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Five Policy-Relevant Observations and
an Epilogue for 2008

Lawrence H. Summers

My broad views on the U.S. current account imbalances—what the
United States should do and what other countries should do—have been
documented in other speeches and are available on my web site. As I
have explained my reasoning elsewhere, what I would like to do here is
to make five policy-relevant observations bearing on various aspects of
the situation. These observations responded to the situation in late June
2006, when these remarks were first delivered. At the end of this essay,
revised for the conference volume, I will offer some further observations
in light of the changed economic circumstances that have occurred since
then.

First, Alan Greenspan was right some years ago when he urged that
monetary policymakers must take a risk management approach to their
task, meaning that they need to think about risks, even if it is not certain
that these risks will materialize. The general costs to economic policy of
thinking these real imbalances are not a real problem are, I would sug-
gest, much smaller than the risks of remaining complacent if that compla-
cency proves unwarranted. Therefore, making a case that this problem
of current account imbalances should be taken seriously by policymakers
does not require establishing that a hard landing will happen or is highly
likely—only that there is a risk that something could happen, and that it
would be good to be prepared to deal with such an event.

One lesson that I draw from economic history is that every bubble has
its wise guys. On its face, it is not entirely unreasonable to suggest that
U.S. stocks were properly valued in the summer of 1929, as Brad DeLong
has quite aptly argued. In late 1988, Jeff Sachs published a paper using
various urban economic theories to explain why land was properly valued
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in Tokyo at that time. In late 1999, when it was clear that the Internet was
a fantastic innovation, I asked a group of high-tech executives whether
they could determine what fraction of this wave of transformation we had
already ridden. They clearly regarded the question as a slightly odd one,
and then one of them told me, “You don’t understand, Larry. It’s a river,
not a wave, and it’s going to go on forever.” Likewise, as of mid-2006,
the dollar has not plummeted, and there are a reasonable set of arguments
that can be constructed as to why its value could go either way. One
should assume that at any given moment in any financial market, people
will always develop arguments for why the situation could go either way.
Yet this recognition does not mean that those who advocate for policy
complacency are wrong; it just means that one should not take too much
comfort from the fact that these arguments are out there.

Looking back to the 1985 situation, which I think is instructive, it
seems to me that there are two ways of reading that experience. One
reading is that it was a huge crisis. The other interpretation is that the
United States had a high dollar and a big current account deficit, and so
if you look at the GDP statistics, in hindsight you would not think that
something very dramatic had happened.

I lean toward the more negative reading of the 1985 situation. It seems
to me that with 20 years of historical perspective, if you had to pinpoint
something that triggered the global stock market crash on October 19,
1987, probably the best thing to examine was a certain amount of skir-
mishing between Jim Baker and the Germans over what was going to
happen to the dollar, who should cut interest rates, and who should not.
It seems to me that the Japanese monetary policy response of loosening to
avoid excessive dollar depreciation had a great deal to do with the bubble
that set the stage for 15 years of deflation in that country. But using this
1985 experience as the basis for predictions about the contemporary situ-
ation might not lead to particularly sanguine assessments of what lies
ahead. You could say, for example, that given the current situation, the
United States is going to have an experience like 1985, but it is probably
going to be bigger because now the U.S. current account deficit is twice
as big. If this is the likely effect, I doubt we would feel any better if some-
one tried to point out that the late 1980s correction wasn’t so bad in the
larger scheme of things.
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So the first thought I want to leave you with is that in the face of
this potentially severe unwinding, prudent monetary policy and prudent
planning should err on the side of paying attention to the alarmists. You
will go very wrong if they are right, but you will not go so wrong if they
are wrong.

My second observation is simply that on the question of resolving these
global imbalances, I think everyone must be very careful about what they
wish for. I believe Peter Garber and his colleagues are completely right to
draw attention to at least one of the anomalies with respect to the tradi-
tional alarmist view: the observation that around the world, real interest
rates are low, not high. If the U.S. failure to save was the dominant feature
of the global system in creating these new imbalances, as Larry Kotlikoff
has suggested, then you would expect new interest rates to be abnormally
high, not abnormally low. Garber’s observation, taken from the level of
real interest rates, is quite probative in its suggestion that understanding
much about the imbalance has to come from understanding not what is
happening in the United States, but what is happening in the rest of the
world. Contra Ben Bernanke, I think the term “investment drought” is
probably more correct as a description of what has been going on than
his term “savings glut.”

