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ZAKARIA: We're in an era of great prize fights these days, except that they are unusual in that the prize fighters are economists. Conservative and liberal economists now disagree on the origins of the financial crisis, the bank bailout, the need for deficit spending and the proposed health care plan.

So, we have organized a titanic face-off between two of the most famous economists in the world on either side of these debates.

The Nobel Prize winner and "New York Times" columnist Paul Krugman on the right -- but actually on the left -- he's the bigger stimulus side. And Stanford University scholar John Taylor, he is the monster deficit side.

Welcome, gentlemen.

Let's start with the origins of the crisis. You wrote a book where you say the crisis is fundamentally caused by government, not by the market. 

I think it would be fair to say that governments around the world learned the lessons from the 1930s, or learned what they thought the lessons of the 1930s were, and have reacted very strongly. They've pumped massive amounts of liquidity into the system.

Is this a good idea?

JOHN B. TAYLOR, SENIOR FELLOW, HOOVER INSTITUTION: No. I don't think it is. I think basically it's a large overreaction.

You know, even last year, in February, a stimulus package was passed -- a lot of enthusiasm for it. Checks were sent to people. It didn't do anything.

PAUL KRUGMAN, NOBEL PRIZE-WINNING ECONOMIST, "NEW YORK TIMES" COLUMNIST: You had to do pumping massive amounts of liquidity into the system. And this has been, you know, this has been really bad.

If you look at it from a global point of view, the fall in industrial production has been every bit as large as it was in the first year of the Great Depression. The fall in trade has been larger than it was in the first year of the Great Depression.

You really do need to do drastic things now. This is scary stuff. We've been staring into the abyss.

ZAKARIA: You say that in doing all this you are creating the risk of inflation.

TAYLOR: I believe you are. I think we're -- a mass of deficits. The debt-to-GDP ratio, a good measure of our ability to pay is GDP, so it's gone from roughly 40 percent to 80 percent.

Quite frankly, if you go back to my analysis of why this was caused, I think it was really an over-reaction by government. It scared people. The markets collapsed last fall, especially in September and October.

That's when you see these big declines Paul is referring to, exports declining and consumption -- and I think it basically stabilized in early as December and January. We don't know what's going to happen...

ZAKARIA: But you're saying that it was Hank Paulson and Ben Bernanke going up to Congress and scaring the hell out of them to get the $700 billion that sent the economy into a shock.

TAYLOR: A big part of it, absolutely.

ZAKARIA: Now, let me ask you this. You were very, very unhappy with the administration's plan to deal with the banking crisis.

KRUGMAN: Right.

ZAKARIA: You wrote this very famous column which said this whole -- the plan fills me with despair. You said that you needed to nationalize the banks temporarily to deal with the problem. The banks haven't been nationalized.

It appears that the financial system has stabilized and credit is coming back. So were you wrong then, or are you wrong now?

KRUGMAN: You know, I think I was -- put it this way. First of all, it's not at all clear that credit is coming back. What we see is some recovery in some markets. And it may be that it works out all right, but the banks are still weak. They're still kind of crippled.

I wanted a much more aggressive response. I still think that would have been the right thing to do, given what we knew. It's by no means clear that we're out of the woods.

Look, they might, I think -- you know, you can always go through my record and find out that I didn't say this -- but I think I conceded that it might work out, but that it seemed to me that the riskier course was, in fact, to hope for the best as opposed to taking really firm action.

At this point, I'm not pushing hard on it, because it's clear that they're going to wait and see.

ZAKARIA: And do you feel like the financial industry is stabilizing?

KRUGMAN: The way I look at it is, I'm not sure what's happening with the financial industry. What I do know is that the real economy is nowhere close to stabilizing.

We just got a new report on new unemployment claims, which are still running at a level suggesting that the economy is hemorrhaging jobs. This is still nowhere near -- no green shoots -- those green shoots look awfully brown from here. There is no sign that even that things have stopped getting worse at a rapid pace. So, we have not done enough. Now, maybe a more forceful bank policy would have helped. I also thought the stimulus wasn't big enough. And this is going to be a real problem, because when the stimulus isn't big enough, people don't respond to the outcome by saying, oh, we need to do more. They respond by saying, oh, the policy failed.

