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Programme 
 
 
 
 SEMINAR WITH OECD STAFF.  
 

Presentation by Lord Robert Skidelsky on “Promoting a Job Rich 
 Recovery: The Risks of Austerity in Times of Slowdown” followed 
by Q&A session with OECD staff. Conference Centre Room 15. 
11.00 – 12.30 
 
    
 LUNCH WITH MEMBERS OF THE CABINET AND YOUNG 
ECONOMISTS. Restaurant La Gare 13.00 – 14.15 
    
 
 COFFEE BETWEEN THE SECRETARY-GENERAL AND LORD 
ROBERT SKIDESLKY.  
 
Other participants: Gabriela Ramos, Director of the Office of the 
Secretary-General; Pier Carlo Padoan, Deputy Secretary-General 
and Chief Economist; Stefano Scarpetta, Deputy Director of the 
Directorate for Employment, Labour and Social Affairs; Mario 
López Roldán, Speech Writer to the Secretary General and 
Advisor for Special Projects. Room G. 14.30 – 16.00 
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Short Bio  
Lord Robert Skidelsky 

 
 

 Robert Skidelsky was born on 25 April 1939 in Harbin, Manchuria. 

He read history at Jesus College, Oxford, and was successively 

research student, senior student, and research fellow at Nuffield 

College, Oxford.  

 In 1978, he was appointed Professor of International Studies at the 

University of Warwick, and then joined the Economics Department 

as Professor Political Economy in 1990. He is currently Andrew D. 

White Professor-at-Large at Cornell University. Since 2002, he has 

been chairman of the Centre for Global Studies. In 2010, he joined 

the Advisory Board of the Institute of New Economic Thinking. 

  In 1991, he was made a life peer. He joined the Conservatives 

and was made Chief Opposition Spokesman in the Lords, first for 

Culture, then for Treasury Affairs (1997-9). In 2001, he left the 

Conservative Party for the cross benches. He is currently a 

member of the All Party Parliamentary Group on Extraordinary 

Rendition.  

 His latest book, „Keynes: The Return of the Master‟ is an account 

of the current economic crisis. He is now writing „How Much is 

Enough? The Economics of the Good Life‟. He writes for several 

newspapers and magazines, including the Financial Times, The 

Economist, the Guardian and the New York Times. 

 

http://ineteconomics.org/
http://www.extraordinaryrendition.org/
http://www.extraordinaryrendition.org/
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Seminar  
Promoting a Job Rich Recovery:  
The Risks of Austerity in Times of 
Slowdown   
 

FULL TRANSCRIPT 

 

 

What I‟d like to talk about is how policy can help economies recover from severe recessions. 

And when economists or policy makers talk about that, they really talk about three 

instruments available to governments, basically fiscal policy, monetary policy and exchange 

rate policy. And I want to say a bit about all three. 

 

In Ireland, which of course has been very much in the news in the last week or two, all three 

instruments have become unusable for the purposes of recovery, as direct recovery 

instruments, which led Wolfgang Munchau to write in yesterday‟s Financial Times [22nd 

November 2011] „I fail to see where Ireland will grow‟. 

 

Now, my starting point is a Keynesian one. It is not just that I have written about Keynes, it is 

also that I happen to believe he has been right more often than wrong on most of these great 

policy debates. You can have biographers who write very unfavourable books about their 

subjects, but I am not one of those. I was entranced by Keynes‟ genius and fertility very early 

on in my work and that respect has remained even though I understand he wasn‟t right 

about everything, and who on earth could be? 

 

But the fundamental issue raised by Keynesian economics is the stability of a dynamic 

system, its‟ ability to return automatically to a full employment equilibrium, within a 

reasonable space of time, say within a year or two. In other words the issue raised by 

Keynes was whether the market system self adjusted back to full employment following a 

shock to demand or supply, or any kind of big shock.  

 

And Keynes‟ fundamental innovation was to deny that it did. The adjustment of the economy 

following a shock took place in his view through a reduction in supply rather than a recovery 

in demand. A fraction of capital and labour stayed surplus to requirements. Keynes called 

this a situation of „underemployment equilibrium‟: a state of affairs in which, owing to 

depressed expectations or „lack of confidence‟, no forces existed in the economy pulling it 

back to its previous trend, rate of growth, or previous employment position. And that justified 

an exogenous injection of demand by the government to avoid interminable periods of 

depression or recession. I think that was the basic innovation. 

 

The collapse of 2008-9 has offered some sort of test of this hypothesis. I accept the view 

that the strong coordinated response of Autumn 2008 - Spring 2009 put a floor under the 

slide of the economy started by the collapse of Lehman Brothers, and averted another Great 

Depression. That is actually a majority view.  
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But since then, recovery has stalled and a cyclical bounce in this year hasn‟t been converted 

into a really substantial secular recovery, and so the first part of the Keynesian hypothesis, 

that economies don‟t actually spring back vigorously after just a year or so, I think is on the 

verge of being true.  

