
THREE times in my life (so far), I have concluded that
my understanding of the world was substantially wrong.
The first time was after the passage in 1994 of the North
America Free Trade Agreement (NAFTA), when the flow
of finance to Mexico to build factories to export to the larg-
est consumer market in the world was overwhelmed by
the flow of capital headed to the United States in search of
a friendlier investment climate. The result was the Mexi-
can peso crisis of later that year (which I, as US Assistant
Secretary of the Treasury, had to help contain).

My second epiphany came in the fall and winter of
2008, when it became clear that large banks had no con-
trol over either their leverage or their derivatives books,
and that the world’s central banks had neither the power
nor the will to maintain aggregate demand in the face of a
large financial crisis.

The third moment is now. Today, we face a nominal de-
mand shortfall of 8 per cent relative to the pre-recession
trend, no signs of gathering inflation, and unemployment
rates in the North Atlantic region that are at least three
percentage points higher than any credible estimate of the
sustainable rate. And yet, even though politicians who fail
to safeguard economic growth and high employment tend
to lose the next election, leaders in Europe and the US are
clamouring to enact policies that would reduce output and
employment in the short run.

Am I missing something here?
I had thought that the fundamental issues in macroeco-

nomics were settled in 1829. Back then, even Jean-Bap-
tiste Say no longer believed in Say’s Law of business-cycle
frequencies. He knew very well that a financial panic and
excessive demand for financial assets could produce defi-
cient demand for currently-produced commodities and
for labour, and that while such a short-run breakdown of
Say’s Law might be temporary, it was nonetheless highly
destructive.

Armed with that insight, the disease of the business cy-
cle should be addressed in one or more of three ways.

◆ Don’t go there in the first place. Avoid whatever it is –
whether an external drain under the gold standard or a
collapse of long-term wealth – that creates a shortage of,
and excess demand for, financial assets.

◆ If you fail to
avoid the prob-
lem, then have
the government
step in and spend
on currently pro-
duced goods and
services in order
to keep employ-
ment at its normal
levels to offset pri-
vate-sector spend-
ing cuts.

◆ If you fail to avoid the problem, then have the govern-
ment create and provide the financial assets that the pri-
vate sector wants to hold in order to get the private sector
to resume its spending on currently produced goods and
services.

There are a great many subtleties to how a govern-
ment should attempt to pursue each of these policy op-
tions. Attempts to carry out one of the three may exclude
or interfere with attempts to carry out the others. And, if
inflationary expectations become embedded in an econo-
my, it may be impossible for any of the three cures to
work. But that is not our situation today.

Yet, somehow, all three of these cures are now off the
table. There is no likelihood of reforms of Wall Street and
Canary Wharf aimed at diminishing the likelihood and se-
verity of any future financial panic, and no likelihood of
government intervention to restore the normal flow of
risky finance through the banking system. Nor is there
any political pressure to expand or even extend the anae-
mic government stimulus measures that have been under-
taken.

Meanwhile, the European Central Bank is actively look-
ing for ways to shrink the supply of financial assets that it
provides to the private sector, and the US Federal Reserve
is under pressure to do the same. In both cases, it is
claimed that further expansionary asset-provision poli-
cies run the risk of igniting inflation.

Yet no likelihood of inflation can be seen when track-
ing price indexes or financial-market readings of forecast
expectations. And no approaching government debt crisis
in the core economies can be seen when tracking govern-
ment interest rates.

Nevertheless, when you listen to the speeches of policy-
makers on both sides of the Atlantic, you hear presidents
and prime ministers say things like: “Just as families and
companies have had to be cautious about spending, gov-
ernment must tighten its belt as well.”

And here we reach the limits of my mental horizons as
a neoliberal, as a technocrat, and as a mainstream neo-
classical economist. Right now, the global economy is suf-
fering a grand malseizure of slack demand and high unem-
ployment. We know the cures. Yet we seem determined to
inflict further suffering on the patient. – PS

The writer, a former US assistant secretary of the
treasury, is professor of economics at the University of
California at Berkeley and a research associate at the

National Bureau for Economic Research
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T
HE death of global manufac-
turing appears to have been
announced prematurely.
This proved to be great news
for Germany. Due to the per-
formance of its export sector,
the German economy man-
aged to exit the recession in
the second quarter of 2009.

