Editors’ Summary

THE BROOKINGS PANEL ON ECONOMIC ACTIVITY held its
ninety-first conference in Washington, D.C., on March 17 and 18, 2011, as
high unemployment continued amid a sluggish recovery. The research in
this volume is directly relevant to the economy’s troubles. The first two
papers study how people have fared in the recession and its aftermath.
The first examines job search and the well-being of the unemployed,
and the second studies the financial vulnerability of households and how
they cope with emergency spending needs. The remaining four papers
contribute to ongoing macroeconomic debates. The third paper analyzes
a historical episode of quantitative easing, to better understand how the
recent unconventional monetary policy might influence the economy.
The fourth paper reexamines the fundamental question of how a govern-
ment ought to use monetary and fiscal policy to respond to recessions.
The fifth paper asks why unemployment rose so much less in Germany
during the recession than it did in the United States and elsewhere, and
the sixth paper analyzes the behavior of inflation over the past few years
in light of competing views of the relationship between inflation and
unemployment.

IN THE FIRST PAPER, Alan Krueger and Andreas Mueller study the behavior
of unemployed Americans during and after the recession through a unique
weekly survey of several thousand unemployed workers in New Jersey,
matching the survey responses to administrative data from the state un-
employment insurance offices. This extraordinary data collection effort
yields several new insights on unemployment.

Many theories predict that the unemployed will search more intensely
as their unemployment drags on, because they do not want to risk exhaust-
ing their unemployment insurance benefits. Krueger and Mueller’s find-
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ings, however, point to exactly the opposite conclusion. Workers in their
survey report that over the course of an unemployment spell, they aver-
age about 100 minutes per day searching for a job. But over the first
3 months of unemployment, reported time spent searching each day falls by
almost 30 minutes. Perhaps as a result, the probabilities of receiving a job
offer and of exiting unemployment fall as unemployment continues. The
exhaustion of unemployment insurance benefits appears to have no impact
on search activity: respondents do not report searching more intensely either
just before or just after their benefits run out.

The authors also provide new evidence about the costs of unemploy-
ment. The traditional economic view of involuntary unemployment is that
although the unemployed would prefer to work, they nonetheless enjoy the
extra leisure time available to them. The authors examine this hypoth-
esis by asking their respondents a series of questions about emotional
well-being and life satisfaction; the findings indicate that unemployment
is emotionally costly indeed. Whereas 45 percent of employed Americans
in a 2006 national survey reported that they were very satisfied with their
lives, the comparable number among the unemployed in the authors” New
Jersey sample is 6 percent. Things only get worse as unemployment con-
tinues: workers become progressively more likely to be in a bad mood and
less likely to be in a mildly pleasant or very good mood. Thus, Krueger and
Mueller’s results paint a grim picture of the effects of continuing unem-
ployment: the unemployed search less, their prospects of finding a job
decline, and they become increasingly morose.

IN THE SECOND PAPER, Annamaria Lusardi, Daniel Schneider, and Peter
Tufano study the financial vulnerability of Americans during the Great
Recession. They assess financial vulnerability by asking individuals,
“How confident are you that you could come up with $2,000 if an un-
expected need arose within the next month?” The authors’ focus on
short-run needs rather than long-run financial goals, and on methods
of coping broadly rather than on savings alone, yields some new and
alarming insights.

Americans, they find, are financially vulnerable indeed. Fully a quarter
of respondents say that they are certain they could not come up with $2,000
in a month, and almost half say that they are not confident they could do
s0. Moreover, many of those who could raise the money would do so by
using unconventional and possibly very expensive means: nearly one-fifth
of all respondents say they would sell possessions, sell their homes, or
resort to nonstandard sources of credit such as payday loans. The survey
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also revealed an array of other coping strategies. In addition to drawing
down savings—by far the preferred mechanism—many respondents men-
tioned turning to friends and family for a loan, using credit cards, liquidat-
ing investments, refinancing their home, and working more.

Lusardi, Schneider, and Tufano find that financial vulnerability cuts
across a broad swath of the population. Fully 40 percent of the unemployed
could not come up with up with the money to cope with an emergency, but
financial vulnerability is by no means confined to the unemployed. Women
and parents with minor children are also among the most vulnerable.
Many middle- and upper-middle-class Americans report they would have
difficulty paying for an immediate expense: among households reporting
income between $75,000 and $150,000 per year, fully one-quarter say that
they probably or certainly could not cope with such a shock. Even having a
comfortable buffer of wealth does not always provide insurance: somewhat
puzzlingly, about one-fifth of those reporting $250,000 or more in wealth
were not confident they could raise $2,000 on short notice.