 

There are strong engines of growth outside the developed world, but I don‟t think they are 

nearly strong enough to close the world output gap which developed after 2008. Or rather, 

the output gap will be closed, but by a reduction in supply. PIMCO‟s Mohamed El Erian has 

talked of the „bumpy journey to the new normal‟, a normal well below the old normal, it 

seems. The markets having invested, or as Hayek would say, „mal-invested‟ in the 

supernormal now only have enough confidence to invest in the subnormal. This is the world 

we are invited to prepare for.  

 

I find this doctrine completely unacceptable. It is economically unsound, since it involves 

treating current market expectations as given; and it is morally unacceptable, since it 

involves treating a significant fraction of the labour force as redundant at its‟ existing levels of 

skill.  

 

In short, labour is being asked to bear the brunt of the huge pre-recession misallocation of 

capital. The fact that this is considered acceptable and that people talk without a smile on 

their face about the „new normal‟, a new normal which involves keeping 10% of the 

populations of the developed world out of work - and if you include part time work and 

unemployment, it‟s more like 20% - that seems to me, morally totally bankrupt.  

 

So in present circumstances, I am a stimulus person, and not a cutter. But this doesn‟t mean 

to say that stimulus policies don‟t face powerful obstacles, and I want to consider these, both 

fiscal and monetary, in sequence.  

 

You know, the trouble in discussing fiscal policy, is it‟s frightfully difficult to separate reality 

from rhetoric. And I begin to doubt whether there is any separation possible. What is said 

comes to be accepted as real. Rhetoric is of course part of reality; markets exhibit herd 

behaviour. If enough market actors believe that fiscal deficits are the road to ruin, and act on 

that belief, then governments will find it increasingly hard to finance their deficits.  

 

So one has to be very careful about the rhetoric one uses, and about accepting as face 

value political pronouncements, and I think it is an enormous valuable function that an 

organisation like the OECD can play in the use of sober language and actually trying to sort 

out what is a reasonable view of things from what is sheer hysteria and political sloganising.  

 

Take what our Chancellor of the Exchequer said at the Conservative Party Conference 

about a month ago.  

 

„Let me tell you what a structural deficit is. It‟s the borrowing that doesn‟t go 

away as the economy grows, and we have £109bn of it. It‟s like with a credit 

card. The longer you leave it, the worse it gets. You pay more interest. You pay 

interest on the interest. You pay interest on the interest on the interest.  
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We are already paying £120m of interest every single day thanks to the last 

Labour government. Millions of pounds every day that goes to the foreign 

governments we owe so they can build the schools and hospitals for their own 

citizens that we aren‟t able to afford for ours. How dare Labour call that 

protecting the poor? Delay now means pay more later. Everyone knows it‟s the 

most basic rule of debt.‟ 

 

Now that would be zero out of ten for any student of economics. That is standard political 

rhetoric in praise of deficit reduction. So why is it zero out of ten? Because the holder of a 

credit card must repay out of his own funds, whereas a well established government, with a 

solid record of repayment on maturity can always find the funds by fresh borrowing, 

particularly if it has its own currency, when it can get an advance from its own central bank.  

 

This doesn‟t mean that the probability of British or US default is exactly zero, but it is very 

very low. It‟s also true that governments which start recessions with deficits, not surpluses, 

will have less room to use fiscal policy to fight recessions, and that was true of Greece. It‟s 

not true of Ireland, which did have quite a good fiscal position, but then it was the Irish banks 

that landed the Irish government in an unsustainable fiscal position.  

 

Both Greece and Ireland, as certain as anything can be, will default in one way or another. 

That default will also involve the future of the eurozone very critically. The point I want to 

emphasise is that the rhetoric of deficit reduction heightens the probability of default at any 

given rational level of risk. It‟s that surplus which we‟re being driven by, and not the reality.  

 

If you want to look at the origins of this kind of rhetoric, you can say it represents the 

doctrines of the Chicago school to some extent; the view that the economy is self regulating, 

that economies return to full employment in the absence of government interference, the 

belief in crowding out theories of one kind or other, which go back to Ricardo, and all that 

comes into it. But at root, they just hate government. They want governments slimmed down 

and don‟t want governments to come to the rescue of the markets because they don‟t 

believe markets need rescuing, ever. They‟re always optimally performing. 

 

How people can go on believing this, I don‟t know, but they do. When they are actually 

confronted with what‟s gone wrong in 2008, they blame it on the government. It was the 

government that forced Fannie Mae to lend to people who couldn‟t repay. It was loose 

monetary policy by Alan Greenspan. It was because government let Lehman go bankrupt 

instead of bailing it out. Any kind of argument will do to absolve the markets from any share 

of the blame for the crash of 2008.  

