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INTRODUCTION

n the afternoon of September 11, 2001, | was flying back to

ashington on Swissair Flight 128, returning home from a rou-

tine international bankers' meeting in Switzerland. I'd been

moving about the cabin when the chief of the security detail that escorted

me on trips abroad, Bob Agnew, stopped mein the aisle. Bob is an ex-Secret

Service man, friendly but not especially talkative. At that moment, he was

looking grim. "Mr. Chairman," he said quietly, "the captain needs to see you

up front. Two planes have flown into the World Trade Center." | must have
had a quizzical look on my face because he added, "I'm not joking."

In the cockpit, the captain appeared quite nervous. He told us there
had been a terrible attack against our country—several airliners had been
hijacked and two flown into the World Trade Center and one into the Pen-
tagon. Another plane was missing. That was al the information he had, he
said in his slightly accented English. We were returning to Zurich, and he
was not going to announce the reason to the other passengers.

"Do we haveto go back?" | asked. "Can we land in Canada?"' He said no,
his orders were to head to Zurich.
| went back to my seat as the captain announced that air traffic control
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THE AGE OF TURBULENCE

had directed us to Zurich. The phones on the seats immediately became
jammed, and | couldn't get through to the ground. The Federal Reserve
colleagues who had been with me in Switzerland that weekend were al-
ready on other flights. So with no way to know how events were develop-
ing, | had nothing to do but think for the next three and a half hours. |
looked out the window, the work 1'd brought along, the piles of memos and
economic reports, forgotten in my bag. Were these attacks the beginning of
some wider conspiracy?

My immediate concern was for my wife—Andrea is NBC's chief for-
eign affairs correspondent in Washington. She wasn't in New York, which
was one big relief, and visiting the Pentagon hadn't been on her agenda that
day. | assumed she would be at the NBC bureau in the middle of town,
heavily involved in covering the news. So | wasn't deeply worried, | told
myself... but what if she'd gone on a last-minute visit to some general in
the Pentagon?

| worried about my colleagues at the Federal Reserve. Were they safe?
And their families? The staff would be scrambling to respond to the crisis.
This attack—the first on U.S. soil since Pearl Harbor—would throw the
country into turmoil. The question | needed to focus on was whether the
economy would be damaged.

The possible economic crises were all too evident. The worst, which |
thought highly unlikely, would be a collapse of the financial system. The
Federal Reserve is in charge of the electronic payment systems that transfer
more than $4 trillion a day in money and securities between banks all over
the country and much of the rest of the world.

We'd always thought that if you wanted to cripple the U.S. economy,
you'd take out the payment systems. Banks would be forced to fall back on
inefficient physical transfers of money. Businesses would resort to barter
and 1OUs; the level of economic activity across the country could drop like
a rock.

During the cold war, as a precaution against nuclear attack, the Federal
Reserve had built a large number of redundancies into the communication
and computer facilities on which the money system relies. We have all sorts
of safeguards so that, for example, the data of one Federal Reserve bank are
backed up at another Federal Reserve bank hundreds of miles away or in
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| NTRODUCTION

some remote location. In the event of a nuclear attack, we'd be back up and
running in al nonirradiated areas very quickly This system was the one
Roger Ferguson, the vice chairman of the Fed, would be calling on this day
| was confident that he and our colleagues would be taking the necessary
steps to keep the world dollar system flowing.

Yet even as | thought about it, | doubted that physically disrupting the
financial system was what the hijackers had in mind. Much more likely, this
was meant to be a symbolic act of violence against capitalist America—Ilike
the bomb in the parking garage of the World Trade Center eight years ear-
lier. What worried me was the fear such an attack would create—especially
if there were additional attacks to come. In an economy as sophisticated as
ours, people have to interact and exchange goods and services constantly,
and the division of |abor is so finely articulated that every household de-
pends on commerce simply to survive. If people withdraw from everyday
economic life—if investors dump their stocks, or businesspeople back away
from trades, or citizens stay home for fear of going to malls and being ex-
posed to suicide bombers—there's a snowball effect. It's the psychology
that leads to panics and recessions. A shock like the one we'd just sustained
could cause a massive withdrawal from, and major contraction in, economic
activity. The misery could multiply.

Long before my flight touched down, I'd concluded that the world was
about to change in ways that | could not yet define. The complacency we
Americans had embraced for the decade following the end of the cold war
had just been shattered.

We finally reached Zurich just after 8:30 p.m. local time—still early
afternoon in the United States. Swiss banking officials met me as | got off
the plane and rushed me to a private room in the departure lounge. They
offered to show videos of the Twin Towers coming down and the fires at
the Pentagon, but | declined. I'd worked in the neighborhood of the World
Trade Center for much of my life and had friends and acquaintances there.
| assumed the death tolls would be horrendous and would include people
| knew. | didn't want to see the destruction. | just wanted a phone that
worked.

| finally reached Andrea on her cell phone a few minutes before nine,
and it was a great relief to hear her voice. Once we'd assured each other we
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THE AGE OF TURBULENCE

were okay, she told me she had to rush: she was on the set, about to go on
the air with an update of the day's events. | said, "Just tell me quickly
what's happening there."

She was holding the cell phone to one ear while the special-events
producer in New York was on her earpiece in the other ear, almost shouting,
"Andrea, Tom Brokaw is coming to you! Are you ready?' All she had time
to say was, "Listen up." With that, she put the open cell phone on her lap
and addressed the cameras. | heard exactly what America was hearing at
that point—that the missing United Flight 93 had crashed in Pennsylvania.

| was then able to get a call through to Roger Ferguson at the Fed. We
ran through our crisis-management checklist, and just as I'd figured, he had
things well in hand. Then, with all civilian air travel to the United States
shut down, | contacted Andy Card, the White House chief of gaff, to re-
guest transportation back to Washington. Finally | went back to the hotel,
escorted by my security detail, to get some sleep and await instructions.

By daybreak | was airborne again, on the flight deck of a United States
Air Force KC-10 tanker—it may have been the only aircraft available. The
crew was used to flying refueling sorties over the North Atlantic. The mood
in the cockpit was somber: "You'll never believe this," the captain said. "Lis-
ten." | put my ear to the headset but couldn't hear anything other than
static. "Normally the North Atlantic is full of radio chatter," he explained.
"This silence is eerie." Apparently nobody else was out there.

As we came down the eastern seaboard and entered prohibited U.S.
airspace, we were met and escorted by a couple of Fl 6 fighters. The captain
got permission to fly over what had been the site of the Twin Towers at the
southern tip of Manhattan, now a smoking ruin. For decades, my offices
had never been more than a few blocks from there; during the late 1960s
and early 1970s | had watched day by day as the Twin Towers went up.
Now, from thirty-five thousand feet, their smoky wreckage was New Y ork's
most visible landmark.

| went straight to the Fed that afternoon, driven with a police escort
through barricaded streets. Then we went to work.

For the most part, the electronic flows of funds were doing fine. But
with civilian air traffic shut down, the transportation and clearing of good
old-fashioned checks were being delayed. That was a technical problem—a
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| NTRODUCTION

substantial one, but one that the staff and the individual Federal Reserve
banks were entirely capable of handling by temporarily extending addi-
tional credit to commercial banks.

| spent most of my time in the days that followed watching and listen-
ing for signs of a catastrophic economic slowdown. For seven months be-
fore 9/11, the economy had been in a very minor recession, still shaking off
the effects of the dot-com crash of 2000. But things had started to turn
around. We had rapidly been lowering interest rates, and the markets were
beginning to stabilize. By late August public interest had shifted from the
economy to Gary Condit, the California congressman whose |ess-than-
forthcoming statements about a missing young woman dominated the
nightly news. Andrea couldn't get on the air with anything of global signifi-
cance, and | remember thinking how incredible that seemed—the world
must be in pretty good shape if the TV news focused mainly on domestic
scandal. Within the Fed, the biggest issue we faced was how far to lower in-
terest rates.

After 9/11, the reports and statistics streaming in from the Federal Re-
serve banks told a very different story. The Federal Reserve System consists
of twelve banks strategically situated around the country Each one lends
money to and regulates the banks in its region. The Federal Reserve banks
also serve as a window on the American economy—officers and staff stay
constantly in touch with bankers and businesspeople in their districts, and
the information they glean about orders and sales beats official published
data by as much as a month.

What they were telling us now was that all across the country people
had stopped spending on everything except items bought in preparation
for possible additional attacks. sales of groceries, security devices, bottled
water, and insurance were up; the whole travel, entertainment, hotel, tour-
ism, and convention business was down. We knew the shipping of fresh
vegetables from the West Coast to the East Coast would be disrupted by
the suspension of air freight, but we were somewhat surprised by how
quickly many other businesses were hit. For example, the flow of auto parts
from Windsor, Ontario, to Detroit's plants slowed to a crawl at the river
crossings that join the two cities—a factor in the decision by Ford Motor to
shut down temporarily five of its factories. Years earlier, many manufactur-
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THE AGE OF TURBULENCE

ers had shifted to "just-in-time" production—instead of stockpiling parts
and supplies at the plant, they relied on air freight to deliver critical com-
ponents as they were needed. The shutdown of the airspace and the tight-
ening of borders led to shortages, bottlenecks, and canceled shifts.

In the meantime, the U.S. government had gone into high gear. On Fri-
day, September 14, Congress passed an initial emergency appropriation of
$40 billion and authorized the president to use force against the "nations,
organizations, or persons' who had attacked us. President Bush rallied the
nation with what will likely go down as the most effective speech of his
presidency. "America was targeted for attack because we're the brightest
beacon for freedom and opportunity in the world," he said. "And no one
will keep that light from shining." His approval ratings soared to 86 per-
cent, and politics, if only for a short period, became bipartisan. Lots of ideas
were being floated on Capitol Hill for helping the nation bounce back.
There were plans that involved pumping funds into airlines, tourism, and
recreation. There was a raft of proposals to extend tax breaks to businesses
in order to encourage capital investment. Terrorism insurance was much
discussed—how do you insure against such catastrophic events, and what
role, if any, does the government have in that?

| thought it urgent to get commercial aircraft flying again, in order to
abort all the negative ripple effects. (Congress quickly passed a $15 billion
air transport rescue bill.) But beyond that, | paid less attention to most of
these debates, because | was intent on getting the larger picture—which
still wasn't clear to me. | was convinced that the answer would not lie in
big, hasty, expensive gestures. It's typical that in times of great national ur-
gency, every congressman feels he has to put out a bill; presidents feel the
pressure to act too. Under those conditions you can get shortsighted, inef-
fective, often counterproductive policies, like the gasoline rationing that
President Nixon imposed during the first OPEC oil shock in 1973. (That
policy caused gas lines in some parts of the country that fall.) But with
fourteen years under my belt as Fed chairman, I'd seen the economy pull
through a lot of crises—including the largest one-day crash in the history of
the stock market, which happened five weeks after |1 took the job. We'd
survived the real-estate boom and bust of the 1980s, the savings and loan
crisis, and the Asian financial upheavals, not to mention the recession of
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| NTRODUCTION

1990. We'd enjoyed the longest stock-market boom in history and then
weathered the ensuing dot-com crash. | was gradually coming to believe
that the U.S. economy's greatest strength was its resiliency—its ability to
absorb disruptions and recover, often in ways and at a pace you'd never be
able to predict, much less dictate. Yet in this terrible circumstance, there
was no way to know what would happen.

| thought the best strategy was to observe and wait until we under-
stood better what the precise fallout from 9/11 would be. That is what
| told the congressional leadership in a meeting in the House Speaker's
office on the afternoon of September 19. Speaker Dennis Hastert, House
minority leader Dick Gephardt, Senate majority leader Trent Lott, and
Senate minority leader Tom Daschle, along with Bob Rubin, the former
secretary of the treasury under President Clinton, and White House eco-
nomic adviser Larry Lindsey, all met in a plain conference room attached
to Hastert's office on the House side of the Capitol. The legislators wanted
to hear assessments of the economic impact of the attacks from Lindsey,
Rubin, and me. There was great seriousness to the ensuing discussion—no
grandstanding. (I remember thinking, This is the way government should
work.)

Lindsey put forward the idea that as the terrorists had dealt a blow to
American confidence, the best way to counter it would be atax cut. He and
others argued for pumping about $100 billion into the economy as soon as
possible. The number didn't alarm me—it was about 1 percent of the coun-
try's total annual output. But | told them we had no way of knowing yet
whether $100 billion was too much or too little. Yes, the airlines and the
tourism industries had been severely impacted, and the newspapers were
full of stories about all sorts of layoffs. Yet on Monday, September 17, amaz-
ingly, the New York Stock Exchange had succeeded in reopening just three
blocks from Ground Zero. It was an important step because it brought a
sense of normalcy back to the system—a bright spot in the picture we were
still piecing together at the Fed. At the same time, the check payment sys-
tem was recovering, and the stock market hadn't crashed: prices had merely
gone down and then stabilized, an indication that most companies were
not in serious trouble. | told them the prudent course was to continue to
work on options and meet back in two weeks, when we'd know more.
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THE AGE OF TURBULENCE

| delivered the same message the next morning to a public hearing of the
Senate Banking Committee, counseling patience: "Nobody has the capacity
to fathom fully how the tragedy of September 11 will play out. But in the
weeks ahead, as the shock wears off, we should be able to better gauge how
the ongoing dynamics of these events are shaping the immediate economic
outlook." | also emphasized, "Over the past couple of decades, the Ameri-
can economy has become increasingly resilient to shocks. Deregulated fi-
nancial markets, far more flexible labor markets, and, more recently, the
major advances in information technology have enhanced our ability to ab-
sorb disruptions and recover."

In fact, | was putting a better face on the situation than | feared might
be the case. Like most people in government, | fully expected more attacks.
That feeling went mainly unspoken in public, but you could see it in the
unanimity of the Senate votes: 98-0 for authorizing the use of force against
terrorists, 100-0 for the aviation security bill. | was particularly concerned
about a weapon of mass destruction, possibly a nuclear device stolen from
the Soviet arsenal during the chaos of the collapse of the USSR. | also con-
templated the contamination of our reservoirs. Yet on the record | took a
less pessimistic stance because if | had fully expressed what | thought the
probabilities were, |I'd have scared the markets half to death. | realized |
probably wasn't fooling anybody, though: people in the markets would
hear me and say, "l sure hope he's right."

In late September, the first hard data came in. Typically, the earliest
clear indicator of what's happening to the economy is the number of new
claims for unemployment benefits, a statistic compiled each week by the
Department of Labor. For the third week of the month, claims topped
450,000, about 13 percent above their level in late August. The figure con-
firmed the extent and seriousness of the hardships we'd been seeing in
news reports about people who'd lost their jobs. | could imagine those
thousands of hotel and resort workers and others now in limbo, not know-
ing how they would support themselves and their families. | was coming to
the view that the economy was not going to bounce back quickly. The
shock was severe enough that even a highly flexible economy would have
difficulty dealing with it.

Like many other analysts, economists at the Fed were looking at all
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| NTRODUCTION

the proposed packages of spending and tax cuts, and the numbers associ-
ated with them. In each case, we tried to cut through the details to gauge
the order of magnitude; interestingly, they all fell in the ballpark of $100
billion—Larry Lindsey's initial suggestion.

We reconvened in Hastert's conference room on Wednesday, October 3,
to talk again about the economy. Another week had passed, and the num-
ber of initial jobless claims had gotten worse—an additional 517,000 peo-
ple had applied for unemployment benefits. By now, my mind was made
up. While | still expected more attacks, there was no way to know how
devastating they might be or how to protect the economy in advance. | told
the group that we should take steps to offset the damage we could mea-
sure, and that it was indeed time for a constrained stimulus. What seemed
about right was a package of actions on the order of $100 billion—enough,
but not so much that it would overstimulate the economy and cause inter-
est rates to rise. The lawmakers seemed to agree.

| went home that night thinking that al I'd done was articulate and re-
inforce a consensus; the $100 billion figure had first come from Larry. So |
was surprised to read the media's spin on the meeting, which made it sound
almost as though | were running the entire show.* While it was gratifying
to hear that Congress and the administration were listening to me, | found
these press reports unsettling. I've never been entirely comfortable being
cast as the person who calls the shots. From my earliest days, | had viewed
myself as an expert behind the scenes, an implementer of orders rather
than the leader. It took the stock-market crisis of 1987 to make me feel
comfortable making critical policy decisions. But to this day, | feel ill at ease
in the spotlight. Extrovert, | am not.

Of course, the irony was that in spite of my supposed persuasive power,
in the weeks after 9/11 nothing worked out as | expected. Anticipating a
second terrorist attack was probably one of the worst predictions | ever

*Time magazine, for example, opined on October 15, 2001, "Greenspan's shift provided the
green light lawmakers had been waiting for.... The White House and leaders of both parties
have agreed with Greenspan's assessment that new spending and tax cuts should total about
1% of the country's annual income, that it should make its effects felt quickly and that it should
not threaten to balloon the deficit so much down the road that it immediately raises long-term
interest rates."
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THE AGE OF TURBULENCE

made. And the "constrained stimulus" | had supposedly green-lighted didn't
happen either. It bogged down in politics and stalled. The package that
finally emerged in March 2002 not only was months too late but also had
little to do with the general welfare—it was an embarrassing mess of pork-
barrel projects.

Yet the economy righted itself. Industrial production, after just one
more month of mild decline, bottomed out in November. By December the
economy was growing again, and jobless claims dropped back and stabi-
lized at their pre-9/11 level. The Fed did have a hand in that, but it was
only by stepping up what we'd been doing before 9/11, cutting interest
rates to make it easier for people to borrow and spend.

| didn't mind seeing my expectations upset, because the economy's re-
markable response to the aftermath of 9/11 was proof of an enormously
Important fact: our economy had become highly resilient. What 1'd said so
optimistically to the Senate Banking Committee turned out to be true. Af-
ter those first awful weeks, America's households and businesses recovered.
What had generated such an unprecedented degree of economic flexibil-
ity? | asked myself.

Economists have been trying to answer questions like that since the
days of Adam Smith. We think we have our hands full today trying to com-
prehend our globalized economy. But Smith had to invent economics al-
most from scratch as a way to reckon with the development of complex
market economies in the eighteenth century. I'm hardly Adam Smith, but
I've got the same inquisitiveness about understanding the broad forces that
define our age.

This book is in part a detective story. After 9/111 knew, if | needed
further reinforcement, that we are living in a new world—the world of a
global capitalist economy that is vastly more flexible, resilient, open, sdf-
correcting, and fast-changing than it was even a quarter century earlier. It's a
world that presents us with enormous new possibilities but also enormous
new challenges. The Age of Turbulence is my attempt to understand the na-
ture of this new world: how we got here, what we're living through, and
what lies over the horizon, for good and for ill. Where possible, | convey my
understanding in the context of my own experiences. | do this out of a
sense of responsibility to the historical record, and so that readers will know

10
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| NTRODUCTION

where I'm coming from. The book is therefore divided into halves: the first
half is my effort to retrace the arc of my learning curve, and the second half
IS a more objective effort to use this as the foundation on which to erect a
conceptual framework for understanding the new global economy. Along
the way | explore critical elements of this emerging global environment: the
principles of governing it that arose out of the Enlightenment of the eigh-
teenth century; the vast energy infrastructure that powers it; the global fi-
nancial imbalances and dramatic shifts in world demographics that threaten
It; and, despite its unquestioned success, the chronic concern over the jus-
tice of the distribution of its rewards. Finaly, | bring together what we can
reasonably conjecture about the makeup of the world economy in 2030.

| don't pretend to know al the answers. But from my vantage point at
the Federal Reserve, | had privileged access to the best that had been
thought and said on a wide range of subjects. | had access to the broad
scope of academic literature that addressed many of the problems my Fed
colleagues and | had to grapple with every day. Without the Fed aff, |
could never have coped with the sheer volume of academic output, some
exceptionally trenchant and some tedious. | had the privilege of calling one
or more of the Federal Reserve Board's economic staff and asking about ac-
ademic work of current or historical interest. | would shortly receive de-
tailed evaluations of the pros and cons on virtually any subject, from the
|atest mathematical models developed to assess risk neutrality, to the emer-
gence and impact of land-grant colleges in the American Midwest. So |
have not been inhibited in reaching for some fairly sweeping hypotheses.

A number of global forces have gradually, sometimes almost clandes-
tinely, altered the world as we know it. The most visible to most of us has
been the increasing transformation of everyday life by cell phones, personal
computers, e-mail, BlackBerries, and the Internet. The exploration after
World War |l of the electronic characteristics of silicon led to the devel op-
ment of the microprocessor, and when fiber optics combined with lasers
and satellites revolutionized communications capacities, people from Pe-
kin, Illinois, to Peking, China, saw their lives change. A large percentage of
the world's population gained access to technologies that I, in setting out
on my long career in 1948, could not have imagined, except in the con-
text of science fiction. These new technologies not only opened up awhole
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THE AGE OF TURBULENCE

new vista of low-cost communications but also facilitated major advances
in finance that greatly enhanced our ability to direct scarce savings into
productive capital investments, a critical enabler of rapidly expanding glo-
balization and prosperity.

Tariff barriers declined in the years following World War Il, a result of
a general recognition that protectionism before the war had led to a spiral-
ing down of trade—a reversal of the international division of labor which
contributed to the virtual collapse of world economic activity. The postwar
liberalization of trade helped open up new low-cost sources of supply;
coupled with the development of new financial institutions and products
(made possible in part by silicon-based technologies), it facilitated the for-
ward thrust toward global market capitalism even during the years of the
cold war. In the following quarter century, the embrace of free-market cap-
italism helped bring inflation to quiescence and interest rates to single dig-
its globally.

The defining moment for the world's economies was the fal of the
Berlin Wall in 1989, revealing a state of economic ruin behind the iron cur-
tain far beyond the expectations of the most knowledgeable Western econ-
omists. Central planning was exposed as an unredeemable failure; coupled
with and supported by the growing disillusionment over the intervention-
Ist economic policies of the Western democracies, market capitalism began
quietly to displace those policies in much of the world. Central planning
was no longer a subject for debate. There were no eulogies. Except in North
Korea and Cuba, it was dropped from the world's economic agenda.

Not only did the economies of the former Soviet bloc, after some chaos,
embrace the ways of market capitalism, but so did most of what we previ-
ously called the third world—countries that had been neutral in the cold
war but had practiced central planning or had been so heavily regulated
that it amounted to the same thing. Communist China, which had edged
toward market capitalism as early as 1978, accelerated the movement of
its vast, tightly regulated, then more-than-500-million-person workforce to-
ward the Free Trade Zones of the Pearl River delta.

China's shift in protecting the property rights of foreigners, while sub-
tle, was substantial enough to induce a veritable explosion in foreign direct
investment (FDI) into China following 1991. From alevel of $57 million
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in 1980, FDI drifted upward, reaching $4 billion in 1991, and then acceler-
ated at a 21 percent annual rate, reaching $70 billion in 2006. The invest-
ment, joined with the abundance of low-cost labor, resulted in a potent
combination that exerted downward pressure on wages and prices through-
out the developed world. Earlier, the much smaller so-called Asian Tigers,
especially South Korea, Hong Kong, Singapore, and Taiwan, had showed
the way by engaging developed-country technologies to bring their stan-
dard of living sharply higher through exports to the West.

