernment work together with an unusual
level of cooperation. The culture is much
morehostile toward layoffs than theUnit-
ed States’ is, which has caused Germany
problems in the past but has been a boon
throughout this recession.

But paying the private sector to save
jobs was not the administration’s only
option. There was also the possibility of
simply payingworkers towork.

For one thing, the government could
have refused to fire anyone. Says Baker, of
the Center for Economic and Policy Re-
search: “We’ve lost 500,000 state and
local jobs, and before that, we were creat-
ing 160,000 a year. If we hadn’t had those
lossesandhaddonemore tokeepcreation
at that pace, we would have almost an-
othermillion jobs.”

It also could have started hiring.
Romer, for instance, proposed to add
100,000 teacher’s aides. Imagine similar
proposals: Every park ranger could have
had an assistant park ranger. Every fire-
fighter station could have added three
trainees. Every city could have expanded
its police force by 5 percent. Everyone
between ages 18 and 26 could have signed
up for two years of paid national service.

In a relatively quick recovery, these
programswouldn’t havemade sense. Bet-
ter to support the economymore general-
ly and let workers migrate from unpro-
ductive sectors to productive ones. Em-
ploying workers directly is, at best, a
stopgap, and at worst, a waste of the
government’s resources and the worker’s
time. The government doesn’t know
whereworkers arebestused.That’s better
left to themarket.

But in a long slog of a recession, that
logic falls apart. Workers don’t move into
more productive sectors of the economy.
They lose their jobs, and then they lose
their paychecks, homes and, eventually,
skills. That sucks demand out of the
economy, further depresses home prices
and makes it harder for the labor market
to recover.

Call-and-response conundrum
So could this time have been different?

There’s little doubt that it couldhavebeen
better. From the outset, the policies were
too small for the recession the adminis-
tration and economists thoughtwe faced.
They were much too small for the reces-
sion we actually faced. More and better
stimulus, more aggressive interventions
in the housing market, more aggressive
policy fromtheFed,andmoreattention to
preventing layoffs and hiring the unem-
ployed could have led to millions more
jobs. At least in theory.

Of course, ideas always sound better
than policies. Policies must be imple-
mented, and theyhaveunintendedconse-
quences and unforeseen flaws. In the best
of circumstances, the policymaking proc-
ess is imperfect.ButJanuary2009hadthe
worst of circumstances—aonce-in-a-life-
time economic emergency during a presi-
dential transition.

Reinhart, for one, thinks the Bush and
Obama administrations don’t get suffi-
cient credit for all they did.

“The initial policy of monetary and
fiscal stimulus really made a huge differ-
ence,” she says. “I would tattoo that onmy
forehead. The output decline we had was
peanuts compared to the output decline

we would otherwise have had in a crisis
like this. That isn’t fully appreciated.”

In that way, Reinhart says, this time
really was different — at least from the
GreatDepression,whenoutput shrankby
30 percent and a quarter of theworkforce
was unemployed. “If the choice was this
or the ’30s,” she says, “I’d take this hands
down.”

Give policymakers some credit: They
really have learned from the Depression.
So did the Japanese. In the 1990s, they
pumped monetary and fiscal stimulus
into their economy, too, and they didn’t
suffer a depression. But they never found
themselves in a recovery. They stagnated
for a decade, and then for another.

What we’re in looks more like Japan in
the ’90s than theUnited States in the ’30s.
Reinhart doesn’t think that’s an accident;
she thinks it’s a product of the initial
successes. “The same policies that serve
youwell in limiting theoutput collapsedo
not serve you well in speeding the time it
takes to get out,” she says.

By saving the banking system, you end
upwith banks that are quietly holding on
to toxic assets in the hope that one day
they’ll be worth something. By limiting
the output gap, you keep the economy
from getting so bad that truly radical
solutions, such aswiping out hundreds of
billions of dollars of housing debt, be-
come thinkable. You limp along.

The question, of course, is why do
governments limp out of recessionswhen
theweight of history tells them to run?

“Now knowing how much worse the
storm was, people look back and say, you
guysundershot,” sighsTreasury Secretary
Timothy F. Geithner. “But we didn’t think
we were undershooting at the time. We
thought that the dominant strategy had
to bemassive, overwhelming force. There
were political limits to what we could do,
but we thought we were operating to
expand the scope of those limits. I used to
say to people, ‘Whichmistake is harder to
correct: doing too much, or doing too
little?’ ”

Yet the Obama administration did too
little. Its team of interventionist Keynes-
ians immersed in the lessons of the De-
pression and Japan did too little. Every-
one does too little, even when they think
they’re erring on the side of doing too
much. That’s one reason “this time” is
almost never different.

The tendency thus far has been to look
at these crises in terms of the identifiable
economic factors that make them differ-
ent from typical recessions. But perhaps
the better approach is to look at the
political factors that make them turn out
the same, that stop governments from
doing enoughevenwhen theyhave sworn
to err on the side of doing toomuch.

These crises have a sort of immune
system. It is never possible for the politi-
cal system to do enough to stop them at
the outset, as it is never quite clear how
bad they are. Even if it were, the system is
ill-equipped to take action at that scale.
The actors comfort themselves with the
thought that if they need to domore, they
can do it later. And, for now, the fact that
this is the largest rescue package anyone
has ever seen has to beworth something.

Perversely, the very size of the package
is part of its problem. With something
extraordinary that is nevertheless not
enough, the economy deteriorates, and
thegovernment sees its solutionsdiscred-
ited and its political standing weakened
by the worsening economic storm. That
keeps it fromdoingmore.

Meanwhile, the opposition’s capacity
to domore is arguably evenmore limited,
as it has turned against whatever policies
were tried in the first place. Add in the
almost inevitable run-up in government
debt, which imposes constraints in the
eyes of the voters and, in some cases, in
the eyes of the markets, and an economy
that started by not doing enough is never
able to get in front of the crisis.

These sorts of economic crises are, in
other words, inherently politically desta-
bilizing, and that makes a sufficient re-
sponse, at least in a democracy, nearly
impossible.

There’s some evidence for this interna-
tionally. Larry Bartels, a political scientist
at Vanderbilt University, examined 31
elections that took place after the 2008
financial crisis and found that “voters
consistentlypunished incumbentgovern-
ments for bad economic conditions, with
little apparent regard for the ideology of
the government or global economic con-
ditions at the time of the election.” Just
look to Europe, where the path to ending
the debt crisis and saving the euro zone—
the groupof nations that use the currency
—isclear tomosteconomistsbut impossi-
ble for any European politician.

That isn’t to say that this time couldn’t
have been different or that next time
won’t be. But it is no accident that these
crises so often turn out the same, in so
many countries, with so many types of
governments, who have tried so many
kinds of responses.

In general, the policies that are vastly
better than whatever you are doing are
notpolitically achievable, and thepolicies
that are politically achievable are not
vastly better. There weremany paths that
could have been taken in January 2009,
and any one would havemade this time a
bit different. But not different enough.
Not as different as wewish.
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most of its $75 billion unspent. TheHome
Affordable Refinance Program was pro-
jected tohelp5millionunderwaterhome-
owners. It has reached fewer than 1 mil-
lion.

Even so, the administration rejects the
more radical solutions that are occasion-
ally floated. The problem, it says, is that
the choices aremostly between timid and
unworkable.

One problem was that mortgage fi-
nancegiantsFannieMaeandFreddieMac
were ultimately controlled by the inde-
pendent Federal Housing Finance Agen-
cy. Created by Congress in 2008, the
agency was initially led by a Bush admin-
istration appointee, James B. Lockhart
III, and when he stepped down, by an-
otherBushadministrationappointee,Ed-
ward DeMarco. The Obama administra-
tion’s November 2010 effort to nominate
its own director was foiled by Senate
Republicans.

By that time, the administration had
been in office for almost two years and
seen the Democrats’ 60-vote majority in
the Senate come and go. If it had moved
morequickly toappointadirectorwhen it
had firmer control of the Senate, it could
perhaps have used Fannie and Freddie to
kick off a giant wave of refinancing for
underwater homeowners. That alone
would have done something to ease the
pressure on stressed households.

But when talking about what might
haveworked on amassive, economy-wide
scale — that is to say, what might have
made this time different — you’re talking
about something more drastic. You’re
talking about getting rid of thedebt. Todo
that, somebodyhas to pay it, or somebody
has to take the loss on it.

The most politically appealing plans
are theones that force thebanks to eat the
debt, or at least appear to do so. “Cram-
down,” in which judges simply reduce the
principal owed by underwater home-
owners, works this way. But any plan that
leads to massive debt forgiveness would
blow a massive hole in the banks. The
worry would move from “What do we do
about all this housing debt?” to “What do
we do about all these failing banks?” And
we know what we do about failing banks
amid a recession: We bail them out to
keep the credit markets from freezing up.
There was no appetite for a second Leh-
manBrothers in late 2009.

Which means that the ultimate ques-
tion was how much housing debt the
American taxpayer was willing to shoul-
der. Whether that debt came in the form
of nationalizing the banks and taking the
bad assets off their books — a policy the
administration estimated could cost tax-
payers a trillion dollars — or simply pay-
ing off the debt directly was more of a
political question than an economic one.
And it wasn’t a political question anyone
really knewhow to answer.