Finally, the authors conducted analogous surveys in seven other advanced
economies. They find that financial vulnerability is less extreme in most of
these than in the United States, but that it is high everywhere.

The authors’ findings may have important policy implications. Most
pro-saving policies today subsidize long-term saving; examples include
policies that promote home ownership and retirement saving. Yet these
policies may actually worsen short-term financial vulnerability by encour-
aging households to substitute away from more liquid assets. Likewise,
economists’ traditional focus on assets as a measure of financial capability
may vastly overstate households’ ability to meet short-run emergencies and
miss many of the mechanisms that households actually use.

AS THE FIRST TWO PAPERS demonstrate, the Great Recession and its
aftermath have been a trying time for households. Policymakers have
responded with extraordinary measures, one of which is quantitative eas-
ing, the unconventional monetary policy of buying assets other than short-
term government debt in an effort to reduce long-term interest rates. In the
third paper, Eric Swanson analyzes Operation Twist, an episode of quan-
titative easing named for the dance craze popular back when the Federal
Reserve last undertook similar unconventional measures.

In 1961 the incoming administration of President John F. Kennedy wanted
to bolster the weak economy. The exchange rate regime at the time, how-
ever, presented a problem. The United States was on the gold standard, and
already gold was flowing out of the country rapidly as investors chased the
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higher interest rates that European bonds offered. In such an environment,
conventional monetary policy might stimulate the economy, but it would
also exacerbate the gold outflow and the balance of payments deficit.
Operation Twist was a novel attempt to address this problem: the Federal
Reserve would purchase long-term securities, hoping to bring down long-
term interest rates to encourage investment, without affecting short-term
rates. Swanson shows that Operation Twist was of a magnitude roughly
comparable to the round of quantitative easing that began in late 2010.
Consequently, he argues, the 1960s episode should provide useful insight
into the effects of the recent quantitative easing.

Because bond markets incorporate news very quickly into prices, the
effects of a change in policy on bond yields should be evident immedi-
ately after it is announced. To study Operation Twist, Swanson therefore
searched through newspaper archives to find all significant announcements
about the program. Identifying six relevant announcements, he estimates
that in total following these announcements, longer-term Treasury yields
fell by about 15 basis points. Operation Twist therefore had a notice-
able effect on interest rates on government debt. To affect the broader
economy, however—to reduce the cost of financing housing, cars, and
business investment—Operation Twist also had to influence the price
of nongovernment borrowing. Here the program appears to have been
less successful, reducing the yield on corporate debt by only 2 to 4 basis
points. This suggests that quantitative easing may have little effect on
private sector borrowing.

THE FEDERAL RESERVE RESORTED to quantitative easing in the recent
episode only as conventional monetary policy became ineffective, running
up against the zero lower bound on nominal short-term interest rates. In
the fourth paper, N. Gregory Mankiw and Matthew Weinzierl study, from
a theoretical perspective, how the government should prioritize different
types of monetary and fiscal policy in combating recession. Mankiw and
Weinzierl populate their model economy with the standard features of
modern New Keynesian models: forward-looking consumers and firms
whose decisions during a downturn are distorted by sticky prices.

The usual Keynesian prescription is to use monetary and fiscal policy
to restore full employment. But Mankiw and Weinzierl’s innovation is to
tie their analysis more directly to welfare economics. In particular, they
observe that policymakers need to be concerned with more than just inter-
temporal distortions, or Okun gaps. Because public and private goods are
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not perfect substitutes, filling an Okun gap with government purchases will
distort the composition of GDP. In their setup, monetary policy does not
produce any similar distortions, although one might imagine a richer model
in which these are a further factor to be considered.

Mankiw and Weinzierl’s analysis yields a hierarchy of policies. If
monetary policy can be used, then it is strictly better than fiscal stimulus.
Standard monetary policy will restore real purchases to the correct level
by changing nominal interest rates, making current purchases cheaper and
undoing the effects of sticky prices. If standard monetary policy is not
available because short-term interest rates are near zero, the central bank
can still counter the effects of price stickiness by committing to future
inflation or by using quantitative easing to target long-term interest rates.