Now I would like to comment on one persistent fallacy and make one
prescriptive observation. The greatest, most enduring fallacy in official
economic circles—a fallacy sometimes perpetuated in the financial com-
munity—is what I shall call the “Immaculate Conception” theory of cur-
rent account improvement. This theory posits that if a country has a
current account deficit and then decides to save more, its current account
deficit will improve. The value of its currency will remain constant or
appreciate because a higher savings rate will engender more confidence,
while its economy will get stronger and grow faster. No European cen-
tral banker in the last decade, with the exception of Mervyn King, has
addressed the question of current account deficits without committing
this fallacy.

Constant repetition does not make the Immaculate Conception theory
any less fallacious. For a nation’s current account deficit to improve when
it increases its savings, something must happen that changes the level of
imports or exports. This adjustment can either be a change in the relative
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price—in other words, a fall in the exchange rate—or it can be an eco-
nomic slowdown that reduces the demand for imports. There is no other
way that a current account deficit can improve.

Current G7 communiqués elide these tradeoffs by suggesting that if
only the United States increased its savings, then there would be a stron-
ger global economy, a stronger dollar, and all will be right with the world.
These theoretical assertions are simply not supported by practical experi-
ence, and are similar to suggesting that if only people could fly, transpor-
tation would be easier. These comments were successfully excised from
the communiqués during the time when I had some influence over their
content, but they have since found their way back in.

Economic reality implies that if we wish to find a policy that will cor-
rect these global imbalances, we need to be very careful what we wish
for. If the United States successfully increases its savings rate, and nothing
else happens, the result will be a decline in global aggregate demand to
the extent that the reduced pressure on U.S. interest rates reduces capital
inflows into the United States and causes the dollar to fall. If this adjust-
ment happens without a recession, then expenditures will switch from
the rest of the world to the United States. After all, that is the idea, and
the global result will be deflationary and contractionary.

It is far from clear that this would be a good thing. Remember that
while the United States is a leading nation—and therefore U.S. political
support is crucial to any effective global solution—the fact that the real
interest rates have fallen, not risen, suggests that the dominant impulse
observed here reflects in important ways the policies that are being
enacted in the rest of the world.

Thus, those who wish to see this situation addressed need to focus on
the question of what is happening with monetary and fiscal policy in the
international macroeconomy. I have already discussed what European
central bankers say about these issues. In the developing world, central
bankers often resort to a common refrain: “Isn’t it terrible that the United
States is running this huge current account deficit because of its huge bud-
get deficit, and therefore is sucking capital out of the developing world
where it could do so much good?” This sentiment rings hollow, to put it
mildly, when the central banker in question has accumulated $50 billion
in U.S. Treasury bills on behalf of his country’s citizens that in the preced-
ing year paid a real interest rate of about 1 percent. The finance minister
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in India is not innocent of this particular sin, and I choose to believe that
it is being committed in order to bolster domestic consumption, rather
than being reflective of a conviction that this is the best policy course for
the global economy.

The moral of the second observation is that while the United States
should not be complacent about its role in creating global imbalances,
what takes place in the rest of the world is probably even more impor-
tant to a resolution of these imbalances than what happens in the
United States.

The third observation pushes a hobbyhorse of mine, which I touched
on earlier. One thing that is most remarkable about the global econ-
omy is the rate at which reserves are being accumulated in developing
countries. If we use what seems to me to be an extremely cautious stan-
dard proposed some years ago, the so-called Guidotti-Greenspan rule,
this maintains that a country is well reserved against financial crisis if
it holds reserves equal to all of its short-term debt coming due in one
year. But even if we are hyperconservative and assume that the necessary
reserves are twice that amount, then today in the developing world there
is approximately $2 trillion of excess reserves beyond what is necessary
for insurance against financial crisis. That $2 trillion figure is rising at
about $500 billion a year.

It is a mystery to me why these funds are being invested at rates that in
dollar terms probably average a 2 percent yield. In local currency terms,
given that appreciations will happen at some point, these funds are earn-
ing close to zero. It seems to me that while we essentially have an inter-
national financial architecture that is designed entirely with a view to
promoting the flow of capital from industrial countries to poor countries,
we have a global financial system in which the dominant flows are going
in the opposite direction. Thinking through how that reversal is going to
take place is, in my opinion, a question of profound importance.

My own view is that the developing world could receive the “least
expensive lunch” if it more prudently invested its reserves in risk-bearing
assets that earn a comparably high return. It seems to me the question of
how these resources are invested is a matter of great importance.