On first blush, there are few groups
more sympathetic than underwater
homeowners or foreclosed families. They
remain so until about two seconds after
their neighbors are asked to pay their
mortgages. Recall that Rick Santelli’s fa-
mousCNBCrantwasn’t aboutbig govern-
ment or high taxes or creeping socialism.
It was about amodest program theWhite
House was proposing to help certain
homeowners restructure their mortgag-
es. It had Santelli screaming bloody mur-
der.

“This is America!” he shouted from the
trading floor at the Chicago Board of
Trade. “How many of you people want to
pay for your neighbor’smortgage that has
an extra bathroom and can’t pay their
bills? Raise their hand.” The traders
around him began booing loudly. “Presi-
dent Obama, are you listening?”

If you believe Santelli’s rant kicked off
the tea party, then that’s what the tea
party was originally about: forgiving
housing debt.

Ultimately, concerns about the politics
and policy questions behind widespread
debt forgiveness were sufficient to scare
the administration off of the policy. It’s a
decision some ex-members of the White
House regret.

“Ifwehad thoughtharder aboutRogoff
and Reinhart, we might have made some
different trade-offs regarding debt reduc-
tion,” Bernstein says. “Moral hazard is a
big problem when you’re making policy
regarding write-offs and principal cram-
downs. It was always in the room when
you were trying to help one underwater
homeownerwrite off some debtwhile the
person next door was playing by the rules
and paying their mortgage every month.
But with hindsight, I might have argued
more rigorously against the risk of it.”

The Fed’s inflation option
There was, however, one institution

that some think could have reduced the
debt overhang crushing the economy and
that didn’t face such political obstacles:
the Federal Reserve.

The central bank manages the nation’s
money supply and credit and sits at the
center of its financial system. Usually, it
spends its time guarding against the
threat of inflation. But inDecember 2008,
Rogoff argued that themoment called for
the reverse strategy.

“It is time for the world’s major central
banks toacknowledge thata suddenburst
ofmoderate inflationwould be extremely
helpful in unwinding today’s epic debt
morass,” hewrote.

Inflation — the rate at which prices for

economy from G6 goods go up and buying power goes down
—makes any amount ofmoneyworth less
over time. It can help a depressed econo-
my in three ways: It erodes the real value
of debt. It gives people an incentive to
spend and invest now, as theirmoneywill
not go as far later. And it tends to drive
down the value of the dollar against other
currencies, making U.S. exporters more
competitive.

At the Federal Reserve, inflation is a
four-letter word. It has spent the past few
decades convincing themarket that it can
andwill “anchor” inflation at about 2 per-
cent. Lifting that anchor could cause
problems down the road, without doing
muchgood in thepresent.After all, Feder-
al Reserve Board Chairman Ben S. Ber-
nanke doesn’t have a red inflation button
beneath a glass case on his desk. Creating
inflation is difficult when demand for
goods is low, and it’s not even clear that
the Fed can do it.

Rogoff scoffs at this. “Creating inflation
is not rocket science,” he wrote. “All cen-
tral banks need to do is to keep printing
money to buy up government debt. The
main risk is that inflation could over-
shoot, landing at 20 or 30 percent instead
of 5 or 6 percent. Indeed, fear of over-
shooting paralyzed the Bank of Japan for
a decade. But this problem is easily nego-
tiated. With good communication policy,
inflation expectations can be contained,
and inflation can be brought down as
quickly as necessary.”

But the policymakers who would have
needed to create that inflation aren’t so
sure. “It’s difficult, if not impossible, to
create persistent inflation without de-
mand exceeding potential supply over an
extended period,” says Donald L. Kohn,
who served as vice chairman of the Feder-
al Reserve Board until 2010. “Yes, chang-
ing expectations might push inflation
higher, but why would expectations
changematerially and persistently under
current circumstances?”

Bernanke seems to agree. So, it seems,
does the administration, at least judging
by the economists it considered nominat-
ing to the Fed.

Summers, who had the inside track to
chair the central bank if the Obama ad-
ministration decided against renominat-
ing Bernanke, echoes Kohn’s skepticism.
“In the model I understand,” he says,
“inflation is mostly driven by demand,
and when you increase demand, you in-
crease inflation. And if you don’t increase
demand, you don’t increase inflation. But
if you’ve solved demand, you’ve solved
your problem.”

Nobel laureate Peter Diamond, whom
the Obama administration nominated to
fill a vacant seat on theFed’s board, puts it
this way: “If the Fed says we are deter-
mined to keep going till we have, say,
4 percent inflation, would that really turn
around expectations in a way that would
stimulate the economy and create higher
inflation? I doubt it.”

And, of course, the Fed might be insu-
lated frompolitics, but it’s not immune to
it. In recent years, Rep. Ron Paul (R-Tex.)
has gained national prominence in part
on an “End the Fed” platform. Texas Gov.
RickPerry, aRepublicanpresidential con-
tender, has threatened to do something
“ugly” to Bernanke. Congress passed leg-
islation to audit the Fed. Even noted
monetary economist SarahPalinweighed
in, saying, “It’s time for Ben Bernanke to
cease and desist.”

To the Fed, the nightmare scenario is
that it tries to create inflation now and
fails. It would have given up its hard-won
credibility as an inflation fighter and
invited political backlash, all without
helping the economy.

Labormarket’s long period of pain
Growth-focused and debt-focused

strategies are attempts to end the reces-
sion. They’re policy on the offensive. But
perhaps the real lesson from Rogoff and
Reinhart is that these recessions rarely
end quickly, and so officialsmustmanage
a long period of pain — defensive policy,
so to speak. America doesn’t do defense
verywell.

“We’re trying right now to keep our
lifestyles going,” says Michael Spence, a

Nobel Prize-winning economist at New
York University. “It’s not really working,
but thewaywe’redoing it is puttingall the
burden on the unemployed while trying
to leave the employed untouched. Even-
tually, this is going to require a redistribu-
tion of that burden.”

In other countries, he says, the burden
is more widely shared. The employed
work less — and get paid less — so there
aremore jobs togoaround.That leads toa
little pain for a lot of people, rather than a
lot of pain for fewer people. It also keeps
more workers on the job, which means
their skills don’t deteriorate and the econ-
omy isn’t left with people who became
unemployed and then found themselves
unemployable.

That’s what we’ve seen here: Employ-
ers have become so leery of hiring the
unemployed that the Obama administra-
tion has proposed to make it illegal to
discriminate against them. Such a policy
is easier said than done, but it speaks to
the downside of lettingworkers fall out of
the labor force for long periods of time.

Germany’s response to the recession
included a work-sharing program that

subsidized salaries when employers
trimmed the hours of individual workers
to keepmorepeople on the job. Ifworkers
attended job training, the government
gave amore generous subsidy.

The program worked. Even though
Germany’s economy was devastated by
the recession—declining by almost 7 per-
cent — the jobless rate fell slightly, from
7.9 percent at the start of the recession to
7 percent inMay 2010.

There are reasons to question whether
work-sharing programs would have been
as effective here as theywere inGermany.
For one thing, they work best in sectors
where jobs are bound to return after a
recession — such as Germany’s export
sector — rather than sectors that need to
be downsized after being inflated by a
credit boom.

Germany also has a different labor
market. Employers, unions and the gov-
ernment work together with an unusual
level of cooperation. The culture is much
morehostile toward layoffs than theUnit-
ed States’ is, which has caused Germany
problems in the past but has been a boon
throughout this recession.

But paying the private sector to save
jobs was not the administration’s only
option. There was also the possibility of
simply payingworkers towork.

For one thing, the government could
have refused to fire anyone. Says Baker, of
the Center for Economic and Policy Re-
search: “We’ve lost 500,000 state and
local jobs, and before that, we were creat-
ing 160,000 a year. If we hadn’t had those
lossesandhaddonemore tokeepcreation
at that pace, we would have almost an-
othermillion jobs.”

It also could have started hiring.
Romer, for instance, proposed to add
100,000 teacher’s aides. Imagine similar
proposals: Every park ranger could have
had an assistant park ranger. Every fire-
fighter station could have added three
trainees. Every city could have expanded
its police force by 5 percent. Everyone
between ages 18 and 26 could have signed
up for two years of paid national service.

In a relatively quick recovery, these
programswouldn’t havemade sense. Bet-
ter to support the economymore general-
ly and let workers migrate from unpro-
ductive sectors to productive ones. Em-
ploying workers directly is, at best, a
stopgap, and at worst, a waste of the
government’s resources and the worker’s
time. The government doesn’t know
whereworkers arebestused.That’s better
left to themarket.

But in a long slog of a recession, that
logic falls apart. Workers don’t move into
more productive sectors of the economy.
They lose their jobs, and then they lose
their paychecks, homes and, eventually,
skills. That sucks demand out of the
economy, further depresses home prices
and makes it harder for the labor market
to recover.

Call-and-response conundrum
So could this time have been different?

There’s little doubt that it couldhavebeen
better. From the outset, the policies were
too small for the recession the adminis-
tration and economists thoughtwe faced.
They were much too small for the reces-
sion we actually faced. More and better
stimulus, more aggressive interventions
in the housing market, more aggressive
policy fromtheFed,andmoreattention to
preventing layoffs and hiring the unem-
ployed could have led to millions more
jobs. At least in theory.

