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Diamond, Mark Zandi

Mark Zandi is chief economist and co- founder o f  Moody’s Economy.com, an influential economic forecaster and consultancy in the U.S. He spoke with Diamond contributing editor Michael Fitzgerald.

Diamond:
What’s your perspective on how severe the sub-prime crisis is?

Mark Zandi:
It’s very serious.  Eight weeks ago, I would have told you that I thought the losses were going to be $300 billion.  Given the erosion in the economy and housing market my sense is that it could be $400-500 billion, but that’s on the outside.

Diamond:
How severe are the problems at monoline insurers like Ambac and MBIA? Do you think this bailout that’s taking place of these companies is a necessary thing?

Mark Zandi:
Resolution of their financial problems are vital to insure that the system doesn’t unravel a whole other level. It’s not a bailout because the shareholders get wiped out, or pretty close to it.
Diamond:
What’s your forecast for 2008?

Mark Zandi:
I think the economy is going to experience a recession. For the first half of the year, I expect annualized GDP growth to fall by about a half-percent. And then I expect it to rise in the second half of the year, due to fiscal and monetary stimulus, by closer to three percent.  So for the year as a whole, annualized growth comes in at around one-and-a-half percent. If what I just told you comes to pass, then it would be the shortest, mildest recession in the post-World-War-II period.

Diamond:
And why do you think that that’s going to be the case?

Mark Zandi:
Because of the very aggressive response by the Federal Reserve and fiscal policymakers to the downturn.  The Federal Reserve is cutting rates in an unprecedented way, and I think they’ll cut rates further in March and May. The Federal Funds rate will go to two percent – it’s now three- -- and that will put the real funds rate after inflation at zero.  I think we’ll get a big fiscal stimulus package that’ll boost the economy this summer.

Diamond:
Let me ask you your assessment, then, of the Federal Reserve Bank’s action so far.

Mark Zandi:
They were slow to respond to the developing recession.  I think they misjudged what was going on, but they’ve caught up in January with their very aggressive actions.  And I think where policy is today is appropriate.

Diamond:
There’s obviously a pretty vocal contingent who think that the Fed is overreacting and bailing out Wall Street.  What’s your perspective on that?

Mark Zandi:
They’re wrong.  The economy is contracting.  Inflation is low and tamed. There’s no reason for the Federal Reserve not to be aggressive.

Diamond:
As you look forward a few years, how do you see the U.S. economy behaving?

Mark Zandi:
The U.S. economy has a lot of fundamental strengths, and it should perform well.  One of the reasons why I think the recession will be short and mild is because most businesses outside of housing and housing-related activities are in very good financial shape and can weather a very serious storm, including the one we’re in the middle of.  I do think we’ve got some very serious issues long-run.

Diamond:
Can you talk about some of the issues that you think we really have to address over the long run?  And also, define what you mean by “long run.”

Mark Zandi:
Certainly the next decade, and even over the next quarter-century.  Our lack of savings, both as individuals and collectively in the form of large budget deficits, is going to be our most daunting problem.  And the budget math is very disconcerting.  In fact, the math is so dark that it just doesn’t work.  Something has got to change – something will change.  And that’s going to take a great deal of effort addressing taxes and spending.

Diamond:
This suggests that we consumers in the U.S. economy might not be consuming so much.

Mark Zandi:
Consumers are going to have to match their spending with their income, something that we haven’t done for 25 years. Saving rates will rise. U.S. consumers are not going to be able to borrow as aggressively as they have in the past.  They’re not going to have the benefit of declining interest rates. Asset values – stocks, bonds, and real estate – aren’t going to appreciate as quickly in the next 25 years as they did in the past 25 years

Diamond:
That brings us to our role in the world economy. Prior to this period, there were a lot of people saying that the U.S. economy and the rest of the world’s economy were really decoupled. Given the reaction that we’ve seen in the stock markets, particularly in Asia, do you feel like that’s true?

Mark Zandi:
There’s an element of truth to the decoupling idea.  I think emerging economies, which account for half of the global GDP, should hold up much better. That should reduce any feedback effect on the U.S. and mitigate the severity of the downturn.  They won’t be able to avoid the ill effects of a U.S. downturn because they sell into the U.S. market, which is 25% of the global GDP, but I think they’ll weather the storm pretty well. It’ll have a more negative impact on the other 25% of global GDP, which is Canada, Europe, and Japan.  Those economies are slowing, and a number of them will fall into a recession as well.

Diamond:
How will the Bush Administration’s economic policy going to be viewed over the long term?

Mark Zandi:
I don’t think it will be viewed favorably.  He came in with a surplus, and he left making no progress in terms of our long-term budget problems. There really hasn’t been much economic policy except for the tax cuts that he implemented in the first couple-three years of his administration. 

Diamond:
We’re talking on Super Tuesday here in the U.S. How do you assess the policies that the major candidates, being McCain, Romney, Obama, and Clinton?

Mark Zandi:
I think the major candidates have reasonable economic proposals. There are some differences in regard to trade, immigration, global warming, tax policies, and spending issues. But broadly speaking, they’re all reasonable policies. Solving our long-term budget problem is going to require a significant amount of bipartisanship, or a whole new different process that will be outside of the current legislative process, a commission that says, “We think this is what should be done.”  And legislators can only vote it up or down – they can’t amend it.  That would likely be the approach that we take.  Whether we have a Democrat or Republican in the White House, that’s the way we’re going.

Diamond:
What lessons do you think we learn from where we are now?

Mark Zandi:
The lesson is that unfettered financial markets ultimately will do themselves in, and that they do need some modest level of oversight and regulation.

Diamond:
Didn’t we learn that in 1930?

Mark Zandi:
(Laughter) I think we need to learn it every ten years or so because we forget.
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