The rate of economic growth of these and many other developing na-
tions far outstripped the rate of growth elsewhere. The result has been the
shift of a significant share of the world's gross domestic product (GDP)
to the developing world, a trend with dramatic ripple effects. Developing
countries typically have much higher savings rates than do industrialized
nations—in part because developing nations' social safety nets are weaker,
so households naturally set aside more money for times of need and retire-
ment. (Other factors also play a part. In the absence of well-established
consumer cultures, for example, households have less inclination to spend.)
The shift of shares of world GDP since 2001 from low-saving devel oped
countries to higher-saving developing countries has increased world saving
so much that the aggregate growth of savings worldwide has greatly ex-
ceeded planned investments. The market process that equalizes actual
global saving and investment, we have to assume, has driven real interest
rates (nominal interest rates adjusted for inflation expectations) markedly
lower. Or to put it another way, the supply of funds looking for a return on
investment has grown faster than investor demand.

The apparent excess in savings, combined with globalization,
technology-driven increases in productivity, and the shift of workforces
from centrally planned economies to competitive markets, has helped sup-
press interest rates both real and nominal and rates of inflation for al de-
veloped and virtually all developing nations. It iswhy annual inflation rates
almost everywhere (Venezuela, Zimbabwe, and Iran being notable excep-
tions) are currently in single digits—one of the few times, perhaps the only
time, this has happened since the abandonment of the gold standard and
the embrace of fiat, or paper, currencies in the 1930s. What is particularly
striking about this set of forces is that, largely serendipitously, they al came
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together at the beginning of the twenty-first century. Central banks' mone-
tary policy was not the primary cause of the persistent decline in inflation
and long-term interest rates, but we central bankers chose to alter our poli-
cies to maximize the long-term benefits of these tectonic shifts in global fi-
nance. Yet for reasons | will outline later, none of these forces is likely to be
permanent. Inflation in a fiat money world is difficult to suppress.

The decline of real (inflation-adjusted) long-term interest rates that
has occurred in the past two decades has been associated with rising price-
to-earnings ratios for stocks, real estate, and in fact all income-earning as-
sets. The market value of assets worldwide between 1985 and 2006 as a
conseguence rose at a pace faster than that of nominal world GDP (the
2001-2002 period was the notable exception). This created a major in-
crease in world liquidity. Stock and bond prices, homes, commercial real
estate, paintings, and most everything else joined in the boom. Homeown-
ers in many developed nations were able to dip into their growing home
equity to finance purchases beyond what their incomes could finance. In-
creased household spending, especially in the United States, absorbed
much of the surge of exports from the rapidly expanding developing world.
As the Economist put it at year-end 2006, "having grown at an annual rate
of 3.2% per head since 2000, the world economy is over halfway towards
notching up its best decade ever. If it keeps going at this clip, it will beat
both the supposedly idyllic 1950s and the 1960s. Market capitalism, the
engine that runs most of the world economy, seems to be doing its job
well." Such developments have been on the whole both sweeping and posi-
tive. The reinstatement of open markets and free trade during the past
quarter century has elevated many hundreds of millions of the world popu-
lation from poverty. Admittedly many others around the globe are still in
need, but large segments of the developing world's population have come
to experience a measure of affluence, long the monopoly of so-called devel-
oped countries.

If the story of the past quarter of a century has a one-line plot summary,
it is the rediscovery of the power of market capitalism. After being forced
into retreat by its failures of the 1930s and the subsequent expansion of
state intervention through the 1960s, market capitalism slowly reemerged
as a potent force, beginning in earnest in the 1970s, until it now pervades
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almost all of the world to a greater or lesser extent. The spreading of a com-
mercial rule of law and especially the protection of the rights to property
has fostered a worldwide entrepreneurial stirring. This in turn has led to
the creation of institutions that now anonymously guide an ever-increasing
share of human activity—an international version of Adam Smith's "invisi-
ble hand."

As a consequence, the control of governments over the daily lives of
their citizens has lessened; the forces of the marketplace have gradually
displaced some significant powers of the state. Much regulation promulgat-
ing limits to commercial life has been dismantled. Throughout the early
post-World War |l years, international capital flows were controlled and
exchange rates were in the grip of finance ministers' discretion. Central
planning was widespread in both the developing and the developed world,
including remnants of the earlier dirigiste planning still prominent in Eu-
rope. It was taken as gospel that markets needed government guidance to
function effectively.

At the meetings in the mid-1970s of the Economic Policy Committee
of the Organization for Economic Cooperation and Development (OECD),
made up of policymakers from twenty-four countries, only HansTietmeyer
of West Germany and | were pressing for market-based policymaking. We
were a very small minority on a very large committee. The views of John
Maynard Keynes, the great British economist, had replaced those of Adam
Smith and his classical economics when the Great Depression of the 1930s
failed to follow Smith's model of the way economies were supposed to be-
have. Keynes offered a mathematically elegant solution to why the world
economy had stagnated and how government deficit spending could bring
prompt recovery. Keynesian interventionism was still the overwhelmingly
dominant paradigm in the mid-1970s, though it was already on the cusp of
decline. The consensus within the Economic Policy Committee was that
letting the market set wages and prices was inadequate and unreliable and
needed to be supplemented by "incomes policies." These differed from
country to country, but generally set guidelines for wage negotiations be-
tween unions, which were very much more widespread and powerful than
today, and management. Incomes policies fell short of all-out wage and
price controls in that they were ostensibly voluntary. The guidelines, how-
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ever, were generally backed up by the regulatory levers of government
which were employed to "persuade" transgressors. When such policies
falled, formal wage and price controls were often the response. President
Nixon's ill-fated, though initially immensely popular, wage and price con-
trols of 1971 were among the last vestiges of postwar general wage and
price interventionism in the developed world.

In my early schooling, | had learned to appreciate the theoretical ele-
gance of competitive markets. In the six decades since, | have learned to
appreciate how theories work (and sometimes don't) in the real world. |
have been particularly privileged to have interacted with all the key eco-
nomic policymakers of the past generation, and to have had unparalleled
access to information measuring world trends, both numerical and anec-
dotal. It was inevitable that | would generalize on my experiences. Doing
so has led me to an even deeper appreciation of competitive free markets
as aforce for good. Indeed, short of a few ambiguous incidents, | can think
of no circumstances where the expanded rule of law and enhanced prop-
erty rights failled to increase material prosperity.

Nonetheless, there is persistent widespread questioning of the justice of
how unfettered competition distributes its rewards. Throughout this book
| point to the continued ambivalence of people to market forces. Competi-
tion is stressful because competitive markets create winners and losers. This
book will try to examine the ramifications of the collision between a rapidly
changing globalized economy and unwavering human nature. The eco-
nomic success of the past quarter millennium is the outcome of this strug-
gle; so is the anxiety that such rapid change has wrought.

We rarely look closely at that principal operating unit of economic
activity: the human being. What are we? What is fixed in our nature and
not subject to change—and how much discretion and free will do we have
to act and learn? | have been struggling with this question since | first knew
to ask it.

As l've traveled across the globe for nearly six decades, | have found
that people exhibit remarkable similarities that by no stretch of the imagi-
nation can be construed as resulting from culture, history, language, or
chance. All people appear motivated by an inbred striving for self-esteem
that is in large part fostered by the approval of others. That striving deter-
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mines much of what households spend their money on. It will also continue
to induce people to work in plants and offices side by side, even though
they will soon have the technical capability of contributing in isolation
through cyberspace. People have an inbred need to interact with other
people. It is essential if we are to receive their approval, which we all seek.
The true hermit is a rare aberration. What contributes to self-esteem de-
pends on the broad range of learned or consciously chosen values that peo-
ple believe, correctly or mistakenly, enhance their lives. We cannot function
without some set of values to guide the multitude of choices we make ev-
ery day. The need for values is inbred. Their content is not. That need is
driven by an innate moral sense in all of us, the basis upon which a majority
have sought the guidance of the numerous religions that humans have em-
braced over the millennia. Part of that innate moral code is a sense of what
Is just and proper. We al have different views of what is just, but none can
avoid the built-in necessity of making such judgments. This built-in neces-
sity isthe basis of the laws that govern every society. It isthe basis on which
we hold people responsible for their actions.

Economists cannot avoid being students of human nature, particularly
of exuberance and fear. Exuberance is a celebration of life. We have to per-
ceive life as enjoyable to seek to sustain it. Regrettably, a surge of exuber-
ance sometimes also causes people to reach beyond the possible; when
reality strikes home, exuberance turnsto fear. Fear is an automatic response
in all of us to threats to our deepest of al inbred propensities, our will to
live. It is also the basis of many of our economic responses, the risk aversion
that limits our willingness to invest and to trade, especially far from home,
and that, in the extreme, induces us to disengage from markets, precipitat-
ing a severe falloff of economic activity.

A major aspect of human nature—the level of human intelligence—
has a great deal to do with how successful we are in gaining the sustenance
needed for survival. As | point out at the end of this book, in economies
with cutting-edge technologies, people, on average, seem unable to increase
their output per hour at better than 3 percent a year over a protracted pe-
riod. That is apparently the maximum rate at which human innovation can
move standards of living forward. We are apparently not smart enough to
do better.
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The new world in which we now live is giving many citizens much to
fear, including the uprooting of many previously stable sources of identity
and security. Where change is most rapid, widening disparities in the distri-
bution of income are a key concern. It is indeed an age of turbulence, and
It would be imprudent and immoral to minimize the human cost of its dis-
ruptions. In the face of the increasing integration of the global economy,
the world's citizens face a profound choice: to embrace the worldwide
benefits of open markets and open societies that pull people out of poverty
and up the ladder of skills to better, more meaningful lives, while bearing
In mind fundamental issues of justice; or to reject that opportunity and
embrace nativism, tribalism, populism, indeed all of the "isms" into which
communities retreat when their identities are under siege and they cannot
perceive better options. There are enormous obstacles facing us in the de-
cades ahead, and whether we surmount them is up to us. For Americans,
opening our borders to the world's skilled workforce and education reform
must be high on the policy agenda. So too must be finding a solution to our
looming Medicare crisis. These are subjects to which | will return at the
book's end. | conclude in the last chapter that despite the many shortcom-
Ings of human beings, it is no accident that we persevere and advance in
the face of adversity. It is in our nature—a fact that has, over the decades,
buoyed my optimism about our future.
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ONE

CITY KID

f you go to the West Side of Manhattan and take the subway north, past

Times Square, Central Park, and Harlem, you come to the neighbor-

hood where | grew up. Washington Heights is almost at the opposite
end of the island from Wall Street—and not far from the meadow where
Peter Minuit is said to have bought Manhattan from the Indians for $24
(there's a commemorative rock there today).

The neighborhood was mostly low-rise brick apartment buildings filled
with families of Jewish immigrants who had streamed in before the First
World War, as well as some of Irish and German origin. Both sides of my
family, the Greenspans and the Goldsmiths, arrived at the turn of the cen-
tury, the Greenspans from Romania and the Goldsmiths from Hungary. M ost
families in the neighborhood, including ours, were lower middle class—
unlike the utterly poverty-stricken Jews of the Lower East Side. Even dur-
ing the worst years of the Depression, when | was in grade school, we had
enough to eat; if any of our relatives experienced hardship | never knew it.
| even got an allowance: 25 cents a week.

| was an only child, born in 1926, and my parents were soon divorced.
They split up before | can remember. My father, Herbert, moved back to
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Brooklyn, where he'd grown up. He lived with his parents until eventually
he remarried. | remained with my mother, Rose, who raised me. Though she
was only twenty-six and was very attractive, she took back her maiden name
and never married again. She found ajob as a saleslady at the Ludwig-Bau-
mann furniture store in the Bronx and was able to hold it through the De-
pression. She was the one who made ends meet.

She was the youngest of five brothers and sisters, so we were part of a
larger family. My cousins and uncles and aunts were always in and out of
our lives, which made up somewhat for not having a father around, or sib-
lings. For atime my mother and | lived with my grandparents, Nathan and
Anna. The Goldsmiths were a lively, musical bunch. My uncle Murray was
a pianist who could sight-read the most famously complex masterpieces.
Changing his name to Mario Silva, he went into show business and cowrote
a Broadway musical, Song of Love, about the composer Robert Schumann.
Eventually he headed to Hollywood, where Song of Love was made into a
movie starring Katharine Hepburn and Paul Henreid. At family gatherings
every few months, my uncle would play and my mother would sing—she
had a soulful contralto voice and liked to imitate Helen Morgan, a torch
singer and Broadway actress famous for popularizing songs like " Can't Help
Lovin' Dat Man." Otherwise my mother lived a quiet, family-centered life.
She was optimistic and even-tempered, and not intellectual in the least. Her
reading consisted of the Daily News, a tabloid; instead of bookshelves, our
living room featured a piano, a baby grand.

My cousin Wesley, who is four years older than I, was the nearest | had
to a brother. During the summer months of the early 1930s, his family
would rent a house not far from the ocean in a neighborhood called Edge-
mere, way down in the southern reaches of Queens. Wesley and | would
scour the beaches looking for coins. We were very successful at it. Even
though it was the depths of the Great Depression, people could still be re-
lied upon to take coins to the beach and lose them in the sand. The only
obvious legacy of our hobby is my habit of walking with my head down; if
anyone asks, | tell them, "I'm looking for money."

But not having a dad left a big hole in my life. Every month or so I'd
take the subway and go visit him in Brooklyn. He worked on Wall Street as
a broker, or in those days what they called a customer's man, for small firms
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you've never heard of. He was a slim, handsome guy who looked a little like
Gene Kelly and he presented himself well. Yet he never made very much
money. He always seemed to feel awkward talking to me, and it made me
feel awkward too. He was smart, though, and in 1935, when | was nine, he
wrote a book called Recovery Ahead!, which he dedicated to me. It predicted
that FDR's New Deal was going to bring back good times to the U.S. econ-
omy. He made a big deal of presenting a copy to me, with this inscription:

To my son Alan:

May this my initial effort with constant thought of you branch out
iInto an endless chain of similar efforts so that at your maturity you
may look back and endeavor to interpret the reasoning behind these
logical forecasts and begin a like work of your own. Your dad.

During my years as Fed chairman, | would show this to people from time
to time. They al concluded that the ability to give inscrutable testimony
before Congress must have been inherited. As a nine-year-old, however, |
was totally mystified. | looked at the book, read a few pages, and put it aside.

My affinity for numbers probably did come from him. When | was very
young, my mother used to trot me out in front of relatives and ask, "Alan,
what's thirty-five plus ninety-two?" I'd announce the answer after adding
in my head. Then she'd use bigger numbers, then switch to multiplication,
and so on. Despite this early claim to fame, | was not a confident boy. While
my mother could make herself the star of the family party, | was more in-
clined to sit in the corner.

At the age of nine, | became an avid baseball fan. The Polo Groundswere
just a short walk away, and kids from the neighborhood could often get in
free to watch the Giants play. My favorite team was the Yankees, however,
and getting to Yankee Stadium involved a subway trip, so mainly | read about
them in the newspapers. Although regular game radio broadcasts did not ar-
rive in New York until 1939, the 1936 World Series was broadcast, and | de-
veloped my own technique of keeping box scores. | always used green paper,
and recorded each game pitch by pitch, using an elaborate code | made up.
My mind, which had been essentially empty to that point, filled with base-
ball statistics. To this day | can recite the lineup of Yankees starting players,
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complete with their positions and batting averages, for that World Series. (It
was Joe DiMaggio's rookie season—he hit .323—and the Y anks beat the Gi-
ants four games to two.) | learned fractions doing batting averages. 3 for 11
was .273, 5 for 13 was .385, 7 for 22 was .318.1 was never as good converting
fractions above 4 for 10, since few batters hit over .400.

| wanted to be a ballplayer myself. | played on neighborhood teams,
and | was pretty good—I'm a lefty, and | had the agility and reflexes to
make a solid first baseman. By the time | was fourteen, one of the bigger
guys, who was maybe eighteen, told me, "You keep going at the rate you're
going, you could be in the major leagues someday." Needless to say, | was
thrilled—but that is the very moment at which my progress stopped. |
never fielded or hit as well after that season. |'d peaked at fourteen.

Besides baseball, | got into Morse code. In the late 1930s, cowboy mov-
les were in vogue—we'd pay 25 cents to go to the local theater to see the
latest adventure of Hopalong Cassidy. But the characters who really in-
trigued me were the telegraph operators. Not only did they have the power
of instantaneous communication at their fingertips—at crucial moments in
the plot, they could call for help or warn of an impending Indian attack, as
long as the lines hadn't been cut—but also there was artistry involved. A
skilled telegraph operator could communicate forty or fifty words per min-
ute, and an equally skilled person at the other end not only would get the
message but could tell just from the distinctive rhythm and sound of the
code who was transmitting. "That's Joe's fist,” he would say. My buddy
Herbie Homes and | rigged up a battery and two key sets and practiced
sending messages. We never got above tortoise speed, but just knowing the
code gave me the thrill of that world. Much later in life, | was able to expe-
rience that same sense of awe at communicating across continents via satel-
lite with my fellow central bankers.

Secretly | yearned for a way out of New York. At night sometimes 1'd
huddle at the radio, turning the dial, trying to pick up stations far away.
From about age eleven, | built a collection of railroad timetables from all
over the country. I'd spend hours memorizing the routes and the names of
towns in the forty-eight states. Methodically I'd imagine taking atrip on, say,
the Great Northern, crossing the vast plains of Minnesota, North Dakota,
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and Montana, stopping at places like Fargo and Minot and Havre, then
heading onward across the Continental Divide.

When | was thirteen, my father unexpectedly invited me on a business
trip to Chicago. We went to Penn Station and boarded the Broadway Lim-
ited, the Pennsylvania Railroad's flagship train, which headed down to
Philadelphia before turning west. Then it carried us through Harrisburg
and Altoona, and by the time we reached Pittsburgh it was night. In the
dark we passed by huge steelmaking furnaces spewing flame and sparks—
my first exposure to the industry that would become my specialty in later
years. In Chicago | took pictures of landmarks like the Water Tower and
Lake Shore Drive, and after we got home | developed them in my dark-
room (photography was another of my hobbies). That trip helped solidify
my dream of finding a more interesting life than being an average kid in
Washington Heights. But | never discussed this with another soul. Though
my mother knew | collected timetables, I'm certain she didn't realize what
they meant to me. It was her world that | was escaping.

My other great passion was music. | took up the clarinet at age twelve
after hearing my cousin Claire play, and practiced with total dedication,
between three and six hours a day. Initially | focused on classical music, but
quickly | expanded to jazz. A friend who had a phonograph invited me
over and put on a record of Benny Goodman and his orchestra playing
"Sing, Sing, Sing," and instantly | was hooked.

It was a thrilling time in music. Goodman and Artie Shaw and Fletcher
Henderson had sparked a new era by combining 1920s dance music with
elements of ragtime, black spirituals, blues, and European music to create
the so-called big-band sound. It was so popular and influential that in 1938,
Goodman and his orchestra were invited to play the first nonclassical con-
cert at Carnegie Hall. | took up tenor sax in addition to clarinet—to my ear,
sax was the most satisfying, jazziest element of the big-band sound.

One of my heroes was Glenn Miller, who gave the music a new, velvet
dimension by grouping a clarinet with two alto and two tenor saxes in his
band. In 1941, when | was fifteen, | took the subway to the Hotel Pennsyl-
vania to hear his band play. | was able to maneuver myself right up next to
the bandstand, just ten feet from Glenn Miller himself. The band started to
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play a dance arrangement of Tchaikovsky's Sixth Symphony. | piped up,
"That's the PathetiqueY” and Miller looked over at me and said, "That's ter-
rific, kid."

George Washington High School, about a mile and a half from our
apartment, was one of the city's largest and best public schools. When |
started in the fall of 1940, it had room for three thousand students, includ-
ing the night school, but many more of us attended. If you were from out-
side the neighborhood, you had to compete for admission, and the classes
were fiercely competitive. Partly this was because of the Depression: many
of us felt we weren't starting with any advantages, so it was imperative that
we work hard.* There was also the added uncertainty of war. Although
Pearl Harbor was still more than a year away, Nazi Germany had just con-
quered Western Europe. The radio was full of news of freighters on the
Atlantic being sunk by U-boats, and crackly transmissions from Edward R.
Murrow reported on London under siege by the Luftwaffe.

We were particularly conscious of the war because our classes had
swelled with refugees—mainly Jews whose families had fled the Nazis a
few years before. Henry Kissinger was a senior when | enrolled, though we
were not to meet for three decades. | remember sitting in math class with
John Kemeny, a Hungarian refugee who would one day become Albert
Einstein's mathematical assistant and who would coinvent the BASIC
computer language with Thomas Kurtz (and still later become president of
Dartmouth College). John hadn't been in America long and spoke with a
heavy accent, but he was brilliant at math. | wondered if this might be at
least in part a result of superior schooling he'd received in Hungary. So |
asked, "Is that because you're from Europe?’ | hoped he'd say yes because
that would mean his advantage wasn't innate and | could possibly catch
him by studying hard. But the question just seemed to bemuse him. He
shrugged and said, "Everybody is."

| worked hard at George Washington but did not get uniformly great
grades. When | concentrated | was a good student, and | did really well in

T he same competition expressed itself on the playing field: GW was a force among the city
schools in both baseball and football.
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math. But | did just okay in courses that didn't interest me, because base-
ball and music took up so much of my time. Music was becoming ever
more central to my life. Playing was a source of cash—I joined dance bands
and could make $10 a weekend by playing a couple of jobs.

| remember exactly where | was on the day the Japanese attacked Pearl
Harbor: in my room practicing my clarinet. I'd turned on the radio to take
a break, and there was the announcement. | didn't know where Pearl Harbor
was—nobody did. | didn't immediately think, Oh. we're going to war. In-
stead, | hoped this calamity would just go away. When you're afifteen-year-
old boy, you blank out a lot of things. You just focus on what you're doing.

Of course, the war was impossible to ignore. Rationing started that
spring, and most of the kids were going straight into the service as soon as
they graduated and turned eighteen. In the summer of 1942,1 joined a six-
piece band that went up to play the season at a resort hotel in the Catskills.
There weren't many young people staying there—we were mostly playing
for people our parents' age—and the mood was subdued. All spring we'd
been rapidly losing the war in the Pacific, and even after the decisive U.S.
victory in the Battle of Midway, the censorship was such that you couldn't
really tell what was going on. But it rarely seemed good.

| graduated from GW in June 1943 and had no interest in college. |
would turn eighteen in March 1944 and wanted to use the time before | was
drafted for more musical training. So | kept playing in small bands and
signed up for classes at Juilliard, the city's great private conservatory of
music, where | studied clarinet, piano, and composition. If | had any plan for
the future at all, it was the thought that maybe | could join an army band.

The draft board called me in that following spring. | took the long sub-
way ride downtown for my physical, which was at a big induction center
they'd set up at the old Custom House on Battery Park, a huge building
with sculptures and murals and high echoing spaces where hundreds of
men my age waited in lines. Everything went along routinely until 1 had my
fluoroscopy—that's when they check your lungs for tuberculosis. A ser-
geant called me out of the line and over to his desk. "We found a spot on
your lung," he said. "We can't tell if it's active." With that, he handed me
some papers and the address of atuberculosis specialist; | wasto go see him
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and report back. When | saw the specialist the next day, he was unable to
make a definitive diagnosis. He said, "We're going to have to watch this for
ayear." | was classified unfit to serve.

| was distraught. Everybody was in the army; | was the odd man out,
excluded. There was also the deeper fear that | had something serious. | had
no symptoms, no difficulty breathing or anything like that—and as a clari-
netist and sax player, 1'd have noticed. But the shadow on the X-ray couldn't
be denied. | remember sitting with a girlfriend later that week on a slope of
grass looking out toward the George Washington Bridge and saying, "If |
have tuberculosis, | guess my lifeis over."