Of course, ideas always sound better
than policies. Policies must be imple-
mented, and theyhaveunintendedconse-
quences and unforeseen flaws. In the best
of circumstances, the policymaking proc-
ess is imperfect.ButJanuary2009hadthe
worst of circumstances—aonce-in-a-life-
time economic emergency during a presi-
dential transition.

Reinhart, for one, thinks the Bush and
Obama administrations don’t get suffi-
cient credit for all they did.

“The initial policy of monetary and
fiscal stimulus really made a huge differ-
ence,” she says. “I would tattoo that onmy
forehead. The output decline we had was
peanuts compared to the output decline

we would otherwise have had in a crisis
like this. That isn’t fully appreciated.”

In that way, Reinhart says, this time
really was different — at least from the
GreatDepression,whenoutput shrankby
30 percent and a quarter of theworkforce
was unemployed. “If the choice was this
or the ’30s,” she says, “I’d take this hands
down.”

Give policymakers some credit: They
really have learned from the Depression.
So did the Japanese. In the 1990s, they
pumped monetary and fiscal stimulus
into their economy, too, and they didn’t
suffer a depression. But they never found
themselves in a recovery. They stagnated
for a decade, and then for another.

What we’re in looks more like Japan in
the ’90s than theUnited States in the ’30s.
Reinhart doesn’t think that’s an accident;
she thinks it’s a product of the initial
successes. “The same policies that serve
youwell in limiting theoutput collapsedo
not serve you well in speeding the time it
takes to get out,” she says.

By saving the banking system, you end
upwith banks that are quietly holding on
to toxic assets in the hope that one day
they’ll be worth something. By limiting
the output gap, you keep the economy
from getting so bad that truly radical
solutions, such aswiping out hundreds of
billions of dollars of housing debt, be-
come thinkable. You limp along.

The question, of course, is why do
governments limp out of recessionswhen
theweight of history tells them to run?

“Now knowing how much worse the
storm was, people look back and say, you
guysundershot,” sighsTreasury Secretary
Timothy F. Geithner. “But we didn’t think
we were undershooting at the time. We
thought that the dominant strategy had
to bemassive, overwhelming force. There
were political limits to what we could do,
but we thought we were operating to
expand the scope of those limits. I used to
say to people, ‘Whichmistake is harder to
correct: doing too much, or doing too
little?’ ”

Yet the Obama administration did too
little. Its team of interventionist Keynes-
ians immersed in the lessons of the De-
pression and Japan did too little. Every-
one does too little, even when they think
they’re erring on the side of doing too
much. That’s one reason “this time” is
almost never different.

The tendency thus far has been to look
at these crises in terms of the identifiable
economic factors that make them differ-
ent from typical recessions. But perhaps
the better approach is to look at the
political factors that make them turn out
the same, that stop governments from
doing enoughevenwhen theyhave sworn
to err on the side of doing toomuch.

These crises have a sort of immune
system. It is never possible for the politi-
cal system to do enough to stop them at
the outset, as it is never quite clear how
bad they are. Even if it were, the system is
ill-equipped to take action at that scale.
The actors comfort themselves with the
thought that if they need to domore, they
can do it later. And, for now, the fact that
this is the largest rescue package anyone
has ever seen has to beworth something.

Perversely, the very size of the package
is part of its problem. With something
extraordinary that is nevertheless not
enough, the economy deteriorates, and
thegovernment sees its solutionsdiscred-
ited and its political standing weakened
by the worsening economic storm. That
keeps it fromdoingmore.

Meanwhile, the opposition’s capacity
to domore is arguably evenmore limited,
as it has turned against whatever policies
were tried in the first place. Add in the
almost inevitable run-up in government
debt, which imposes constraints in the
eyes of the voters and, in some cases, in
the eyes of the markets, and an economy
that started by not doing enough is never
able to get in front of the crisis.

These sorts of economic crises are, in
other words, inherently politically desta-
bilizing, and that makes a sufficient re-
sponse, at least in a democracy, nearly
impossible.

There’s some evidence for this interna-
tionally. Larry Bartels, a political scientist
at Vanderbilt University, examined 31
elections that took place after the 2008
financial crisis and found that “voters
consistentlypunished incumbentgovern-
ments for bad economic conditions, with
little apparent regard for the ideology of
the government or global economic con-
ditions at the time of the election.” Just
look to Europe, where the path to ending
the debt crisis and saving the euro zone—
the groupof nations that use the currency
—isclear tomosteconomistsbut impossi-
ble for any European politician.

That isn’t to say that this time couldn’t
have been different or that next time
won’t be. But it is no accident that these
crises so often turn out the same, in so
many countries, with so many types of
governments, who have tried so many
kinds of responses.

In general, the policies that are vastly
better than whatever you are doing are
notpolitically achievable, and thepolicies
that are politically achievable are not
vastly better. There weremany paths that
could have been taken in January 2009,
and any one would havemade this time a
bit different. But not different enough.
Not as different as wewish.

kleine@washpost.com

Follow Ezra Klein on Twitter: @ezraklein

A country unable to get ahead of crisis

There were political limits to what we could do, but we thought we were operating to expand the scope of those limits.
I used to say to people, ‘Which mistake is harder to correct: doing too much, or doing too little?’ ”— Timothy F. Geithner, Treasury secretary
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most of its $75 billion unspent. TheHome
Affordable Refinance Program was pro-
jected tohelp5millionunderwaterhome-
owners. It has reached fewer than 1 mil-
lion.

Even so, the administration rejects the
more radical solutions that are occasion-
ally floated. The problem, it says, is that
the choices aremostly between timid and
unworkable.

One problem was that mortgage fi-
nancegiantsFannieMaeandFreddieMac
were ultimately controlled by the inde-
pendent Federal Housing Finance Agen-
cy. Created by Congress in 2008, the
agency was initially led by a Bush admin-
istration appointee, James B. Lockhart
III, and when he stepped down, by an-
otherBushadministrationappointee,Ed-
ward DeMarco. The Obama administra-
tion’s November 2010 effort to nominate
its own director was foiled by Senate
Republicans.

By that time, the administration had
been in office for almost two years and
seen the Democrats’ 60-vote majority in
the Senate come and go. If it had moved
morequickly toappointadirectorwhen it
had firmer control of the Senate, it could
perhaps have used Fannie and Freddie to
kick off a giant wave of refinancing for
underwater homeowners. That alone
would have done something to ease the
pressure on stressed households.

But when talking about what might
haveworked on amassive, economy-wide
scale — that is to say, what might have
made this time different — you’re talking
about something more drastic. You’re
talking about getting rid of thedebt. Todo
that, somebodyhas to pay it, or somebody
has to take the loss on it.

The most politically appealing plans
are theones that force thebanks to eat the
debt, or at least appear to do so. “Cram-
down,” in which judges simply reduce the
principal owed by underwater home-
owners, works this way. But any plan that
leads to massive debt forgiveness would
blow a massive hole in the banks. The
worry would move from “What do we do
about all this housing debt?” to “What do
we do about all these failing banks?” And
we know what we do about failing banks
amid a recession: We bail them out to
keep the credit markets from freezing up.
There was no appetite for a second Leh-
manBrothers in late 2009.

Which means that the ultimate ques-
tion was how much housing debt the
American taxpayer was willing to shoul-
der. Whether that debt came in the form
of nationalizing the banks and taking the
bad assets off their books — a policy the
administration estimated could cost tax-
payers a trillion dollars — or simply pay-
ing off the debt directly was more of a
political question than an economic one.
And it wasn’t a political question anyone
really knewhow to answer.

On first blush, there are few groups
more sympathetic than underwater
homeowners or foreclosed families. They
remain so until about two seconds after
their neighbors are asked to pay their
mortgages. Recall that Rick Santelli’s fa-
mousCNBCrantwasn’t aboutbig govern-
ment or high taxes or creeping socialism.
It was about amodest program theWhite
House was proposing to help certain
homeowners restructure their mortgag-
es. It had Santelli screaming bloody mur-
der.

“This is America!” he shouted from the
trading floor at the Chicago Board of
Trade. “How many of you people want to
pay for your neighbor’smortgage that has
an extra bathroom and can’t pay their
bills? Raise their hand.” The traders
around him began booing loudly. “Presi-
dent Obama, are you listening?”

If you believe Santelli’s rant kicked off
the tea party, then that’s what the tea
party was originally about: forgiving
housing debt.

Ultimately, concerns about the politics
and policy questions behind widespread
debt forgiveness were sufficient to scare
the administration off of the policy. It’s a
decision some ex-members of the White
House regret.

“Ifwehad thoughtharder aboutRogoff
and Reinhart, we might have made some
different trade-offs regarding debt reduc-
tion,” Bernstein says. “Moral hazard is a
big problem when you’re making policy
regarding write-offs and principal cram-
downs. It was always in the room when
you were trying to help one underwater
homeownerwrite off some debtwhile the
person next door was playing by the rules
and paying their mortgage every month.
But with hindsight, I might have argued
more rigorously against the risk of it.”

The Fed’s inflation option
There was, however, one institution

that some think could have reduced the
debt overhang crushing the economy and
that didn’t face such political obstacles:
the Federal Reserve.