All three of these observations lead to my fourth observation: what
does this current situation of global imbalances say about U.S. monetary
policy in particular, and what does it say monetary policy more gener-
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ally? In a world that is changing very rapidly—a world that is financially
integrated and very different than any we have seen before—this is no
time for slavish adherence to mechanistic rules of any kind, even if adher-
ence to such rules might create the possibility of greater predictability.
The most important rule for stability is to remain responsive to what is
happening in the world, rather than to behave predictably at the cost of
being unresponsive to the things that are most important in this brave
new world. In a world where asset prices and currency fluctuations are
ever more important, it would be quite unwise to straightjacket monetary
policy. My hope is that in the future the Federal Open Market Commit-
tee would, as it has in the past, take a catholic view of the variables that
need to be considered in the context of monetary policy. If past monetary
policy deserves any criticism—and I am not sure any criticism is mer-
ited—it is due to an excessive focus on Taylor Rule variables, like output
gaps relative to asset prices. I would be sorry to see any set of changes
in monetary policymaking directed at pushing further in those predeter-
mined directions.

I would like to make one comment on the general monetary policy
framework as it currently stands. It seems to me that a very crude history
of business would suggest that individual business cycles end. Eventually,
expansions end for one of two reasons. The canonical pre-World War
IT reason held that business cycles ended because of the kinds of things
that Henry Kaufman and Al Wojnilower understand much better than
I do: excessive credit cycles, excessive risk-taking, inflated asset prices,
overbuilding, overinvestment, nonsustainability, nervousness, collapse,
withdrawal, falling asset prices, and reduced demand. That’s the story, I
would argue, of most business cycles before World War II.

Before 1999, the tale of postwar business cycles was very different. It
was a story of expansion, rising inflation, and a nervous Federal Reserve
that, in trying to hit the brakes without causing a skid, braked a bit too
hard, skidded, and caused a recession. This is the story of the recessions
or slowdowns in 1958, 1967, 1971, 1974, and 1989, as well as what
happened after 1979 with the oil supply shift. In contrast, the story of
the 2000 business cycle reflects the fact that we actually had achieved
credibility by reestablishing a low-inflation environment, so it was not
surprising that when the business cycle ended, it ended for the same rea-
sons that cycles ended in the pre-World War II era.
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As of June 2006, we are in a situation where we do not know what the
expansion will die of, but there are two risks in the environment. One
risk is a contraction prompted by falling house prices, falling demand,
and a falling dollar. A second risk is rising inflation, an increase in the
Federal Funds rate, and an ensuing economic slide. Precisely because of
the presence of both of these risks, this seems to be a more difficult and
fragile moment for monetary policy then we have seen in a long time. In
a way, the dilemma that monetary policy faces now is a mild version of
the classic postcrisis dilemma of Mexico in 1994 or Asia in 1998, which
I hope the United States will not experience in the next five years. This
is the dilemma in which is the economy is slowing, the financial system
is failing, and people are taking money out of their banks and selling
their currency. In such a situation, there are two plausible money policy
responses. Because people are selling the currency, one option is to print
less currency so that it will hold its value. The second option is to print
more currency because the banks have no liquidity. Unfortunately, it is
not possible to print less currency and more currency at the same time.

It is important to avoid a crisis precisely because it is not possible to
solve the tension between the liquidity provision objective of U.S. mon-
etary policy and the basic stabilization objective of monetary policy once
a crisis has occurred. Today we are seeing a situation that has a little bit
of both elements of this tension, as we have signs of bubbles bursting at
the same time as there are signs of rising inflation.

My fifth and final observation is of a different kind. I am struck not
only by how much of the conversation here is about China, an emerg-
ing Asia, or the oil-exporting countries, but also by how ill-equipped
Americans are to participate in this conversation. Our average citizen has
a very limited understanding of other countries, the opportunities they
present, the challenges they face, and how these nations interact with the
United States. Shankar Acharya’s remarks provide a good example of
this problem. On a trip to India in March 2006, I learned that Shankar
is right: the gap between India and China is much greater than we real-
ize. In other words, the set of impressions I had formed before my trip
by reading the American media reasonably assiduously were wrong. The
gulf between the economies of China and India now is vastly greater than
what I imagined prior to my trip to India. I am sure that this misappre-
hension reflects sloppiness and lack of careful thought on my part, but
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perhaps it was fueled by all the U.S. media accounts I read, which had a
certain tendency to generalize.