It was my tenor-sax teacher, Bill Sheiner, who gave me a way out of this
limbo. Bill was one of the legendary mentors of jazz musicians. His method
was to organize small ensembles of four or five saxophones and a clarinet
and have the students compose some of the music themselves. In our little
ensemble, Sheiner had me sit next to a fifteen-year-old by the name of
Stanley Getz. Jazz historians today rank Getz in a league with Miles Davis
and John Coltrane; Sheiner's asking me to keep up with him was a little
like asking a cocktail-lounge piano player to trade arpeggios with Mozart.
Getz and | got along fine, but when he played, I'd just listen in awe. Some-
times, when confronted with a supremely talented individual, you can see
the road to that level of ability, and hope that you might follow that road
yourself; with other people, the talent has a more genetic source, and no
amount of practice can help you match it. Stan Getz was in that second
category; | knew intuitively that I could never learn to do what he did.

Nonetheless, | did become a much better sax player from those ses-
sions, which testifies to Sheiner's shrewdness as a teacher. When | told him
I'd been rejected for military service he just laughed. He said, "That means
there's nothing to stop you from getting ajob." And he told me there was a
slot open in Henry Jerome's outfit.

The Henry Jerome orchestra was a fourteen-man ensemble that had
become fairly prominent on the East Coast. When | auditioned and got in-
vited to join, it marked a big change in my life. It was not quite like making
the major leagues, more like AAA ball, but it was still a full-fledged profes-
sional job in which | paid union dues and made a pretty good income for
those days. And since the band spent about half of its time in the city and
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half touring the eastern United States, it also got me away from New York
City on my own for the first time.

It was by far the best band I'd ever played with. Henry Jerome was
part of the avant-garde; his band later brought the bop sound of Charlie
Parker and Dizzy Gillespie to conventional big-band fare by adding a lot of
percussion and flash. And though the band never achieved lasting fame,
a surprising number of my fellow musicians and our successors went on
to memorable careers. Johnny Mandel, one of our trombonists, went to
Hollywood and wrote "The Shadow of Your Smile" and the theme music
for M*A*S*H and won an Academy Award and four Grammys. A drum-
mer, Stan Levey, later played with Charlie Parker. Larry Rivers became a
major pop artist. And my fellow sax player, Lenny Garment, became Presi-
dent Nixon's lawyer.

Our music was the style that crowds liked as the tide of the war turned
in 1944. For the next sixteen months, we played famous venues like the Blue
Room atthe Hotel Lincolnin NewY orkand Child's Paramount Restaurant on
Times Square. We played dances at Virginia Beach outside Newport News,
where the audience was mostly shipbuilders and navy families. We played
theaters where sometimes we'd share the bill with vaudeville acts—kid
dance teams that were warming up for a shot at Hollywood, and singers
who'd been prominent in Al Jolson's prime and were still around. We spent
the month of December 1944 headlining at the Roosevelt Hotel in New
Orleans, which was the farthest 1'd ever been from home. One night | was
walking on a street near the river and looked up to see an oil tanker pass by.
It always stayed with me how far below sea level New Orleans is. When the
levees broke after Hurricane Katrina in 2005, that early experience helped
me understand immediately the extent of the disaster.

During my time with the band, we followed a routine dictated by
union rules: forty minutes on the bandstand and twenty minutes off. | loved
the forty minutes on—the experience of playing in a good band is utterly
different from what you hear simply standing in front. Voices and over-
tones come to you from all directions; you feel the rhythm section in your
bones; and all the people in the band dynamically interact. Soloists are able
to build on that foundation to express their view of the world. | idolized
the great improvisers like Benny Goodman and Artie Shaw, but | rarely
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sought a soloist role. | was content being a sideman, playing notes written
by someone else.

| was known as the band's intellectual. | got along well with the other
musicians (I did their income taxes), but my style was different from theirs.
Between sets, many of them would disappear into the so-called greenroom,
which would quickly fill with the smell of tobacco and pot. | spent those
twenty-minute breaks reading books. In the course of a night, | could get in
maybe an hour of reading. The books | borrowed from the New Y ork Public
Library weren't necessarily what you'd expect to find a young sax player
reading. Maybe it was because my father was on Wall Street, or maybe it
was my affinity for numbers, but what aroused my curiosity was business
and finance. One of the first books | read was about the British stock
market—I was fascinated to discover that they used exotic terminology like
"ordinary shares." | read Reminiscences of a Sock Operator, a book by Edwin
Lefevre about Jesse Livermore, a famous 1920s speculator whose nick-
name was the Boy Plunger of Wall Street. Legend had it that he made $100
million by short-selling on the eve of the 1929 crash. He got rich and went
broke three times before finally committing suicide in 1940. He was a great
student of human nature; Lefevre's book is a font of investing wisdom,
with Livermore sayings such as "Bulls and bears make money; but pigs get
slaughtered."

| also read every book | could find about J. P. Morgan. He not only fi-
nanced the formation of U.S. Steel, consolidated the railroads, and had a
hand in assembling General Electric, but also was the main stabilizing force
in the U.S. financial system before the creation of the Federal Reserve. |
marveled at his wealth—in breaking up the Morgan trusts just before World
War |, Congress heard testimony that Morgan controlled more than $20
billion. And | was even more impressed by Morgan's character: famously,
J. P. Morgan's word was his bond, and in 1907 it was his personal influence
on other bankers that helped stem afinancial panic that could have thrown
the country into a depression.*

*As a member of the JPMorgan board in 1977, | would sit in the same conference rooms
at 23 Wall Street where much of the financial chaos of 1907 had been resolved. History over-
hung 23 Wall. | was sorry when JPMorgan sold it in 2003.
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These stories spoke to me in much the same way railroad timetables
had. Wall Street was an exciting place. It wasn't long before | decided, This
ISswhere | want to go next.

With the war nearing an end. the future was opening up. The Gl BIll
passed in 1944, and veterans were already coming home and going to school.
| was beginning to believe | had a future: the tuberculosis doctor had been
checking my lungs periodically and was increasingly certain that the spot,
whatever it was, was dormant.

| wasn't confident that | would succeed in finance. When | enrolled in
the School of Commerce, Accounts and Finance at New York University
for the fall of 1945, after being out of school for a couple of years, | was
apprehensive about how I'd do. So that summer, | got the textbooks for all
my freshman courses and read them before | took my first class. It surprised
me that | got two Bs and the rest As in my first semester, and then all As
after that. | was a far better student in college than | had been at George
Washington High.

The School of Commerce was the largest and possibly the least presti-
gious part of NYU—it had ten thousand students, and people thought of it
more as a trade school than as a real college. (A dean once described it
proudly as "a huge educational factory") But to my mind that was unfair;
| got a very good education. | was exposed to an interesting curriculum
of liberal arts and, of course, accounting, basic economics, business manage-
ment, and banking and finance. | felt a pull toward the subjects that involved
logic and data, and | loaded up on courses in advanced math. Economics
appealed to me right from the start: | was enthralled by supply and demand
curves, the idea of market equilibrium, and the evolution of international
trade.

Economics was a hot topic in those first years after World War Il (prob-
ably the only discipline hotter was atomic physics). There were a couple of
reasons for this: Everyone appreciated that the U.S. economy, under the di-
rection of our government planners, had been the industrial engine behind
the Allied victory. What's more, new economic institutions were being cre-
ated and a new economic order was taking shape right before our eyes. The
|leaders of the Western world had gathered in July 1944 at Bretton Woods,
New Hampshire, to set up the International Monetary Fund (IMF) and the
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World Bank. This marked what Henry Morgenthau called "the end of eco-
nomic nationalism"—the leaders agreed that if world prosperity was to be
sustained, it had to be shared, and it was the responsibility of the industrial
nations to ensure that barriers were lowered in trade and finance.

The theoretical basis for much of this was laid down by the great Cam-
bridge economist John Maynard Keynes. His masterwork, The General
Theory of Employment, Interest and Money, had provided the intellectual
underpinning for Roosevelt's New Deal, and as students we all read it. In
that book, Keynes created the discipline now known as macroeconomics.
He argued that free markets, left to themselves, do not always deliver the
optimal good to society, and that when employment stagnated, as it did di-
sastrously in the Great Depression, government has to step in.

It would be hard to invent a figure better suited to fire youthful imagi-
nations. A School of Commerce classmate of mine was Robert Kavesh, now
a professor emeritus of economics at NY U, who not long ago told the BBC
that economics students in the late 1940s were on a mission: "What really
bound us together was the sense that economics was undergoing a transi-
tion and we were there at the frontier. Anyone who was studying econom-
ics at that time was determined that there would never be another major
depression. The depression of the 1930s had led to World War Two, and
so there we were imbued with the sense that we couldn't let this disaster
occur again. It was hard to find anyone who was not strongly influenced
by the Democratic Party and John Maynard Keynes and his idea about the
very strong role that government could and should play in dominating eco-
nomic affars.”

Though Bob and most of my classmates were ardent Keynesians, |
wasn't. I'd read the General Theory twice—it is an extraordinary book. But
Keynes's mathematical innovations and structural analyses were what fas-
cinated me, not his ideas on economic policy. | still had the sideman psy-
chology: | preferred to focus on technical challenges and did not have a
macro view. Economic policy didn't interest me.

Bob and | both loved classical music. Between classes, we'd hang out in
Washington Square Park watching the girls, and when things got slow, we'd
hum Mozart piano concerti to each other and ask, "What number was
that?" Though | no longer played professionally, music was still the center
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of my social life—I| sang in the glee club, played clarinet in the orchestra,
and cofounded a club called the Symphonic Society, which would gather
once a week to listen to records or to talks by guests.

But my primary obsession was math. Professors like diligent students,
and my eagerness to apply myself must have been obvious. My first paid
job as an economist came during the summer of my junior year. My statis-
tics professor, Geoffrey Moore, who later became commissioner of labor
statistics under President Nixon, called me in and told me to go over to
Brown Brothers Harriman and see a partner named J. Eugene Banks. Brown
Brothers Harriman was among New York's oldest, largest, most prestigious
investment banks—W. Averell Harriman, the legendary statesman, had
been a general partner before going to work for FDR. Prescott Bush, father
of George H. W. Bush and grandfather of George W. Bush, served there as
a partner both before and after his tenure in the U.S. Senate. The firm was
literally on Wall Street right near the stock exchange, and the morning |
went to see Mr. Banks was the first time I'd ever set foot in such a place.
Walking into those offices, with their gilded ceilings and rolltop desks and
thick carpets, was like entering the inner sanctum of venerable wealth—it
was an awesome feeling for a kid from Washington Heights.

Gene Banks was a slender, friendly, soft-spoken guy in his late thirties
whose job was to track the economy for the firm. He explained matter-of-
factly that he wanted a weekly seasonal adjustment for the U.S. Federal Re-
serve's statistical series on department-store sales—basically a more refined
version of the monthly adjusted numbers the government was putting out.
Today, in avery few minutes with just a few typed computer instructions,
| could construct the set of data he required. But in 1947 such statistics had
to be painstakingly built by layering sets of statistics on top of one another,
using pencil and paper, slide rules, and desktop adding machines.

Banks didn't give detailed instructions, which was fine with me. | went
to the School of Commerce library and looked at textbooks and articles in
professional journals to find out how one would go about constructing a
weekly seasonal adjustment. Then | assembled the component data and set
to work, checking in with Banks only occasionally. The amount of hand
calculation and hand chart-drawing required was enormous, but | kept at
It for the next two months. Banks was very pleased with the result, and |
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|learned a great deal, not only about how seasonal adjustments are supposed
to work, but also about how to organize data to come to a conclusion.
Graduating the following spring was a formality. I'd already decided to
stay at NYU and accepted a scholarship to study for a master's degree at
night. But | still had to find a job to make ends meet. | had two offers. one
from an ad agency and one from the National Industrial Conference Board,
where one of my professors was chief economist. Even though the advertis-
ing job paid a lot better—$60 a week versus $45 a week—I opted for the
Conference Board, figuring I'd learn more. The Conference Board was a
private institute underwritten by major corporations. It had been founded
In 1916 as an advocacy group, but in the 1920s its focus shifted to doing
thorough, disciplined research, based on the theory that the availability of
objective knowledge might help businessmen and union leaders find com-
mon ground. Its constituency included more than two hundred companies,
including General Electric, International Harvester, Brown Brothers Harri-
man, and Y oungstown Sheet & Tube. The board had long been the best pri-
vate source of business research; for instance, its economists developed the
consumer price index in 1913, and it was the first organization to study
workplace safety and to look at women in the labor force. In some instances
its information was better than the government's. During the Depression, the
board had been the original source of data on the extent of unemployment.

When | arrived in 1948, it was avibrant place, with a big floor of offices
on Park Avenue near Grand Central Station. There were dozens of research-
ers seated in rows of desks and a bustling chart room where designers,
perched on high stools at drafting tables, created elaborate presentations
and charts. For me, the library was the big event. | discovered that the Con-
ference Board had amassed a treasure trove of data on every major industry
in America dating back half a century and more. There were also shelves
upon shelves of books that explained how the industries actually operated.
The collection covered the entire spectrum of the economy, from mining
to retailing, textiles to steel, advertising to foreign trade. There was a hefty
volume entitled Cotton Counts Its Customers, for example: an annual sur-
vey by the National Cotton Council that explained in great detail what was
then the world's dominant cotton industry. It could tell you everything you
wanted to know about types and grades of cotton, how they were used, and
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what counted as state of the art in equipment, processes, and production
rates among the makers.

There was no room to work in the library's crowded stacks, so | would
lug armloads of materials to my desk. Usually I'd have to blow the dust off
the books. The chief economist would assign the research projects, and in
just a few months people began to tab me as a guy who knew all the data.
In a sense, that was true. It became my passion to master al of the knowl-
edge on those shelves. | read about the robber barons; | spent hours over
the census of population of 1890; | studied railroad freight-car loadings of
that era, trends in short staple cotton prices for the decades after the Civil
War, and myriad other details of the vast American economy. It wasn't
drudgery—far from it. Instead of reading Gone with the Wind, | was happy
to immerse myself in "Copper Ore Deposits in Chile."

Almost from the start, | began publishing articles in Business Record,
the Conference Board's monthly journal. The first, about trends in small
manufacturers' profits, was based on a brand-new statistical series from the
Federal Trade Commission and the Securities and Exchange Commission.
After wringing every detail from the data, | declared, with all the enthusi-
asm of youth, "Since small business may act as a barometer of cyclical
movements, a survey of both the immediate and long-term trends in small
corporate manufacturing is of particular interest.”

Over the next few years, my work gained momentum. Somebody
picked up on one of my articles and wrote about it in the New York Times,
and even mentioned my name. | finished my master's degree at NYU and
continued publishing in a steady stream—articles on housing starts, the
new-car market, consumer credit, and other current subjects. | was gaining
confidence in my ability to take in data and make them tell a story. And
while | was far from comfortable trying to comprehend the economy as a
whole—Ileave that to the Keynesians—I| understood more and more about
its parts and how they connected.

I first visited Levittown during the Christmas season of 1950. Of course,
I'd read about the young couples leaving the city to start families and live
the American dream of owning a house in the suburbs. The only places I'd
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ever lived had been apartments in Manhattan, and what astonished me about
Levittown was the tranquillity. The houses were small, but each had a front
and back yard with grass, the streets were wide, and there were no tall build-
ings. You could buy one of these houses for $8,000. It seemed like Nirvana.

I'd been invited to dinner by Tilford Gaines, a college friend who was
now an assistant vice president of the Federal Reserve Bank of New York.
He and his wife, Ruth, and their little daughter, Pam, had just moved out
there. A colleague of his was also there, a twenty-three-year-old Princeton
graduate who had just started work at the New York Fed—a six-foot seven-
inch behemoth named Paul Volcker.

An image from that evening remains etched in my brain: we're sitting
and joking in the cozy living room in front of the fire (the house had an
actual working fireplace). Optimism was the dominant feeling, not just
that night but for that period in general. Americawas riding high. The U.S.
economy dominated the world—it didn't have any competition. American
auto-assembly plants were the envy of every nation. (I'd driven out to Lev-
ittown in my new blue Plymouth, paid for out of my earnings from re-
search.) Our textile and steel companies never worried about imports, as
there weren't any to speak of. Coming out of World War 11, our labor force
had the best supervisors and the most highly skilled workers. And because
of the GI BIll, the level of education was rising rapidly.

Yet that December, we were also just beginning to recognize aterrible
new danger. Nuclear confrontation had seemed very abstract as a threat
eighteen months before, when the Soviet Union had detonated its first
atomic bomb. But as the cold war began to make itself felt at home, the
peril seemed more concrete. Alger Hiss had been convicted of perjury in a
spying scandal, and Joseph McCarthy had made his famous |-have-here-in-
my-hand-a-list-of-two-hundred-and-five-known-Communists speech. U.S.
forces had been fighting a"police action" in Korea. That had triggered a rush
by the Pentagon to rebuild army divisions and fighter and bomber wings
that had been drawn down after World War IlI. We al wondered where it
would lead.

| had enrolled in a Ph.D. program at Columbia University that fal, jug-
gling coursework with my Conference Board research. (Even then, you
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generally needed a Ph.D. if you wanted to advance as an economist.) My
faculty adviser was Arthur Burns, who in addition to being a full professor
was also a senior researcher at the National Bureau of Economic Research,
then in New York. It remains the largest independent economics-research
organization in America. Back then it was best known for having worked
with the government in the 1930s to set up what are called the national
Income accounts—the mammoth accounting system that gave Washington
Its first accurate picture of the gross national product. When America mo-
bilized for the war, the system helped planners set goals for military pro-
duction and gauge how much rationing would be needed on the home
front to support the war effort. The NBER is also the authority on the ups
and downs of the business cycle; its analysts to this day determine the offi-
cial beginning and ending dates of recessions.

Arthur Burns was an avuncular, pipe-smoking scholar. He had a pro-
found impact on business-cycle research—his 1946 book, written with
Wesley Clair Mitchell, was the seminal analysis of U.S. business cycles from
1854 to 1938. His devotion to empirical evidence and deductive logic put
him at odds with the economics mainstream.

Burns loved to provoke disagreements among his graduate students.
One day, in a class about inflation's corrosive effect on national wealth, he
went around the room asking, "What causes inflation?' None of us could
give him an answer. Professor Burns puffed on his pipe, then took it out of
his mouth and declared, "Excess government spending causes inflation™

It was a different mentor who enabled me to see that | might someday
attempt to understand and forecast the economy as a whole. In 1951 |
signed up for a course in mathematical statistics, a technical discipline based
on the notion that the inner workings and interrelationships of a major
economy can be investigated, measured, modeled, and analyzed mathemati-
cally. Today this discipline is called econometrics, but then the field was just
an assemblage of general concepts, too new to have a textbook or even a
name. The professor was Jacob Wolfowitz, whose son Paul | would come to
know during his years in the George W. Bush administration and as president of
the World Bank. Professor Wolfowitz would chalk the equations on the
board and give them to us to study on mimeographed sheets. | immediately
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saw the power of these new tools: if the economy could be accurately mod-
eled using empirical facts and math, then large-scale forecasts could be
derived methodically without the quasi-scientific intuition employed by
so many economic forecasters. | imagined how that could be put to work.
Most important, at age twenty-five I'd found a growing field in which |
could excel.

In later years | developed some skill in building quite large economet-
ric models, and came to a deeper appreciation of their uses and, especially
their limitations. Modern, dynamic economies do not stay still long enough
to allow for an accurate reading of their underlying structures. Early por-
trait photographers required their subjects to freeze long enough to get a
useful picture; if the subject moved, the photo would blur. So too with
econometric models. Econometricians use ad hoc adjustments to the formal
structure of their models to create reasonable forecasts. In the trade, it's
called add-factoring a model's equations; the add-factors are often far more
important to the forecast than the results of the equations themselves.

If models have so little predictive power, what use are they? The |east-
heralded advantage of formal models is simply that the exercise of using
them ensures that basic rules of national accounting and economic consis-
tency are being applied to a set of assumptions. And models certainly can
help maximize the effectiveness of the few parcels of information that can
be assumed with certainty. The more specific and data-rich the model, the
more effective it will be. | have always argued that an up-to-date set of
the most detailed estimates for the latest available quarter is far more use-
ful for forecasting accuracy than a more sophisticated model structure.

At the same time, of course, the structure of a model is quite important
to its success. You can't (or at least | can't) draw abstract models out of thin
ar. They have to be inferred from facts. Abstractions do not float around in
my mind, untied to real-world observations. They need an anchor. This is
why | strive to ferret out every conceivable observation or fact about a hap-
pening. The greater the detail, the more representative the abstract model
Is likely to be of the real world | seek to understand.

My early training was to immerse myself in extensive detail inthe work-
ings of some small part of the world and infer from that detail the way
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that segment of the world behaves. That is the process | have applied
throughout my career. | experience deep nostalgia every time | thumb
through articles | wrote back in my twenties. The substance is from a far
simpler world, but the method of analysisis as current as any | would apply

today.
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TWO

THE MAKING OF
AN ECONOMIST

often did my work with the radio on. Korea dominated the news in

1950 and 1951—our military was now fighting bloody battles against

the Chinese, and President Truman dismissed General MacArthur for
his public insistence that the United States should declare a full-scale war
on China. At home, atomic-bomb testing moved from New Mexico to Ne-
vada, and we had the Red Scare—the Rosenbergs were sentenced to the
electric chair for spying. Amid all this turmoil, what captured my imagina-
tion was the dawning of the atomic age. Some of the scientific work done
during World War Il wasjust then being declassified, and on the side | be-
gan to read deeply in atomic physics. My first foray was a fat technical book
called Sourcebook on Atomic Energy, a government-sponsored synthesis of
available information on the subject that wasn't classified. From there |
moved on to books on astronomy, physics more broadly, and the philoso-
phy of science.

Like many scientifically minded people, | believed that atomic energy
was the most important frontier we would unlock in our lifetimes. This was
the other side of the fear we all felt of atomic war. The science was ex-
tremely seductive. The atom conferred a power on humankind that could
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open a whole new phase of endeavor. This, in turn, called for a new way
of thought.

| discovered that some of the scientists in the Manhattan Project sub-
scribed to a philosophy called logical positivism, a variation of empiricism.
Pioneered by Ludwig Wittgenstein, it is a school of thought whose main
tenet is that knowledge can only be gained from facts and numbers—it
heavily emphasizes rigorous proof. There are no moral absolutes. values
and ethics and the way people behave are reflections of culture and are not
subject to logic. They vary so arbitrarily that they're outside the realm of
serious thought.

The mathematician in me embraced this stark analytical credo. It
seemed the exact philosophy for the age. The world would become a better
place, | thought, if people focused exclusively on what was knowable and
Important, which was precisely logical positivism's aim.

By 1952 | was happily immersed in working toward an economics Ph.D.
and was earning more than $6,000 a year. None of my friends or colleagues
had much money, and this was more than | needed. My mother and |
moved to the suburbs—not al the way to Levittown, but to a two-family
house in Forest Hills, Queens, a leafy neighborhood within easy walking
distance of the commuter train. At last, I'd found a way to escape the city's
congestion. It was a big step up.

|f someone had told me then that | was about to enter the most con-
fused and tumultuous phase of my life, | would have been incredulous. Yet
over the next two years, | would marry and separate, drop out of graduate
school, quit my job to go into business for myself—and change my whole
way of looking at the world.