The central bank manages the nation’s
money supply and credit and sits at the
center of its financial system. Usually, it
spends its time guarding against the
threat of inflation. But inDecember 2008,
Rogoff argued that themoment called for
the reverse strategy.

“It is time for the world’s major central
banks toacknowledge thata suddenburst
ofmoderate inflationwould be extremely
helpful in unwinding today’s epic debt
morass,” hewrote.

Inflation — the rate at which prices for

economy from G6 goods go up and buying power goes down
—makes any amount ofmoneyworth less
over time. It can help a depressed econo-
my in three ways: It erodes the real value
of debt. It gives people an incentive to
spend and invest now, as theirmoneywill
not go as far later. And it tends to drive
down the value of the dollar against other
currencies, making U.S. exporters more
competitive.

At the Federal Reserve, inflation is a
four-letter word. It has spent the past few
decades convincing themarket that it can
andwill “anchor” inflation at about 2 per-
cent. Lifting that anchor could cause
problems down the road, without doing
muchgood in thepresent.After all, Feder-
al Reserve Board Chairman Ben S. Ber-
nanke doesn’t have a red inflation button
beneath a glass case on his desk. Creating
inflation is difficult when demand for
goods is low, and it’s not even clear that
the Fed can do it.

Rogoff scoffs at this. “Creating inflation
is not rocket science,” he wrote. “All cen-
tral banks need to do is to keep printing
money to buy up government debt. The
main risk is that inflation could over-
shoot, landing at 20 or 30 percent instead
of 5 or 6 percent. Indeed, fear of over-
shooting paralyzed the Bank of Japan for
a decade. But this problem is easily nego-
tiated. With good communication policy,
inflation expectations can be contained,
and inflation can be brought down as
quickly as necessary.”

But the policymakers who would have
needed to create that inflation aren’t so
sure. “It’s difficult, if not impossible, to
create persistent inflation without de-
mand exceeding potential supply over an
extended period,” says Donald L. Kohn,
who served as vice chairman of the Feder-
al Reserve Board until 2010. “Yes, chang-
ing expectations might push inflation
higher, but why would expectations
changematerially and persistently under
current circumstances?”

Bernanke seems to agree. So, it seems,
does the administration, at least judging
by the economists it considered nominat-
ing to the Fed.

Summers, who had the inside track to
chair the central bank if the Obama ad-
ministration decided against renominat-
ing Bernanke, echoes Kohn’s skepticism.
“In the model I understand,” he says,
“inflation is mostly driven by demand,
and when you increase demand, you in-
crease inflation. And if you don’t increase
demand, you don’t increase inflation. But
if you’ve solved demand, you’ve solved
your problem.”

Nobel laureate Peter Diamond, whom
the Obama administration nominated to
fill a vacant seat on theFed’s board, puts it
this way: “If the Fed says we are deter-
mined to keep going till we have, say,
4 percent inflation, would that really turn
around expectations in a way that would
stimulate the economy and create higher
inflation? I doubt it.”

And, of course, the Fed might be insu-
lated frompolitics, but it’s not immune to
it. In recent years, Rep. Ron Paul (R-Tex.)
has gained national prominence in part
on an “End the Fed” platform. Texas Gov.
RickPerry, aRepublicanpresidential con-
tender, has threatened to do something
“ugly” to Bernanke. Congress passed leg-
islation to audit the Fed. Even noted
monetary economist SarahPalinweighed
in, saying, “It’s time for Ben Bernanke to
cease and desist.”

To the Fed, the nightmare scenario is
that it tries to create inflation now and
fails. It would have given up its hard-won
credibility as an inflation fighter and
invited political backlash, all without
helping the economy.

Labormarket’s long period of pain
Growth-focused and debt-focused

strategies are attempts to end the reces-
sion. They’re policy on the offensive. But
perhaps the real lesson from Rogoff and
Reinhart is that these recessions rarely
end quickly, and so officialsmustmanage
a long period of pain — defensive policy,
so to speak. America doesn’t do defense
verywell.

“We’re trying right now to keep our
lifestyles going,” says Michael Spence, a

Nobel Prize-winning economist at New
York University. “It’s not really working,
but thewaywe’redoing it is puttingall the
burden on the unemployed while trying
to leave the employed untouched. Even-
tually, this is going to require a redistribu-
tion of that burden.”

In other countries, he says, the burden
is more widely shared. The employed
work less — and get paid less — so there
aremore jobs togoaround.That leads toa
little pain for a lot of people, rather than a
lot of pain for fewer people. It also keeps
more workers on the job, which means
their skills don’t deteriorate and the econ-
omy isn’t left with people who became
unemployed and then found themselves
unemployable.

That’s what we’ve seen here: Employ-
ers have become so leery of hiring the
unemployed that the Obama administra-
tion has proposed to make it illegal to
discriminate against them. Such a policy
is easier said than done, but it speaks to
the downside of lettingworkers fall out of
the labor force for long periods of time.

Germany’s response to the recession
included a work-sharing program that

subsidized salaries when employers
trimmed the hours of individual workers
to keepmorepeople on the job. Ifworkers
attended job training, the government
gave amore generous subsidy.

The program worked. Even though
Germany’s economy was devastated by
the recession—declining by almost 7 per-
cent — the jobless rate fell slightly, from
7.9 percent at the start of the recession to
7 percent inMay 2010.

There are reasons to question whether
work-sharing programs would have been
as effective here as theywere inGermany.
For one thing, they work best in sectors
where jobs are bound to return after a
recession — such as Germany’s export
sector — rather than sectors that need to
be downsized after being inflated by a
credit boom.

Germany also has a different labor
market. Employers, unions and the gov-
ernment work together with an unusual
level of cooperation. The culture is much
morehostile toward layoffs than theUnit-
ed States’ is, which has caused Germany
problems in the past but has been a boon
throughout this recession.

But paying the private sector to save
jobs was not the administration’s only
option. There was also the possibility of
simply payingworkers towork.

For one thing, the government could
have refused to fire anyone. Says Baker, of
the Center for Economic and Policy Re-
search: “We’ve lost 500,000 state and
local jobs, and before that, we were creat-
ing 160,000 a year. If we hadn’t had those
lossesandhaddonemore tokeepcreation
at that pace, we would have almost an-
othermillion jobs.”

It also could have started hiring.
Romer, for instance, proposed to add
100,000 teacher’s aides. Imagine similar
proposals: Every park ranger could have
had an assistant park ranger. Every fire-
fighter station could have added three
trainees. Every city could have expanded
its police force by 5 percent. Everyone
between ages 18 and 26 could have signed
up for two years of paid national service.

In a relatively quick recovery, these
programswouldn’t havemade sense. Bet-
ter to support the economymore general-
ly and let workers migrate from unpro-
ductive sectors to productive ones. Em-
ploying workers directly is, at best, a
stopgap, and at worst, a waste of the
government’s resources and the worker’s
time. The government doesn’t know
whereworkers arebestused.That’s better
left to themarket.

But in a long slog of a recession, that
logic falls apart. Workers don’t move into
more productive sectors of the economy.
They lose their jobs, and then they lose
their paychecks, homes and, eventually,
skills. That sucks demand out of the
economy, further depresses home prices
and makes it harder for the labor market
to recover.

Call-and-response conundrum
So could this time have been different?

There’s little doubt that it couldhavebeen
better. From the outset, the policies were
too small for the recession the adminis-
tration and economists thoughtwe faced.
They were much too small for the reces-
sion we actually faced. More and better
stimulus, more aggressive interventions
in the housing market, more aggressive
policy fromtheFed,andmoreattention to
preventing layoffs and hiring the unem-
ployed could have led to millions more
jobs. At least in theory.

Of course, ideas always sound better
than policies. Policies must be imple-
mented, and theyhaveunintendedconse-
quences and unforeseen flaws. In the best
of circumstances, the policymaking proc-
ess is imperfect.ButJanuary2009hadthe
worst of circumstances—aonce-in-a-life-
time economic emergency during a presi-
dential transition.

Reinhart, for one, thinks the Bush and
Obama administrations don’t get suffi-
cient credit for all they did.

“The initial policy of monetary and
fiscal stimulus really made a huge differ-
ence,” she says. “I would tattoo that onmy
forehead. The output decline we had was
peanuts compared to the output decline

we would otherwise have had in a crisis
like this. That isn’t fully appreciated.”

In that way, Reinhart says, this time
really was different — at least from the
GreatDepression,whenoutput shrankby
30 percent and a quarter of theworkforce
was unemployed. “If the choice was this
or the ’30s,” she says, “I’d take this hands
down.”

Give policymakers some credit: They
really have learned from the Depression.
So did the Japanese. In the 1990s, they
pumped monetary and fiscal stimulus
into their economy, too, and they didn’t
suffer a depression. But they never found
themselves in a recovery. They stagnated
for a decade, and then for another.

What we’re in looks more like Japan in
the ’90s than theUnited States in the ’30s.
Reinhart doesn’t think that’s an accident;
she thinks it’s a product of the initial
successes. “The same policies that serve
youwell in limiting theoutput collapsedo
not serve you well in speeding the time it
takes to get out,” she says.