 

Having said that, we are where we are. I don‟t see any real prospect of a revival of fiscal 

policy as a tool of recovery in the Keynesian sense. Of course, people like Trichet and 

Osborne believe that the mere announcement of a deficit reduction policy - or „consolidation‟ 

- will cause the private sector to spring to life. Prometheus will raise, just as George Osborne 

opens his mouth and says „we have got the deficit under control‟. Leaving aside that type of 

fiscal policy, I think there is no real scope for Keynesian type of fiscal policy. 
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So you turn to monetary policy. I‟ve always found that the easiest way to think of monetary 

policy, and I am particularly thinking of Quantitative Easing 2, is that it is simply a straight 

application of monetarism. It is based on a monetarist theory and I think its successful failure 

hinges on the validity of monetarism. And so that‟s the theoretical starting point, it‟s a 

quantity theory of money. Basically, in the Friedmanite version of the quantity theory of 

money, where there is short term unemployment in the short run, the injection of money will 

raise nominal demand in the economy, and that‟ll be split between prices and output in the 

short run. In the long run of course, the effect will be only on prices.  

 

But when you actually ask „how is this meant to work?‟, before coming to the empirics of it, 

you find a lot of confusion. Through which channel is the production of money, the increase 

in the reserves of banks and non banks, expected to generate increased aggregate 

demand? I think there are several channels. They‟re all familiar to you, but it‟s worth going 

briefly through them to see how much argument there is about them. 

 

The portfolio balance channel is merely an extension of orthodox monetary policy once 

interest rates have come down to zero. The theoretical origins really lie in Wicksell and his 

theory of the natural rate of interest. The natural equilibrium rate in the economy is, 

according to Wicksell, determined by the real profit rate. The market rate can be below or 

above the natural rate leading to expansion or contraction. The job of monetary policy, is to 

bring the market rate, the actual rate, in alignment with the natural rate. We don‟t know what 

the natural rate of interest is but inflation or deflation suggest that the economy is in 

disequilibrium of some kind or other, and therefore that the market rate is out of alignment 

with the natural rate.  

 

When money markets are functioning properly, central banks‟ short term rate is transmitted 

smoothly along the risk free, sovereign bond yield curve, and then you don‟t need QE. But 

you do need QE under two circumstances: first when money markets are not functioning 

properly and they are disabled in some way; secondly, when money markets are functioning 

properly but they don‟t generate a market rate that is equivalent to the natural rate. 

 

So the aim of monetary policy in those circumstances is to depress long term rates further 

than would otherwise be the case. The mechanism by which the central bank can achieve 

this latter effect (the depression of market rates further along the yield curve) is through the 

portfolio balance channel. The central bank buys existing securities from the financial 

institutions using newly created assets.  

These financial institutions therefore find themselves with too much cash in their portfolios 

relative to what they believe themselves to need to fund their liabilities. They therefore go out 

and buy substitute assets like corporate bonds, asset backed securities, prices of which 

therefore rise and yields are depressed.  

 

To be effective, the target institutions need to be sensitive to their portfolio balance motives, 

hence the bank of England‟s decision last year to buy not just securities held by banks, but 

also securities held by pension funds and insurance funds. The idea being you would 

enlarge the cash reserves of all the institutions who were selling their securities to you and 

that would in some way encourage them to increase their lending or increase their spending. 

But the basic classic game was to lower interest rates along the yield curve by this 

mechanism. So that‟s one channel. 
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Then there‟s the wealth effect. On this view, the stimulative effect comes primarily via an 

increase in net wealth of households and business sectors, which encourages less saving 

and more spending, rather than lowering interest rates, which encourages debt finance 

spending. Martin Feldstein has focused on this and it‟s also been Bernanke‟s view of how 

quantitative easing is transmitted via the wealth effect and into the real economy.  

 

And I suppose one thing that is said is that if your wealth goes up, you have more collateral. 

The value of your collateral goes up and therefore you find it easier to raise capital. 

Companies will find it easier to raise capital and therefore there will be more IPOs, and all 

those sorts of things. 

 

Then there‟s the real balance effect. When institutions find through the operation of QE that 

they‟re holding more money than they want to, they spend the excess in some way, and they 

attempt to reduce their excess balances, leading to transactions in both assets and goods 

and services. That‟s particularly relevant in a situation where you‟re in a liquidity trap, with 

nominal interest rates at zero or close to zero, the only way of reducing real interest rates is 

to engineer a rise in prices.  

 

There‟s also the exchange rate – if you print more money, and the supply of your money 

rises relative to its demand and international exchange markets, currency markets, then the 

value of your currency will go down. And undoubtedly, although the US denies that is the 

aim of QE2, I‟m sure that is the underlying aim, to drive down the value of the dollar against 

the Chinese currency.  

 

Incidentally, I always wondered how the QE2 phrase had originated. In fact, the phrase was 

coined as a pun by a professor of economics at Southampton where the QE2 (Queen 

Elizabeth II ship) is docked. He wrote an article about a year ago saying we are now in QE2, 

and he intended it as a pun on the ship. I don‟t know whether anyone here has sailed in it. It 

is a wonderful ship and would have a better effect on one‟s state of mind than the monetary 

QE2, because in fact, the consensus of most opinion is that Quantitative Easing has had 

very little stimulative effect. 

 

I think this is the conclusion of a number of surveys – I don‟t know whether the OECD has 

done one, and if so I should have read it – but I‟ve read others. It may have produced an 

asset price boom, but growth in the financial sector hasn‟t really filtered through to the real 

sector. Company floatations in the UK actually went down in the year that QE2 was in 

operation. Bond yields are at historic lows, but borrowing and lending hasn‟t picked up. 

