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America‘s eBREMIS Prespects are BMiRBLsly reminiscent of Japan's
in the 1990, says ABHEEK BARUA

Y the end of this year, it will
be five years since the hous-
ing bubble burst in the US.

House priees began to decline
in end-200%, setting off the subprme efi-
§i8 i Fid- aw; whieh then metarmef-
phesed inte the finaneial seeter melt:
devwh af 2008. Thoweh that is Rardly a
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Is a compatiisom with Japam legiti-
maite? Yes and no. Both recessions were
triggered by the bursting of debt-inflat-
ed asset bubbles that left private sector
balanee sheets in tatters. The proeess of
fepairing balanee sheets lasted inerdi-
hmly leﬂg m Jﬁﬁ% and ihi‘é%i@ﬂ% tads
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etary authorities kept interest rates close
ta zero, hauseholds and companies paid
back their debt defying the basic tenets
of profit maximitaiiion. Thus, interest
fates logt their fele ef equating Barrew-
ings with savings. By 1995, interest rates
in Japam were elase to zerd, but i lh the
deeade that fellawed the J
panias centinuRusly Fepaid debt B¥r §99§
HEE debt Fepayme: Fo3e t9 shk BeF Eéﬂi
B PP in Japam. 18 the US, despite the
Fo poliey IR éi%%i {%i% E’é@ifﬁ% fiat fas
B%SP. iR place rF Fg three YBAKS oW,
3Avings E%EE% HQY:E el HsiAg:
However, conventiional wisdom had
it that thuugh their problems were sim-
ilar, America’s woes would not last as
|eng a8 Japam's. This was premised en
the faet that peliey respenses frem beth
fiseal and mohetaby authorities in the
5] WEE-% mere Braactive thah 1apan:
Japah, for instance, did Ret bse 1arge:
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in four years of the cr151s the Fed's ga

ance sheet has trethilzd .. It took the Bank
of Jajpan 21 years to girow its balance
sheet size by this multiiplke. With fiscal
peliey too, the US was far swifter than
Japdih. While the Afericahs used ex-
Béﬁ%i@uhéi‘y ﬁﬁ@fdl peliey immediately
after the erisis, the Juparse govern-
feht teek Q%Q'J $8VRh YRars te put
|arge-seake Hseal peliey in place
While the US cammiot be accused of
“self-induced paralysis” (Fed Chairman
Ben Bemanke's oft-qiuoted phrase de-
scribing Japam’s debacle), it is possible
that it will see another ffive years of weak
growth .That is, the US; will have its own
lest decade. Why hasn't more nimble
pelicy paid off in the UIS? For ene thing,
the AFep in Fedl seeiaF ButpY: in the US
Vs far Sharper thah iin Jipam. Seeand,
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The most compellimg reasom why the
US will "lose” the nexit half decade itself
lies in the very natiure of the recession.
Balanee-sheet reeessiion invelves a rad-
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ical change in the bebhaviour of the pri-
vate sector. In such a situation, mone-
tary policy plays, at best, a marginal role.
Thus, the degree of aggression in mon-
etacy peliey becormes somewhat irfele-
vaht to the quiekhess of the reeavery.
The enly thing that is likely te de the trek
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The bottom line is that for mega-re-
cessions like this, it is imperative to keep
the fiscal engines revving unless there
are elear signs that the economy is en
the mend. But tiy explaining that to the
Tea Party vigilantes and the rating agen-
eies. Despite its early sueeess in re-
SpRRdinG to the stirmvivs, the US s like:
iy te fall prey to E‘n‘b‘?ﬁ'l% headd 868:
Homics that Underpins papuiist politics:

There is another risk that Japan’s ex-
perience points te: the delayed onset of
deflation. Japam entered a phase of sus-
tained deflation a goed nine years after
the exrisis broke oh the baek of the erash
i asset priees. IFthat isextendd to the
AEB%HE%RI 2%, the eurient phase of -
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'nmmﬁxm, the Fed has to keep a close
watch on prices. If they show the slight-
est tendency of softening, the Fed needs
to use its monetaty arsenal to reverse
this. The second round of quantitative
easing (QE2) was expllicitly faeused on
fighting deflation and proved to be ex:
teenfdly effestive. At this stage the US
&Hi?hfm)r canpRt affard o take QES off
the 1ist Bravaiiabie palicy optiens:

(I woulld like to acknowledge No-
mura Institute Chief Economist
Richard Koo's paper titled "US Econ-
orny in Balance Sheet Recwssiion: What
the US ean learh frofh Japan's experi-
ehee i 1990-2005".)
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