-I-He woman | married was Joan Mitchell, an art historian from Winni-
peg, Manitoba, who had come to New York to study at NYU's Insti-
tute of Fine Arts. We met on a blind date—I walked into her apartment and
she had one of my favorite recordings on. Classical music was a passion we
shared. We dated for several months, got married in October 1952, and
split up after about a year. Without going into detail, | will say | was the
main problem. | had no real understanding of the commitment required for
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marriage. 1'd made an intellectual choice, not an emotional one, telling my-
«f, "Thiswoman is very intelligent. Very beautiful. I'll never do better." My
mistake was all the more painful because Joan is an extraordinary person.
Happily we are friends to this day.

Joan was best friends with the wife of Nathaniel Branden, who was Ayn
Rand's young collaborator and, years later, her lover. That's how Ayn Rand
and | met. She was a Russian emigre whose novel The Fountainhead had
been a bestselling phenomenon during the war. She had recently moved
from Hollywood to New York and had developed a small, intense follow-
ing. I'd read the novel and found it intriguing. It's the story of an architect
named Howard Roarkwho heroically resists all pressure to compromise his
vision—he even blows up a public-housing project when he finds out that
the builder has altered his design—and ultimately prevails. Rand wrote the
story to illustrate a philosophy she had come to, one that emphasized rea-
son, individualism, and enlightened self-interest. Later she named it objec-
tivism; today she would be called a libertarian.

Objectivism championed laissez-faire capitalism as the ideal form of
social organization; not surprisingly, Ayn Rand abhorred Soviet communism,
in which she had been schooled. She saw it as the embodiment of brutal
collectivism. And at the height of Soviet power, she held that the system
was so inherently corrupt that eventually it would collapse from within.

She and her circle called themselves the Collective, an inside joke be-
cause collectivism was the polar opposite of their belief. They would meet
at Rand's apartment on East Thirty-fourth Street at least once a week to
discuss world events and argue into the early hours. The night Joan intro-
duced me, the group was small, maybe seven or eight people seated in the
austere living room: Rand; her painter husband, Frank O'Connor; the Bran-
dens; and a few others. Ayn Rand was quite plain to look at—short, in her
|ate forties. Her face was dramatic, almost severe, with a wide mouth, broad
brow, and great dark intelligent eyes—she kept her dark hair in a pageboy
that emphasized them. She had a pronounced Russian accent even though
she'd been in the United States for twenty-five years. She was unrelentingly
analytical, ready to dissect any idea to its fundamentals, and had no interest
in small talk. Yet despite this apparent ferocity, | noticed an openness in the
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way she approached conversation. She seemed ready to consider any idea
from any person, and engage it strictly on the merits.

After listening for a few evenings, | showed my logical-positivist colors.
| don't recall the topic being discussed, but something prompted me to
postulate that there are no moral absolutes. Ayn Rand pounced. "How can
that be?" she asked.

"Because to be truly rational, you can't hold a conviction without sig-
nificant empirical evidence," | explained.

"How can that be?" she asked again. "Don't yaw exist?"

"1...can't be sure,” | admitted.

"Would you be willing to say you don't exist?"

"I might...."

"And by the way, who is making that statement?"

Maybe you had to be there—or, more to the point, maybe you had to
be a twenty-six-year-old math junkie—but this exchange really shook me.
| saw she was quite effectively demonstrating the self-contradictory nature
of my position.

But there was much more to it than that. | prided myself on my reason-
ing ability, and thought | could beat anybody in an intellectual debate. Talking
to Ayn Rand was like starting a game of chess thinking | was good, and sud-
denly finding myself in checkmate. It dawned on me that a lot of what I'd
decided was true was probably just plain wrong. Of course, | was too stub-
born and embarrassed to concede immediately; instead, I clammed up.

Rand came away from that evening with a nickname for me. She
dubbed me "the Undertaker," partly because my manner was so serious and
partly because | always wore a dark suit and tie. Over the next few weeks,
| later learned, she would ask people, "Well, has the Undertaker decided he
exists yet?"

At least my work at the Conference Board was going well. | was deep
Into my most ambitious project, an analysis of the Pentagon's buildup
of jet fighters, bombers, and other new aircraft in the face of Korea and the
cold war. It was going to require a lot of detective work. As soon as the Ko-
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rean War began, the Defense Department classified its procurement plans.
While the aircraft manufacturers knew their order books, military secrecy
was keeping Wall Street and the rest of American industry in the dark. Yet,
the economic impact was too big to ignore: after the post-World War 11
lull, military spending had by the 1953 fiscal year zoomed back up to nearly
14 percent of GDP (it was 4 percent in 2006). That was upsetting the mar-
kets for raw materials and equipment, not to mention those for skilled ma-
chinists and engineers, and it was putting a massive question mark over the
business outlook. Most affected by the push to build airplanes were the mak-
ers of aluminum, copper, and steel, all of which were classified as controlled
materials essential to the war effort.

| already knew alot about the metals markets, so | volunteered to ana-
lyze the buildup, and my bosses agreed. | began with the public record, which
was of almost no help: Congressional hearings on military production sched-
ules were conducted in secret session, and the published transcripts were
filled with redactions. The number and types of new planes were left blank;
the number of aircraft per squadron, the number of squadrons per wing,
the number of aircraft held in reserve, and the number of noncombat |osses
by type—all were blacked out. Then | decided to look at the congressional
hearings of the late 1940s, which | suspected would have much of the in-
formation I'd need. Secrecy hadn't been an issue then. The Pentagon still
was in the process of phasing down, and the top brass would appear before
the subcommittee on military appropriations and explain in full detail how
everything was then being calculated. The military would certainly be do-
Ing it the same way in 1950 as they did in 1949.

| took that information as my base. Now | needed to assemble all the
publicly available facts. | hunted through technical and engineering manuals,
organizational charts, the massive statistical tables of the federal budget, and
the complex language of the materials orders put out by the Pentagon. Grad-
ually al the data began to fit. For instance, | knew the weights of particular
aircraft and could surmise the proportions of aluminum, copper, and other
materials that went into each type. With al that in hand, | could estimate
demand.

My research appeared in two long Business Record articles in the spring
of 1952 entitled "The Economics of Air Power." Afterward | heard indirectly

42

{" More ebooks visit: hitp://www.ccebook.cn ccebook-orginal english ebooks
= B 00 k This file was collected by ccebook.cn form the internet, the author keeps the copyright.




THE MAKING OF AN ECONOMIST

that some of the Pentagon's planners had been surprised by how closely the
analysis matched their classified numbers. More important to me, however,
was that my audience snapped up the information. | got requests from
member companies to provide additional details of my calculations.
Around this time | started getting freelance research assignments from
afellow Conference Board analyst named Sanford Parker. Sandy as every-
one called him. was a short, disheveled whirlwind, about ten years older than
|, who had made a name for himself writing weekly commentary in Business-
Week starting in 1939. Now that he worked for the Conference Board, he
would moonlight by writing economics articles for Fortune. When he of-
fered to farm out some of the analytical work to me, | jumped at the chance.

Commissioning Sandy was Fortunes way of capitalizing on what the
editors believed was a nascent trend. Although the business world was not
very intellectual, it seemed as though industrialists and financial people
were starting to take an interest in what economics could tell them. (John
Kenneth Galbraith was on the staff in the late 1940s, but | doubt he helped
shape this awareness.) Sandy was a real authority, and he had skills | didn't
have. For one thing, he knew how to write clearly in short, declarative sen-
tences. He tried to teach me to do the same and almost succeeded; it was a
skill 1 had to unlearn as chairman of the Fed. Fortune s editors liked him be-
cause he could write with conviction about the economy as a whole, and
because he was creative—he'd often come up with surprising approaches
for spotting and analyzing trends.

As | worked with Sandy, | began to see that his authoritativeness de-
rived largely from the fact that he simply knew more about the economy
than anyone else. My knowledge was not as extensive as his, yet the gap
wasn't wide. | was learning every day by doing work | loved—if | kept at it,
| thought, | could catch up.

In late 1950, Sandy left the Conference Board to become Fortunes first
chief economist. I'd hoped to land ajob in the department he was building,
but instead Fortune offered a freelance assignment to work with Sandy and
other writers in preparing a major series of articles called "The Changing
American Market." (It ultimately appeared in twelve parts over a span of
two years.) Having this new source of income made me feel that | could &-
ford to take some risks.
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I'd been getting calls from an investment adviser named William Wal-
lace Townsend, who was the senior partner of a Wall Street firm called
Townsend Skinner, one of the smallest members of the Conference Board.
He'd been reading my work and we'd discussed it a bit on the phone. In
early 1953, he called and said, "Why don't you come down and join me at
the Bankers' Club for lunch?" | agreed.

| took the subway downtown. The Bankers' Club occupied three floors
at the top of a financial-district landmark called the Equitable Building,
with the reception area on the club's first floor and a library and dining
room above. There were beautiful views out the window, and heavy rugs
and furnishings and draperies. From our phone conversations, |'d figured
Townsend to be about forty; he'd thought the same about me. But when |
stepped out of the elevator and asked someone to point him out, Bill turned
out to be more like sixty-five. | went over and introduced mysdf, and we
both burst out laughing. We hit it off instantly.

Bill had been born in 1888 in upstate New York, and had had a series
of impressive ups and downs. He'd made a couple of million dollars on Wall
Street in the 1920s as an expert in corporate bonds; he'd written the Inde-
pendent Bankers' Association book on bond salesmanship. Then he'd lost
everything in the 1929 stock-market crash. In thethirties he'd bootstrapped
his way back up by founding a small firm that put together statistical in-
dexes for stock- and bond-market forecasting.

When we met, Townsend was also writing something called the Sav-
ings and Loan Letter, a technical report that thrift institutions subscribed
to. His partner had been Richard Dana Skinner, a scion of a New England
family and a great-great-grandson of Richard Henry Dana Jr., author of Two
Years Before the Mast. The firm had many famous clients, such as Donald
Douglas, the aviation pioneer who founded Douglas Aircraft, and former
president Herbert Hoover, who now lived at theWaldorf Towers and whom
Bill periodically visited. However, Skinner had died some years before, and
nowTownsend's son-in-law, who also worked at the firm, had been offered
ajob asfiscal agent of the Federal Home Loan Bank system. That, explained
Townsend, was what had brought us to this lunch. "I'd like you to join me,"
he said.

Changing jobs was a remarkably easy decision. Besides the Fortune
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work, | had a steady stream of freelance research projects, and new clients
were always calling. | had no real obligations—Joan and | had already de-
cided to separate, and within a few months | would be moving back to
Manhattan and would rent an apartment on Thirty-fifth Street.

Townsend-Greenspan opened for business in September 1953. (We
were officially incorporated in 1954.) Our offices were on Broadway, a lit-
tle south of the New York Stock Exchange. The space was nondescript,
with just an office for Bill and one for me and a common area where two
research assistants and a secretary sat.

Bill and | operated on separate tracks. Bill continued to put out his let-
ter and to work with his investment-advisory clients. My first accounts
were people who knew me from the Conference Board. The Wellington
Fund, predecessor to the Vanguard Group, was thefirst to sign on. Republic
Steel, America's third-largest steelmaker, was next, and within two years, ten
more steel companiesfollowed, including U.S. Steel, Armco, Jones & Laugh-
lin, Allegheny-Ludlum, Inland, and Kaiser. For Townsend-Greenspan, this
was the best possible advertisement. Steel was the symbol of American
strength, and if you ran your finger down the Fortune 500 list, which ap-
peared for the first time in 1955, those names were right near the top. We
gradually added a whole range of clients—Alcoa, Reliance Electric, Burling-
ton Industries, Mellon National Bank, Mobil Oil, Tenneco, and many more.

A casualty was my Ph.D.—I was just too busy to get it done. Several
times each month I'd have to hop on a plane to call on clients in Pittsburgh
or Chicago or Cleveland; the rest of the time, | was racing to create reports.
| was torn because | liked the topic I'd chosen for my dissertation: the
spending and saving patterns of American households. But taking the oral
exams and completing the dissertation would require at least six solid
months, and to do that, I'd have to scale back my business. | convinced my-
self | wouldn't lose anything by dropping out, because I'd continue to read
and study economics in my work. But every couple of months, I'd run into
Professor Burns. He'd always say, "When are you going to get back to work?"
| always felt a pang. (Much later, in the 1970s, | did return to graduate
school, at NYU, and completed my Ph.D.)

The key to Townsend-Greenspan's appeal was our ability to translate
economic analysis into a form business leaders could apply in making de-
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cisions. Say the economy was entering a period of growth. The typical in-
dustrial CEO was most likely a salesman or an engineer or a general
manager who had worked his way up in the company. Knowing what the
gross national product (GNP) was going to do wasn't useful to him. But
If you talked to the CEO of an automobile-parts manufacturing com-
pany and could tell him that "assemblies for Chevrolet over the next six
months are going to be different from what General Motors has an-
nounced/' that was something he could understand and act on.

Today's supply chains are so totally integrated that information between
suppliers and manufacturers flows freely—it's how modern just-in-time
manufacturing works. But back then. the relationship between manufac-
turers and suppliers was more like a poker game. If you were a purchasing
manager at an appliance manufacturer looking to buy steel sheet to make
refrigerators, telling the steelmaker's salesman how much sheet you already
had in inventory would only weaken your bargaining position.

The lack of such information left the steel company flying partially blind
in planning its production. Moreover, many of our steel clients' customers
knew only their part of the market. The steel outlook could be radically &-
fected by a shift in demand for passenger cars, or skyscraper construction,
or oil-drilling pipe, or even tin cans. And that demand, in the short run, was
a reflection of the demand for inventories as well as steel to be consumed.

A forecast system is only as good as the accuracy of its historical database
from which future turns in a cycle can be projected. I'd take into account
historical levels of car and truck output, aircraft assemblies, and more. Data
on steel shipments by product and consuming industry I'd get from the
American Iron and Steel Institute each month, and data on exports (the
United States was heavily exporting steel in those days) and imports (al-
most none) from the Department of Commerce. Combining shipments of
domestically produced steel products with imports and exports gave me
the tonnage of each product's receipts by consuming industry. The next
challenge was to figure how much of each historical quarter's steel receipts
the buyers had consumed, and how much had been added to or subtracted
from the buyers' inventory. For that | went back to World War Il and Ko-
rean War data: the government had declassified masses of statistics on the
metals industries from the War Production Board, which had been in charge
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of Uncle Sam's industrial rationing system. Each industry that consumed
steel—autos, machinery construction, oil drilling—had a unique inventory
cycle, and all of them were documented there.

Further analyzed, those figures, combined with my newly acquired
macroeconomic forecasting capabilities (thanks to Sandy Parker), enabled
us to project the level of aggregate steel-industry product shipments. Over
time, we were also able to track individual steel company market shares—
which meant a producer could make informed decisions, given the outlook
for shipments, as to where to shift its resources in the coming quarters to
maximize its profit.

By 1957 I'd worked with the steel companies for several years. Late that
year, | flew to Cleveland to make a presentation to the executive commit-
tee of Republic Steel, whose CEO was Tom Patten. My system indicated
that inventories were building rapidly and that the industry's production
rate was therefore well above the rate at which steel was being consumed.
Production was going to have to come way down just to stop the accumu-
lation. And it wasn't just the steel industry that was facing a big problem.
"Nineteen fifty-eight is going to be an awful year,” | told them. Patten took
Issue with that: "Well, the order books are pretty good," he said. Republic
Steel stuck to its production schedule.

About three months later, demand for steel plunged. It was the onset
of the 1958 recession, which turned out to be the sharpest business down-
turn since the war. When | was next in Cleveland, Patten generously ac-
knowledged in front of the executive committee, "Well, you got it right, my
friend."

edicting the economic downturn that became the 1958 recession was
Pny first forecast of the economy as a whole. Spending as much time
studying the steel industry as | did put me in an excellent position to see
the downturn coming. Steel was a much more central force in the Ameri-
can economy then—the economy's strength was much more in durable
goods, most of which are made of steel. | could extrapolate the wider con-
sequences of steel's weakening, and warn other, nonsteel clients as well.

Still, while calling the 1958 recession benefited our reputation, it
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wasn't successful macroeconomic forecasting per se that our clients found
most useful. Our work was an analytical evaluation of the forces making
the current economy do what it was doing. Forecasting is simply a projec-
tion of how current imbalances will ultimately resolve. Our service was to
deepen our clients' understanding of the exact nature of the relationships
between forces; what they did with that information was up to them. CEOs
of large corporations are not going to take the word of a thirty-year-old kid
as to where the economy is going. But they might very well listen to what
he thinks are the various balances here and there, especially if they can
check this input against their own knowledge. I'd try to talk on their terms:
not "What's the GNP doing?"' but "What is the demand for machine tools
six months out?" or "What is the likelihood of the markup changing be-
tween broad-woven fabrics on the one hand and the market for men's suits
on the other?" | would define what was going on in general terms and then
translate that into the implications for individual businesses. That was my
value-added, and we prospered.

Working with heavy industry gave me a profound appreciation of the
central dynamic of capitalism. "Creative destruction” is an idea that was
articulated by the Harvard economist Joseph Schumpeter in 1942. Like
many powerful ideas, his is simple: A market economy will incessantly re-
vitalize itself from within by scrapping old and failing businesses and then
reallocating resources to newer, more productive ones. | read Schumpeter
in my twenties and always thought he was right, and I've watched the pro-
cess at work through my entire career.

The telegraph was a perfect illustration. By the time my friend Herbie
and | had set out as kidsto learn Morse code in the late 1930s, the telegraph
industry was at its peak. Starting in the heyday of those quick-fingered op-
erators in the 1850s and 1860s, it had transformed the entire American
economy. By the late 1930s, well over half a million telegrams were being
sent per day, and the Western Union messenger boy was as familiar a sight
as the FedEx person is now. Telegrams tied together cities and towns across
America, compressing the amount of time it took businesses and people to
communicate, and connected U.S. industrial and financial markets to the
rest of the world. They were the way all important or urgent family and
business news arrived.
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Y et despite this enormous success, the industry was on the verge of dis-
appearing. Those lightning-fast telegraph operators I'd idolized were already
long gone. Teletypewriters had replaced the old single-key transmission
equipment, and Western Union operators now were essentially typists who
relayed your message in English, not Morse. Learning Morse code had liter-
ally become child's play.

Now telephones were the new growth business—they would displace
the telegraph as the best tool for remote communication. By the late 1950s
at Townsend-Greenspan, Bill Townsend might send a telegram to an old
client once in a while, but the telegraph no longer played any major role in
the firm. We used phones to maintain contact with clients between visits:
they were efficient, cost-effective, and therefore productive. | always felt
wistful about the artistry lost when the new technology put the Morse
code experts out of business. (Then again, it was they who had displaced
the Pony Express.)

| saw this pattern of progress and obsolescence repeat over and over.
During my consulting days, | had a ringside seat at the demise of the tin
can. The 1950s was the era of tuna casseroles and tinned soup; cooking din-
ner for your family from canned and packaged food was a hallmark of the
suburban lifestyle, and a can opener was an essential tool in the modern
kitchen. Food manufacturers loved the tin can: it offered a way to pack
vegetables, meats, and beverages that allowed shipping over long distances
and then stocking over long periods. The old-fashioned grocery store, where
a clerk measured out the food a customer wanted to buy, never stood a
chance. It was replaced by self-service supermarkets that were more €effi-
cient and offered lower prices.

Those tin cans of thefiftiesweren't literally made of tin, but rather tin-
plated steel, and the steelmakers | consulted for at Townsend-Greenspan
sold alot of it. In 1959, it accounted for five million tons, or about 8 per-
cent of the steel industry's entire output. At that point, the industry was
hurting. A bitter nationwide strike had brought production to a standstill
for nearly four months, during which, for the first time, Big Steel found it-
self facing major competition from rivals in Germany and Japan.

The aluminum industry was hurting too—the recession was sgueezing
the profits of the three big producers, Alcoa, Reynolds, and Kaiser. Five mil-
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lion tons a year was a lot of can sheet, and the market seemed too good an
opportunity to pass up. Aluminum cans, which were just then being devel-
oped, were lighter and simpler in construction than steel cans—they re-
quired two pieces of metal rather than three. Aluminum was also easier to
print on with colorful labeling. In the late 1950s it was already being used
to make the ends of containers for frozen juice concentrate. Then Coors
Brewing Company attracted a cult following by selling beer in seven-ounce
aluminum cans, instead of conventional twelve-ounce steel cans. The smaller
amount just seemed to add to the appeal, though the truth was that no one
had yet figured out how to manufacture full-size aluminum beer cans. But
by the early 1960s, the can makers had solved that puzzle.

The innovation that had the biggest impact was the pop-top, intro-
duced in 1963. It eliminated the need for "church key" can openers—and
pop-tops could be made only of aluminum. The biggest aluminum producer,
Alcoa, was my client; its CEO was looking for ways to diversify beyond ba-
sic aluminum into new and profitable areas, much as Reynolds had done by
pioneering household aluminum foil. His executive vice president was a
zealot for cans: "Beer cans are the future of Alcoal" he would say. And when
pop-tops came along, he and the CEO put their weight behind the idea.

Thefirst major brewery to sell beer in pop-top cans was Schlitz. Others
quickly jumped on board and by the end of 1963, 40 percent of all U.S.
beer cans had aluminum pop-tops. The soft drink giants came next: Coca-
Cola and Pepsi both shifted to all-aluminum cans in 1967. The steel beverage
can went the way of the telegraph key, and money followed the innovation.
The shift to aluminum cans helped lift Alcoa's profits in the fal of 1966
to the highest level for any quarter in its seventy-eight-year history. And
In the hot stock market of the late sixties, investors flocked to aluminum
stocks.

For the steelmakers, losing the market for beer and soda cans was just
one step in a harrowing long-term decline. Until then, the United States
hadn't imported much steel, because the conventional wisdom was that
foreign steel was not up to American quality standards. But as the 1959
strike stretched into its second and then its third month, automakers and
other big customers had to search elsewhere. They discovered that some of
the steel coming in from Europe and Japan was first-rate, and that much of

50

{" More ebooks visit: hitp://www.ccebook.cn ccebook-orginal english ebooks
= B 00 k This file was collected by ccebook.cn form the internet, the author keeps the copyright.




THE MAKING OF AN ECONOMIST

It was cheaper. By the end of the 1960s, steel had lost its status as the icon
of American business, and the glamour had shifted to high-growth compa-
nies like IBM. What Schumpeter called "the perennial gale of creative de-
struction" was starting to hit Big Steel.

Though my work at Townsend-Greenspan was in demand, | was care-
ful not to expand too fast. | focused instead on keeping our profit margin
high—on the order of 40 percent—and never becoming so dependent on
any single client or group that losing the account would jeopardize the
business. Bill Townsend completely agreed with this approach. He contin-
ued to be the best partner | could imagine. Though | had him for only five
years—he died of a heart attack in 1958—we grew extraordinarily close.
He was like the ultimate benevolent dad. He insisted on dividing our prof-
its equitably—Dby the end | was taking home a considerably greater share.
There was never any feeling of jealousy or competitiveness. After his death,
| bought out the stock from his children, but | asked their permission to
keep his name on the door. That felt right to me.

Ayn Rand became a stabilizing force in my life. It hadn't taken long for
us to have a meeting of the minds—mostly my mind meeting hers—
and in the fifties and early sixties | became a regular at the weekly gather-
Ings at her apartment. She was awholly original thinker, sharply analytical,
strong-willed, highly principled, and very insistent on rationality as the
highest value. In that regard, our values were congruent—we agreed on the
importance of mathematics and intellectual rigor.

