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Diamond.  The Bank of Japan raised interest rates recently. Was it a good move?

Kashyap.   My immediate reaction is ‘what’s the hurry?’ 

Japan’s had inflation of half a percent. Suppose war breaks out in the Middle East and oil prices spike and we suddenly see a slowdown? The BOJ could easily be back to a situation where you might want to cut interest rates. Especially since they’ve been through this before (raising rates in August 2000, then lowering them six months later).

After ten years with zero inflation, it would’ve been okay to let it go a little and catch up a bit.  There was no need to do this now.

Diamond. How does the Bank of Japan compare to central banks elsewhere?

Kashyap. No other industrial economy since the Depression has had sustained deflation. So it’s got to go down as one of the worst monetary policy performances of the last 60 years.

The fact that the Bank of Japan don’t accept the deflation as their own responsibility is the reason they don’t have any credibility. And by tightening early I think they’re showing that they still don’t get it.

Diamond. You think they should’ve waited at least another quarter?

Kashyap. When inflation was reliably above zero and maybe even accelerating. I’m also a little bit worried about why they think one percent is the right inflation target. The rationale they put out at the time was laughable. It said, because inflation’s been low in Japan and Japanese expect inflation to be low, our target should be lower than everyone else’s. As if their own failure to end deflation had nothing to do with this.  It’s as if I beat my head against the wall every day and so to start a boxing match I should have to take six shots to the head in order to be in my usual condition.

Diamond. Has the BOJ changed in the last 10 years?

Kashyap.  They’ve probably improved. What still worries me is that the bank’s lending spreads are still absurdly low compared to the rest of the world. So the Bank of Japan always puts out these statistics on what fraction of new loans have been made at less than 1.25 percent. And it’s high and still growing. Do you really think that this is a normal healthy economy? 

Diamond. The U.S. has its own inflation concerns – though 3 percent has historically been a good rate here. Why the nervousness?

Kashyap. Two reasons: first of all if you look back to the 1950s and 1960s, three percent was a high rate. During most normal times of stability, rates haven’t been quite as high as three percent. Secondly, part of the reason why three percent was viewed as being good was that we lived through the 1970s, when inflation got up above 10 percent, and when you look at what Federal Reserve officials were saying at the beginning of that period, it was, ‘this was a special factor,’ ‘that was a special factor’ and ‘we can ignore this,’ and you wake up one day and inflation is much higher.  Bernanke understands all of this and the last thing he wants to put on his tombstone is ‘came in and relived the ‘70s.”

Diamond. What are you working on now?

Kashyap.  I’m working on the banking system problems in China, which unfortunately look a lot like what Japan looked like ten years ago. They have a number of banks that have had to be repeatedly recapitalized, but seem hellbent on making non-performing loans

China can grow very fast for a long time. They’ve been so inefficient for so long that they can grow at seven percent or eight percent a year for probably ten years without any problem.

But the way they seem to end up handling unemployment in that system involves funneling it through the banks. When the local communist party official goes in and says I need a loan made to that failing firm, it’s still being done, as far as I can tell.

So they are likely to just have to periodically clean up these nonperforming loans that are essentially disguised unemployment payments.

Q. What does that mean for the Chinese economy?

Kashyap.  It doesn’t mean China is going to collapse.  It may collapse because the ways they’re trying to allocate credit and keep people in dead-end jobs are the wrong ones. For instance, if you make enough excess steel capacity, at some point you have to just abandon it. So we may end up seeing a big correction in China. But they can afford to run an inefficient and backward banking system for a while.  They can’t, though, claim they’re going to modernize the banking system and preserve employment stability the way they’ve been doing it. 

Q. So you don’t see them as an economic juggernaut in the making?

Kashyap. Maybe.  When I was in China last summer, Marty Feldstein [professor of Economics at Harvard and chair of the Council of Economic Advisors under President Reagan] started the conference by quoting the U.S. Treasury Secretary saying ‘the man who understands China will understand the future of the next century.”

That was from the Treasury Secretary in1897.