Since then, the economy has continued to
recover, posting healthy – and even unex-
pectedly high – growth figures. And unem-
ployment is remarkably low.

However, this is the kind of good news
that can go sour quickly. For now, German
brands may still be able to command a
price premium. But given the relentless
pace of global competition, the writing is al-
ready on the wall. Germany’s competitive
advantage is unlikely to last another 15-20
years.

Germany, along with other manufactur-
ing powerhouses, including the United
States, Japan, and South Korea, sees com-
panies in former developing countries, es-
pecially in Asia, investing heavily in R&D,
managerial training, and education.

Chinese companies in particular, often
highly subsidised by their government and
relying on vast economies of scale, are
grabbing market share in some industries,
such as solar panels and telecommunica-
tions equipment, more quickly than any-
one anticipated.

In short, while the German economy
benefits from the nascent global economic
recovery by providing cars, machinery,
and equipment for the next growth cycle in
manufacturing, the current period at most
represents some valuable breathing space

during which the country needs to develop
and implement a strategy for prospering in
a post-manufacturing world.

The only way for an economy to suc-
ceed in that new world will be to innovate
– develop new technologies, invent new
products, and come up with new ideas bet-
ter and faster than its competitors and, im-
portantly, faster than they can be copied
by others.

Innovation, though, is notoriously diffi-
cult to measure. There are plenty of global
measures of innovation, and you could
think that Germany has nothing to worry
about on the innovation front. For exam-
ple, it ranks second on the INSEAD innova-
tion index, just behind the United States.

But other innovation indices are less
kind. For example, in the Standard &
Poor’s/BusinessWeek Global Innovation In-
dex, a tradable index of the 25 most inno-
vative global companies, the United States
is represented by 16 companies and Japan
by four. Five other countries, including
Germany, have one company each.

And in the DIW Berlin Innovation Indi-
cator, Germany ranks as a laggard. This
analysis looked at 17 leading industrial na-
tions, and Germany places right in the mid-
dle, in ninth place overall. Over the years,
a three-tier hierarchy has developed in our
innovation index: There are the leaders,
then the outright laggards (such as Spain
and Italy), and perched in the uncomforta-
ble middle are the C-level students, of
which Germany is one.

What is disconcerting from a German
perspective is that the country has moved
from a top position to the middle of the ta-
ble. One wonders: Could it be that Germa-
ny, with its welfare state, solid safety net,

and consensus-based politics, has created
a population that is simply too prosperous
to invent anything new and too content
with its lot in life to want to change any-
thing – even for the better?

Could it be that, for all their prosperity
and security, Germans are too reluctant to
take risks and too complacent – in short,
too happy?

It is a well-known fact that more crea-
tive – and more successful – people also of-
ten tend to be less satisfied. Happiness
and/or a pronounced degree of content-
ment don’t seem to feed ambition or create
the fire in the belly that is required to suc-
ceed in a competitive environment, or so
one would assume.

However, this line of reasoning is not
necessarily on target. Nordic countries, no-
tably Finland, Sweden, and Denmark, con-
sistently finish near the top in most innova-
tion indices.

In the DIW index, all three Nordics,
joined by another extremely prosperous
country, Switzerland, place right behind
the United States and make up the first tier
of global innovators. Yet, those countries
tend to provide an even cosier social envi-
ronment and an even stronger safety net
for their people than Germany.

Sweden is famous, of course, for its so-
cial protections – and in the 1970s, its wel-
fare state was habitually blamed for dis-
couraging entrepreneurship and creating
a stagnant economic environment.

Its rise through the ranks of innovators
has occurred in the past two decades – and
while there was some smart trimming,
Sweden’s social welfare state was not ex-
actly being dismantled during this time.