But she had gone far beyond that, thinking more broadly than | had
ever dared. She was a devoted Aristotelian—the central idea being that
there exists an objective reality that is separate from consciousness and ca-
pable of being known. Thus she called her philosophy objectivism. And she
applied key tenets of Aristotelian ethics—namely, that individuals have in-
nate nobility and that the highest duty of every individual is to flourish by
realizing that potential. Exploring ideas with her was a remarkable course
in logic and epistemology. | was able to keep up with her most of the time.

Rand's Collective became my first social circle outside the university
and the economics profession. | engaged in the all-night debates and wrote
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spirited commentary for her newsletter with the fervor of a young acolyte
drawn to awhole new set of ideas. Like any new convert, | tended to frame
the concepts in their starkest, simplest terms. Most everyone sees the sim-
ple outline of an idea before complexity and qualification set in. If we
didn't, there would be nothing to qualify, nothing to learn. It was only as
contradictions inherent in my new notions began to emerge that the fervor
receded.

One contradiction | found particularly enlightening. According to ob-
jectivist precepts, taxation was immoral because it allowed for government
appropriation of private property by force. Yet if taxation was wrong, how
could you reliably finance the essential functions of government, includ-
ing the protection of individuals' rights through police power? The Rand-
lan answer, that those who rationally saw the need for government would
contribute voluntarily, was inadequate. People have free will; suppose they
refused?

| still found the broader philosophy of unfettered market competition
compelling, as | do to this day, but | reluctantly began to realize that if there
were qualifications to my intellectual edifice, | couldn't argue that others
should readily accept it. By the time | joined Richard Nixon's campaign for
the presidency in 1968, | had long since decided to engage in efforts to
advance free-market capitalism as an insider, rather than as a critical pam-
phleteer. When | agreed to accept the nomination as chairman of the presi-
dent's Council of Economic Advisors, | knew | would have to pledge to
uphold not only the Constitution but also the laws of the land, many of
which | thought were wrong. The existence of a democratic society gov-
erned by the rule of law implies a lack of unanimity on almost every aspect
of the public agenda. Compromise on public issues is the price of civiliza-
tion, not an abrogation of principle.

It did not go without notice that Ayn Rand stood beside me as | took
the oath of office in the presence of President Ford in the Oval Office. Ayn
Rand and | remained close until she died in 1982, and I'm grateful for the
Influence she had on my life. | was intellectually limited until | met her. All
of my work had been empirical and numbers-based, never values-oriented.
| was a talented technician, but that was all. My logical positivism had dis-
counted history and literature—if you'd asked me whether Chaucer was
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worth reading, I'd have said, "Don't bother." Rand persuaded me to look at
human beings, their values, how they work, what they do and why they do
it, and how they think and why they think. This broadened my horizons far
beyond the models of economics I'd learned. | began to study how societies
form and how cultures behave, and to realize that economics and forecast-
ing depend on such knowledge—different cultures grow and create mate-
rial wealth in profoundly different ways. All of this started for me with Ayn
Rand. She introduced me to a vast realm from which I'd shut myself off.
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THREE

ECONOMICS
MEETS POLITICS

conomic forecasting took Washington by storm in the 1960s. It
started when Walter Heller, a witty, erudite professor from Minne-
ta who was chairman of the Council of Economic Advisors, told
President Kennedy that a tax cut would stimulate economic growth. Ken-
nedy resisted the idea—after al, he had come into office calling for sdf-
sacrifice by the American people. Also, under the circumstances, a tax cut
would mean a major change in fiscal policy, because the government was
already in deficit. The economy back then was governed by the model
of household finance—you were supposed to balance your budget and
make ends meet. One year, President Eisenhower actually apologized to the
American people for running a $3 billion deficit.

But after the Cuban missile crisis, with the 1964 election already on
the horizon, the economy was growing too sluggishly, and Kennedy finally
let himself be persuaded. The $10 billion tax cut he proposed to Congress
in January 1963 was dramatic—it is to this day the biggest tax cut since
World War |1, adjusting for the size of the economy, and almost as big as al
three of George W. Bush's tax cuts combined.
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Lyndon Johnson signed the tax cut into law soon after Kennedy's death.
To everybody's delight, it had the effect that the Council of Economic Ad-
visors had promised: by 1965 the economy was thriving. Its annual growth
rate was more than 6 percent, right in line with Walter Heller's economet-
ric forecast.

The economists were jubilant. They thought they'd at last solved the
riddle of forecasting, and they weren't shy about congratulating themselves:
"A new era for economic policy is at hand," the CEA's Annual Report in
January 1965 declared. "Tools of economic policy are becoming more
refined, more effective, and increasingly freed from inhibitions imposed
by traditions, misunderstanding, and doctrinaire polemics." It said that
economic policymakers should no longer just respond passively to events
but should "foresee and shape future developments." The stock market
boomed, and at the end of the year Time magazine put John Maynard
Keynes on the cover (even though he'd been dead since 1946), declaring,
"We are all Keynesians now."*

| could scarcely believe it. I'd never been confident in making macro-
economic forecasts, and while Townsend-Greenspan did provide them to
clients, they weren't central to our business. | had to admire what Heller
had pulled off. But | also remember sitting in my office at 80 Pine Street
with its view of the Brooklyn Bridge and thinking, Boy, I'm glad | don't
have Walter Heller'sjob. | knew that macroeconomic forecasts are far more
art than science.

Those rosy economic results deteriorated as the Johnson administra-
tion began pumping vast sums of money into the Vietham War and Great
Society programs. Beyond the necessities of day-to-day operations at
Townsend-Greenspan, | took a deep interest in governmental fiscal policy
and often wrote newspaper op-eds and articles for economics journals that
were critical of the administration. The economics of the Vietnam War in
particular fascinated me because of my earlier work on Korean War spend-
ing. When my old colleague Sandy Parker, who was still chief economist at

*Richard Nixon picked up this line and used it as president in 1971 in defense of his adminis-
tration's fiscal deficits and economic interventionism.
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Fortune magazine, asked in early 1966 for Townsend-Greenspan to help
examine the cost of the war, | readily agreed.

Something in President Johnson's accounting didn't add up. The ad-
ministration's estimates of war costs seemed low, based on what was be-
coming known about the growth of the U.S. deployment—General William
Westmoreland was reportedly asking behind closed doors for an increase to
four hundred thousand troops. | pulled apart the president's budget pro-
posal to Congress for the fiscal year starting July 1, 1966, and by applying
what | knew about the patterns and practices of Pentagon spending, | de-
termined that the budget lowballed the likely cost of the war for that year
by at least 50 percent—$11 billion or more. (The budget also assumed, in
a revealing footnote looking toward 1967, that combat operations would
end on June 30 of that year, so no costly replacements of planes or other
equipment lost would be needed after that.)

Fortune broke the story in an April 1966 piece entitled "The Vietnam
War: A Cost Accounting." The article concluded bluntly: "The budget barely
begins to suggest the level of Vietham War spending that lies ahead." Coming
from a respected business publication, it added fire to the growing debate
about whether LB J and his administration were hiding the cost of the war.*

Apart from being suspicious about the war's economics, however, | was
pretty much out of step with the times. When people think of the sixties,
they think of civil rights marches, antiwar demonstrations, and sex, drugs,
and rock and roll—a culture dramatically and flamboyantly in upheaval.
But | was on the other side of the generation gap. I'd turned forty in 1966,
which meant I'd become an adult in the 1950s, when you wore ajacket and
atie and smoked a pipe (with tobacco init). | was still listening to Mozart
and Brahms, and to Benny Goodman and Glenn Miller. Popular music be-
came almost wholly alien to me with the arrival of Elvis—to my ears, it was
on the edge of noise. | thought the Beatles were reasonably good musicians;
they could sing well and had engaging personalities—and compared with
some of what soon followed, their music was almost classical. The culture

*President Johnson played loose with the numbers from the start. The historian and former
LBJ consultant Eric Goldman, for example, described in a 1969 memoir how Johnson misled
reporters about his first budget to "heighten the impression of devotion to economy and skill
in achieving it."
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of the sixties was alien to me because | thought it anti-intellectual. | had a
deep conservatism and a belief in civility. So | didn't relate to flower power.
| had the freedom not to participate, and | didn't.

My involvement in public life started in 1967 with Nixon's campaign
for president. I'd been writing an economics textbook on the side with a
Columbia University finance professor named Martin Anderson. Marty had
made a reputation for himself in conservative circles with a book called The
Federal Bulldozer, a critique of urban renewal that had caught Nixon's eye.
Our plan had been to collaborate on a textbook describing a laissez-faire
capitalist system; with some sense of irony we'd decided that Marty the
academic, would write the chapters about business, and I, the business con-
sultant, would write the chapters about theory. But we hadn't gotten very
far when Nixon asked Marty to join his presidential campaign as his chief
domestic policy adviser.

As soon as he joined the campaign, Marty asked if I could help their
little crew develop policy and write speeches. The senior staff at that point
consisted of just four people besides Marty: Pat Buchanan, who was chief
of gaff, William Sefire, Ray Price, and Leonard Garment. Len was the only
one | knew, although | had seen him only rarely since we'd played together
in the Henry Jerome orchestra more than twenty years earlier. Now he was
a partner at Nixon's law firm in New Y ork, Nixon Mudge Rose Guthrie Al-
exander & Mitchell. The six of us went out for lunch and talked about what
| could do for the campaign. They liked some of my ideas, and finally Bu-
chanan suggested that before we went further, | should come talk to
the candidate.

A couple of days later | went to meet Nixon at his office. It intrigued
me that he was back in the political game. Like everybody, | remembered
his farewell gibe at reporters after losing the California gubernatorial race
in 1962, in which he thought the press had been against him: "You won't
have Nixon to kick around anymore, because, gentlemen, this is my last
press conference." Nixon's office at Nixon Mudge Rose was chock-full of
memorabilia and autographed photos—I| had the sense that here was a
once-important figure who had been pushed off into a little room with a
lot of memories. But Nixon was very elegantly dressed, and he didn't just
look the part of the successful senior New York lawyer, he acted it too.
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Without wasting time on chitchat, he drew me out with thoughtful ques-
tions about economics and policy. When he set forth his ideas, he did so in
perfectly turned sentences and paragraphs. | was very impressed. Later in
the campaign, I'd sometimes have to brief Nixon on an issue before he met
with the media, and he'd go into that same intense, factually oriented law-
yer mode. He could listen for five minutes on a subject he couldn't possibly
know much about—a breaking news event, for instance—then get out
there and sound as knowledgeable as a professor. | would say that he and
Bill Clinton were by far the smartest presidents I've worked with.

The Nixon for President committee had offices at Park Avenue and
Fifty-seventh Street in the old American Bible Society Building. | initially
worked a couple of afternoons a week, increasing to four, five, or even more
as the campaign geared up. They appointed me "economic and domestic
policy adviser," but | was always strictly a volunteer. | worked very closely
with Marty, who'd taken a leave from Columbia and who was on the cam-
paign plane full-time. Part of my job was to coordinate responses on any is-
sue that came up: we'd scramble to assemble the necessary research and fax
it to Nixon and the campaign team overnight. He wanted to come across as
informed, and | helped organize task forces on economic issues. The main
objective of these task forces was to bring people into his camp. There were
almost twice as many registered Democrats as Republicans in America,*
and Nixon needed to include everyone he could. Each task force would get
together, the members would tell Nixon what they thought, and everybody
would smile and shake hands and take pictures. But the work | enjoyed
most, and my most original contribution, was integrating state and local
polls. During the election campaign of 2004, politicians could go on the In-
ternet and each day get an up-to-date electoral count based on polls within
the fifty states. That technology wasn't there in 1968, but | built something
as closeto it as you could get. | took all the state polls we could find, related
them to past voting patterns and trends, and extrapolated for states that did
not have polls—all to project the popular vote and the electoral vote.

*The distribution of voters, according to the Center for the Study of the American Electorate,
was seventeen million registered Democrats versus nine million registered Republicans.
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In late July 1968, just a week before the Republican convention, Nixon
assembled the senior staff at Gurney's Inn, a beach resort in Montauk on
the far eastern tip of Long Island. About fifteen people were present—all
the senior staff including the handful 1'd started with many months before.
Nixon already knew he had enough votes for the nomination, and this was
meant to be a working session to frame the issues he wanted to hit in his
acceptance speech. When we sat down at the conference table, though, for
some reason he was angry. Instead of the policy discussion | was expecting,
he launched into a fulmination about how the Democrats were the enemy.
He didn't raise his voice, but his speech was so intense and so laced with
profanity that it would have made Tony Soprano blush. | was stunned: this
was not the man 1'd been dealing with. | had no inkling then that | was ob-
serving an important part of the Nixon personality. | couldn't understand
how a single human being could have such different sides. After a while
he subsided and the meeting went on, but | never looked at him the
same way after that. It so disturbed me that after the election, when | was
invited to join the White House saff, | said, "No, | much prefer to go back
to my job."

Nixon's profane side became public five years later with the release of
the Watergate tapes, of course. In them, he comes across as an extremely
smart man who is sadly paranoid, misanthropic, and cynical. A member of
the Clinton administration once was accusing Nixon of anti-Semitism, and
| said, "You don't understand. He wasn't exclusively anti-Semitic. He was
anti-Semitic, anti-Italian, anti-Greek, anti-Slovak. | don't know anybody
he was pro. He hated everybody. He would say awful things about Henry
Kissinger, yet he appointed him secretary of state." When Nixon left office,
| was relieved. You didn't know what he might do, and the president of the
United States has so much power that it's scary—it's very hard for a mili-
tary officer sworn to uphold the Constitution to say, "Mr. President, I'm not
going to do that."

Of course, Nixon was the extreme. But | came to see that people who
are on the top of the political heap are really different. Jerry Ford was as
close to normal as you get in a president, but he never was elected. There's
a constitutional amendment that I've been pushing for years without suc-
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cess. It says "Anyone willing to do what is required to become president of
the United States is thereby barred from taking that office” I'm only half
joking.

Even though | did not take a permanent job in the administration,
Washington became an important part of my life. | worked as interim bud-
get director before the inauguration, helping plan Nixon's first federal
budget. | served on task forces and commissions—most important, the Presi-
dent's Commission on an All-Volunteer Armed Force, which Martin Ander-
son masterminded and which paved the way in Congress for the abolition
of the draft.* And with friends and professional acquaintances manning
many of the government's key economic and domestic policy posts, | found
myself spending more and more time inside the Beltway.

The economy was behaving erratically as business grappled with the
effects of Vietnam and domestic unrest. A 10 percent surcharge on the
federal income tax, belatedly clamped on under President Johnson and
kept in place by Nixon to help pay for the war, wasn't having a healthy
effect. In 1970 we dslid into a recession that pushed unemployment up to
6 percent—about five million people were out of work.

At the same time, inflation seemed to be taking on a life of its own. In-
stead of dropping, as al the forecasting models said it should, it was run-
ning at an annual rate of about 5.7 percent—low compared with what came
later, but disturbingly high by the standard of the day. Under the prevailing
Keynesian view of the economy, unemployment and inflation are like kids
on a seesaw: when one goes up, the other goes down. To oversimplify, it was
argued that the more people there are out of work, the less upward pres-
sure there is on wages and prices. Conversely, when unemployment falls
and the labor market gets tight, wage and price increases are likely.

But the Keynesian economic models failed to account for the possibil-
ity that unemployment and inflation could climb in tandem. This phenom-
enon, which came to be called stagflation, put policymakers at a loss. The
forecasting tools that had made government economists seem so prescient

*Though Anderson assembled the commission, he did not serve on it. It was chaired by
Thomas S. Gates Jr., who had served as secretary of defense under Eisenhower.
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a decade before were in reality not good enough to let the government
fine-tune the economy. (A poll a few years later showed that the public
now rated economists' forecasting ability on a par with that of astrologers.
This made me wonder what astrologers had done wrong.)

The political pressure on the administration to address these problems
became intense. Arthur Okun, who'd been chairman of the Council of
Economic Advisors under Johnson and who was known for his wry sense of
humor, invented a "discomfort index" to describe the dilemma. It was sim-
ply the sum of the unemployment rate and the inflation rate. The discom-
fort index now stood at 10.6 percent, and since 1965 it had gone nowhere
but up.*

| watched as my friends in Washington lurched from one remedy to
another. To counter the recession and the chilling effect of the income-tax
surcharge, the Fed cut interest rates and pumped money into the economy.
This helped get GNP growing again but further fueled inflation. Mean-
while, among some of President Nixon's men, a movement was building
for measures that were anathema to us free-market economists who had
helped Nixon get elected: wage and price controls. Even my old friend and
mentor Arthur Burns, whom Nixon appointed Fed chairman in 1970, be-
gan talking about something similar—incomes policies. | was stunned by
Arthur's reversal—I chalked it up to political exigency combined with
whatever alarming developments in the economy he must be seeing from
his new vantage. Clearly the Fed was worried. (In retrospect, | suspect
Burns was trying to preempt formal wage and price controls.) Finaly, on
Sunday, August 15, 1971, my phone rang at home—it was Herb Stein, who
was then a member of Nixon's Council of Economic Advisors. "I'm calling
from Camp David," he said. "The president wanted me to tell you he'll be
speaking to the nation and he'll be announcing wage and price controls.”
That evening is memorable to me for two reasons. First, Nixon preempted
Bonanza, America's favorite TV western and a show | loved to watch, to

*The discomfort index was later renamed the misery index and went on to figure in at least two
presidential campaigns. Jimmy Carter used it to criticize President Ford in 1976, and Ronald
Reagan used it to criticize President Carter in 1980.

61

{" More ebooks visit: hitp://www.ccebook.cn ccebook-orginal english ebooks
= B 00 k This file was collected by ccebook.cn form the internet, the author keeps the copyright.




THE AGE OF TURBULENCE

announce his policy; and second, | reached for something on the floor and
threw my back out. | had to go to bed for six weeks. To this day, | like to
believe that it was wage and price controls that did me in.

| was glad that | wasn't in the government. Burns and his wife were liv-
iIng at the Watergate apartment complex, and sometimes I'd visit their
home for dinner. Arthur would muse about the White House's latest initia-
tive and say, "Oh my goodness, what are they thinking of doing now?" After
Nixon imposed wage and price controls, I'd fly down to meet with Don
Rumsfeld, who was head of the Economic Stabilization Program, the bu-
reaucracy created to administer them. He also ran the Cost of Living Coun-
cil, where Dick Cheney was his deputy. They asked for my advice because
| knew a great deal about how particular industries worked. But all | could
do for them was indicate what type of problem would be created by each
type of price freeze. What they were running into was the problem of cen-
tral planning in a market economy—the market will always undermine any
attempt at control. One week the problem was textiles. Because of the
political power of the farmers, the administration could not put price caps
on raw cotton. So the cotton price was going up. But the government did
freeze the price of greige goods—unbleached, undyed woven cloth that is
the first stage in textile production {greige is pronounced "gray"). So the
greige-goods manufacturers were squeezed—their costs were going up but
they couldn't raise prices—and companies were abandoning that part of
the business. All of a sudden, the fabric finishers and clothing manufactur-
ers were complaining that there weren't enough greige goods. Rumsfeld
asked me, "What do | do?' And | said, "Simple—raise the price." Situations
like this came up week after week, and after a couple of years the whole
system fell apart. Much later Nixon said wage and price controls had been
his worst policy. But the sad thing was that he knew they were a bad idea
al along. It was pure political expediency: a lot of businessmen had said
they wanted to freeze wages, and a lot of consumers liked the idea of freez-
Ing prices, so he decided he had to do it.

The Arab oil embargo of October 1973 only made inflation and unem-
ployment worse—not to mention hurting America's confidence and sdf-
esteem. The consumer price index ballooned: the year 1974 gave rise to
the expression "double-digit inflation" as the rate went up to a shocking
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11 percent. Unemployment was still at 5.6 percent, the stock market was
In a steep decline, the economy was about to sink into the worst recession
since the 1930s, and the Watergate scandal cast a pall over everything.

In the middle of al this depressing news, Treasury Secretary Bill Simon
called to ask if | would take over as chairman of the Council of Economic
Advisors. Herb Stein, by then CEA chairman, was getting ready to |leave.
CEA chairman is one of the three top posts for an economist in Washing-
ton, the others being treasury secretary and chairman of the Fed. In most
circumstances, | would have said yes in a heartbeat. But | didn't agree with
many of the president's policies, and hence felt that | would not be able to
function effectively. | told Simon | was honored and that I'd be happy to
suggest other candidates, but my answer was no. He called a second time a
week or so later, and | said, "Bill, | appreciate it, but | really mean it." "Well,
would you at least go talk to Al Haig?' Haig was President Nixon's chief of
staff | agreed, and a day later Haig asked if I'd come to see him at Key Bis-
cayne, Florida, where the president liked to spend time. Haig really put on
the White House show of interest, sending a military executive jet, com-
plete with a steward, to shuttle me down to Key Biscayne. When | arrived,
Haig and | had a long talk. | told him, "You're making a mistake. If | come
In as chairman and the administration starts implementing policies | can't
agree with, I'd have to resign. You don't need that." Wage and price controls
had mostly been lifted by this time, but there was a lot of pressure from
Congress to reimpose them because of inflation. | told him | would have to
resign if that happened. Haig said, "That's not the direction we're heading.
You won't feel the need to resign." As | got ready to leave, he asked, "Do
you want to see him?"' He meant Nixon. | said, "l don't see any reason." The
truth was that | still felt very uncomfortable with the man. | wasn't sure
about the job offer, either, and | felt the hardest thing in the world would
be to say no to the president of the United States.

I'd barely returned to my office in New York when the phone rang
again. This time it was Arthur Burns. He asked me to come to see him in
Washington, which | did. That was my mistake. My old mentor puffed on
his pipe and played on my guilt. Referring to the Watergate scandal, he
said, "This government is paralyzed. But there's still an economy out there
and we still have to make economic policy. You owe it to your country to
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serve." Besides, he pointed out, I'd been building Townsend-Greenspan for
twenty years; wasn't it time to see if the company could fend for itself? By
the end of the conversation | was persuaded that maybe | could do some-
thing useful in Washington. But | told myself I'd take an apartment on a
month-to-month lease, and figuratively at least, keep a suitcase packed by
the door.

If Nixon hadn't been in such trouble, | doubt I'd have taken the job. |
viewed it almost as a caretaker position, to help hold things together. | ex-
pected to be there arelatively short time. If Nixon had somehow continued
in office through the end of his term, | would probably not have stayed
more than a year. But events took a radically different turn. My Senate con-
firmation hearing was on the afternoon of Thursday, August 8, 1974, that
very evening, Nixon went on TV to announce his resignation.

I'd met Vice President Ford only once, for an hour-long conversation
about the economy afew weeks before. But we'd gotten along well, and on
the urging of Don Rumsfeld, who headed his transition team, he reaffirmed
Nixon's appointment of me.

The Council of Economic Advisors is essentially a small consulting
firm with a single client: the president of the United States. It has rooms in
the Old Executive Office Building, across the street from the White House,
and consists of three council members and a small staff of economists,
mostly professors on one- or two-year leave from their universities. Under
Nixon, the CEA had become quite political, with Herb Stein frequently
speaking on the president's behalf. Though Herb was an effective chairman,
it is very difficult to be both an adviser and a spokesman (normally it is the
treasury secretary who is the economic spokesman for the administration),
and | wanted to return the council to its advisory role. After discussing this
briefly with the other council members, William Fellner and Gary Seevers,
| canceled the regular monthly press briefings. | decided | would make as
few speeches as possible and as few congressional contacts as necessary; of
course, I'd have to give testimony when called upon.

