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Harvard Economist

'The Crisis Isn't Over in the US or Europe'

In a SPIEGEL interview, Harvard economist Carmen Reinhart argues governments are
incapable of reducing their debts and that central banks are now stepping up to resolve the
crisis themselves. In the end, she argues, everyday savers will pay the price.

SPIEGEL: Ms. Reinhart, central banks around the world are flooding the markets with cheap money
in order to spur economies and support governments. Are these institutions losing their
independence?

Reinhart: No central bank will admit it is keeping rates low to help governments out of their debt
crises. But in fact they are bending over backwards to help governments to finance their deficits. This
is nothing new in history. After World War II, there was a long phase in which central banks were
subservient to governments. It has only been since the 1970s that they have become politically more
independent. The pendulum seems to be swinging back as a result of the financial crisis.

SPIEGEL: Is that true of the European Central Bank as well?

Reinhart: Less than for other central banks, but yes. And the crisis isn't over yet -- not in the United
States and not in Europe.

SPIEGEL: But the danger of such a central bank policy is already well known: It can lead to high
inflation.

Reinhart: True. But it is certainly more difficult for a central banker to raise interest rates with a
debt to gross domestic product ratio of over 100 percent than it is when this ratio stands at 39
percent. Therefore, I believe the shift towards less independence of monetary policy is not just a
temporary change.

SPIEGEL: As a historian who knows the potential long-term consequences very well, doesn't such
short-sighted decision-making frighten you?

Reinhart: I am not opposing this change, I am just stating it. You have to deal with the debt
overhang one way or the other because the high debt levels are an impediment to growth, they
paralyze the financial system and the credit process. One way to cope with this is to write off part of
the debt.

SPIEGEL: You mean some kind of haircut?

Reinhart: Yes. But we are in an environment where politicians are very reluctant to do write-offs. So
what happens is that money is transferred from savers to borrowers via negative interest rates.

SPIEGEL: In other words: When the inflation rate is higher than the interest rates paid on the
markets, the debts shrink as if by magic. The downside, though, is that this applies to the savings of
normal people.

Reinhart: The technical term for this is financial repression. After World War II, all countries that
had a big debt overhang relied on financial repression to avoid an explicit default. After the war,
governments imposed interest rate ceilings for government bonds. Nowadays they have more
sophisticated means.
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SPIEGEL: Which means?

Reinhart: Monetary policy is doing the job. And with high unemployment and low inflation that
doesn't even look suspicious. Only when inflation picks up, which is ultimately going to happen, will it
become obvious that central banks have become subservient to governments.

SPIEGEL: Do you think it is wrong for Europe to focus on austerity measures with inflation at such a
low level?

Reinhart: No. Restructuring, inflation und financial repression are not substitutes for austerity. All
these measures reduce your existing stock of debt. Unless you do austerity you keep adding to the
debt. There is no either-or. You need a combination of both to bring down debt to a sustainable level.

SPIEGEL: Is the new trend in monetary policies a good way of tackling debt problems?

Reinhart: There are no silver bullets. If central banks try to accommodate and buy debt, there are
risks associated with it. Somewhere down the road you are going to wind up with higher inflation.
That is a safe bet -- even in Japan …

SPIEGEL: … which is currently dealing with the opposite phenomenon: deflation with sinking prices.

Reinhart: A further risk of such policies is that efforts to save will be delayed.

SPIEGEL: So what should be done?

Reinhart: The best way of dealing with a debt overhang is to never get into one. Once you have one,
what can you do? You can pray for higher growth, but good luck! Historically it doesn't happen -- you
seldom just grow yourself out of debt. You need a combination of austerity, so that you don't add
further to the pile of debt, and higher inflation, which is effectively a subtle form of taxation …

SPIEGEL: … with the consequence that people are going to lose their savings?

Reinhart: No doubt, pensions are screwed. Governments have a lot of leverage on what kinds of
assets pension funds hold. In France, for example, public pension funds have shifted money from
shares (on the stock market) to government bonds. Not because their returns are great, but because
it is more expedient for the government. Pension funds, domestic banks and insurance companies are
the most captive audiences, because governments can just change the rules of the game.

SPIEGEL: We have seen 50 years of peace and democracy in Europe, but also 50 years of rising
debt. Are democracies incapable of setting a budget and sticking to it?

Reinhart: No, but after World War II austerity was easier to pursue, because you had a younger
population and therefore less entitlements. Furthermore, military expenditure was easier to reduce.
So, the build-up in debt we have seen since the crisis is very rare. Usually you get that kind of
build-up when there is a war.

SPIEGEL: But is it not a declaration of bankruptcy for democracy if central bankers, who haven't
even been elected, have to step in to fix the problem in the end?

Reinhart: I think the biggest mistake that European policy-makers are now making is not to put
debt restructuring more explicitly on the table.

SPIEGEL: Are you referring to Greece?

Reinhart: Greece has had its restructuring, that's history. But look at Ireland and Spain. Private
senior bank debt has not been written off, despite the fact that underlying asset prices in those
countries have collapsed and are still collapsing.

SPIEGEL: So closures of some banks would be helpful?
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Reinhart: What is sacrosanct about bank debt?

SPIEGEL: Well, the bankruptcy of banks can have a considerable effect on the financial system.

Reinhart: Let me be a little blunter: A haircut is a transfer from the creditor to the borrower. Who
would get hit by a haircut? French banks, German banks, Dutch banks -- banks from the creditor
countries. So you can see why this is politically torched. This is why it is not done, it's a
redistribution. But ultimately it is going to happen, because the level of debt is too high.

SPIEGEL: The United States is very highly indebted as well.

Reinhart: Yes, but who are the large holders of government bonds? Foreign central banks. You think
the Bank of China is going to be repaid? The US doesn't have to default explicitly. If you have
negative real interest rates, the effect on the creditors is the same. That is also a transfer from
China, South Korea, Brazil and other creditors to the US.

SPIEGEL: And what happens if the creditors don't continue to play along and the interest rates on
American government bonds climb? Do you see the danger of a debt crisis in the US?

Reinhart: Why do we have such low interest rates? The Federal Reserve Bank is prepared to
continue buying record levels of debt as long as the unemployment situation isn't satisfying. And
China's central bank will also continue to buy treasuries, because they don't want the renminbi to
appreciate.

SPIEGEL: That sounds like a perpetual motion …

Reinhart: ... of course it is!
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