According to the DIW study, Sweden

has the best social climate for innovation
in the world, beating out even the formida-
ble United States.

And speaking of the United States, the
regions most often associated with innova-
tion and cutting-edge technological devel-
opments are California and Massachu-
setts. Sure, these states are home to some
of the country’s leading universities (Mas-
sachusetts is home to Harvard and MIT,
while California has CalTech, Stanford,
and UC-Berkeley).

But these states are often – at least in
less adverse budgetary times than today –
viewed as being among the more progres-
sive-minded in the country and providing
a generous social safety net.

It is clearly not generous social support
that is keeping Germans from taking risks.
Indeed, one might even expect a strong so-
cial safety net to encourage would-be inno-
vators to take on the risk of failure more
willingly.

Innovators and entrepreneurs can try –
and those who don’t succeed will still face
the possible loss of their private assets. But
the social safety net will provide a neces-
sary cushion in terms of health benefits
and other social services for the would-be
entrepreneur – and for his or her family.

Instead, what is keeping Germans from
taking risks is Germans themselves. Ger-
many doesn’t need to change its social sys-
tem or cut its welfare state in order to inno-
vate more effectively. It needs instead to en-
courage risk-taking and improve the capac-
ity to innovate. We’ve got – at most – two
decades to get this right. The clock is tick-
ing.

The writer is the director of the Institute
for the Study of Labour, Germany

LAST weekend’s by-elections in Taiwan which saw the
opposition win again and former vice-president Annette
Lu’s announcement that she intends to launch a bid for
the presidency marked the opening salvo in what is shap-
ing up as a year-long presidential campaign.

There is some way to go before her Democratic Pro-
gressive Party (DPP) decides on its candidate for the pres-
idency in May. She faces formidable rivals in Tsai
Ing-wen, 55, the party leader, and in Su Tseng-chang, a
former premier.

Ms Tsai is a capable organiser and is seen as a poten-
tially strong challenger against President Ma Ying-jeou’s
re-election bid in 2012. Mr Su, 63, who has also been ac-
tively positioning himself for the DPP candidacy, is an en-
thusiastic user of social media, including Facebook. Ms
Lu has remained active politically since leaving office in
2008 and has developed a network of supporters, do-
nors and advisers through a magazine she launched in
2009, the Formosa Weekly.

True, she has detractors. Many wonder if the

66-year-old can pull off a modern campaign that would
draw back the centrist vote, a segment the DPP lost in
the 2008 presidential election – seen as pivotal to the par-
ty’s chances next year.

A poll of voting intentions shows that if an election
were held now, President Ma of the Kuomintang (KMT)

would take 41 per cent of the vote
against 39 per cent for Mr Su. Ms
Tsai would garner 37 per cent
against Mr Ma while Ms Lu would
take only 17 per cent.

As in most democracies, the presidential campaign
will turn on how the economy performs. Mr Ma likes to
tout the success of his pro-China policy, especially the
Economic Cooperation Framework Agreement with Bei-
jing which, in his reckoning, was instrumental in ena-
bling Taiwan’s economy to grow nearly 11 per cent last
year – the strongest gain since 1986.

Even so, there are looming problems. Asset prices
are rising sharply and the property bubble could become

a major issue in the campaign. For instance, home pric-
es in Taipei have soared as much as 73 per cent in the
past five years. The average household income has risen
only 1.2 per cent in the same period. Ordinary wage
earners in the major cities can no longer afford to buy
property. The DPP has sought to capitalise on this issue,
among several, with some success.

The weekend’s by-elections in southern Taiwan for
two legislators – the first poll since the highly competi-
tive special municipality elections last November – saw
the DPP hammering home the issue of distribution of
wealth. It also pushed its China policy based on a recog-
nition of Taiwan’s separate identity. In the event, the
DPP has now won nine out of 12 seats contested in legis-
lative by-elections since 2008.

Still, Mr Ma’s KMT has formidable resources and he
has the advantage of incumbency. Unless external
events – such as a push by Beijing for political ties – up-
set Taiwan’s voter sentiment, the race remains wide
open.
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