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T
How to lure tHe cat off tHe tree 
and How to make sure tHat He does 
not climb back

The financial crisis has had a profound effect on 
hungary,1 so it is also very interesting to see from 
the hungarian aspect how the practicing eco-
nomic policy makers and some academic lectur-
ers of other countries view the steps already taken 
and yet to be taken for overcoming the crisis.

in the spring of 2013 the international Mon-
etary Fund (iMF) has organized its second con-
ference entitled “rethinking Macroeconomic 
policy” since the breakout of the financial cri-
sis.2 The goal of the conference was to review 
the experience gained from the crisis as well 
as the general economic policy conclusions to 
be drawn for the future with the involvement 
of renowned lecturers. The summary of stud-

ies published after the conference presents the 
ideas of the 31 participants who were recruited 
from the ranks of Nobel laureates such as ak-
erlof and Stiglitz, renowned academics, sen-
ior economists of international organisations, 
ministers of finance and former central bank 
governors or the ones who are currently in of-
fice, or have taken office since the conference.

with regard to the fact that the presentations 
cover very diverse topics and reflect heteroge-
neous views i will only highlight some of the 
topics and ideas, using my liberty as a reviewer.

How did the cat get on the tree?

Akerlof is right when he compares the situa-
tion that evolved in the wake of the financial 
crisis to the one in which a cat climbs up a 



 BiBliography review – Books 

Public Finance Quarterly  2016/1 125

high tree out of fear but he is not willing or 
able to come down.3 But anyway, why were 
the players of the economy, the decision-
makers and the economists taken by surprise 
by the crisis and its protraction? or as it was 
brought up by Queen Elizabeth II when she 
visited the Department of economics at the 
london School of economics: “why didn’t 
anyone see it coming?”4

in the studies several factors that may have 
caused this “blindness” were mentioned. in the 
period from the mid-1980s to the crisis the 
developed countries, especially the USa, saw 
moderate economic fluctuations and price sta-
bility, which they thought to be long-lasting.5 
This period could be regarded as basically suc-
cessful by the central bank decision-makers who 
mainly ran the system of inflation targeting, as 
the system using one tool (short-term inter-
est rate) for one goal (inflation) was seemingly 
functioning well. in this period, those ideas 
came to the foreground in mainstream econom-
ic thinking which were intended for finetuning 
the economic policy (literature on business cy-
cles, optimal interest rate policy, etc.).

in the meantime the financial system be-
came more and more extensive and complex, 
however, financial innovations whose useful-
ness could hardly be judged were made. in 
this respect the opinion expressed by Paul Vol-
cker, who was the Chair of FeD in the 1980s, 
is very apt, who said that aTM was the only 
useful financial innovation in the past dec-
ades.6 But it is not only the financial innova-
tions that are problematic but also, as is ex-
plained by Turner, even traditional credits are 
inclined to be treated by the financial system 
as risk-free investments as long as the creditor 
duly performs. Stiglitz thinks that it was also 
a mistaken view that diversification eliminates 
risk. on the contrary: risk allocation may 
make the entire system unstable. in summary, 
this means that instead of moderating risks 
these factors have made the financial system 

an enormous systemic risk element. howev-
er, the financial system and lending were not 
included in the range of tools and models of 
analysis used by the decision-makers of eco-
nomic policy, which means that the inherent 
risks and potential consequences were not 
taken into account or were not assessed either.

it is Stiglitz who calls attention to the deep-
est roots of the crisis, as he is convinced that 
the markets are not stable, not efficient and 
are not capable of self-correction.7 in Stiglitz’s 
view, the mainstream of economic thinking 
was convinced of the very opposite of this, 
which is why the examination of the stability 
of the economy was not in the focus of the 
analyses. The models used for economic poli-
cy were based on a basically stable framework, 
or one that always returned to the equilibrium 
through their efficient internal mechanisms, 
so they were deemed to failure not only in the 
forecasting of the crisis but they were not ad-
equate for handling the crisis either.

How to get the cat off  the tree?

as the economic policy decision-makers were 
taken by surprise by the subprime mortgage 
crisis, they were not prepared for the man-
agement of the crisis either. in the escalating 
crisis it soon became clear that the conven-
tional tools for reviving the economy are in-
sufficient and partially cannot be deployed: 
the base rates decreased to almost zero in a 
few months, while fiscal policy, especially in 
europe, had no real space to manoeuvre due 
to the high levels of debts.

Unique, so to say improvised measures 
were taken to mitigate the crisis and recover 
the economy. with regard to the narrow fis-
cal leeway and the fact that the root causes 
of the crisis were financial in their nature, 
the role of monetary authorities was appreci-
ated. in the areas that were considered to be 
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the most problematic, a high number of new, 
targeted central bank tools, as well as micro- 
and macroprudential rules were applied for 
intervention. The authors of the collection of 
studies, who are central bank officials, such as 
Yellen from FeD, King from the Bank of eng-
land, Kim from the central bank of South Ko-
rea and Fisher from the Bank of israel regard 
the measures (taken by them) both efficient 
and successful.