As chairman | was an unusual choice, because | didn't yet have a Ph.D.
and because | looked at the economy differently from most academicians.
At Townsend-Greenspan, we had computers and state-of-the-art econo-
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metric models that any professor would recognize, but our focus was al-
ways industry-level analysis, not macrovariables such as unemployment
and federal deficits.

ord and Nixon were as different as day and night. Ford was a secure
Fman, with fewer psychological hang-ups than almost anyone I'd ever
met. You never got strange vibes from him, never any sense of hidden mo-
tives. If he was angry, he'd be angry for an objective reason. But that was
rare—he was exceptionally even-tempered. In 1975, just after the fall of
Saigon, the Khmer Rouge in Cambodia seized the Mayaguez, a U.S.-flagged
container ship in a shipping lane off their coast. | was sitting next to Ford
in an economics meeting when Brent Scowcroft, the deputy director of the
National Security Council, came in and put a note in front of him. The
president opened it up. He read it. This was the first Ford had |earned of
the incident. He turned to Scowcroft and said, "Okay, provided that we do
not shoot first." Then he turned back to the meeting and continued the
discussion. | never read the note, but it was clear that the president had
just authorized the military to shoot back if necessary against the Khmer
Rouge forces.

He always understood what he knew and what he didn't know. He
didn't think he was intellectually superior to Henry Kissinger or that he
knew more about foreign policy, but he wasn't intimidated. Ford was se-
cure in himself—probably one of those rare people who would actually
score normal in psychological tests.

Though he wasn't terribly articulate on the subject of economics, |
found that President Ford had a sophisticated and consistent outlook on
economic policy. Years on the House Appropriations Committee had
taught him everything there is to know about the federal budget, and his
budgets as president were truly his own. More important, he believed
in restraint in federal spending, a balanced budget, and stable long-term
growth.

Ford's top priority was to develop a solution to inflation, which in his
first address to Congress he identified as public enemy number one. With
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the dollar losing more than 10 percent of its purchasing power that year,
inflation had everybody spooked. People cut back on spending because
they worried about making ends meet. In businesses, inflation creates un-
certainty and risk, which makes planning more difficult and discourages
managers from hiring, or building factories, or indeed doing any kind of in-
vesting for growth. That's what happened in 1974—capital spending es-
sentially froze, making the recession far more severe.

| agreed with the president's priorities, but | was horrified to learn how
his White House staff planned to tackle the issue. My first experience of
policymaking in the Roosevelt Room of the White House almost sent me
racing back to New York. It was a senior staff meeting at which the speech-
writing department unveiled a campaign called Whip Inflation Now. WIN,
as they wanted it to be known ("Get it?" one asked), was a vast program
that would involve a national voluntary price freeze, a summit conference
in Washington in October to discuss inflation with preliminary task forces
and minisummits all over the country, and many other features. The speech-
writers had ordered up millions of Whip Inflation Now buttons, samples of
which they handed out to us in the room. It was surreal. | was the only
economist present, and | said to mysdlf, Thisis unbelievable stupidity. What
am | doing here?

Because | was new, | wasn't sure of the protocol. | didn't think | should
just say what | thought. So | zeroed in on things that made no economic
sense. | pointed out, "You can't ask small-business owners to voluntarily
forgo price increases. These people operate on thin margins, and they can't
prevent their suppliers from raising prices." Over the next few days, | suc-
ceeded in getting them to water down a few of the provisions, but Whip
Inflation Now went forward with great fanfare that fall. It was a low point
of economic policymaking. It made me glad I'd canceled the CEA's press
briefings, because | was never called upon in public to defend Whip Infla-
tion Now. By the end of the year it was totally eclipsed by the worsening
recession.

The main economic policy group at the White House met each work-
day at 8:30 am., and since the economy was at center stage politically, ev-
erybody wanted to participate. The group included five or six cabinet
officers, the director of the budget, the so-called energy czar, and more. On
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key issues Arthur Burns would sit in to advise. Many days there would be
twenty-five people in the room. This was a good forum in which to air is-
sues, but not a place to make the real decisions. The inner circle of eco-
nomic advisers was much smaller. Treasury Secretary Simon, Budget
Director Roy Ash (later his successor, Jim Lynn), Arthur Burns, and me.

At first it seemed as though al any of us did was bring the president
bad news. In late September, unemployment suddenly ticked up. Soon or-
ders, production, and employment all started to fall. By Thanksgiving | was
telling the president, "There's a possibility that we may have very severe
problems going into next spring." On Christmas Eve, the policy group
wrote a memorandum warning him to expect more unemployment and the
deepest recession since World War 11. It was not a nice present.

Worse, we had to tell him we didn't know how bad the recession would
be. Recessions are like hurricanes—they range from ordinary to cata-
strophic. The ordinary ones are part of the business cycle: they happen
when business inventories exceed demand, and companies cut production
sharply until the excess inventory gets sold. The Category 5 kind happens
when demand itself collapses—when consumers stop spending and busi-
nesses stop investing. As we talked through the possibilities, President Ford
worried that America would find itself trapped in a vicious circle of falling
demand, layoffs, and gloom. Since none of the forecasting models could
deal with the circumstances we were facing, we were flying blind. All we
could tell him was that this might be an inventory-based recession, aggra-
vated by the oil shock and inflation—maybe a Category 2 or 3. Or it might
be a Category 5.

The president had to make a choice. With the discomfort index near-
ing 20 percent, there was tremendous political pressure from Congress to
slash taxes or massively pump up government spending. That was the way
to deal with a Category 5. It could revive growth in the short term, though
it risked pushing inflation even higher, with potentially disastrous long-
term effects. On the other hand, if we were facing only an inventory reces-
sion, the optimum response—economically, not politically—was to do as
little as possible; if we could keep our hand off the panic button, the econ-
omy would correct itsdf.

Ford was not a man given to panic. In early January 1975, he instructed
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us to develop the mildest possible plan. It ended up including steps to ease the
energy crisis, restraints on federal budget growth, and a onetime income-
tax rebate to give families a boost. The rebate was the brainchild of Andrew
Brimmer, a private-sector economist who'd served in the LBJ years as the
first African American governor of the Federal Reserve Board. A few days
before presenting the plan to the public, President Ford quizzed me closely
on whether a $16 billion tax rebate would hurt our prospects for long-term
growth. Economically speaking, the rebate was a prudent response, | told
him, and explained, "As long as it's a one-shot deal and doesn't become
permanent, it's not going to do much harm."

| was alittle startled when he answered, "If that's what you think should
be done, then I'll propose it." Of course, he was also consulting with advis-
ers more senior than |. But | thought, This is interesting. The president of
the United States is taking my advice. | felt a big sense of responsibility—
and gratification. Ford didn't owe me anything, politically or otherwise.
Here was proof that ideas and facts did matter.

His restrained program made good economic sense. It jibed with my
own decision-making philosophy. In reviewing a policy, | always asked my-
self the question, What are the costs to the economy if we are wrong? If
there is no downside risk, you can try any policy you want. If the cost of
faillure is potentially very large, you should avoid the policy even if the
probability of success is better than fifty-fifty, because you cannot accept
the cost of failure. All the same, the choice President Ford made took a lot
of political courage. He was well aware that his program would be de-
nounced as inadequate—and that it might, if it proved too mild, prolong
the economic dlide.

| decided the CEA had to treat this as an emergency. The president
needed to know whether we were facing a temporary inventory shock or a
major meltdown of demand. The only surefire economic measure of that
was the gross national product, a comprehensive description of the econ-
omy that the Bureau of Economic Analysis derived from a vast agglomera-
tion of statistics. Unfortunately, the BEA produced the GNP only once per
quarter—well after the fact. And you can't drive using a rearview mirror.

My idea was to rig up an emergency set of headlights: a weekly version
of the GNP that would enable us to monitor the recession in real time. |
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believed this was possible because at Townsend-Greenspan we'd developed
a monthly GNP. It appealed to clients who had to make decisions and did
not want to wait for the officia quarterly figures to be announced. So the
analytical foundation was there; creating a weekly measure would mostly
mean more work. Some crucial statistics, such as retail sales and new
unemployment-insurance claims, were already available on a weekly basis,
so those were easy. Other key data, such as auto sales or statistics on orders
and shipments of durable goods (factory gear, computers, and so on), were
normally reported every ten days or once a month. Inventory data too were
monthly, with the further complication that the surveys were often inac-
curate and subject to large revisions.

A way to fill these giant information gaps was to get on the phone. I'd
built a large network of clients and contacts over the years in companies,
trade associations, universities, and regulatory agencies, and many of these
people responded generously when we called to ask for help. Companies
shared confidential information about their order books and hiring plans;
business |eaders and experts guided us with their own observations and in-
sights. We were able to build a clearer picture of inventories, for example,
by combining this anecdotal information with sensitive measures of raw-
materials prices, imports and exports, delivery schedules, and more.

The evidence we pulled together was still fragmentary—nowhere near
the standard that the Bureau of Economic Analysis used in calculating
GNP for public dissemination. But it fit our special needs. When the BEA
economists and statisticians learned what we were trying to do, they pitched
in and helped us structure our analysis. After two or three weeks of burning
the midnight oil—our small staff was also busy preparing its annual assess-
ment of the economy, which is published in early February—the weekly
GNP system was up and running. Finally | was able to start going to Presi-
dent Ford with up-to-date facts instead of guesstimates.

The policy issues came into much sharper focus after that. Each week,
at the regular cabinet meeting, | would update the picture of the recession.
As we looked at the ten-day auto sales figures, the weekly retail sales, the
data on housing permits and starts, detailed reports coming out of the
unemployment-insurance system, and so on, we became convinced that this
was the milder kind of storm. Consumers, it turned out, were still buying
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at a healthy rate despite al they'd been through. What was more. invento-
ries were being liquidated at a very rapid clip, a pace that could not con-
tinue for long, or business would soon run out of inventories. This meant
production soon had to rise to close the gap with consumption.

Thus | was able to tell the president and the cabinet that the recession
was bottoming out. | said, with what for me was certainty: "l can't give you
the exact date, but unless there is a collapse in consumer markets or housing,
It's got to happen that way." Week after week, the data were unequivocal—it
turned out to be one of those rare, fortunate occasions in economics when
the facts are clear and you can know for sure what is going on. So when the
time came in March 1975 for me to testify in Congress, | had the strong
conviction necessary to be able to say that America was moving toward a
recovery "on schedule." | testified that we faced another bad quarter and
that unemployment could hit 9 percent, and yet it was now possible to be
"marginally optimistic." And | warned against panicky spending increases or
tax cuts that would overstimulate the economy and trigger another infla-
tionary spiral.

The political storm surrounding the president's economic plan that
spring was something to behold. There was tremendous fear in Congress. |
used to joke that | had to put on my bulletproof vest and armor when |'d
go up to the Hill to testify. Newsweek put my picture on the cover in Febru-
ary 1975 under the headline "How Far Is Down?" Congressman Henry
Reuss thought Ford, like Herbert Hoover in 1930, would let us slide into a
depression, and was quoted saying, "The President is getting the same kind of
economic advice that Herbert Hoover was given." When | appeared before
the Senate Budget Committee, the chairman, Ed Muskie, asserted that the
administration was doing "too little, too late." Congressmen were putting for-
ward proposals to stimulate the economy that would have pushed the deficit
to $80 billion and beyond, a horrendous figure at that time. George Meany,
the president of the AFL-CIO, was even more vociferous. "Americais in the
worst economic emergency since the Great Depression,” he testified. "The
situation is frightening now and it is growing more ominous by the day. This
IS not just another recession, for it has no parallel in the five recessions in the
post-World War Il period. America is far beyond the point where the situa-
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tion can correct itself. Massive government action is needed." Meany wanted
the government to run a $100 billion deficit, including massive tax cuts for
low- and middle-income families, to stimulate growth.

One thing that surprised everyone was the lack of public protest. Com-
ing off a decade of civil rights and anti-Vietnam War marches, anyone who
could have foreseen 9 percent unemployment would have expected mas-
sive demonstrations and barricades in the streets, not just in the United
States but also in Europe and Japan, where the economic problems were
equally severe. Yet that didn't happen. Perhaps the world was simply ex-
hausted by the oil shock and the decade that had led up to it. But the era
of protest was over. America was going through this period with what
seemed like a new sense of cohesion.

President Ford held off the pressure, and his economic program even-
tually made it into law (Congress did raise the tax rebate by almost 50 per-
cent, to about $125 per average household). More important, the recovery
began when we promised the public it would, in mid-1975. GNP growth
rocketed—by October the economy was expanding at the highest rate in
twenty-five years. Inflation and unemployment began slowly to abate. Asis
so often the case, the political hyperbole not only ceased virtually over-
night, but also the frightening predictions were quickly forgotten. In July,
the crisis having passed, we retired our emergency weekly GNP monitoring
program, much to the relief of the CEA aff.

Deregulation was the Ford administration's great unsung achievement.
It's difficult to imagine how straitjacketed American business was then.
Airlines, trucking, railroads, buses, pipelines, telephones, television, stock-
brokers, financial markets, savings banks, utilities—all operated under heavy
regulation. Operations were monitored down to the tiniest detail. My fa
vorite description of this was by Alfred Kahn, a wisecracking economist
from Cornell University whom Jimmy Carter made head of the Civil Aero-
nautics Board and who became known as the Father of Airline Deregula-
tion. Speaking in 1978 on the need for change, Fred couldn't resist riffing
on the thousands of picayune decisions he and the board were called upon
to make: "May an air taxi acquire a fifty-seat plane? May a supplemental
carrier carry horses from Florida to somewhere in the Northeast? Should
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we let a scheduled carrier pick up stranded charter customers and carry
them on seats that would otherwise be empty at charter rates? ... May a
carrier introduce a special fare for skiers but refund the cost of their ticket
If there is no snow? May the employees of two financially affiliated airlines
wear similar-looking uniforms?' Then he looked at the congressmen and
said, "Is it any wonder that | ask myself every day: Is this action necessary?
|s this what my mother raised me to do?"

President Ford launched his campaign to eliminate such folly in a
speech in Chicago in August 1975. He promised a business audience that
he would "take the shackles off American businessmen" and "get the federal
government as far out of your business, out of your lives, out of your pock-
etbooks, and out of your hair as | possibly can." The choice of Chicago
seemed fitting: deregulation's economic rationale came primarily from
Milton Friedman and the other mavericks of the so-called Chicago school.
These economists had built a large, impressive body of work around the
theory that markets and prices, not central planners, were the best alloca-
tors of society's resources. The Keynesian presumption that had held sway
in Washington since the Kennedy administration was that the economy
could be actively managed; the Chicago economists argued that govern-
ment should intervene less, not more, because scientific regulation was a
myth. Now, after years of stagflation and with the failure of wage and price
controls fresh in people's minds, politicians on both sides were ready to
agree that micromanagement by government had gone too far. It was time
to do less.

In fact, a remarkable consensus on economic policy emerged in
Washington—a convergence of attitudes between the liberal left and the
conservative right. Suddenly everybody was looking to restrain inflation,
cut deficit spending, reduce regulation, and encourage investment. Ford's
deregulation campaign initially targeted railroads, trucking, and airlines.
And despite massive opposition by companies and unions, within a few
years Congress deregulated all three.

It's hard to overemphasize how important Ford's deregulation was.
True, most of the benefits took years to unfold—rail freight rates, for exam-
ple, hardly budged at first. Yet deregulation set the stage for an enormous
wave of creative destruction in the 1980s: the breakup of AT&T and other
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dinosaurs, the birth of new industries such as personal computing and over-
night shipping, the mergers-and-acquisitions boom on Wall Street, and the
remaking of companies would be the hallmarks of the Reagan era. And, we
would ultimately find, deregulation also greatly increased the economy's
flexibility and resilience.

Jerry Ford and | grew very close. He was consistent in his view that what
the economy most needed was a return of confidence and cool. This meant
staying away from the aggressive interventionism that started under Kennedy,
and from the abrupt, politically reactive policymaking that made the nation
so panicky and uncertain under Nixon. Ford wanted to slow the pace of pol-
icy action, simmer down the deficit and inflation and unemployment, and
eventually achieve a stable, balanced, steadily growing economy. Since these
were very much my views too, it became easy for the CEA to function. We
didn't have to keep checking to find out what he thought. We could boil
down a problem to a set of options, and then | could pick up the phone and
say, "We've got this issue. Here are the choices. How would you like to pro-
ceed: one, two, three, or four?' We could have a three-minute conversation
and I'd come away with very clear instructions on what he wanted to do.

Being at the center of things was admittedly fun. In January 1976,1 was
helping Jim Lynn draft the economics section of the president's State of the
Union speech. Things were changing very rapidly and we were rewriting up
to the last minute. One night we were working late at the White House
making revisions, a tedious chore because there were no word processors.
And Jim said, "I wonder how I'll feel after | leave. Maybe I'll be outside this
building with my nose pressed against the glass, wondering what al these
powerful people are doing." We burst out laughing. Sure, we were working
with scissors and tape and Wite-Out—but we were writing the State of the
Union address.

The White House was also great for my tennis game. | hadn't played
since | was a teenager, but after the weather warmed up and the crisis
cooled down, | started again from scratch on the White House tennis court.
The court is outdoors, near the southwest gate, and its great advantage is
that it's thoroughly concealed by fences. My opponent was Frank Zarb, the
energy czar, who hadn't played tennis in a long time either. So we were
very fortunate no one could see.
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| was back and forth to New York every Saturday or Sunday—1I'd water
the plants in my apartment and spend time with my mother. These trips
did not involve business: to satisfy conflict-of-interest rules, 1I'd removed
myself entirely from the operations of Townsend-Greenspan and put my
ownership into a blind trust. The company was in the hands of my vice
presidents, Kathy Eichoff, Bess Kaplan, and Lucille Wu, and former vice
president Judith Mackey, who had come back temporarily to help out.
Townsend-Greenspan was unusual for an economics firm in that the men
worked for the women (we had about twenty-five employees in all). My
hiring of women economists was not motivated by women's liberation.
It just made great business sense. | valued men and women equally, and
found that because other employers did not, good women economists were
less expensive than men. Hiring women did two things: it gave Townsend-
Greenspan higher-quality work for the same money, and it marginally raised
the market value of women.

| always brought along some CEA work on the weekends. During the
week, | generally worked ten- to twelve-hour days. | followed avery satisfy-
ing routine, starting with a long, hot bath at dawn. This habit began after
I'd thrown out my back in 1971. As part of the rehab process, my orthope-
dist had recommended soaking in a hot bath for an hour each morning. |
found | liked it. It was an ideal environment for work. | could read, | could
write, and it was perfectly private. | could get white noise by turning on the
exhaust fan. My back eventually healed, but by then the bath was an activ-
ity of choice.

I'd be out the door by 7:30 am., and my apartment at the Watergate
was close enough to the Old Executive Office Building for me to walk to
work on occasion. The streets around the White House were much more
placid than they'd been in the Nixon administration, when during visits to
the city I'd often had to thread my way through protesters. My routine was
much like that of anybody immersed in public life. The White House staff
met at 8:00, and the Economic Policy Board at 8:30, and the day would go
on from there. I'd usually work until 7:00, with breaks for tennis or occa-
sionally golf. The president would periodically invite me to play golf with
him at Burning Tree, a suburban Washington country club that became no-
torious for excluding women. Today, no president could do that, but few
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people complained in the early 1970s. I'd go to dinner or to a concert, often
sitting in the president's box. or make an appearance at a reception. | took
no real days off, but | didn't mind. I was doing what | loved.

The economic recovery greatly boosted Ford's chances of getting
elected in 1976. Given the public's sour memories of Watergate, the par-
don of Nixon, inflation, and OPEQ many pundits started out saying it was
virtually impossible for Ford or any Republican to win. Before the sum-
mer's party conventions, polls had him trailing by more than 30 percentage
points. But Ford's prudence and evenhandedness—and his results—were
winning respect, and that gap soon narrowed.

I'd have been interested in ajob in his new administration—in spite of
my early skepticism about working in government, |I'd become convinced
that it was sometimes possible to do good in Washington. | would have
loved a chance to serve as treasury secretary. But when asked early on if
| wanted to be in his campaign, | said | did not. | thought it inappropriate
for a CEA chairman. Certain officers of the government—the secretary of
state, the attorney general, and the CEA chairman—should not, | felt, be
involved in electoral politics, because they run institutions that are sup-
posed to generate information of a bipartisan nature. The president thought
I'd made the right call.

Nevertheless, as Ford got ready to square off against Jimmy Carter, |
Inadvertently supplied the buzzword that was used against the president
throughout the campaign. The central economic debate of Campaign
'76 was whether the recovery had collapsed. After growing extremely
rapidly through the first quarter of the year—at a tigerlike annual rate of
9.3 percent—the economy had abruptly cooled, to a growth rate of less
than 2 percent by summer. From an economist's standpoint, this was not a
cause for concern. Because a modern economy involves so many moving
parts, it rarely accelerates or decelerates smoothly, and in this case al the
other major indicators—inflation, unemployment, and so on—Ilooked fine.

| laid this out in a cabinet meeting in August, using charts to demon-
strate how this recovery mirrored past ones. "The pattern is advance and
pause, advance and pause,”" | told them. "We are in one of those pause peri-
ods. But the basic recovery is solidly in place with no evidence of underly-
ing deterioration.” Those remarks, relayed by press secretary Ron Nessen

75

{" More ebooks visit: hitp://www.ccebook.cn ccebook-orginal english ebooks
= B 00 k This file was collected by ccebook.cn form the internet, the author keeps the copyright.




THE AGE OF TURBULENCE

to the media, turned out to be red meat for the president's critics. To them,
"pause” was an administration euphemism for "we failed."

Suddenly the debate of early 1975 reignited, and Ford was again under
tremendous pressure—from Congress and even his own campaign team—
to abandon his commitment to a long-term, sustainable recovery and pull
out the stops on economic stimulus. In the presidential debate that Octo-
ber, columnist Joseph Kraft asked bluntly: "Mr. President, the country is
now in something that your advisers call an economic pause. | think to
most Americans that sounds like an antiseptic term for low growth, unem-
ployment, standstill at a high, high level, decline in take-home pay, lower
factory earnings, more layoffs. Isn't that a really rotten record and doesn't
your administration bear most of the blame for it?" Ford stoically defended
his achievement, and history proved him right: economic growth went on
to accelerate for another full year. But by the time this became apparent,
Election Day had come and gone, and Ford had lost narrowly to Jimmy
Carter, by little more than 1.5 million votes. Years afterward Henry Kiss-
Inger used to tease me, "You were right about the pause. It's just too bad it
happened to coincide with a presidential election.”

On January 20, 1977, Jimmy Carter was inaugurated as the thirty-ninth
president of the United States. As he stood in front of the Capitol and took
the oath of office, | was on the noon shuttle on my way back to New Y ork.
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FOUR

PRIVATE CITIZEN

t's never easy being on the losing side. Still, | found plenty of reasons

to be glad to come home to New York. The services of Townsend-

Greenspan were more in demand than ever. All kinds of doors opened
to me, and | accepted as many interesting commitments as the calendar
would alow. | rejoined Time magazine's Board of Economists and the
Brookings Panel on Economic Activity, with people like Walter Heller, Mar-
tin Feldstein, George Perry, and Arthur Okun. | stepped up my speechmak-
Ing, appearing two or three times a month before companies, management
groups, and associations, mostly to talk about their businesses and the eco-
nomic outlook.

| also found myself in demand as a corporate director, joining the boards
of Alcoa, Mobil, JPMorgan, General Foods, Capital CitiessABC, and more.
People serve on Fortune 500 boards for lots of reasons, but the primary
reason for me was that being a director gave me a chance to learn the eco-
nomic workings of things that are familiar but that I've never fully under-
stood. Like Cool Whip and Post Toasties: until | became a director at
General Foods, | never knew how the processed-food business worked.
Townsend-Greenspan had done a lot of analysis of wheat, corn, and soy-
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beans, but never of the foods you see in commercials and on supermarket
shelves. For instance, General Foods owned Maxwell House, a dominant
brand of coffee in those days before people were mesmerized by Starbucks.
| was amazed to learn (though it made sense once | thought about it) that
the main competitors for Maxwell House were not only other coffees but
also soda and beer—the marketers were competing for a share of the na-
tion's stomach capacity. General Foods also made me feel close to business
history—the company still bore the stamp of its founder, the heiress Mar-
jorie Merriweather Post. She'd been only twenty-seven when her father
died and left her in charge of the family business, the Postum Cereal Com-
pany; with the second of her four husbands, the Wall Street financier E. F.
Hutton, she built Postum into General Foods. She'd died just a few years
before | joined the board, but their only child, the actress Dina Merrill, was
a real presence at the company.