Broad money has fallen – it fell, but it hasn‟t really recovered, that is M4. Inflation may be 

running above target, but this is probably a one off effect of VAT rather than any persistent 

effect of QE and the tendency in the world economy is more towards deflation rather than 

inflation. 

 

In sum, very little of the £200bn that was injected into the economy by the bank of England 

in 2009-10, has reached the real economy. People have sat on their balance sheets. Now 

you would expect that. A Keynesian would actually understand that it would be a possible 

effect, because the quantity theory of money on which this whole operation is based, if you 

want it translated into those terms, depends on the stability of V and that‟s what actually 

produces the effect on Py, or Pt.  
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If velocity is unstable, or goes in the opposite direction, then of course you may easily not 

have any of these stimulative effects which are postulated. There is some historical 

evidence, as well as recent empirical evidence. The Fed actually tried QE during the Great 

Depression. In various forms, it started open market operations again in April 1932, after 

having not done them earlier when it probably should have.  

 

Also, there was a curious episode in 1933 when Franklin D. Roosevelt tried a gold buying 

policy, in order to reduce the value of the dollar, and he and his mates sat around buying 

gold at different prices every day, and they did drive up the value of the dollar, but what they 

didn‟t do was drive up the value of US economic activity.  

 

In John Kenneth Galbraith‟s summary of that episode, „either from a shortage of borrowers, 

an unwillingness to lend, or an overriding desire to be liquid – undoubtedly it was some of all 

three – the banks accumulated reserves in excess of requirements.‟  

 

You can see bank reserves going up, the whole of that period, when quantitative easing was 

actually in operation. My point about velocity is that it varies with the state of confidence. You 

can print money, but it‟s got to lead to a growth in deposits – or what used to be called 

money in circulation – for it to have any effect at all on anything real. The failure of broad 

money to rise in line with base money, which is an outstanding fact of the recent situation, 

must be attributable in terms of the money equation, to a sharp fall in velocity. This is 

captured by the phrase „you can‟t push on a string‟.  

 

Keynes actually wrote something about this, which I think is very relevant today. „Some 

people seem to infer that output and income can be raised by increasing the quantity of 

money. But this is like trying to get fat by buying a larger belt. In the United States today, the 

belt is plenty big enough for the belly.  

 

It is not the quantity of money, but the volume of expenditure which is the operative factor‟. 

And then he had another phrase from the general theory itself: „If money is the drink that 

stimulates to activity, there‟s many a slip twixt cup and lip.‟ And it‟s that slippage that I think 

we‟re experiencing, and actually is why the bounce of 2010 isn‟t going to be sustained.  

 

So you get the final conclusion of Keynes on this, which I think is mine too. „It may still be the 

case that the lender, with his confidence shattered by his experience, will continue to ask for 

new enterprise rates of interest which the borrower can‟t be expected to earn‟. In other 

words, the real rate of interest may be minus, but you can‟t get there by quantitative easing. 

In fact, it‟s very hard to see how you can get there by any monetary policy. „If this proves to 

be the case, there will be no means of escape from prolonged and perhaps interminable 

depression, except by direct state intervention to promote and subsidise new investment.‟ 

 

I should say also that you probably can drive down the value of your currency in foreign 

exchange markets, but I don‟t think you can do that safely without retaliation. The Americans 

are much too big an economy to unilaterally drive down the value of the dollar against the 

remninbi without Chinese retaliation of some kind or another, or both currencies falling 

against the euro without some protectionism. So if you rely on the currency depreciation 

route to get you out of trouble, you run straight into currency wars and protectionism.  
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So I really look for some unorthodox expedients, and a couple have occurred to me, both of 

which are at present, beyond the bounds of contemporary politics. Both may be acceptable if 

they are dressed up a bit. 

 

The first is what one would call Gesell‟s money. Gesell was a Swiss economist, in the 19th 

century, and he had this scheme of producing stamped money, in other words vouchers, 

spending vouchers which would go straight to households and they would have to spend 

them. They couldn‟t save them because their validity would expire after a short period of 

time. That would actually cause spending to increase. You would bypass the banking system 

completely, and it doesn‟t involve the government. It is an operation between the central 

bank and the citizenry.  

 

It is equivalent to Keynes‟ example of the treasury filling holes with bank notes and getting 

people to dig them up. It is also equivalent to Milton Friedman‟s helicopter money by the 

way. In theory, these expedients are forms of quantitative easing which might actually work 

quicker and more securely. But some people might say that they would still be subject to 

Ricardian equivalents – that they would spend their vouchers and save their income so the 

net effect would be zero. People will say that, but I don‟t think it‟s true, I think there will be 

some net effect. 

 

Secondly, you could set up some national investment bank of some kind, that would be 

supplied with some money from governments to invest in capital projects. There are three 

obvious gaps which perhaps a bank like this could fill. One would be to provide finance for 

SMEs which have difficulty in raising money from the banks and stock markets. Secondly, all 

kinds of green projects, which might not be profitable to do at current rates of interests.  