So we have in fact fallen short. I'm quite concerned that Obama, although doing things in the right direction, is behind the curve, because they haven't been big enough.

ZAKARIA: Do you think that the economy has stabilized?

TAYLOR: I saw stabilization really back in late December, January. You had a real collapse -- exports, consumption. It sort of flattened out. It's picked up slightly. But I agree, there's going to be some tough times ahead.

ZAKARIA: But it sounds to me like you're saying we had a financial catastrophe, but we're going through a kind of somewhat normal, worse than normal recession.

TAYLOR: It's worse than normal, because of the catastrophe. Absolutely.

But we're now in a period where we should be able to see some growth in the third and fourth quarter. But it's not going to be strong, and we will get increases in unemployment.

And in the meantime, I think the stimulus is not helping. I actually think it's somewhat counterproductive.

ZAKARIA: How can it not help? I mean, you're creating demand.

TAYLOR: Well, actually, quite a little bit, quite frankly. When you go to the White House Web site, of the $787 billion package, only 53 has gone out the door and only, believe it or not, less than a half a billion, $373 million, is infrastructure spending so far. So, it's just not enough to do anything substantial.

KRUGMAN: But we knew that was going to happen, right? It was essentially impossible to have a lot of spending take place before six months in.

TAYLOR: A lot of things were promised. I think people...

KRUGMAN: No, they were pretty clear on it. I mean, they did -- they low-balled their forecast for what unemployment would do, which is a problem. But this is what we all said, this is going to be a slow time.

And it is kind of crazy, by the way. I mean, you have people saying, "Oh, it's four months since Obama signed this bill, and where's the recovery? The plan has failed."

We actually haven't had a chance to test it at all yet. TAYLOR: Well, I think that's part of the problem with the policy. You just can't deliver that rapidly. So, in the meantime, it could come too late.

And in the meantime, you get higher interest rates from this. This is no question...

KRUGMAN: I don't buy that at all.

TAYLOR: And oil prices are rising.

ZAKARIA: OK, let's get...

TAYLOR: (UNINTELLIGIBLE) the rest of the economy.

ZAKARIA: Let's get to interest rates in a second.

But what's wrong with the argument that, if what you're trying to do is create a rapid increase in purchasing power, that a tax cut, a permanent tax cut would actually deliver it faster?

KRUGMAN: Gee. So, we do a permanent tax cut every time the economy is weakening. And then what do we do when the economy is strengthening? Have a permanent tax increase?

But then, in that case, it's not -- you know, there's a logical problem here. You can't have a ratchet where you always cut taxes and never raise them. Eventually, we end up with no government at all, which is, I guess, some people's goal. But you can't do that.

TAYLOR: I think it would have been...

ZAKARIA: As somebody who wrote, arguing for a permanent tax cut...

TAYLOR: Absolutely.

ZAKARIA: ... what do you think?

TAYLOR: I think, actually, I recommended that President Obama come in and get this middle class tax cut established permanently at the beginning. His Make Work Pay credit would have been good. It would have been permanent. It would have been something that people could have counted on. I think that would begin to have some more effect than what we're seeing so far.

ZAKARIA: But wouldn't that have effects on the deficits that you worry about?

TAYLOR: I think the only problem with the deficit now, quite frankly, is just massive spending growth. We have a deficit of $1.2 trillion forecast by the CBO 10 years from now. And tax revenues then, income tax, about $2 trillion.

So, you'd have to have a 60 percent -- six zero percent -- increase in taxes to close that deficit. That's not going to happen. So, it's really to me, it's a spending issue.

KRUGMAN: You know, these are all nominal figures. The fact of the matter is that we're still in the United States, we're spending not a high proportion of GDP by comparison with other advanced countries, not all that -- you know, this is -- the point is that we do have some things that we want the government to do.

We want it to provide a basic social safety net. We want it to provide adequate national defense. You have to raise the taxes to pay for that.