After al the years I'd spent studying business economics, it was still
hard to fathom how big some of these companies were. Mobil, which in
1977 had $26 billion in sales and ranked number five on the Fortune 500,
was operating everywhere—in the North Sea, in the Middle East, in Aus-
tralia, in Nigeria. | gave atoast at my first dinner with the other directors
that included ajoke only an economist could appreciate: "I fed right at home
here. Mobil is on the same order of magnitude as the U.S. government—
the number 0.1 on afinancial statement means $100 million."

Among all the boards | joined, JPMorgan's was the one that | found
most engaging. It was the holding company for Morgan Guaranty, arguably
then the world's premier bank. The board was a roll call of America's busi-
ness elite: Frank Cary of IBM, Walter Fallon of Eastman Kodak, John Dor-
rance of Campbell's Soup, Lewis Foy of Bethlenem Steel—and me. We
would meet at 23 Wall Street, which J. P. Morgan himself had built in the era
when he reigned over American finance. On the fortresslike facade, you
could still see the pockmarks from the terrorist bombing of 1920, when in
the middle of a busy day a horse-drawn wagon of dynamite and shrapnel
was set off in front of the bank, killing and injuring dozens of people. The
bombing was attributed to anarchists but was never solved. Inside, the
company had preserved the decor, with its high cellings and rolltop desks.
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The first time | sat in that boardroom | felt a little intimidated. There was a
portrait of J. P. Morgan on the wall above the board table, and where | hap-
pened to be seated, when | raised my head, he was looking right at me.

You might have expected the people running Morgan to be loaded
with pedigrees and manners. Instead, the business was a meritocracy. A
good example was Dennis Weatherstone, who rose to CEO in the 1980s.
Dennis never went to university; he started right out of a polytechnic
school as atrader in Morgan's London branch. His success was hardly are-
sult of social connections, because he didn't have any.

Being on the Morgan board was a wonderful opportunity to learn the
inner workings of international finance. It puzzled me, for example, that
month after month the bank consistently showed a profit on currency trad-
ing. | knew that because of the efficiency of foreign-exchange markets,
forecasting exchange rates for major currencies is as accurate as forecasting
the outcome of the flip of a coin. Finally I confronted the management:
"Look, gentlemen, all the studies I'm aware of say you can't make profits
consistently in foreign exchange."

"That's true," they explained. "But it's not forecasting that makes us
money. We're market makers; we collect on the spread between the bid and
the ask, no matter which way rates move." Like eBay today, they were tak-
Ing a small cut on every transaction in which they served as middleman—
and they were doing it on a vast scale.

One of the people on JPMorgan's international advisory council was a
Saudi billionaire named Suleiman Olayan. He was an entrepreneur a few
years older than | who'd gotten his start driving trucks for the Arabian-
American Oil Company (Aramco) in the 1940s. Pretty soon he'd spun that
off into a business that sold water, among other things, to the drillers, and
provided other services. From there he diversified into construction and
manufacturing; he was aso the man who had introduced insurance into the
kKingdom.

He was already enormously wealthy when Saudi Arabia nationalized
Aramco and took control of its own oil. And with the rise of OPEC, he'd
developed a taste for American banks. He'd bought 1 percent of the stock
not only in JPMorgan, but also in Chase Manhattan, Mellon, Bankers Trust,
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and four or five other big names. | got a kick out of him and his wife, Mary
an American who'd been working for Aramco when they met. Olayan was
even more of a sponge for information than I—he was forever asking me
guestions about different aspects of the American economy

| never asked him about it, but later it occurred to me that being on the
Morgan council may have given him a better feel for the flows of petrodol-
lars. A major business for U.S. banks in those days was taking in vast depos-
its of profits from Saudi Arabia and other OPEC nations and |looking for
places, mainly in Latin America, to lend the money out. OPEC didn't want
to take on the risks of investing its surplus. The banks, to their eventual sor-
row, did.

Returning to New York from the Ford administration, | continued dat-
Ing Barbara Walters, whom | had met in 1975 while | was in Washington,
at a tea dance given by Vice President Nelson Rockefeller. The following
spring, I'd helped her think through a difficult and very high-profile career
decision: whether to leave NBC's Today show, where she had worked for
twelve years, rising to become a hugely popular cohost, andjoin ABC News,
where she would be TV's first evening news anchorwoman. To entice her,
ABC was offering a record-breaking salary of $1 million a year; and as ev-
eryone knows, shefinally opted to make the move.

I'm not threatened by a powerful woman; in fact, I'm now married to
one. The most boring activity | could imagine was going out with a vacuous
date—something | learned the hard way over my years as a bachelor.

Before getting to know Barbara, a typical evening for me would be a
professional dinner with other economists. Barbara, however, interacted
constantly with news, sports, media, and entertainment personalities, inter-
viewing a tremendous range of people, from Judy Garland to Mamie Eisen-
hower, from Richard Nixon to Anwar Sadat. She also had show-business
roots. Her father, Lou, had been a big-time nightclub owner and Broadway
producer—his Latin Quarter clubs in Manhattan and Miami Beach were
the 1950s equivalent of the Stork Club of the 1930s, or more to the point
by this time, the disco era's Studio 54.

During the several years we dated and afterward (we remain good
friends), | escorted Barbara to lots of parties where | met people | otherwise
would never have encountered. | usually thought the food was good but
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the conversation dull. Of course, they probably thought the same about
me. Business economists are not exactly party animals.

Even so, | did build up a wonderful circle of friends. Barbara threw me
a fiftieth-birthday party at her house. The guests were the people I'd come
to think of as my New York friends. Henry and Nancy Kissinger, Oscar and
Annette de la Renta, Felix and Liz Rohatyn, Brooke Astor (I knew her as a
kid of seventy-five), Joe and Estee Lauder, Henry and Louise Grunwald,
"Punch" and Carol Sulzberger, and David Rockefeller. I'm still friends with
many of these people today, more than thirty years later.

Barbara's social network extended to Hollywood, of course. Business
would take me to Los Angeles five or six times a year, where I'd play golf at
the Hillcrest Country Club—the place where Jack Benny, Groucho Marx,
Henny Youngman, and other comedians used to have a roundtable every
day at lunch. (Ronald Reagan was also a Hillcrest member.) | learned a bit
about the media industry doing work for the William Morris Agency, which
was a Townsend-Greenspan client, and from spending time with the leg-
endary producer Lew Wasserman. And I'd tag along with Barbara to parties
in Beverly Hills, where | felt totally out of place. I'll never forget the mo-
ment when Sue Mengers came up to me at a party she was throwing for
Jack Nicholson and gave me a hug. She was by far the most powerful agent
in Hollywood, representing stars like Barbra Streisand, Steve McQueen,
Gene Hackman, and Michael Caine. "l know you don't remember me," she
began. Then she explained how when | was fifteen and she was thirteen, we
used to hang out with other Washington Heights kids on the wall of River-
side Park. "You never noticed me, but | always looked up to you," she said.
| was as speechless as | probably would have been at age fifteen.

iverting as all this was, | still kept an eye on Washington. Jimmy
DCarter had no use for me—we met on only a couple of occasions and
never hit it off. (Of course, I'd been part of the Ford administration, and
he'd defeated Ford.) But from the sidelines in New York, | saw much going
on in government to cheer about. Many of the moves that the administra-
tion and Congress made were the very ones I'd have pushed for, had | been
there.
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Most important, the Carter administration carried on the deregulation
initiative that had begun under Jerry Ford. The airline-deregulation bill,
promoted by Teddy Kennedy, passed in 1978. (Kennedy's right-hand man
on this project was Stephen Breyer, who was on leave from Harvard Law
School and who later became ajustice of the Supreme Court and a good
friend.) After that, Congress moved methodically to deregulate telecom-
munications and a half dozen other industries. Deregulation had a lasting
effect not just on the economy but also on the Democratic Party, ending its
domination by labor and opening it to business. But as important as these
changes were, President Carter got little credit for them, mainly because of
his style. Unlike Reagan, who knew how to present economic renewal stir-
ringly, Carter came across as hesitant and dispirited: he made change seem
like something you did because you had no choice.

The economy did not work in Carter's favor. For a year or so, his ad-
ministration enjoyed the benefits of the recovery that had started under
Ford. Then growth slowed and inflation resumed a steady and ominous rise.
It cast a continuing pall of uncertainty on wage negotiations and invest-
ment decisions. It affected the rest of the world too, because other coun-
tries depended on the stability of the dollar, and the dollar was weakening.
Throughout 1978 inflation ratcheted up—from 6.8 percent at the begin-
ning of the year to 7.4 percent in June to 9 percent by Christmas. Then
in January 1979 Islamic fundamentalists overthrew the shah of Iran, and
the second oil crisis began. As gas lines formed that summer owing to gaso-
line price controls, the economy started to spiral toward another recession

and inflation crossed again into the double-digit range, hitting 12 percent
by fall.

It's not that Carter didn't try. His administration proposed no fewer
than seven economic programs. But none was strong enough to contain
what was fast becoming a crisis. From talking to my friends and profes-
sional contacts in the administration, | thought | understood their problem.
Carter felt compelled to be all things to al people. So he'd propose new
social programs while simultaneously trying to reduce the deficit, lower
unemployment, and cut inflation. Among al those largely incompatible
goals, controlling inflation was the one most fundamental to long-term
prosperity. Under Carter it never got the priority it deserved. That was the
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analysis | gave to the New York Times in early 1980. | contrasted Carter's
position with that of President Ford: "Our general policy was that until we
beat inflation into the ground, we weren't doing anything else."

The Federal Reserve—by law independent of the White House—only
seemed to mirror Carter's indecisiveness. My old mentor Arthur Burns and
his successor, Bill Miller, kept trying to find a middle ground on monetary
policy that would accommodate conflicting economic needs. They didn't
want to make credit so easy as to further fuel inflation, but they didn't want
to make it so tight as to choke the economy into another recession. From
what | could see that middle ground they were looking for didn't exist.

But | was in the minority. To most people, the peril to the economy
wasn't clear. There was a widespread feeling in Washington that since you
couldn't bring down inflation without causing more unemployment, it
wasn't worth the cost.

Some on the right and on the left even began to argue that inflation as
high as, say, 6 percent a year might be fine to live with—Ilike Brazil, we
could index wages to take it into account. (As any good economist could
have predicted, Brazil later wound up with 5,000 percent inflation and a
total economic collapse.) This complacency even extended to Wall Street.
You could see it most clearly in the bond market, which, while it gets far
fewer headlines than its noisy cousin the stock market, is even larger.*
The interest rates on ten-year treasury notes, one of the best indicators
of investors long-term inflation expectations, climbed fairly steadily into
the summer of 1979 but only modestly above where they were in 1975. This
implied that investors were still betting that the American economy was
inflation-resistant—and that the problem would somehow just go away.

The gas lines are what jolted everybody awake. The coming to power
of Iran's ayatollahs and the subsequent Iran-Iraq War cut oil production by
millions of barrels a day, and the resulting shortages at the pump had a
scary cascading effect. The cuts drove up oil prices enough to boost infla-
tion still more, and the high prices further increased instability by putting

* According to the Securities Industry and Financial Markets Association, the U.S. bond market
in 1980 had a total value of $2.24 trillion, versus $ 1.45 trillion for the stock market. At the end
of 2006, those figures were $27.4 trillion and $21.6 trillion, respectively.
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the banks in the position of having to recycle even more petrodollars. The
jump in inflation finally forced President Carter's hand. In July 1979. he
shook up his cabinet and at the same time named Paul Volcker to replace
Bill Miller as chairman of the Fed. In the years since I'd met Paul as afreshly
minted Princeton graduate, he'd risen to become president of the New
York Fed, the most important bank in the Federal Reserve System. Later it
emerged that until Carter appointed him, the president didn't even know
who Volcker was; David Rockefeller and Wall Street banker Robert Roosa
had urged him on the president as the necessary choice to reassure the finan-
cial world. Volcker captured the dark mood when he said at his swearing-
In, "We are face to face with economic difficulties really unique to our
experience. We have lost that euphoria that we had 15 years ago, that we
knew all the answers to managing the economy."

Volcker and | were not personal friends. At six foot seven, with an ever-
present cigar, he made a vivid impression, but in conversation | aways
found him quite introverted and withdrawn. He didn't play tennis or
golf—instead, he liked to go off by himself and fly-fish. He was a bit of a
mystery to me. Of course, knowing how to play one's cards close to the vest
IS astrength in a central banker, and underneath that eccentric exterior Paul
clearly had tremendous force of character. Having been a civil servant most
of his career, he didn't have much money. He kept his family at their house
in suburban New York for the entire time he was Fed chairman. All he had
In Washington was a tiny apartment—he invited me over once in the early
1980s to talk about the Mexican debt crisis, and the place was filled with
piles of old newspapers and all the other clutter of a bachelor apartment.

From the moment he was sworn in, Volcker knew that his job was, as
he later said, to "day the inflationary dragon." He did not get much time to
prepare. He'd been Fed chairman barely two months when a crisis erupted:
investors all over the world started dumping long-term bonds. The interest
rate on ten-year treasury notes leaped to nearly 11 percent on October 23.
Suddenly investors began to picture an oil-induced inflationary spiral lead-
ing to breakdowns in trade, a global recession, or even worse. All this started
to happen while Volcker was at an IMF meeting in Belgrade, where he had
gone to make a speech. He cut his trip short—much as | would do years
|later on Black Monday, 1987, when the stock market crashed—and rushed
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back to convene an emergency Saturday-morning meeting of the Federal
Open Market Committee.

What he masterminded that Saturday was arguably the most important
change in economic policy in fifty years. The committee decided on his
urging that it would no longer try to fine-tune the economy by focusing on
short-term interest rates; instead it would clamp down on the amount of
money available to the economy.

The money supply then measured by a statistic called M1, consists
mostly of currency in circulation and demand deposits, such as checking
accounts. When money expands faster than the totality of goods and ser-
vices produced—in other words, when too many dollars chase too few
goods—everybody's money tends to be worth less; that is, prices rise. The
Fed could indirectly control the money supply by controlling the monetary
base, mainly currency and bank reserves. Monetarists like the legendary
Milton Friedman had long argued that until you contained the money supply,
you hadn't tamed inflation. But the medicine required to do this was thought
to be extremely harsh. No one knew how tight a rein on the monetary base
would be required, or how high the associated rise in short-term interest
rates would have to be, before inflation was choked off. It would almost
certainly mean more unemployment, probably a deep recession, and possi-
bly a major outbreak of social unrest. President Carter backed Volcker in
the spring of 1980, declaring inflation to be the nation's number one prob-
lem. That prompted Senator Ted Kennedy, then running against Carter for
president, to complain that the administration wasn't paying enough atten-
tion to the poor or to tax cuts. By October, with the election drawing near,
Carter himself had begun to hedge. He too started talking about tax cuts
and criticized the Fed for putting too many eggs in the basket of strict mon-
etary policy.

Doing what Volcker did took exceptional courage—I thought so at the
time and believed it even more strongly after | became chairman mysalf.
Though he and | rarely discussed his experience of those events, | can imag-
ine how tough it was for him to push America into the brutal recession of
the early 1980s.

The consequences of his policy were even more severe than Volcker
had expected. In April 1980, interest rates on Main Street USA climbed to
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more than 20 percent. Cars went unsold, houses went unbuilt, and millions
of people lost their jobs—unemployment rose to near 9 percent in mid-
1980, on its way to near 11 percent by late 1982. Early in 1980, letters
from people who'd been put out of work flooded Volcker's office. Builders
sent him and other officials cut-up two-by-fours to symbolize the houses
they were unable to build. Car dealers sent keys to represent cars they
hadn't sold. But by the middle of the year, after peaking at nearly 15 per-
cent, inflation began gradually to decline. Long-term interest rates inched
down too. Still, it would take three years before inflation was fully in check.
The economic misery, coupled with the Iranian hostage crisis, cost Jimmy
Carter the 1980 election.

Qming out of the Ford years | was the ex officio senior Republican
conomist—the last who'd held high-level public office. So it was
natural for me to get involved in Ronald Reagan's campaign. It made no
difference that Ford and Reagan had competed four years earlier for the
1976 Republican nomination. My old friend and ally Martin Anderson
joined the Reagan team—Marty had spent the post-Nixon years as a fellow
at the Hoover Institution—and | resumed my old campaign role too. Marty
was chief domestic policy adviser, a full-time position on the campaign
plane, and | was an unpaid part-time consultant to the saff, much the same
relationship 1'd had to the Nixon campaign in 1968.

| worked mainly from New York, but on occasion I'd fly out to spend a
few days with the campaign. It was on one such trip, in late August, that |
clumsily made what was probably my most important contribution to the
election of Ronald Reagan. He had by this time already received the Re-
publican nomination, and had been stepping up his criticism of the Carter
administration. Speaking at a Teamsters lunch in Ohio, he declared that
working people's lives had been shattered by "anew depression—the Carter
depression.” This, of course, was technically incorrect—I'd written much of
that speech, and the wording had been "one of the major economic con-
tractions in the last fifty years." Reagan had changed it on the fly. Marty
Anderson and | took pains to explain to reporters that afternoon that the
governor had misspoken. He had really meant to say "a severe recession."
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Reagan thanked us for setting things straight. But he aso stuck to his
guns. When Democrats started challenging him on his mistake, he told
reporters, "As far as| am concerned, the line between recession and depres-
sion cannot be measured in the strict economists' terms, but must be mea-
sured in human terms. When our working people—including those who
are unemployed—must endure the worst misery since the 1930s, then |
think we ought to recognize that they consider it a depression." | was im-
pressed at how he'd been able to turn a mistake to his political advantage.

| assumed this would be the end of the matter, but apparently the epi-
sode touched off an association in Reagan's memory. The following week
he added a new punch line to his stump speech. He started telling the
crowds that the president was hiding behind a dictionary. "If it's a definition
he wants, I'll give him one,” Reagan would continue. "A recession is when
your neighbor loses his job. A depression is when you lose yours. And re-
covery is when Jimmy Carter loses his!"

The crowds loved it, and it became one of his most oft-quoted lines.
You had to hand it to Reagan. Even though President Carter wasn't actu-
ally the one who'd corrected his economics and even though the first two
clauses of the punch line were an old joke by Harry Truman, Reagan had
spun the episode into a funny and powerful campaign story.

What attracted me to Reagan was the clarity of his conservatism. There
was another line he often used on the stump: "Government exists to pro-
tect us from each other. Where government has gone beyond its limits is in
deciding to protect us from ourselves." A man who talks in such terms is
clear on what he believes. Very rarely in those days would you find conser-
vatives who didn't fudge on social issues. But Reagan's kind of conservatism
was to say that tough love is good for the individual and good for society.
That proposition starts with ajudgment about human nature. If it's accu-
rate, then it implies much less government support for the downtrodden.
Yet mainstream Republicans were conflicted about thinking or talking in
such terms, because they seemed contrary to Judeo-Christian values. Not
Reagan. Like Milton Friedman and other early libertarians, he never gave
the impression he was trying to be on both sides of the issue. It's not that
there wasn't sympathy for people who, through no fault of their own, find
themselves in dire straits; nor would you find any less personal willingness
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than among liberals personally to assist the downtrodden. But that wasn't
government's role, according to Reagan. Tough love, in the long run, is love.

A little later in the campaign, they put me on the plane with Reagan
for a cross-country flight. I was given a very specific task. The presidential
debates were approaching, and the governor's top aides were concerned
about criticism that Reagan sometimes seemed oblivious of facts. Martin
Anderson asked if | would use a cross-country flight to brief the candidate
thoroughly—not just on the economy, but on al the significant domestic
Issues. "He knows you were a good adviser to Ford,” Marty told me. "He'll
listen to you." When | agreed, Marty pulled out a briefing book and handed
It to me. It was a binder labeled Domestic Policy that must have been half
an inch thick. He said, "Just make sure you get through every topic."

| studied up on the material, and later that day, when we got on the
flight, Reagan's staffers sat me at a table facing the governor, with Marty by
his side. | noticed that they'd helpfully provided copies of the binder, one
for each of us. But Reagan was in an expansive mood, and by the time the
plane took off, he was asking friendly questions about Milton Friedman and
other people we knew in common. The conversation blossomed from there.
| think | heard more clever stories during that flight than in any other five-
hour period in my life. Marty kept shooting me glances, but | couldn't get
Reagan to open the briefing book. | tried a few times to steer the conversa-
tion that way and then gave up. After we landed, | said, "Thank you, Gov-
ernor. That was avery enjoyable trip." And Reagan said, "Oh, | know Marty
doesn't like the fact that | didn't crack a book."

His temperament fascinated me. He brought a sunniness and benevo-
lence to the presidency that never wavered, even when he had to deal with
a dysfunctional economy and the global danger of nuclear war. Stored in his
head must have been four hundred stories and one-liners; while most of
them were humorous, he was able to tap them instantly to communicate
politics or policy. It was an odd form of intelligence, and he used it to trans-
form the country's self-image. Under Reagan, Americans went from believ-
ing they were a former great power to regaining their self-confidence.

His stories sometimes had an edge. He told one on the airplane that
seemed particularly meant for me. It started with Leonid Brezhnev on the
reviewing stand at Lenin's Tomb, surrounded by underlings, watching the
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May Day parade. The Soviet Union's full military might is there on display.
First come battalions of elite troops, impressive soldiers, al six foot two.
marching in absolute lockstep. Right behind them are phalanxes of state-
of-the-art artillery and tanks. Then come the nuclear missiles—it's an
awesome show of strength. But after the missiles comes a straggle of six
or seven civilians, unkempt, shabbily dressed, utterly out of place. An aide
rushes up to Brezhnev and begs forgiveness. "Comrade Secretary, my apol-
ogies, | do not know who these people are or how they've come into our
parade."”

"Do not be concerned, Comrade," replies Brezhnev. "| am responsible
for them. They are our economists, and you have no idea how much dam-
age they can do."