 

And thirdly, of course, infrastructure projects, particularly in transport, social housing. I look 

for these because I think we‟re going to somehow be driven to some more unorthodox 

measures.  

 

I know I‟ve been very parochial, I haven‟t talked about Chinese-US relations, I haven‟t talked 

about problems of the eurozone which are going to be huge. What I‟m saying is that when 

you have very weak recovery, it‟s going to be choppy. And everything is going to alarm 

people. We‟re in a situation where we attach hugely disproportionate importance to fleeting 

events, which when our expectations are more settled, and somewhat sunnier, we don‟t do.  

 

We throw off very small sicknesses or troubles as a healthy person throws off a mild cold. 

But when you‟re actually enfeebled, these things do have a huge effect and that‟s why I don‟t 

think until we get a vigorous rate of growth back again, we‟re going to be able to avoid these 

expedients. And I don‟t think present policy leads us to expect a vigorous recovery.  
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Q&A SESSION 
 
Q. Can you discuss what you see as the future role of banks? Do you think there needs to 

be some structural changes in their role and how they operate? 

 

A. Well there must be. There‟s got to be some way of stopping banks doing what they did 

wrong. It‟s not just in Ireland – in the US, the UK, everywhere – banks were dealing with 

instruments which carried huge risks, which they weren‟t aware of, and in the end, these 

risks, the assets created by these risks, which became illiquid, were taken over and went 

onto the public balance sheets.  

 

That‟s what happened in Ireland. The Irish government started the crisis in quite a good 

fiscal position actually, unlike the Greek government, and now it‟s deficit to GDP ratio has 

shot up to 32% as a result of taking on the liabilities of the Irish banks.  

 

What the European Central Bank and the European Union are doing is really trying a rescue 

operation for European banks, not for governments, basically, by taking on the liabilities of 

these insolvent banking institutions, and that‟s a great risk for the ECB.  

 

So to answer your question, there are different ideas floating around. Either you can hope to 

do everything by regulation; you can insist on higher capital requirements, you can force the 

banks to be more prudent in their lending policy and revert to a type of lending which was 

common 40 or 50 years ago and which didn‟t expose banks to risk. But in order to do that, 

you‟ve got to be prepared to ban commercial banks from trading in certain instruments, 

because that encourages them to be imprudent.  

 

So those are two approaches. Whether you want to actually break up different functions of 

banks into separate institutions – I mean, the US started along that road, the Europeans 

don‟t want to – I don‟t know. But obviously the reform of the banking system is crucial as a 

preventative for the next financial crisis. 

 

I personally don‟t have huge faith in regulators versus banks. I think the regulators are 

underpaid versus the bank professionals and therefore are not as quick moving because the 

banks will be able to evade anything. It‟s rather like generals fighting the last war – the next 

financial crisis, which there will be very soon within 5 years let‟s say, is going to spring out of 

things we haven‟t really been considering. 

 

I would go for regulation but I would also go beyond regulation. I think macro policy has to be 

enlarged in ways other than just adding a macro prudential bit to it. 

 

 

Q. Let me see if I can make you be even more provocative. If you take one of the two 

unorthodox solutions – let’s go for big national investment banks and projects such as 

finance for SMEs, green projects and infrastructure, basically what big development banks 

have been doing. There is the example of Brasil, who is actually doing things like this.  
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If we really want to come out of this crisis, maybe we should question ourselves and think: 

so we can’t treat financial crises purely from the financial side and from the macro economic 

policies, but we have to open the spectrum of respectable policies for entering into the real 

economy.  

 

So we have to think about what do we do with the structural policies, on which there is even 

more conflict than between the two theories of monetarism / liberalism and the unorthodox / 

Keynesian approach in macroeconomics. Industrial policy is still in some circles a bad word 

– in other circles, with Stiglitz and others, it is not a bad word. 

 

But still if we think we have to go for big investment projects, then there we have selection 

issues, because if you do infrastructure, you have to prioritise SMEs, it’s not a horizontal 

policy, it’s a vertical policy. Big green projects again, they’re selective policies. And are our 

economies ready to enter into that type of discussion? 

 

A. I agree with you. I think this is exactly the kind of debate the OECD should be opening up. 

The orthodoxy for the last twenty or thirty years has been that markets are efficient in 

allocating capital and governments are bound to be inefficient because of rentseeking, and 

all kinds of reasons. Therefore you should keep government out of the capital allocation 

process.  

 

Now that orthodoxy needs to be challenged. In one very obvious sense, if you just leave 

these things to markets, you can get massive misallocation of capital. What were the 

housing bubbles and asset booms other than massive misallocation of capital? You don‟t 

have to be a Marxist to believe that‟s true – you just have to be a Hayekan, and Hayek 

talked about malinvestments, and these were very severe malinvestments.  

 

What caused them to happen is another thing. Hayek just thought it was just due to 

excessive credit expansion, but you don‟t have to take that cause as gospel to recognise the 

effect, so when you have massive misallocation of capital, and then therefore the need to 

liquidate a lot of these investments, you are actually imposing huge costs on the economy. 