By saving the banking system, you end
upwith banks that are quietly holding on
to toxic assets in the hope that one day
they’ll be worth something. By limiting
the output gap, you keep the economy
from getting so bad that truly radical
solutions, such aswiping out hundreds of
billions of dollars of housing debt, be-
come thinkable. You limp along.

The question, of course, is why do
governments limp out of recessionswhen
theweight of history tells them to run?

“Now knowing how much worse the
storm was, people look back and say, you
guysundershot,” sighsTreasury Secretary
Timothy F. Geithner. “But we didn’t think
we were undershooting at the time. We
thought that the dominant strategy had
to bemassive, overwhelming force. There
were political limits to what we could do,
but we thought we were operating to
expand the scope of those limits. I used to
say to people, ‘Whichmistake is harder to
correct: doing too much, or doing too
little?’ ”

Yet the Obama administration did too
little. Its team of interventionist Keynes-
ians immersed in the lessons of the De-
pression and Japan did too little. Every-
one does too little, even when they think
they’re erring on the side of doing too
much. That’s one reason “this time” is
almost never different.

The tendency thus far has been to look
at these crises in terms of the identifiable
economic factors that make them differ-
ent from typical recessions. But perhaps
the better approach is to look at the
political factors that make them turn out
the same, that stop governments from
doing enoughevenwhen theyhave sworn
to err on the side of doing toomuch.

These crises have a sort of immune
system. It is never possible for the politi-
cal system to do enough to stop them at
the outset, as it is never quite clear how
bad they are. Even if it were, the system is
ill-equipped to take action at that scale.
The actors comfort themselves with the
thought that if they need to domore, they
can do it later. And, for now, the fact that
this is the largest rescue package anyone
has ever seen has to beworth something.

Perversely, the very size of the package
is part of its problem. With something
extraordinary that is nevertheless not
enough, the economy deteriorates, and
thegovernment sees its solutionsdiscred-
ited and its political standing weakened
by the worsening economic storm. That
keeps it fromdoingmore.

Meanwhile, the opposition’s capacity
to domore is arguably evenmore limited,
as it has turned against whatever policies
were tried in the first place. Add in the
almost inevitable run-up in government
debt, which imposes constraints in the
eyes of the voters and, in some cases, in
the eyes of the markets, and an economy
that started by not doing enough is never
able to get in front of the crisis.

These sorts of economic crises are, in
other words, inherently politically desta-
bilizing, and that makes a sufficient re-
sponse, at least in a democracy, nearly
impossible.

There’s some evidence for this interna-
tionally. Larry Bartels, a political scientist
at Vanderbilt University, examined 31
elections that took place after the 2008
financial crisis and found that “voters
consistentlypunished incumbentgovern-
ments for bad economic conditions, with
little apparent regard for the ideology of
the government or global economic con-
ditions at the time of the election.” Just
look to Europe, where the path to ending
the debt crisis and saving the euro zone—
the groupof nations that use the currency
—isclear tomosteconomistsbut impossi-
ble for any European politician.

That isn’t to say that this time couldn’t
have been different or that next time
won’t be. But it is no accident that these
crises so often turn out the same, in so
many countries, with so many types of
governments, who have tried so many
kinds of responses.

In general, the policies that are vastly
better than whatever you are doing are
notpolitically achievable, and thepolicies
that are politically achievable are not
vastly better. There weremany paths that
could have been taken in January 2009,
and any one would havemade this time a
bit different. But not different enough.
Not as different as wewish.
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most of its $75 billion unspent. TheHome
Affordable Refinance Program was pro-
jected tohelp5millionunderwaterhome-
owners. It has reached fewer than 1 mil-
lion.

Even so, the administration rejects the
more radical solutions that are occasion-
ally floated. The problem, it says, is that
the choices aremostly between timid and
unworkable.

One problem was that mortgage fi-
nancegiantsFannieMaeandFreddieMac
were ultimately controlled by the inde-
pendent Federal Housing Finance Agen-
cy. Created by Congress in 2008, the
agency was initially led by a Bush admin-
istration appointee, James B. Lockhart
III, and when he stepped down, by an-
otherBushadministrationappointee,Ed-
ward DeMarco. The Obama administra-
tion’s November 2010 effort to nominate
its own director was foiled by Senate
Republicans.

By that time, the administration had
been in office for almost two years and
seen the Democrats’ 60-vote majority in
the Senate come and go. If it had moved
morequickly toappointadirectorwhen it
had firmer control of the Senate, it could
perhaps have used Fannie and Freddie to
kick off a giant wave of refinancing for
underwater homeowners. That alone
would have done something to ease the
pressure on stressed households.

But when talking about what might
haveworked on amassive, economy-wide
scale — that is to say, what might have
made this time different — you’re talking
about something more drastic. You’re
talking about getting rid of thedebt. Todo
that, somebodyhas to pay it, or somebody
has to take the loss on it.

The most politically appealing plans
are theones that force thebanks to eat the
debt, or at least appear to do so. “Cram-
down,” in which judges simply reduce the
principal owed by underwater home-
owners, works this way. But any plan that
leads to massive debt forgiveness would
blow a massive hole in the banks. The
worry would move from “What do we do
about all this housing debt?” to “What do
we do about all these failing banks?” And
we know what we do about failing banks
amid a recession: We bail them out to
keep the credit markets from freezing up.
There was no appetite for a second Leh-
manBrothers in late 2009.

Which means that the ultimate ques-
tion was how much housing debt the
American taxpayer was willing to shoul-
der. Whether that debt came in the form
of nationalizing the banks and taking the
bad assets off their books — a policy the
administration estimated could cost tax-
payers a trillion dollars — or simply pay-
ing off the debt directly was more of a
political question than an economic one.
And it wasn’t a political question anyone
really knewhow to answer.

On first blush, there are few groups
more sympathetic than underwater
homeowners or foreclosed families. They
remain so until about two seconds after
their neighbors are asked to pay their
mortgages. Recall that Rick Santelli’s fa-
mousCNBCrantwasn’t aboutbig govern-
ment or high taxes or creeping socialism.
It was about amodest program theWhite
House was proposing to help certain
homeowners restructure their mortgag-
es. It had Santelli screaming bloody mur-
der.

“This is America!” he shouted from the
trading floor at the Chicago Board of
Trade. “How many of you people want to
pay for your neighbor’smortgage that has
an extra bathroom and can’t pay their
bills? Raise their hand.” The traders
around him began booing loudly. “Presi-
dent Obama, are you listening?”

If you believe Santelli’s rant kicked off
the tea party, then that’s what the tea
party was originally about: forgiving
housing debt.

Ultimately, concerns about the politics
and policy questions behind widespread
debt forgiveness were sufficient to scare
the administration off of the policy. It’s a
decision some ex-members of the White
House regret.

“Ifwehad thoughtharder aboutRogoff
and Reinhart, we might have made some
different trade-offs regarding debt reduc-
tion,” Bernstein says. “Moral hazard is a
big problem when you’re making policy
regarding write-offs and principal cram-
downs. It was always in the room when
you were trying to help one underwater
homeownerwrite off some debtwhile the
person next door was playing by the rules
and paying their mortgage every month.
But with hindsight, I might have argued
more rigorously against the risk of it.”

The Fed’s inflation option
There was, however, one institution

that some think could have reduced the
debt overhang crushing the economy and
that didn’t face such political obstacles:
the Federal Reserve.

The central bank manages the nation’s
money supply and credit and sits at the
center of its financial system. Usually, it
spends its time guarding against the
threat of inflation. But inDecember 2008,
Rogoff argued that themoment called for
the reverse strategy.

“It is time for the world’s major central
banks toacknowledge thata suddenburst
ofmoderate inflationwould be extremely
helpful in unwinding today’s epic debt
morass,” hewrote.

Inflation — the rate at which prices for

economy from G6 goods go up and buying power goes down
—makes any amount ofmoneyworth less
over time. It can help a depressed econo-
my in three ways: It erodes the real value
of debt. It gives people an incentive to
spend and invest now, as theirmoneywill
not go as far later. And it tends to drive
down the value of the dollar against other
currencies, making U.S. exporters more
competitive.

At the Federal Reserve, inflation is a
four-letter word. It has spent the past few
decades convincing themarket that it can
andwill “anchor” inflation at about 2 per-
cent. Lifting that anchor could cause
problems down the road, without doing
muchgood in thepresent.After all, Feder-
al Reserve Board Chairman Ben S. Ber-
nanke doesn’t have a red inflation button
beneath a glass case on his desk. Creating
inflation is difficult when demand for
goods is low, and it’s not even clear that
the Fed can do it.

Rogoff scoffs at this. “Creating inflation
is not rocket science,” he wrote. “All cen-
tral banks need to do is to keep printing
money to buy up government debt. The
main risk is that inflation could over-
shoot, landing at 20 or 30 percent instead
of 5 or 6 percent. Indeed, fear of over-
shooting paralyzed the Bank of Japan for
a decade. But this problem is easily nego-
tiated. With good communication policy,
inflation expectations can be contained,
and inflation can be brought down as
quickly as necessary.”

But the policymakers who would have
needed to create that inflation aren’t so
sure. “It’s difficult, if not impossible, to
create persistent inflation without de-
mand exceeding potential supply over an
extended period,” says Donald L. Kohn,
who served as vice chairman of the Feder-
al Reserve Board until 2010. “Yes, chang-
ing expectations might push inflation
higher, but why would expectations
changematerially and persistently under
current circumstances?”