And you can't just decide that we're going to set tax levels based upon -- permanently set tax levels -- based on what the state of the business cycle is right now. That's not -- that way lies madness. That way lies the impossible task of trying to fit your long-term spending plans to what you do in the heat of the moment to respond to a business cycle.

This is why you need spending programs to fight this kind of recession.

ZAKARIA: We will be back with our clash of the economist titans right after this.

(BEGIN VIDEO CLIP)

KRUGMAN: Advanced countries don't do this to their citizens. Right? There is no reason why we should not have a guarantee of essential health care for every American.

(END VIDEO CLIP)

(COMMERCIAL BREAK)

ZAKARIA: And we are back with our prize-fighting economists, Paul Krugman versus John Taylor.

Explain why you think that, even though we do have these large deficits, and the entitlement programs suggest even larger ones, right now you don't think that interest rates will rise in a way that will choke off growth.

KRUGMAN: Let's look at what's moving the interests, you know, day-by-day, week-by-week. You can see what's happening.

So, last week, interest rates, long-term interests rates rose at the end of the week. What was driving that? Quite clearly, there were a couple of economic reports that came in that seemed more favorable than people expected. They were, you know, the Philadelphia manufacturing survey and a couple of other things came in more favorable. People got more optimistic.

Now, if it was about deficits, interest rates should have gone down, because if the economy is going to be stronger, we're going to have more revenue. The deficits are not going to be as big as we thought. Instead they went up. So, what was actually driving it? Well, people were thinking that the Fed is likely to come off its zero interest rate policy sooner. So, those rising interest rates were not about fear of deficits, they were about optimism about the economy.

This week, interest rates came down. What was driving that? Well, there was some bad news about the economy. Several surveys, several other pieces of information came in weaker than expected.

Again, if you really thought it was about deficits, the interest rates should have gone up, because the deficit is going to be bigger if the economy doesn't recover.

ZAKARIA: And presumably, your argument -- which I'm now just going to state, because I've heard you saying it -- is that interest rates were abnormally low, that what they're now returning to. So, to regard it as a rise is unfair. They're returning to kind of normal levels, and that the interest rates a month ago were pricing in the end of the world, and that that scenario has gone away.

TAYLOR: Well, also, the weak economy interest rates are low, because...

ZAKARIA: But isn't it fair to say that interest rates where they are, they're not a danger to growth right now. They're still very low.

TAYLOR: We've seen some signs of interest rates increasing to some extent, because of people talking about the debt increase. And there's no question, you can look at some time -- that's what I look, over this period of time -- more and more concerned about the debt.

Look at the public opinion polls. People are talking about the debt. Those are the people who are doing the investing.

ZAKARIA: All right. What does this do...

TAYLOR: And I think it's -- there's no question that the interest rates will increase if we continue to borrow so...

ZAKARIA: What does it...

TAYLOR: Just one more thing.

ZAKARIA: Yes, yes.

TAYLOR: We have to send our secretary of state and secretary of treasury to China, to tell them to buy our debt. That's the kind of thing we're going through.

KRUGMAN: But the reality is we're borrowing only about half as much from China as we were before the crisis.

I mean, the fact of the matter is we found this collapse of private borrowing -- total collapse of private borrowing. Net borrowing by the private sector is now negative. So, the public sector has moved in. It's doing a lot of borrowing. But overall -- in a way, you say, well, the Japanese were able to finance this out of their own savings. So are we, in fact. We're not -- if you look at the changes, all of the increase in government...

ZAKARIA: Explain why we are now not selling as much debt to the Chinese.

KRUGMAN: Because families, households, who had a zero savings rate before the crisis, have suddenly discovered the need to save, and are up to something like 6 percent now. Because corporations...

ZAKARIA: And that means they're buying up government debt. The banks did that...

KRUGMAN: Well, or at least they're putting their money in banks, and the banks are putting their money -- depositing at the Fed, and there it goes.

Corporations are not borrowing for investment, because they've got the lowest capacity utilization on record. They're not building stuff, so they don't want to borrow. They don't need to borrow.

People are not building houses, which means they're not borrowing to buy houses, which means that -- all of these ways in which the private sector was borrowing have gone down. The private sector is saving much more than it did before.