It‟s all very well to say that markets will allocate capital efficiently most of the time. But if the 

rest of the time, you have very severe misallocations, you have to start challenging the basic 

theory. 

 

I believe that‟s a very important debate. It is not the case that governments always pick 

losers. Anyone who wants to have a bit of an antidote to that should read Ha Joon Chang‟s 

latest book – 23 things they don‟t tell you about Capitalism. Governments pick winners as 

well as losers, and there‟s no reason why they shouldn‟t. It depends on the government and 

on whether you have a government who is set up to make good long term decisions or a 

government that is simply corrupt. If you have corrupt government then they will simply 

chose projects that will benefit members of the government and nobody else, I mean that is 

obvious.  

 

But a serious debate should take place about the record of governments in the development 

of economies in Japan, Korea, in Brazil and France, where the State is better at picking 

winners, than it has been in Britain. Well why is that? Is it something to do with the calibre? 
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With the fact that people move in and out of the two sectors more freely? There is a huge 

literature on this, but it really dates back a few years when these matters were last discussed 

in a serious way. But the crisis gives us another opportunity to do that. 

 

 

Q. It’s not only monetary policy, but this type of fiscal policy that take you also into exchange 

rate wars / protectionism. What type of coordination is needed in order to go and venture into 

these types of fiscal policies, or will it be effective at a unilateral level? How much is lost? 

 

A. That is a very good question and the answer is not at unilateral level in many cases. It 

might be in the US but not for many countries. They have to coordinate. There has to be 

coordination in the EU, which there isn‟t at the moment. There‟s only coordination on 

austerity whereas there should be coordination on expansion. Germany has to take the lead 

in expanding domestic demand. That‟s the only way that some of the other countries will be 

able to increase their exports.  

 

On the global scale, there has to be a deal between China and the US. But that will involve 

Europe. And as I see it, you need a new Bretton Woods if you‟re going to deal with global 

imbalances, because the deal has to be on exchange rates. There has to be some stability 

in exchange rates so that people do not pursue competitive currency devaluations. This 

could involve the idea of capping surpluses and deficits, which was turned down the end. 

Now they‟re going to study the possibility of limits. The G20 was useless wasn‟t it. 

Nevertheless, that shows that thinking is going towards the idea of corridors for exchange 

rate movements, managed floats of one kind or another.  

 

And secondly, I think we need to take seriously the proposal of the Chinese Central Bank 

Governor‟s on a super sovereign reserve currency, which would take the reserve function 

out of a national currency like the dollar and put it into special drawing rights (SDRs). This 

would involve a reform of the IMF in order to enable it to fulfil that function. There are lots of 

difficulties in the way: it would have to be tradeable, there would have to be some 

substitutionate count, whereby people can actually transfer their national reserves into the 

new reserve units. But this all goes back to Keynes‟ plan for Bretton Woods, which 

envisaged exactly this; to set up a new international reserve currency, which he called 

„Bankor‟, to have penalties for countries that persistent surpluses or deficits to penalise 

them. We‟re not there, but we should be.  

 

I only hope that in a fora in which I am not involved, these things are being discussed, 

because otherwise we just limp back into the 1930s, because the will isn‟t there. I am always 

as a historian, very conscious of parallels, and I may be overconscious of parallels, but I 

know how currency wars started then. And I know how the trade wars started. It was tit for 

tat. Britain left the gold standard, then the US left the gold standard, and the two currencies 

slogged it out for the whole of the 1930s. Whereas the gold bloc headed by France became 

progressively overvalued and then they all depreciated.  

 

So the depression was lifted somewhat in the US and the UK, but it spread to Europe, which 

pursued the austerity programmes at that time, except for Germany which had other means 

of getting growth through batteries of exchange controls and bilateral agreements. So we 

don‟t want to get into that situation.  
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For trade, the US put up a big tariff in 1930. Britain retaliated with a big tariff in 1932 and 

then tariffs spread all over the world. We don‟t want to be there, and the only way we can get 

out of it is through international cooperation.  

 

Again, the OECD can play such a huge part in this, in so many way; in resisting some of this 

rhetoric and putting the issue in a sober and rational way. By not taking for granted what is 

happening, but pressing a bit beyond it. And doing it in good language, in language that 

grips. Language is incredibly important. Most official body language is not understandable 

except to people in similar official bodies. It just isn‟t, and you want what you say to be 

acceptable and intellectually respectable to people you want to influence, but you also want 

to influence the wider currents of opinion, the politicians. I feel quite strongly about this, 

hence my reply. 

 

 

Q. I should preface by making it clear that I am not economist, I do not have the training, so 

please forgive me if the question ends up being silly. I was very taken at the beginning by 

your juxtaposition of the morality of certain political rhetoric related to the dismissal of parts 

of the labour force that have ended up being redundant, and talking about moral 

irresponsibility, against the backdrop of the discussion right now about the need for a new 

Bretton Woods and the need for the US, China and the EU to come to grips with the need for 

sovereign currency etc.  