Bernanke seems to agree. So, it seems,
does the administration, at least judging
by the economists it considered nominat-
ing to the Fed.

Summers, who had the inside track to
chair the central bank if the Obama ad-
ministration decided against renominat-
ing Bernanke, echoes Kohn’s skepticism.
“In the model I understand,” he says,
“inflation is mostly driven by demand,
and when you increase demand, you in-
crease inflation. And if you don’t increase
demand, you don’t increase inflation. But
if you’ve solved demand, you’ve solved
your problem.”

Nobel laureate Peter Diamond, whom
the Obama administration nominated to
fill a vacant seat on theFed’s board, puts it
this way: “If the Fed says we are deter-
mined to keep going till we have, say,
4 percent inflation, would that really turn
around expectations in a way that would
stimulate the economy and create higher
inflation? I doubt it.”

And, of course, the Fed might be insu-
lated frompolitics, but it’s not immune to
it. In recent years, Rep. Ron Paul (R-Tex.)
has gained national prominence in part
on an “End the Fed” platform. Texas Gov.
RickPerry, aRepublicanpresidential con-
tender, has threatened to do something
“ugly” to Bernanke. Congress passed leg-
islation to audit the Fed. Even noted
monetary economist SarahPalinweighed
in, saying, “It’s time for Ben Bernanke to
cease and desist.”

To the Fed, the nightmare scenario is
that it tries to create inflation now and
fails. It would have given up its hard-won
credibility as an inflation fighter and
invited political backlash, all without
helping the economy.

Labormarket’s long period of pain
Growth-focused and debt-focused

strategies are attempts to end the reces-
sion. They’re policy on the offensive. But
perhaps the real lesson from Rogoff and
Reinhart is that these recessions rarely
end quickly, and so officialsmustmanage
a long period of pain — defensive policy,
so to speak. America doesn’t do defense
verywell.

“We’re trying right now to keep our
lifestyles going,” says Michael Spence, a

Nobel Prize-winning economist at New
York University. “It’s not really working,
but thewaywe’redoing it is puttingall the
burden on the unemployed while trying
to leave the employed untouched. Even-
tually, this is going to require a redistribu-
tion of that burden.”

In other countries, he says, the burden
is more widely shared. The employed
work less — and get paid less — so there
aremore jobs togoaround.That leads toa
little pain for a lot of people, rather than a
lot of pain for fewer people. It also keeps
more workers on the job, which means
their skills don’t deteriorate and the econ-
omy isn’t left with people who became
unemployed and then found themselves
unemployable.

That’s what we’ve seen here: Employ-
ers have become so leery of hiring the
unemployed that the Obama administra-
tion has proposed to make it illegal to
discriminate against them. Such a policy
is easier said than done, but it speaks to
the downside of lettingworkers fall out of
the labor force for long periods of time.

Germany’s response to the recession
included a work-sharing program that

subsidized salaries when employers
trimmed the hours of individual workers
to keepmorepeople on the job. Ifworkers
attended job training, the government
gave amore generous subsidy.

The program worked. Even though
Germany’s economy was devastated by
the recession—declining by almost 7 per-
cent — the jobless rate fell slightly, from
7.9 percent at the start of the recession to
7 percent inMay 2010.

There are reasons to question whether
work-sharing programs would have been
as effective here as theywere inGermany.
For one thing, they work best in sectors
where jobs are bound to return after a
recession — such as Germany’s export
sector — rather than sectors that need to
be downsized after being inflated by a
credit boom.

Germany also has a different labor
market. Employers, unions and the gov-
ernment work together with an unusual
level of cooperation. The culture is much
morehostile toward layoffs than theUnit-
ed States’ is, which has caused Germany
problems in the past but has been a boon
throughout this recession.

But paying the private sector to save
jobs was not the administration’s only
option. There was also the possibility of
simply payingworkers towork.

For one thing, the government could
have refused to fire anyone. Says Baker, of
the Center for Economic and Policy Re-
search: “We’ve lost 500,000 state and
local jobs, and before that, we were creat-
ing 160,000 a year. If we hadn’t had those
lossesandhaddonemore tokeepcreation
at that pace, we would have almost an-
othermillion jobs.”

It also could have started hiring.
Romer, for instance, proposed to add
100,000 teacher’s aides. Imagine similar
proposals: Every park ranger could have
had an assistant park ranger. Every fire-
fighter station could have added three
trainees. Every city could have expanded
its police force by 5 percent. Everyone
between ages 18 and 26 could have signed
up for two years of paid national service.

In a relatively quick recovery, these
programswouldn’t havemade sense. Bet-
ter to support the economymore general-
ly and let workers migrate from unpro-
ductive sectors to productive ones. Em-
ploying workers directly is, at best, a
stopgap, and at worst, a waste of the
government’s resources and the worker’s
time. The government doesn’t know
whereworkers arebestused.That’s better
left to themarket.

But in a long slog of a recession, that
logic falls apart. Workers don’t move into
more productive sectors of the economy.
They lose their jobs, and then they lose
their paychecks, homes and, eventually,
skills. That sucks demand out of the
economy, further depresses home prices
and makes it harder for the labor market
to recover.

Call-and-response conundrum
So could this time have been different?

There’s little doubt that it couldhavebeen
better. From the outset, the policies were
too small for the recession the adminis-
tration and economists thoughtwe faced.
They were much too small for the reces-
sion we actually faced. More and better
stimulus, more aggressive interventions
in the housing market, more aggressive
policy fromtheFed,andmoreattention to
preventing layoffs and hiring the unem-
ployed could have led to millions more
jobs. At least in theory.

Of course, ideas always sound better
than policies. Policies must be imple-
mented, and theyhaveunintendedconse-
quences and unforeseen flaws. In the best
of circumstances, the policymaking proc-
ess is imperfect.ButJanuary2009hadthe
worst of circumstances—aonce-in-a-life-
time economic emergency during a presi-
dential transition.

Reinhart, for one, thinks the Bush and
Obama administrations don’t get suffi-
cient credit for all they did.

“The initial policy of monetary and
fiscal stimulus really made a huge differ-
ence,” she says. “I would tattoo that onmy
forehead. The output decline we had was
peanuts compared to the output decline

we would otherwise have had in a crisis
like this. That isn’t fully appreciated.”

In that way, Reinhart says, this time
really was different — at least from the
GreatDepression,whenoutput shrankby
30 percent and a quarter of theworkforce
was unemployed. “If the choice was this
or the ’30s,” she says, “I’d take this hands
down.”

Give policymakers some credit: They
really have learned from the Depression.
So did the Japanese. In the 1990s, they
pumped monetary and fiscal stimulus
into their economy, too, and they didn’t
suffer a depression. But they never found
themselves in a recovery. They stagnated
for a decade, and then for another.

What we’re in looks more like Japan in
the ’90s than theUnited States in the ’30s.
Reinhart doesn’t think that’s an accident;
she thinks it’s a product of the initial
successes. “The same policies that serve
youwell in limiting theoutput collapsedo
not serve you well in speeding the time it
takes to get out,” she says.

By saving the banking system, you end
upwith banks that are quietly holding on
to toxic assets in the hope that one day
they’ll be worth something. By limiting
the output gap, you keep the economy
from getting so bad that truly radical
solutions, such aswiping out hundreds of
billions of dollars of housing debt, be-
come thinkable. You limp along.

The question, of course, is why do
governments limp out of recessionswhen
theweight of history tells them to run?

“Now knowing how much worse the
storm was, people look back and say, you
guysundershot,” sighsTreasury Secretary
Timothy F. Geithner. “But we didn’t think
we were undershooting at the time. We
thought that the dominant strategy had
to bemassive, overwhelming force. There
were political limits to what we could do,
but we thought we were operating to
expand the scope of those limits. I used to
say to people, ‘Whichmistake is harder to
correct: doing too much, or doing too
little?’ ”

Yet the Obama administration did too
little. Its team of interventionist Keynes-
ians immersed in the lessons of the De-
pression and Japan did too little. Every-
one does too little, even when they think
they’re erring on the side of doing too
much. That’s one reason “this time” is
almost never different.

The tendency thus far has been to look
at these crises in terms of the identifiable
economic factors that make them differ-
ent from typical recessions. But perhaps
the better approach is to look at the
political factors that make them turn out
the same, that stop governments from
doing enoughevenwhen theyhave sworn
to err on the side of doing toomuch.

These crises have a sort of immune
system. It is never possible for the politi-
cal system to do enough to stop them at
the outset, as it is never quite clear how
bad they are. Even if it were, the system is
ill-equipped to take action at that scale.
The actors comfort themselves with the
thought that if they need to domore, they
can do it later. And, for now, the fact that
this is the largest rescue package anyone
has ever seen has to beworth something.

Perversely, the very size of the package
is part of its problem. With something
extraordinary that is nevertheless not
enough, the economy deteriorates, and
thegovernment sees its solutionsdiscred-
ited and its political standing weakened
by the worsening economic storm. That
keeps it fromdoingmore.