It seems to me if the United States is going to be successful in the
twenty-first century, we are going to need a large cadre of people in the
private sector, in the public sector, and in the academic sector who are
much more knowledgeable about the countries with which we will have
to cooperate than has been the case traditionally. On my trip to India I
learned that while its population is about one-sixth of the world’s entire
population, while it is a country of immense strategic importance to the
United States, and while a large percentage of its population speaks Eng-
lish, only 1,100 American students studied in India last year. That is about
one-seventh of the combined number of Americans who studied in Aus-
tralia and New Zealand. Without in any way denigrating the pedagogical
and intellectual benefits of study in Australia and New Zealand, it seems
to me that in terms of broadening the U.S. perspective with respect to the
rest of the world, we have a very long way to go.

It is hard to believe that we Americans will realize our potential with-
out making a much greater effort to understand the world outside our
borders. It is a combination of what does and does not happen in our
universities, what prestige does and does not attach to joining our foreign
service, and what attitudes our national leaders project. I am continu-
ally stunned by the contrast between the detailed knowledge of political,
social, and economic developments in the United States that exists on the
part of elites in other countries that I visit, and the shallow knowledge of
other major countries that is pervasive among American elites. Redress-
ing this imbalance is also an important challenge if we are to find our
way forward.

An Epilogue: 2008

The late Rudi Dornbusch was fond of remarking that in economics,
“things take longer to happen than you think they will, and then they
happen faster than you thought they could.” Almost two years have
passed between when these original remarks were delivered in late June
2006 and their revision in May 2008. In mid-2006, we were in a situation
that many thought could continue for a long time—in a show of hands,
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the overwhelming majority of conference attendees indicated that they
expected a smooth correction. Yet a similarly large majority responded
affirmatively when Jeff Fuhrer, the Boston Fed’s research director, asked
if there was at least a 10-20 percent chance that a financial crisis would
force such an adjustment to occur.

While it is too soon to tell if current events will prove decisive in per-
manently reversing the long-standing global imbalances, we have had
a financial crisis, a crisis precipitated by problems in the U.S. subprime
mortgage market. This tipping point was predicated on related but dis-
tinctive patterns of excessive valuations in housing markets, and exces-
sive complacency in credit markets—issues experienced observers have
drawn attention to for many years. The cracks took longer to appear
than many expected, and these fissures have subsequently proven to be
far more structurally damaging than almost anyone predicted.

While we are still debating whether this episode will be counted as
a “true” recession according to the textbook definition, this business
cycle has clearly slowed down, and it has closed down according to the
pre-World War II script outlined above: excessive credit cycles, excessive
risk-taking, inflated asset prices, overinvestment, nervousness, and with-
drawal. We are now confronting a combination of the risks envisioned
in June 2006, including falling house prices, a falling dollar, and rising
inflation that has been stoked by rising commodity prices. The increasing
demand for oil and food, particularly from China and other emerging
economies, does seem to augur a permanent shift in the global demand
for scarce resources that will only become more pronounced in the com-
ing years. The falling value of the U.S. dollar may help our trade deficit
to some degree, but given our oil-dependent economy, in the near-term
this gain may be offset by higher energy prices that feed through to other
cost increases.

In terms of globalization, there is a very real danger that the mood
among Americans will shift toward protectionist tendencies—we are
already seeing evidence of such tendencies in the 2008 presidential cam-
paign. Yet there is a very real reason for this sentiment. Americans are
feeling much less certain about their economic security and future, and
this is not just a sudden shift given the current problems with energy
prices and the housing market. U.S. factory workers have seen their jobs
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outsourced to other countries, medical costs have been skyrocketing for
years, income disparities have grown, and real incomes have stagnated
for the vast majority of Americans. Promoting internationalism in an
open global economy must work on successfully aligning the interests of
working people and the middle class in rich countries with the success of
the global economy.

One of my observations from 2006 remains particularly relevant
today: what takes place in the rest of the world is critically important
to how both the global economy and the U.S. economy weather the cur-
rent storms. Will the tipping point in the U.S. economy, and its spillover
effects in the rest of the world, call forth policies elsewhere that may help
mitigate a global downturn? Will the policies have the capacity to manage
some of the long-term structural adjustments that have been prescribed
for years, even as the day of reckoning had been continually postponed?

It has always seemed to me that those of us involved with financial
and monetary policy have a great responsibility. To have well-function-
ing capital markets and a credible currency are immensely important. But
much more important is the reality that when the economy is successfully
managed, people’s fortunes are largely determined by their own choices
and efforts. When the wrong economic policies are pursued, people’s
lives can be wrenched apart as they lose their jobs, their homes, and their
ability to provide for their families because of complex forces entirely
beyond their control. The U.S. economy and the world economy stand
at a critical juncture, and as economic policymakers search for sensible
solutions, they bear a tremendous responsibility.
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