In the authors’ analysis, the government should turn to fiscal policy only
if all these monetary policies are unavailable. Their model implies that in this
case, a mix of government purchases and investment subsidies represents the
optimal response to a recession. But this response is strictly inferior to mon-
etary policy, because although it returns the economy to its optimal level of
output, it generally gets the composition of output wrong, because it cannot
replicate what would occur under flexible prices. Filling an output shortfall
entirely through government purchases, for example, involves a higher level
of government purchases than would occur if prices were not sticky.

Tying macroeconomic policy choices to well-defined welfare criteria
also leads to the conclusion that fiscal policies should not be evaluated
purely in terms of “bang-for-the-buck” metrics that compare the increase in
output attributable to the policy with its budgetary cost. Instead, the authors
argue for calculations that look beyond the aggregate effect of policies to
consider as well their effects on the composition of GDP and thus their
overall effects on welfare.

IN THE FIFTH PAPER, Michael Burda and Jennifer Hunt turn to an extra-
ordinary feature of the global recession: in Germany, output fell more
during the recession than it did in the United States, but unemployment
barely rose, even as it rose sharply in the United States. Nor is Germany’s
performance extraordinary only in a comparative perspective; it is also
historically unusual for unemployment in Germany not to rise sharply dur-
ing a recession. Burda and Hunt seek to unravel the source of Germany’s
“labor market miracle.”

In their thorough study, Burda and Hunt ask whether Germany’s labor
market performance was really so miraculous after all. Two very unmiracu-
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lous factors turn out to explain much of the surprising behavior of German
unemployment. First, Germany—unlike the United States—experienced an
“hours” recession rather than a “bodies” recession: although the number of
employed workers changed very little, hours per worker fell dramatically.
Second, surveying German labor market institutions in detail, Burda and
Hunt find that although work sharing is an important part of the story, it is
neither widespread enough to explain why so few workers were fired, nor
enough of a departure from past practice to explain why this recession was
so different. Instead, the authors argue, German firms appear to have antici-
pated the recession. Indeed, expectations data from 2006—08 suggest that
German firms feared that demand would soon plummet. Consistent with
this sentiment, they held back on hiring, even though labor costs had fallen
relative to productivity. The paucity of expectations data makes it difficult
to fully assess this hypothesis, but it is consistent with many of the stylized
facts. Thus, Burda and Hunt provocatively conclude, there was no German
miracle at all.

IN THE FINAL PAPER, Laurence Ball and Sandeep Mazumder study how
the Phillips curve relationship—the negative correlation between infla-
tion and unemployment—has fared since the onset of the Great Reces-
sion. A traditional Phillips curve specification based on the assumption
of backward-looking inflation expectations suggests that inflation should
have dropped off a cliff in 2009 and 2010: the United States should have
experienced about 3 percent annual deflation. In fact, inflation remained
positive at between 1 and 2 percent during this time.

To explain this anomalous behavior, Ball and Mazumder borrow two
insights from the theory of costly price adjustment. First, some industries
adjust their prices based on industry-specific rather than aggregate shocks.
To properly estimate the inflation-unemployment relationship, Ball and
Mazumder therefore focus on “core” inflation measures that attempt to
exclude these supply-driven changes in inflation; they argue that this
is best done by focusing on the median inflation rate across subindexes
rather than by using the traditional approach of excluding food and energy
prices. Second, theory suggests that firms change their prices more often
when inflation is higher and more variable, implying that the relationship
between inflation and unemployment depends on the level and the vari-
ance of inflation. Because the last two decades have seen low and stable
inflation, Ball and Mazumder estimate that the current Phillips curve is
less steep than it has been historically. That is, unemployment today exerts
less of a deflationary pull than it did in earlier decades.
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Ball and Mazumder find that taken together, the use of median infla-
tion as the preferred measure and a time-varying Phillips curve dispel the
inflation puzzle. Given current economic conditions and a relatively flat
Phillips curve, the outcome is just what one should have expected: low
inflation but not deflation.

Ball and Mazumder extend their results in two directions. First, they
find some evidence that inflation expectations have become anchored in
recent decades, responding less to supply shocks and to changes in core
inflation than before. They note, however, that whether expectations will
stay anchored if inflation remains persistently below the Federal Reserve’s
target is an open question. Second, they show that a specification of
inflation that has received considerable attention in the past 15 years,
the so-called New Keynesian Phillips curve, fits the data from the Great
Recession extremely badly.