Meanwhile, the opposition’s capacity
to domore is arguably evenmore limited,
as it has turned against whatever policies
were tried in the first place. Add in the
almost inevitable run-up in government
debt, which imposes constraints in the
eyes of the voters and, in some cases, in
the eyes of the markets, and an economy
that started by not doing enough is never
able to get in front of the crisis.

These sorts of economic crises are, in
other words, inherently politically desta-
bilizing, and that makes a sufficient re-
sponse, at least in a democracy, nearly
impossible.

There’s some evidence for this interna-
tionally. Larry Bartels, a political scientist
at Vanderbilt University, examined 31
elections that took place after the 2008
financial crisis and found that “voters
consistentlypunished incumbentgovern-
ments for bad economic conditions, with
little apparent regard for the ideology of
the government or global economic con-
ditions at the time of the election.” Just
look to Europe, where the path to ending
the debt crisis and saving the euro zone—
the groupof nations that use the currency
—isclear tomosteconomistsbut impossi-
ble for any European politician.

That isn’t to say that this time couldn’t
have been different or that next time
won’t be. But it is no accident that these
crises so often turn out the same, in so
many countries, with so many types of
governments, who have tried so many
kinds of responses.

In general, the policies that are vastly
better than whatever you are doing are
notpolitically achievable, and thepolicies
that are politically achievable are not
vastly better. There weremany paths that
could have been taken in January 2009,
and any one would havemade this time a
bit different. But not different enough.
Not as different as wewish.
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most of its $75 billion unspent. TheHome
Affordable Refinance Program was pro-
jected tohelp5millionunderwaterhome-
owners. It has reached fewer than 1 mil-
lion.

Even so, the administration rejects the
more radical solutions that are occasion-
ally floated. The problem, it says, is that
the choices aremostly between timid and
unworkable.

One problem was that mortgage fi-
nancegiantsFannieMaeandFreddieMac
were ultimately controlled by the inde-
pendent Federal Housing Finance Agen-
cy. Created by Congress in 2008, the
agency was initially led by a Bush admin-
istration appointee, James B. Lockhart
III, and when he stepped down, by an-
otherBushadministrationappointee,Ed-
ward DeMarco. The Obama administra-
tion’s November 2010 effort to nominate
its own director was foiled by Senate
Republicans.

By that time, the administration had
been in office for almost two years and
seen the Democrats’ 60-vote majority in
the Senate come and go. If it had moved
morequickly toappointadirectorwhen it
had firmer control of the Senate, it could
perhaps have used Fannie and Freddie to
kick off a giant wave of refinancing for
underwater homeowners. That alone
would have done something to ease the
pressure on stressed households.

But when talking about what might
haveworked on amassive, economy-wide
scale — that is to say, what might have
made this time different — you’re talking
about something more drastic. You’re
talking about getting rid of thedebt. Todo
that, somebodyhas to pay it, or somebody
has to take the loss on it.

The most politically appealing plans
are theones that force thebanks to eat the
debt, or at least appear to do so. “Cram-
down,” in which judges simply reduce the
principal owed by underwater home-
owners, works this way. But any plan that
leads to massive debt forgiveness would
blow a massive hole in the banks. The
worry would move from “What do we do
about all this housing debt?” to “What do
we do about all these failing banks?” And
we know what we do about failing banks
amid a recession: We bail them out to
keep the credit markets from freezing up.
There was no appetite for a second Leh-
manBrothers in late 2009.

Which means that the ultimate ques-
tion was how much housing debt the
American taxpayer was willing to shoul-
der. Whether that debt came in the form
of nationalizing the banks and taking the
bad assets off their books — a policy the
administration estimated could cost tax-
payers a trillion dollars — or simply pay-
ing off the debt directly was more of a
political question than an economic one.
And it wasn’t a political question anyone
really knewhow to answer.

On first blush, there are few groups
more sympathetic than underwater
homeowners or foreclosed families. They
remain so until about two seconds after
their neighbors are asked to pay their
mortgages. Recall that Rick Santelli’s fa-
mousCNBCrantwasn’t aboutbig govern-
ment or high taxes or creeping socialism.
It was about amodest program theWhite
House was proposing to help certain
homeowners restructure their mortgag-
es. It had Santelli screaming bloody mur-
der.

“This is America!” he shouted from the
trading floor at the Chicago Board of
Trade. “How many of you people want to
pay for your neighbor’smortgage that has
an extra bathroom and can’t pay their
bills? Raise their hand.” The traders
around him began booing loudly. “Presi-
dent Obama, are you listening?”

If you believe Santelli’s rant kicked off
the tea party, then that’s what the tea
party was originally about: forgiving
housing debt.

Ultimately, concerns about the politics
and policy questions behind widespread
debt forgiveness were sufficient to scare
the administration off of the policy. It’s a
decision some ex-members of the White
House regret.

“Ifwehad thoughtharder aboutRogoff
and Reinhart, we might have made some
different trade-offs regarding debt reduc-
tion,” Bernstein says. “Moral hazard is a
big problem when you’re making policy
regarding write-offs and principal cram-
downs. It was always in the room when
you were trying to help one underwater
homeownerwrite off some debtwhile the
person next door was playing by the rules
and paying their mortgage every month.
But with hindsight, I might have argued
more rigorously against the risk of it.”

The Fed’s inflation option
There was, however, one institution

that some think could have reduced the
debt overhang crushing the economy and
that didn’t face such political obstacles:
the Federal Reserve.

The central bank manages the nation’s
money supply and credit and sits at the
center of its financial system. Usually, it
spends its time guarding against the
threat of inflation. But inDecember 2008,
Rogoff argued that themoment called for
the reverse strategy.

“It is time for the world’s major central
banks toacknowledge thata suddenburst
ofmoderate inflationwould be extremely
helpful in unwinding today’s epic debt
morass,” hewrote.

Inflation — the rate at which prices for

economy from G6 goods go up and buying power goes down
—makes any amount ofmoneyworth less
over time. It can help a depressed econo-
my in three ways: It erodes the real value
of debt. It gives people an incentive to
spend and invest now, as theirmoneywill
not go as far later. And it tends to drive
down the value of the dollar against other
currencies, making U.S. exporters more
competitive.

At the Federal Reserve, inflation is a
four-letter word. It has spent the past few
decades convincing themarket that it can
andwill “anchor” inflation at about 2 per-
cent. Lifting that anchor could cause
problems down the road, without doing
muchgood in thepresent.After all, Feder-
al Reserve Board Chairman Ben S. Ber-
nanke doesn’t have a red inflation button
beneath a glass case on his desk. Creating
inflation is difficult when demand for
goods is low, and it’s not even clear that
the Fed can do it.

Rogoff scoffs at this. “Creating inflation
is not rocket science,” he wrote. “All cen-
tral banks need to do is to keep printing
money to buy up government debt. The
main risk is that inflation could over-
shoot, landing at 20 or 30 percent instead
of 5 or 6 percent. Indeed, fear of over-
shooting paralyzed the Bank of Japan for
a decade. But this problem is easily nego-
tiated. With good communication policy,
inflation expectations can be contained,
and inflation can be brought down as
quickly as necessary.”

But the policymakers who would have
needed to create that inflation aren’t so
sure. “It’s difficult, if not impossible, to
create persistent inflation without de-
mand exceeding potential supply over an
extended period,” says Donald L. Kohn,
who served as vice chairman of the Feder-
al Reserve Board until 2010. “Yes, chang-
ing expectations might push inflation
higher, but why would expectations
changematerially and persistently under
current circumstances?”

Bernanke seems to agree. So, it seems,
does the administration, at least judging
by the economists it considered nominat-
ing to the Fed.

Summers, who had the inside track to
chair the central bank if the Obama ad-
ministration decided against renominat-
ing Bernanke, echoes Kohn’s skepticism.
“In the model I understand,” he says,
“inflation is mostly driven by demand,
and when you increase demand, you in-
crease inflation. And if you don’t increase
demand, you don’t increase inflation. But
if you’ve solved demand, you’ve solved
your problem.”

Nobel laureate Peter Diamond, whom
the Obama administration nominated to
fill a vacant seat on theFed’s board, puts it
this way: “If the Fed says we are deter-
mined to keep going till we have, say,
4 percent inflation, would that really turn
around expectations in a way that would
stimulate the economy and create higher
inflation? I doubt it.”

And, of course, the Fed might be insu-
lated frompolitics, but it’s not immune to
it. In recent years, Rep. Ron Paul (R-Tex.)
has gained national prominence in part
on an “End the Fed” platform. Texas Gov.
RickPerry, aRepublicanpresidential con-
tender, has threatened to do something
“ugly” to Bernanke. Congress passed leg-
islation to audit the Fed. Even noted
monetary economist SarahPalinweighed
in, saying, “It’s time for Ben Bernanke to
cease and desist.”

To the Fed, the nightmare scenario is
that it tries to create inflation now and
fails. It would have given up its hard-won
credibility as an inflation fighter and
invited political backlash, all without
helping the economy.

Labormarket’s long period of pain
Growth-focused and debt-focused

strategies are attempts to end the reces-
sion. They’re policy on the offensive. But
perhaps the real lesson from Rogoff and
Reinhart is that these recessions rarely
end quickly, and so officialsmustmanage
a long period of pain — defensive policy,
so to speak. America doesn’t do defense
verywell.