Despite the bigger monetary leeway, the 
authors commenting on fiscal policy (eberly, 
Borg, perotti, roubini) emphasize that the 
Keynesian economic policy aimed at reviving 
the economy and generating demand, which 
was slightly despised before the crisis, is very 
efficient. Several authors explain that in cri-
sis-ridden, low-demand periods, especially if 
even monetary policy reaches the lower zero 
interest rate cap and the economy is trapped 
in a liquidity crisis, fiscal policy can revive the 
economy with a high level of efficiency, pre-
venting that the lack in demand results in a 
final disintegration of productive capacities.

it is Blanchard who calls the readers’ at-
tention to yet another important factor in 
the management of the crisis, which is confi-
dence. in this respect, authentic communica-
tion is very important, which helps avoid the 
realization of the worse scenario from among 
several possible equilibrium outcomes. Blan-
chard brings up the example of high govern-
ment debts: the market may deem high debts 
unsustainable, so the debt becomes actually 
unfinancable as a self-fulfilling prophecy due 
to the high yield expectations. on the other 
hand, the market may deem the debt sustain-
able, so it may be willing to finance it with low 
interest rates, which ultimately helps preserve 
the debtor’s solvency. in this respect, one of 
the most successful examples for communi-
cation is the statement made by eCB presi-
dent Draghi “whatever it costs”8, as a result of 
which the government bond yields of the pe-

ripheral countries of the euro area, which had 
previously shown excessive values, returned to 
a sustainable level.

What should we do to avoid the cat 
climbing up the tree again?

although in akerlof ’s opinion, the manage-
ment of the crisis was a success, or even more 
successful than that of the previous financial 
crises, so, if you like, we managed to lure the 
cat off the tree, perhaps the most interesting 
ideas of the collection of studies are about 
how well we have drawn the conclusions from 
the crisis and what we have done to avoid its 
recurrence.

in this respect, there are more disturbing 
opinions than optimistic views in the collection 
of studies. The most positive opinion is formed 
by akerlof, who emphasizes that as compared 
to the average performances following the pre-
vious financial crises, the economy of the USa 
is recovering more speedily, which he attributes 
to the successful crisis management.

as regards the future, several authors voice 
their opinions that it would make sense to de-
velop an adequate fiscal space, which may be 
applicable for an anticyclical economic policy in 
the case of a potential new crisis. however, the 
studies rather show helplessness as to how and 
when the currently swollen debt portfolios could 
be reduced to such an extent that would already 
allow sufficient scope of action for fiscal policy, 
without breaking the fragile economic recovery.

it is no surprise that the most alarming 
opinions were those of Romer and Stiglitz, 
who made their comments at the panel discus-
sion of the conference: they think that much 
remains to be done for avoiding further cri-
ses. on the one hand, romer argued that the 
applied crisis management tools only provide 
superficial solutions. The base rate is not a 
universal remedy, and the special central bank 
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programs, the macro- and microprudential 
tools are only suitable for putting out fires.9 To 
replace ad hoc, short term solutions, he urges 
the development of such solutions which in-
crease the resistance of the economies. Thus, 
besides encouraging further analyses, he brings 
up the need to significantly increase bank 
capital requirements, to return to the simpler 
financial systems of the 1960s and 1970s, to 
levy the pigovian tax, which would compen-
sate for the externalities of the financial system, 
to strengthen the automatic fiscal stabilizers, as 
well as to spread the costs of bank rescues in 
the euro area. related to this last proposal, it is 
worth mentioning that having learnt their les-
son from the early years of the crisis, by estab-
lishing the banking union, the european deci-
sion-makers took great strides in ensuring that 
difficulties in the financial system of a country 
do not necessarily involve the infeasibility of 
the budget of the country in question.

on the other hand, Stiglitz underlines that 
just the past 30 years have seen some 100 cri-
ses in the world, in the light of which it is an 
especially fake illusion to think that we have 
overcome crises once and for all. in his opin-
ion, we still underestimate the inclination of 
markets to instability, and we look at the fluc-
tuations of the economy as exogenous shocks, 
although they evolve endogenously, arising 
from the characteristic features of the econom-
ic system. Furthermore, it enhances the risks 
of greater crises that intertwining between the 
players of the financial system increased rather 
than decreased. Thus, the financial difficulties 
that some of the players face may increasingly 
spread throughout the rest of the financial 

system. as the consequence of this diagnosis, 
Stiglitz argues for the substantial reconsidera-
tion of economic thinking. he thinks that the 
models used in economic policy should be 
restructured, breaking with the representative 
players approach, explicit attention should be 
paid to heterogeneity and the impact mecha-
nisms of the financial system.

By way of  conclusion

hungarian readers may ask the question: what 
lessons we can learn from the ideas collected in 
this volume, what relevance they hold for us. 
on the one hand, hungary as an economy 
closely integrated in the international econo-
my is strongly interested in the North atlantic 
economies’ finding and consistently following 
their way out of the most severe crisis of the 
past decades. on the other hand, the ideas ex-
plained in this collection of studies may be in-
spiring for the economic policy discussions held 
in hungary too, which may result in the further 
strengthening of the hungarian economy.

So, i recommend this volume to those who 
are interested in economic policy and also to 
those, who have so far not been interested. The 
collection of studies discusses issues which will 
definitely keep both practical and theoreti-
cal economists busy for several years to come. 
however, this discussion will not only be an in-
tellectual mindfight for these professionals but 
it will definitely impact our lives and our living 
standards in the future.

Viktor Várpalotai
e-mail address: varpalotaiv@gmail.com,
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