 

Bretton Woods, if I understand correctly, was an arrangement that was set up between like 

minded countries in the sense that the value set that framed the arrangements were more 

similar than they were dissimilar between the US and Europe after the war.  

 

So my question is, given the differences in value sets, in your opinion, how long will it take 

for such an arrangement between China, the EU and the US to address the issue of 

currency imbalances if we want to avoid currency trade wars or huge dislocation as a result 

of the inability to come to terms with this stuff. Is there a moral framework that needs to be 

developed through ongoing dialog, or is the dialog limited by the fact that the value sets 

between China, the EU and the US are so different? 

 

A. It‟s a good question that, and it raises the issue of how far interest can take you, even in 

the absence of very strong binding values. You could argue that it is in the self interest of the 

US and China to reach a deal because China can‟t rely any longer on an open market for its 

export led growth, or inaction on the undervaluation of their remninbi. The US can‟t expect to 

go on living beyond its means for ever. So there is self interest, and this may go some of the 

way. Though I agree with you, Bretton Woods was made possible by more than that, and 

also by victory in a big war.  

 

Again, that has to be tested out, but I think we have to test out every proposal that comes 

from China and take it very seriously and not simply dismiss it as propaganda. The Chinese 

have to be prepared to do the same. I regret the fact that the rather constructive Chinese 

idea for dealing with reserves wasn‟t really followed up or probed. If you‟re right and a 

common value structure is necessary to solve major problems internationally – currency 

imbalances is just one element of global imbalances generally, political imbalances – then 

you have economic bloc developing.  
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I don‟t think that there won‟t be any relations between them but globalisation‟s indicators will 

go into some sort of reverse or start growing more slowly relative to other types of growth 

like regional growth. That would be an alternative. It wouldn‟t be a disaster. 

 

What would be a disaster is if you had a group of countries that have no relation to 

eachother, like the Soviet Union and the Free World. Those were real blocs. There were a 

lot of political relations – some cooperative, some conflicting – but no economic relations. 

They were two worlds. Now I don‟t think we‟ve got any danger of that but it‟s a tenable 

argument that globalisation has reached its present limits and will go into relative decline, 

and that‟s a more possible argument if you don‟t solve these problems. 

 

 

Q. Going back to your discussion about the natural interest rate, and the fact that real 

interest rate should be negative probably now, to stimulate a recovery. You also said in your 

discussion that it was not clear how quantitative easing could generate these real negative 

interest rates, but some economists, Keynesian economists, like Paul Krugman, have been 

saying analytically and verbally, that in these situations, central banks should target higher 

inflation. Do you think that central banks should set higher inflation targets now to engineer 

this kind of negative real interest rate or not? 

 

A. How do you actually get inflation rates? You can target them. Is the mechanism supposed 

to be via inflation expectations or is it actually supposed to be via some of these 

mechanisms that we talked about? Because you can say you want a 5% inflation rate, but 

again it‟s pushing on a string. How do you get there? To give you a very simple case, if you 

issue enough money to get you on some plausible projections of 5% inflation rate, and I bury 

it all in the ground, you‟re not going to get a 5% inflation rate. That‟s the extreme case. So 

you need to specify the mechanism. 

 

I‟m not a monetarist; I think the quantity of money is more a result of increased aggregate 

demand than a cause of it, and therefore if a central bank sets out to achieve a certain rate 

of inflation, I want to know how it is going to do so. For exactly the same reason, I do not 

think that the low inflation rates which monetary policy was associated with in the period of 

the great moderation, were primarily the result of central bank policy.  

 

I asked Mervyn King this very question. I was on the parliamentary select committee on 

economic affairs and I said „do you think that the achievement of the inflation rates target 

was the result of monetary policy or structural conditions in the world economy?‟. And he 

said „I can‟t give you an answer to that; I think we had a very benign environment for the 

operation of monetary policy‟, by which he meant that there were lots of forces depressing 

prices going on. I think monetary policy may have contributed to lessened volatility of price 

levels, but not affected the trend. So he was rather sceptical about the ability of monetary 

policy to achieve a given inflation target.  

 

I‟ve actually had this argument with Paul Krugman and he hasn‟t given me a satisfactory 

response and that would be the response I would give to you. Yes, if you could engineer an 

inflation, then you could lower real interest rates, if you‟re on the zero bound. But if you can‟t 

engineer inflation, then you can‟t lower real interest rates. 
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Q. I’m also not an economist, I’m an engineer, and I am curious about the financial crisis. 

When I think of the economy as a whole, as an engineer, to me what matters is the 

machinery, the equipment, the knowledge, the things that we have. Those things didn’t 

change in 2008 in a single night. Putting aside all the political arguments against government 

activation, could the government isolate the financial sector from the real sector so that it 

could just result in the loss of the wealth of the financiers instead of the loss of the wealth of 

the working people? 

 

A. I think you‟ve got to the heart of the issue. The financial sector in economic theory and in 

fact as it should be is meant to serve the real sector. In fact the real sector serves  the 

financial sector. That is the state we‟ve got to. Adair Turner in the UK is one of a number of 

people who says that the rewards of the financial sector are far in excess of any real 

services it renders. What he didn‟t go on to say, is that it may actually add negative value, 

not just less positive value than it claims. 