“We’re trying right now to keep our
lifestyles going,” says Michael Spence, a

Nobel Prize-winning economist at New
York University. “It’s not really working,
but thewaywe’redoing it is puttingall the
burden on the unemployed while trying
to leave the employed untouched. Even-
tually, this is going to require a redistribu-
tion of that burden.”

In other countries, he says, the burden
is more widely shared. The employed
work less — and get paid less — so there
aremore jobs togoaround.That leads toa
little pain for a lot of people, rather than a
lot of pain for fewer people. It also keeps
more workers on the job, which means
their skills don’t deteriorate and the econ-
omy isn’t left with people who became
unemployed and then found themselves
unemployable.

That’s what we’ve seen here: Employ-
ers have become so leery of hiring the
unemployed that the Obama administra-
tion has proposed to make it illegal to
discriminate against them. Such a policy
is easier said than done, but it speaks to
the downside of lettingworkers fall out of
the labor force for long periods of time.

Germany’s response to the recession
included a work-sharing program that

subsidized salaries when employers
trimmed the hours of individual workers
to keepmorepeople on the job. Ifworkers
attended job training, the government
gave amore generous subsidy.

The program worked. Even though
Germany’s economy was devastated by
the recession—declining by almost 7 per-
cent — the jobless rate fell slightly, from
7.9 percent at the start of the recession to
7 percent inMay 2010.

There are reasons to question whether
work-sharing programs would have been
as effective here as theywere inGermany.
For one thing, they work best in sectors
where jobs are bound to return after a
recession — such as Germany’s export
sector — rather than sectors that need to
be downsized after being inflated by a
credit boom.

Germany also has a different labor
market. Employers, unions and the gov-
ernment work together with an unusual
level of cooperation. The culture is much
morehostile toward layoffs than theUnit-
ed States’ is, which has caused Germany
problems in the past but has been a boon
throughout this recession.

But paying the private sector to save
jobs was not the administration’s only
option. There was also the possibility of
simply payingworkers towork.

For one thing, the government could
have refused to fire anyone. Says Baker, of
the Center for Economic and Policy Re-
search: “We’ve lost 500,000 state and
local jobs, and before that, we were creat-
ing 160,000 a year. If we hadn’t had those
lossesandhaddonemore tokeepcreation
at that pace, we would have almost an-
othermillion jobs.”

It also could have started hiring.
Romer, for instance, proposed to add
100,000 teacher’s aides. Imagine similar
proposals: Every park ranger could have
had an assistant park ranger. Every fire-
fighter station could have added three
trainees. Every city could have expanded
its police force by 5 percent. Everyone
between ages 18 and 26 could have signed
up for two years of paid national service.

In a relatively quick recovery, these
programswouldn’t havemade sense. Bet-
ter to support the economymore general-
ly and let workers migrate from unpro-
ductive sectors to productive ones. Em-
ploying workers directly is, at best, a
stopgap, and at worst, a waste of the
government’s resources and the worker’s
time. The government doesn’t know
whereworkers arebestused.That’s better
left to themarket.

But in a long slog of a recession, that
logic falls apart. Workers don’t move into
more productive sectors of the economy.
They lose their jobs, and then they lose
their paychecks, homes and, eventually,
skills. That sucks demand out of the
economy, further depresses home prices
and makes it harder for the labor market
to recover.

Call-and-response conundrum
So could this time have been different?

There’s little doubt that it couldhavebeen
better. From the outset, the policies were
too small for the recession the adminis-
tration and economists thoughtwe faced.
They were much too small for the reces-
sion we actually faced. More and better
stimulus, more aggressive interventions
in the housing market, more aggressive
policy fromtheFed,andmoreattention to
preventing layoffs and hiring the unem-
ployed could have led to millions more
jobs. At least in theory.

Of course, ideas always sound better
than policies. Policies must be imple-
mented, and theyhaveunintendedconse-
quences and unforeseen flaws. In the best
of circumstances, the policymaking proc-
ess is imperfect.ButJanuary2009hadthe
worst of circumstances—aonce-in-a-life-
time economic emergency during a presi-
dential transition.

Reinhart, for one, thinks the Bush and
Obama administrations don’t get suffi-
cient credit for all they did.

“The initial policy of monetary and
fiscal stimulus really made a huge differ-
ence,” she says. “I would tattoo that onmy
forehead. The output decline we had was
peanuts compared to the output decline

we would otherwise have had in a crisis
like this. That isn’t fully appreciated.”

In that way, Reinhart says, this time
really was different — at least from the
GreatDepression,whenoutput shrankby
30 percent and a quarter of theworkforce
was unemployed. “If the choice was this
or the ’30s,” she says, “I’d take this hands
down.”

Give policymakers some credit: They
really have learned from the Depression.
So did the Japanese. In the 1990s, they
pumped monetary and fiscal stimulus
into their economy, too, and they didn’t
suffer a depression. But they never found
themselves in a recovery. They stagnated
for a decade, and then for another.

What we’re in looks more like Japan in
the ’90s than theUnited States in the ’30s.
Reinhart doesn’t think that’s an accident;
she thinks it’s a product of the initial
successes. “The same policies that serve
youwell in limiting theoutput collapsedo
not serve you well in speeding the time it
takes to get out,” she says.

By saving the banking system, you end
upwith banks that are quietly holding on
to toxic assets in the hope that one day
they’ll be worth something. By limiting
the output gap, you keep the economy
from getting so bad that truly radical
solutions, such aswiping out hundreds of
billions of dollars of housing debt, be-
come thinkable. You limp along.

The question, of course, is why do
governments limp out of recessionswhen
theweight of history tells them to run?

“Now knowing how much worse the
storm was, people look back and say, you
guysundershot,” sighsTreasury Secretary
Timothy F. Geithner. “But we didn’t think
we were undershooting at the time. We
thought that the dominant strategy had
to bemassive, overwhelming force. There
were political limits to what we could do,
but we thought we were operating to
expand the scope of those limits. I used to
say to people, ‘Whichmistake is harder to
correct: doing too much, or doing too
little?’ ”

Yet the Obama administration did too
little. Its team of interventionist Keynes-
ians immersed in the lessons of the De-
pression and Japan did too little. Every-
one does too little, even when they think
they’re erring on the side of doing too
much. That’s one reason “this time” is
almost never different.

The tendency thus far has been to look
at these crises in terms of the identifiable
economic factors that make them differ-
ent from typical recessions. But perhaps
the better approach is to look at the
political factors that make them turn out
the same, that stop governments from
doing enoughevenwhen theyhave sworn
to err on the side of doing toomuch.

These crises have a sort of immune
system. It is never possible for the politi-
cal system to do enough to stop them at
the outset, as it is never quite clear how
bad they are. Even if it were, the system is
ill-equipped to take action at that scale.
The actors comfort themselves with the
thought that if they need to domore, they
can do it later. And, for now, the fact that
this is the largest rescue package anyone
has ever seen has to beworth something.

Perversely, the very size of the package
is part of its problem. With something
extraordinary that is nevertheless not
enough, the economy deteriorates, and
thegovernment sees its solutionsdiscred-
ited and its political standing weakened
by the worsening economic storm. That
keeps it fromdoingmore.

Meanwhile, the opposition’s capacity
to domore is arguably evenmore limited,
as it has turned against whatever policies
were tried in the first place. Add in the
almost inevitable run-up in government
debt, which imposes constraints in the
eyes of the voters and, in some cases, in
the eyes of the markets, and an economy
that started by not doing enough is never
able to get in front of the crisis.

These sorts of economic crises are, in
other words, inherently politically desta-
bilizing, and that makes a sufficient re-
sponse, at least in a democracy, nearly
impossible.

There’s some evidence for this interna-
tionally. Larry Bartels, a political scientist
at Vanderbilt University, examined 31
elections that took place after the 2008
financial crisis and found that “voters
consistentlypunished incumbentgovern-
ments for bad economic conditions, with
little apparent regard for the ideology of
the government or global economic con-
ditions at the time of the election.” Just
look to Europe, where the path to ending
the debt crisis and saving the euro zone—
the groupof nations that use the currency
—isclear tomosteconomistsbut impossi-
ble for any European politician.

That isn’t to say that this time couldn’t
have been different or that next time
won’t be. But it is no accident that these
crises so often turn out the same, in so
many countries, with so many types of
governments, who have tried so many
kinds of responses.

In general, the policies that are vastly
better than whatever you are doing are
notpolitically achievable, and thepolicies
that are politically achievable are not
vastly better. There weremany paths that
could have been taken in January 2009,
and any one would havemade this time a
bit different. But not different enough.
Not as different as wewish.
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In economist Carmen Reinhart’s
view, the Obama administration
was wildly, tragically optimistic.
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Economist Ken Rogoff has said
that a sudden burst of moderate
inflation would be helpful.
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Reinhart and Rogoff ’s book
covers nine centuries of crises.

$1.2
trillion

Amount of money
Christina Romer, the
former head of the

president’s Council of
Economic Advisers,
thought the economy

needed $800
billion

Stimulus cost
proposed to Congress

$700
billion
Amount of stimulus
the Senate passed

Shrinking stimulus

$2.5
trillion

Amount of stimulus that was
actually needed
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