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Five years ago the global financial system seemed on the verge of collapse. In the summer of , though, the markets for
some mortgage securities stopped . money and fiscal restraintâ€”and it's remarkable how crude the answers are. .
vastly expanded financial markets, though they brought many benefits, might be.

There were two sets of policy instruments: income adjustments though fiscal and monetary policies and price
adjustments through exchange rate variations or wage flexibility. Second, there was a shift from the Keynesian
consensus on counter-cyclical demand management for full employment to the more conservative monetarist
view that sought to control inflation. And governments have more access to cheaper credit. These two policies
are used in various combinations to direct a country's economic goals. Expansionary fiscal policy is used by
the government when trying to balance the contraction phase in the business cycle. The events of the past five
years have delivered a pretty dramatic refutation of the second theory. Five years after the crash of is still early
to be trying to determine its intellectual consequences. Therefore, to make banks safer without shrinking
financial activity overall, regulators must force them to sell more shares. Constraints embedded in political
economy reduce degrees of freedom in the use of interest rates. Unemployment levels are up, consumer
spending is down, and businesses are not making substantial profits. It has made 36 appearances in the journal
just since November  His opinion gained ground in policy circles during the inflationary s, after Keynesian
methods seemed to stop working. Others, while agreeing that in the end corporations should be judged
according to investment returns, point out that high-turnover professional investors often push for
short-term-oriented behavior that destroys value. Effects of monetary policy are more narrowly directed. There
are other examples. The other shibboleth also dies hard. Seven years after the crash of , John Maynard Keynes
published the most influential work to come out of that era of turmoilâ€”The General Theory of Employment,
Interest and Moneyâ€”yet not for at least another decade was it clear how influential that book would be. Such
rethinking is both necessary and desirable. Orthodoxy stressed the importance of a stable macroeconomic
environment. Tax compliance is low, which is attributable to tax avoidance and tax evasion. It was only
natural that this thinking spread to national institutions. The technology stock bubble of and , however,
disabused all but a handful of diehards of the notion that stock prices are fundamentally efficient. It is also
counter-intuitive in so far as it is the opposite of what students of macroeconomics learn across the world. It is
an outcome of the ideology, the institutions and the interests that reinforce orthodox theory and practice. A
liquidity trap occurs when interest rate cuts are insufficient as a demand booster as banks do not want to lend
and the consumers are reluctant to increase spending due to negative expectations for the economy. Dipping
into prior surpluses[ edit ] A fiscal surplus is often saved for future use, and may be invested in either local
currency or any financial instrument that may be traded later once resources are needed and the additional debt
is not needed. If financial institutions funded themselves with more equity and less debt, instead of the to-1
debt-to-equity ratio that prevailed on Wall Street before the crisis and still does at some European banks, they
would be far less sensitive to declines in asset values. Experience shows that beyond a point higher interest
rates do not combat inflation just as lowering interest rates does not stimulate investment. And the problem is
compounded because different measures are used for different purposes in a manner that is far from consistent.
And even if some laws of economics are universal, the functioning of economies can be markedly different.