 

You‟re right, we have the equipment, we have the capital, we have the human resources. 

Why should we not use them? That was the common sense view underlying the Keynesian 

revolution. It was as simple as that. Why should we say to people who are unemployed, who 

have skills, you can only get employment if you „deskill‟ yourself, because unfortunately we 

had an unsustainable boom? Why should someone train as a lawyer or a physicist? Why 

should they take a job as a taxi driver? Why? It‟s a waste of resources. It just is a waste. It 

makes me annoyed. 

 

Robert Lucas is useless on this, at the human level. Someone who comes to interview him 

says „look, the person who has driven me here actually has a degree in nuclear physics‟. 

And Robert Lucas, „well if he‟s driving a taxi, I‟d call him a taxi driver‟. Anyone can find work.  

That is tautologically true. You always find work, and whatever level you‟ve been trained at, 

there is some work available. But that is not full use of resources. It‟s only in a mad world 

that it would considered a good allocation of human resources. All the money spent on 

universities gets wasted, the human capital rusts away. Is that the price that you have to pay 

for the operation of the banking system and our ability to regulate finance? You start having 

socialist thoughts when you contemplate this.  

 

I supported most of the Thatcher revolution when it happened, and I thought we‟d got into 

great excesses on the other side. Now I find myself swinging away from it because I now 

find some of their hypotheses not only thin but taudry and insensitive. I think we have to 

open up this discussion. What is the role of finance? Finance is a good servant but it‟s a 

lousy master. 

 

 

Q. In a context where the space for monetary and fiscal policies in many OECD countries is 

very limited, and the use of the exchange rate as an instrument for the reasons that you’ve 

given, is a risky avenue, the OECD in G20 context at least has argued that one should use 

structural policies. The Secretary General said we should go structural; structural policies, it 

is argued, increase potential output. They also can address global imbalances, and to a 

certain extent, support fiscal consolidation.  

 



 
 
The Coffees of the Secretary-General: Lord Robert Skidelsky 23 November 2010 

18 

 

But it is also argued that structural policies such as concluding a multilateral trade 

agreement can give a boost of confidence, and that boost to confidence can be an avenue 

through which you can increase aggregate demand. I’d be interested in hearing your views 

or your comments on what scope you see for structural policy reforms to act as an 

instrument to boost aggregate demand and which types of structural policies you think would 

be effective. 

 

A. It depends what time period you‟re thinking about. I think that always has to be specified. 

Structural reforms come in various shapes and sizes and people mean different things by 

them. But just by the nature of the language, they are going to take a longer time, than the 

time taken by cycles. Obviously if you were able to reach a trade agreement, and complete 

the Doha round, it would be good for confidence. It would give the private sector confidence, 

but they haven‟t.  

It‟s all very well to say let‟s do it – I can say all sorts of things; I can tell you what our 

statesmen should be doing, which would make things a lot better, without having to do any 

of these other things that we‟re talking about – these unorthodox remedies. But they are not 

doing them. So I wonder where you start this process. What I would like to ask is that the 

OECD means by structural changes to increase our growth potential. 

 

Q. I can send you the report that’s been written by some of our colleagues. The report 

looked at for instance policies that can give a boost to competition in the economy through to 

product market reforms that reduce barriers to entry in certain industries, reforms in the 

labour market that are supportive of a more rapid adjustment in areas where there is 

particularly high unemployment for instance, or it could be measures such as trade opening 

measures. Longer term structural policies in terms of their impact on potential output may be 

reforms that increase the skill level or the human capital in the economy. 

 

That‟s the compendium that one would expect, but they all take time. You can‟t increase 

competition over night, you can‟t make labour markets more flexible. They went a long way 

to making labour markets more flexible in the 90s. American labour markets are pretty 

flexible, and they were flexible in the 1920s but it didn‟t stop a huge depression originating 

there and there was no real recovery back to full employment in the 1930s. This was in a 

country which had very flexible labour markets compared to Europe. Trade we‟ve dealt with.  

 

The other things – upskilling and reskilling, and increasing educational capacity – yes they‟re 

possible, but they work on a generational basis, with an intergenerational time span. Most 

people who have achieved a certain skill level by middle age and are rendered unemployed 

in their old occupations will not recover equivalent jobs and many of them will be just 

permanently, I would say, underemployed, severely underemployed for the rest of their 

working lives and beyond.  

 

So I‟m not against it, I mean, I think each one would have to be taken on its‟ merits, but it 

doesn‟t actually resolve the problem I started with, which was what I call interminable 

recession. By interminable recession, I don‟t mean a recession that last forever and ever; I 

mean for a period of 2/3 years. That‟s where I want some action to happen. And I don‟t think 

the structural reforms are really going to get you recovery. They may pave the way for a 

higher rate of growth in the end, after you are back on a good growth path, but they‟re not 

going to solve the short term problem. By short term I mean in a 5 year period, or less. 
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