Government has stepped in, is doing a lot of borrowing. In a way, that's the whole point of fiscal stimulus, is that the government will do the spending and borrowing that the private sector will not.

And our actual dependence on foreign investors to buy our bonds is way down. If you ask who's paying for this, it's not the Chinese. It's us.

ZAKARIA: All right...

TAYLOR: They're not buying our debt. That's one of the problems. That's why they're over there asking them to buy more.

ZAKARIA: We've got to talk about one thing we are certainly going to have to pay for, which is health care reform.

You don't like the Obama plan, I take it.

TAYLOR: Well, related to the deficit, of course, it's going to cost a lot. CBO has estimated $1 trillion, $1.6 trillion, depending on the plan.

So, yes, I think there's a lot of things that need to be looked at just relating to our previous conversation about spending. And there are some efforts to try to contain it, but right now I don't see that. I think a plan has to come out here which doesn't just mean more and more spending without a final way to keep costs down. ZAKARIA: Paul, Robert Samuelson -- "Washington Post," Newsweek columnist, a sober guy -- says of Obama's health care reform, it is naive, hypocritical and simply dishonest. And basically his argument is that it pushes off all the hard decisions about costs and things like that.

KRUGMAN: I ...

ZAKARIA: But you like it. You...

KRUGMAN: Yes, I mean, I'm concerned that he's going to not do enough about universality and not enough about costs. So we need to see.

But look, a few things we know. Some of the things that are most controversial are actually cost-saving measures. If we're going to have a public option, a strong public option, that's almost certainly going to reduce costs. That's one of the things that will actually make it cheaper.

ZAKARIA: Why?

KRUGMAN: Because the public option, first of all, it will discipline the insurance companies. In a lot of places there's no effective competition in the insurance market.

When I see Senator Grassley talking about free market competition, I take a look at the AMA's figures, and see that, gee, one insurance company has 71 percent of the market in his state. Right?

So, with more competition, it would be a plan that operates which much lower marketing, administrative, overhead costs. And...

ZAKARIA: Why would a government plan have lower...

KRUGMAN: Oh, this is one of the things we know. In this case, the private sector is bureaucratic and has huge administrative costs, and the public sector does not.

Private insurance companies spend 14 percent of their revenues on administration. Medicare spends 3 percent. And that's because -- fundamentally, it's because private insurance companies spend a lot of money trying to figure out who really needs health insurance, so as not to give it to them.

All the evidence suggests that more government intervention is actually going to reduce costs, not raise them.

TAYLOR: Well, I don't see how you can think that government is going to do a better job of...

KRUGMAN: But it does.

TAYLOR: ... operating health care in this particular market...

KRUGMAN: But it does. Medicare is more efficient than private insurance.

(CROSSTALK)

TAYLOR: (UNINTELLIGIBLE) a really different market.

Also, in terms of competition...

ZAKARIA: But does the consumer have any ability to really have knowledge, have power to exercise -- to bring costs down? I mean, at least in health care, he hasn't over the last several years.

TAYLOR: Well, he doesn't have -- it's an incentive issue in terms of giving the consumers more incentive. That's one of the -- why that I think these policies and proposals to actually transfer some money -- remember, John McCain had a proposal where you'd have a credit for people to buy that (ph) insurance.

ZAKARIA: Yes, but I just think about this personally. If a doctor -- if my doctor told me to take three tests, am I really in a position to say to him, well, actually, the statistical data suggests that I don't need the second and third tests? And you're going to do what your doctor tells you to do. Right?

TAYLOR: If you can afford it, if you have the most expensive health insurance in the world, sure you can. But most people don't. And so, we have to figure a way to find the best health care.

KRUGMAN: There are large numbers of Americans who either don't have health insurance, or who, when push comes to shove, when emergencies happen, discover that the insurance they have -- which they might have been happy with until it was tested -- turns out to be inadequate.

And advanced countries don't do this to their citizens. Right? There is no reason why we should not have a guarantee of essential health care for every American.

ZAKARIA: And we're going to have to leave it at that. I will leave it to the viewers to decide who won.

Thank you all very much.