Behind the humor was Reagan's long-held distrust of economists who
promoted what he saw as destructive government interference in the mar-
ketplace. He was, of course, at root devoted to free markets. He wanted to
open up the action in the economy. Though his grasp of economics wasn't
very deep or sophisticated, he understood the tendency of free markets to
self-correct, and the fundamental wealth-creating power of capitalism. He
trusted Adam Smith's invisible hand to both encourage innovation and
produce outcomes that he generally perceived as fair. That's why it some-
times made sense to leave the briefing book closed. Reagan's emphasis on
the big picture helped him defeat a president who seemed compelled to
micromanage.*

My involvement with the campaign made me a bit player in Reagan's
choice of arunning mate, a drama that unfolded at the Republican conven-
tion in late July. By then, Reagan had the nomination locked up, but the
race against President Carter looked close. Polls showed that the choice of
a running mate could be crucial. In particular, a ticket of Ronald Reagan
and Jerry Ford would pick up 2 or 3 percentage points, enough to win.

| learned this in the midst of the convention, which that year was in
Detroit. Reagan had a suite on the sixty-ninth floor of the Renaissance

*Years later, | learned that Reagan always worried about being "overbriefed" by his advisers; in
the 1984 campaign, he blamed overbriefing for his poor performance against Mondale in the
first televised debate.
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Center Plaza Hotel, and on Tuesday of convention week he called Henry
Kissinger and me to his room and asked if we would feel out the former
president. He and Ford had been political rivals for years, but they had
buried the hatchet several weeks before, when Reagan had gone to visit
Ford in Palm Springs. Evidently the governor had broached the idea of a
joint ticket then; and while Ford had said no, he'd also made it clear to Reagan
that he wanted to help defeat Jimmy Carter. Reagan told us he had raised
the possibility of the vice presidency again with Ford earlier that day and
now he was pulling us in because we'd been among Ford's closest advisers
(Kissinger of course had been his secretary of state).

Ford was staying in a suite just one floor above Reagan's, and Henry and
| called and asked if we could stop by. We met with him and talked briefly
that night. The following afternoon we came back so Henry could present
a set of talking points about the vice presidency written by Reagan's coun-
selor Ed Meese and others in the Reagan camp. Because a former president
had never served as vice president, they were envisioning an expanded role
that would make the job attractive and appropriate for Ford. In their pro-
posal, Ford would be the head of the president's executive office, with
power over national security, the federal budget, and more. In effect, while
Reagan would be America's chief executive officer, Ford would be its chief
operating officer.

Personally | hoped Ford would accept; | felt the nation needed his skills.
But while he clearly felt the pull both of duty and of the limelight, Ford
was skeptical that a "super vice presidency" would actually work. For one
thing, it raised constitutional questions—the role was clearly beyond what
the Founders had envisioned. For another thing, he doubted that any presi-
dent could or should accept a dilution of power in carrying out his oath of
office. Also he was ambivalent about going back to Washington. "l've been
out of office four years, and I'm having a wonderful life in Palm Springs," he
said. Yet he really wanted to help unseat Carter, who he thought was a
weak president. There was lots of back-and-forth between the two camps,
and toward the end of the day Ford told us, "The answer now is still no, but
I'll consider it."

Rumors of a Reagan-Ford "dream ticket" meanwhile were sweeping the
convention floor. When Ford made a previously scheduled appearance on
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the CBS EveningNews, Walter Cronkite asked pointedly about the possibil-
ity of a"co-presidency." Ford answered with his typical forthrightness. He
would never come back as a "figurehead vice president/' he said. "I have to
go there with the belief that | will play a meaningful role across the board
in the basic and the crucial and the important decisions."

Reportedly this infuriated Reagan, who was watching. He couldn't be-
lieve Ford would discuss their private negotiation on national TV. But by
then I think both men were concluding that to redefine the vice president's
role was too important and complex a task to be accomplished on the fly.
Henry in full shuttle-diplomacy mode, was hoping to continue the discus-
sions Thursday but Reagan and Ford both knew that prolonging the uncer-
tainty would hurt Reagan's image. So Ford made his decision. He went
down to Reagan's suite around ten o'clock and told the governor he could
help the ticket more by campaigning as an ex-president on Reagan's behal f
than as his running mate. "He was a gentleman/' Reagan said afterward. "I
feel we're friends now." He quickly selected George H. W. Bush as his vice
presidential candidate and made the announcement that very night.

| didn't expect a role in the new administration and was not sure |
wanted one. Coming into the White House, Reagan had more talented and
experienced people than places to put them. That was either a problem or
an opportunity depending on what you did about it. Anderson, who'd been
named assistant to the president for domestic policy development, likes to
joke that he went to Reagan and Meese, who headed the transition, and
said, "We've got these incredible people, but if we don't use ‘em pretty
soon, they'll attack us." Instead of dissolving the team that had helped him
win, Reagan instituted an advisory group called the Economic Policy Board.
George Shultz chaired it, and it included Milton Friedman, Arthur Burns,
Bill Simon, me, and several other prominent economists.

One of the first cabinet-level officers to be appointed was David Stock-
man, the director of the budget. Reagan had campaigned on lowering taxes,
building up the military, and cutting down the size of government. The
strategy before the inauguration was to give Stockman a head start on the
budget, so tough cuts could be presented to incoming cabinet members as
a fait accompli. Stockman was a brilliant, hungry thirty-four-year-old con-
gressman from rural Michigan who relished being the point man for what
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came to be called the Reagan Revolution. In speeches Reagan had com-
pared downsizing the government to applying fatherly discipline: "You
know, we can lecture our children about extravagance until we run out of
breath. Or we can cure their extravagance by simply reducing their allow-
ance." In Stockman's version this philosophy had a fiercer name: it was
called "starving the beast."

| worked closely with Stockman during the transition as he fashioned a
budget that was tough as nails. And | was there the day shortly before the
Inauguration when he presented it to Reagan. The president said, "Just tell
me, David. Do we treat everyone the same? You have to cut everybody
equally nastily." Stockman assured him he had, and Reagan gave his okay.

The Economic Policy Board found itself called into action more quickly
than anyone expected. The cornerstone of the Reagan tax cuts was a bill
that had been proposed by Congressman Jack Kemp and Senator William
Roth. It called for a dramatic three-year, 30 percent rollback of taxes on
both businesses and individuals, and was designed to jolt the economy out
of its slump, which was now entering its second year. | believed that if
spending was restrained as much as Reagan proposed, and as long as the
Federal Reserve continued to enforce strict control of the money supply,
the plan was credible, though it would be a hard sell. That was the consen-
sus of the rest of the economic board as well.

But Stockman and Don Regan, the incoming treasury secretary, were
having doubts. They were leery of the growing federal deficit, already more
than $50 billion a year, and they began quietly telling the president he
ought to hold off on any tax cuts. Instead, they wanted him to try getting
Congress to cut spendingfirst, then see whether the resulting savings would
allow for tax reductions.

Whenever this talk of postponement would get intense, George Shultz
would summon the economics advisory board to Washington. This hap-
pened five or six times during Reagan's first year. We'd meet in the Roos-
evelt Room from 9:00 a.m. to 11:00 a.m. and compare our assessments of
the economic outlook. Promptly at 11:00, the door would open, and in
would come Reagan. Our group reported directly to him. And we'd tell him,
"Under no circumstances should you delay the tax cut." He'd smile and
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joke; Shultz and Friedman and others were old friends of his. Regan and
Stockman, who were permitted to attend the meetings but were not al-
lowed to take seats at the conference table or to vote, would sit along the
wall and smolder. Presently the session would end and Reagan would |leave,
fortified in his resolve to press for his tax cuts. Ultimately, of course, Con-
gress approved a version of his economic plan. But since Congress shied
away from the necessary restraints on spending, the deficit remained a huge
and growing problem.

| played a small role in another presidential decision that first year: not
to meddle with the Fed. Reagan was being urged to do so by many people
in both parties, including some of his top aides. With double-digit interest
rates now entering their third year, people wanted the Fed to expand money
supply growth. Not that Reagan could command the chairman of the Fed
to do this. But, the theory went, if he were to criticize the Fed publicly,
Volcker might feel obliged to ease up.

Whenever the question arose, | would tell the president, "Don't pres-
sure the Fed." For one thing, Volcker's policy seemed right—inflation did
seem to be slowly coming under control. For another thing, open disagree-
ment between the White House and the Fed could only shake investors'
confidence, slowing the recovery.

Volcker didn't make things easy for the new president. The two men
had never met, and a few weeks after taking office, Reagan wanted to get
acquainted. In order to avoid the appearance of summoning the Fed chair-
man to the White House, he asked if he could come see Volcker at the
Fed—only to have Volcker send back word that such avisit would be "inap-
propriate." | was perplexed: | did not see how avisit by the president could
compromise the Fed's independence.

Nevertheless, Reagan persisted, and finally Volcker allowed that he
would be willing to meet at the Treasury Department. The president's
opening line at their lunch in Don Regan's office became part of the Rea-
gan legend. He said mildly to Volcker, "I'm curious. People are asking why
we need a Fed at all." | am told Volcker's jaw dropped; he had to regroup
before coming back with a persuasive defense of the institution. This evi-
dently satisfied Reagan, who went back to being his amiable sdf. He had
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communicated that the Federal Reserve Act was subject to change. The
two men cooperated quietly from then on. Reagan gave Volcker the politi-
cal cover he needed; no matter how much people complained, the presi-
dent made it his practice never to criticize the Fed. And though Volcker
was a Democrat, when his term ended in 1983, Reagan reappointed him.

n late 1981, Reagan asked me to take the lead in dealing with a colossal
I headache that had been building for years. Social Security was running
out of money. During the Nixon administration, when the program had
seemed flush with reserves, Congress had taken the fateful step of indexing
benefits to inflation. As inflation soared through the 1970s, so did the cost-
of-living increases in people's Social Security checks. The system was in
such financial straits that an added $200 billion was going to be needed as
early as 1983 to keep the program afloat. The long-term prospects looked
even worse.

Reagan had shied away from talking in any detail about Social Security
during his campaign—when the question came up, he'd pledged simply to
preserve the system. And no wonder. Social Security is truly the third rail
of American politics. There was nothing more explosive than Social Secu-
rity reform: everybody knew that no matter how you dressed it up, any so-
lution was in the end going to involve either raising taxes or cutting benefits
for a huge and powerful bloc of voters, or both.

Yet the problem was serious, and leaders in both parties understood
that something needed to be done—either that, or face the likelihood of
not being able to mail checks to thirty-six million senior citizens and dis-
abled Americans. We were getting down to the wire. Reagan's opening
gambit, in hisfirst budget, was to propose a $2.3 billion reduction in Social
Security outlays. That raised such a storm of protest that he was forced to
back down. Three months later he came back harder, with a reform pro-
posal that would cut $46 billion in benefits over five years. But it was clear
that a bipartisan compromise was the only hope. Thus the Greenspan
Commission was born.

Most commissions, of course, don't do anything. But Jim Baker, the ar-
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chitect of this one. believed passionately that government could be made
to work. The commission he built was a virtuoso demonstration of how to
get things done in Washington. It was a bipartisan group, with five mem-
bers chosen by the White House, five by the Senate majority leader, and
five by the Speaker of the House. Virtually every commissioner was an all-
star in his or her field. There were congressional heavy hitters like Bob
Dole, the chairman of the Senate Finance Committee; Pat Moynihan, the
brilliant maverick senator from New York; and Claude Pepper, the outspo-
ken eighty-one-year-old congressman from Florida who was a senior citi-
zens' icon. Lane Kirkland, the head of the AFL-CIO, was a member and
became a close friend; so was Alexander Trowbridge, the head of the Na-
tional Association of Manufacturers. House SpeakerTip O'Neill appointed
the top Democrat—Bob Ball, who had run the Social Security Administra-
tion for LB J. And the president appointed me as chairman.

| won't go into the intricacies of demographics and finance we mastered,
or the policy debates and hearings that ate up more than a year. | ran the
commission in the spirit that Jim Baker had envisioned, aiming for an effec-
tive bipartisan compromise. We took four key steps to make the whole thing
work, which I'll mention because I've used variations of them ever since.

The first was to limit the problem. In this case, it meant not taking up
the issue of the future funding of Medicare—while technically part of So-
cial Security, Medicare was a far more complex problem, and trying to
solve both could mean we would do neither.

The second was to get everyone to agree on the problem's numerical
dimensions. As Pat Moynihan later put it, "You're entitled to your own
opinion, but you're not entitled to your own facts." When it was clear that
a long-term shortfall was real, commission members lost their ability to
demagogue. They had to support cuts in benefits and/or support a rise in
revenues. Reverting to the cop-out of financing Social Security from the
federal government's "general revenues' was adamantly ruled out early by
Pepper, who worried it would cause Social Security to become a welfare
program.

The third smart tactic came from Baker. |f we wanted a compromise to
succeed, he argued, we had to bring everybody along. So we made a point

95

{" More ebooks visit: hitp://www.ccebook.cn ccebook-orginal english ebooks
= B 00 k This file was collected by ccebook.cn form the internet, the author keeps the copyright.

»1 of 738 - 8:20 PM St Louis Fed'Eeconor




THE AGE OF TURBULENCE

of keeping both Reagan and O'Neill in the loop as we worked. It became
Bob Ball's job to inform O'Neill, and my job and Baker's to inform the
president.

Our fourth move was to agree among the commissioners that once a
compromise was reached, we would stand firm against any amendments
being imposed by either party. | later told reporters, "If you take pieces out
of the package, you will lose the consensus, and the whole agreement starts
to unravel." We published our report in January 1983; when it was finally time
to present the reform proposals to Congress, Ball and | resolved to testify
side by side. Whenever a Republican asked a question, | would answer it.
And whenever a Democrat asked a question, he would answer it. Which is
just what we tried to do, though the senators didn't entirely cooperate.

Diverse as our commission was, we found ways to agree. What brought
together men like Claude Pepper and the head of the manufacturers was
the care we took to spread the burden. The Social Security Amendments,
which Reagan ultimately signed into law in 1983, involved pain for every-
one. Employers had to absorb further increases in the payroll tax; employ-
ees faced higher taxes too and in some cases saw the date when they could
anticipate receiving benefits pushed further into the future; retirees had
to accept postponement of cost-of-living increases, and wealthier retirees
began having their benefits taxed. But by doing al this, we succeeded in
funding Social Security over the seventy-five-year planning period that is
conventional for social insurance programs. Moynihan, with his usual elo-
guence, declared: "l have the strongest feeling that we all have won. What
we have won is a resolution of the terrible fear in this country, that the So-
cial Security system was, like a chain letter, something of a fraud."

As al this was still unfolding in 1983,1 was in my office one day in New
York poring over demographic projections when the telephone rang.
It was Andrea Mitchell, a reporter for NBC. "I've got some questions about
the president's budget proposals/' she said. She explained that she'd been
trying to figure out whether the Reagan administration's latest fiscal-policy
assumptions were credible, and that David Gergen, the assistant to the
White House communications chief, had suggested my name. She told me

96

{" More ebooks visit: hitp://www.ccebook.cn ccebook-orginal english ebooks
= B 00 k This file was collected by ccebook.cn form the internet, the author keeps the copyright.




PRIVATE CITIZEN

Gergen had said, "If you really want to know about the economy, why don't
you call Alan Greenspan? He knows more than anybody."

"I'l bet you say that to all the economists/' | replied, "but sure, let's
talk." 1'd noticed Andrea on NBC newscasts. She was aWhite House corre-
spondent. | thought she was very articulate and that her voice had the nic-
est authoritative resonance. Also, I'd noted, she was a very good-looking
woman.

We talked that day and a few more times, and soon | became a regular
source. Over the next two years, Andrea would phone whenever she had a
big economics story in the works. | liked the way she handled the material
on TV, even when the issues were too complex to present in their full tech-
nical detail, she would find the crux of the story. And she was accurate with
the facts.

In 1984 Andrea asked if I'd come with her to the White House Corre-
spondents' Dinner, where reporters invite their sources. | had to tell her
that I'd already agreed to go with Barbara Walters. But | added, "Do you
ever get to New York? Maybe we could have dinner."

It took another eight months before we could connect—it was an elec-
tion year, and Andrea was extremely busy through November, when Rea-
gan defeated Mondale in a landslide. Finally when the holidays arrived, we
scheduled a date, and | made a reservation at Le Perigord, my favorite res-
taurant in New York, for December 28. It was a snowy night and Andrea
rushed in late, looking very beautiful if a bit disheveled after a day of re-
porting the news and trying to hail cabs in the snow.

That night | discovered she was aformer musician like me; she'd played
violin in the Westchester Symphony. We loved the same music—her record
collection was similar to mine. She liked baseball. But mainly we shared an
Intense interest in current affairs—strategic, political, military, diplomatic.
There was no shortage of things to talk about.

It might not be everybody's idea of first-date conversation, but at the
restaurant we ended up discussing monopolies. | told her I'd written an es-
say on the subject and invited her back to my apartment to read it. She
teases me about that now, saying, "What, you didn't have any etchings?"
But we did go to my apartment and | showed her this essay I'd written on
antitrust for Ayn Rand. She read it and we discussed it. To this day, Andrea
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claims | was giving her atest. But it wasn't that; | was doing everything |
could think of to keep her around.

For much of Reagan's second term, Andrea was my main reason to go
to Washington. | stayed in touch with people in the government, but my
focus was almost entirely in the business and economics world of New
York. As business economics matured as a profession, I'd gotten deeply
involved in its organizations. I'd served as president of the National Associ-
ation of Business Economists and as chairman of the Conference of Busi-
ness Economists, and was slated to become chairman of the Economic Club
of New York, the financial and business world's equivalent of the Council
on Foreign Relations.

Townsend-Greenspan itself had changed. Large economics firms with
names like DRI and Wharton Econometrics had grown up to supply much
of the basic data needed by business planners. Computer modeling had be-
come much more widespread, and many corporations had economists of
their own. I'd experimented with diversifying into investment and pension-
fund consulting, but while those ventures made money, they weren't as lu-
crative as corporate consulting. Also, more projects meant more employees,
which meant more of my time had to be spent managing the business.

Ultimately | concluded that the best course was to focus exclusively on
what | did best: solve interesting analytical puzzles for sophisticated clients
who needed answers and could pay high-end fees. So in the second half of
the Reagan administration | planned to scale back Townsend-Greenspan.
But before | could implement those plans, in March 1987, | received a
phone call from Jim Baker. Baker was by this time treasury secretary—after
an intense four years as White House chief of saff, he'd made an unusual
job swap, trading posts in 1985 with Don Regan. Jim and | had been friends
since the Ford days, and I'd helped him prepare for his Senate confirmation
hearing the spring he took over at Treasury. He had his assistant call to ask
If | could come to Washington for a meeting at his house. This struck me as
odd—why not meet at his office? But | agreed.

The next morning a Washington driver delivered me to Baker's nice
old Georgian colonial on an elegant stretch of Foxhall Road. | was surprised
to find waiting for me not only Jim but also Howard Baker, President Rea-
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gan's current chief of saff. Howard got right to the point. "Paul Volcker
may be leaving this summer when his term runs out/' he began. "We're not
In a position to offer you the job, but we'd like to know—if it were to be
offered, would you accept?"

| was briefly at a loss for words. Until a few years before, 1'd never
thought of myself as a potential Fed chairman. In 1983, as Volcker's first
term was ending, I'd been startled when one of the Wall Street firms con-
ducted a straw poll of who might replace Volcker if he were to leave and
my name turned up on top of the list.

As close as | was to Arthur Burns, the Fed had always been a black box
to me. Having watched him struggle, | did not feel equipped to do the job;
setting interest rates for an entire economy seemed to involve so much more
than | knew. Thejob seemed amorphous, the type of task in which it is very
easy to be wrong even if you have virtually full knowledge. Forecasting a
complex economy such as ours is not a ninety-ten proposition. You're very
fortunate if you can do sixty-forty. All the same, the challenge was too great
to turn down. | told the Bakers that if the job were offered, | would accept.

| had plenty of time to get cold feet. Over the next two months, Jim
Baker would phone to say things like "It's still under discussion” or "V olcker
Is thinking about whether he wants to stay." | felt alternately fascinated by
the possibility and a little unsettled. It wasn't until just before Memorial
Day that Baker phoned and said, "Paul has decided to leave." He asked if |
was still interested and | said yes. He said, "You'll be getting a call from the
president in a few days."

Two days later | was at my orthopedist's office and the nurse came in
to say the White House was on the line. It had taken the call afew minutes
to get through because the receptionist had thought it was a prank. They
let me use the doctor's private office to take the call. | picked up the phone
and heard that familiar, easy voice. Ronald Reagan said, "Alan, | want you to
be my chairman of the Federal Reserve Board."

| told him | would be honored to do so. Then we chatted abit. | thanked
him and hung up.

As | stepped back into the hall, the nurse seemed very concerned. "Are
you all right?" she asked. "You look like you've gotten bad news."
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BLACK MONDAY

'd scrutinized the economy every working day for decades and had vis-

Ited the Fed scores of times. Nevertheless, when | was appointed chair-

man, | knew I'd have a lot to learn. That was reinforced the minute |
walked in the door. The first person to greet me was Dennis Buckley, a se-
curity agent who would stay with me throughout my tenure. He addressed
me as "Mr. Chairman."

Without thinking, | said, "Don't be slly. Everybody calls me Alan."

He gently explained that calling the chairman by his first name was
just not the way things were done at the Fed.

So Alan became Mr. Chairman.

The daff, | next learned, had prepared a series of intensive tutorials
diplomatically labeled "one-person seminars,” in which | was the student.
This meant that for the next ten days, senior people from the professional
staff gathered in the Board's fourth-floor conference room and taught me
my job. | learned about sections of the Federal Reserve Act | never knew
existed—and for which | was now responsible. The staff taught me arcana
about banking regulation that, having been a director of both JPMorgan
and Bowery Savings, | was amazed I'd never encountered. Of course, the
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Fed had experts in every dimension of domestic and international econom-
ics as well as the capability to call in data from everywhere—privileged ac-
cess that | was eager to explore.

Though 1I'd been a corporate director, the Board of Governors of the
Federal Reserve System, as it isformally known, was an order of magnitude
larger than anything I'd ever run—today the Federal Reserve Board staff
Includes some two thousand employees and has an annual budget of nearly
$300 million. Fortunately, running it wasn't my job—the long-standing
practice is to designate one of the other Board members as the administra-
tive governor to oversee day-to-day operations. There is also a staff director
for management who acts as a chief of staff This way, only issues that are
out of the ordinary or that might spark public or congressional interest are
brought to the chairman, such as the massive challenge of upgrading the
International payments system for the turn of the millennium. Otherwise
he is free to concentrate on the economy—just what | was eager to do.

The Fed chairman has less unilateral power than the title might sug-
gest. By statute | controlled only the agenda for the Board of Governors
meetings—the Board decided all other matters by majority rule, and the
chairman was just one vote among seven. Also, | was not automatically the
chairman of the Federal Open Market Committee, the powerful group that
controls the federal funds rate, the primary lever of U.S. monetary policy*
The FOMC is made up of the seven Board governors and the presidents of
the twelve regional Federal Reserve banks (only five can vote at any one
time), and it too makes decisions by majority rule. While the Board chairman
Is traditionally the chair of the FOMC, he or she must be elected each year
by the members, and they are freeto choose someone else. | expected prece-
dent to prevail. But | was always aware that a revolt of the six other governors
could remove dl of my authority, except writing the Board agendas.

*When the FOM C changes this rate, the committee directs the Fed's so-called open market
desk in New York to either buy or sell treasury securities—often billions of dollars' worth in a
day Selling by the Fed acts as a brake, withdrawing from the economy the money received in
the transaction and pushing short-term interest rates higher, while buying does the reverse. To-
day the fed funds rate that the FOMC is seeking is publicly announced, but in those days it
wasn't. So Wall Street firms would assign "Fed watchers" to divine changes in monetary policy
from the actions of our traders or changes in our weekly reported balance sheet.
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| quickly got hold of Don Kohn. the FOMC secretary and had him
walk me through the protocols of a meeting. (Don. who would prove to be
the most effective policy adviser in the Fed system during my eighteen
years, is now vice chairman of the Board.) The FOMC held its meetings in
secret, so | had no idea what the standard agenda or timetable was, who
spoke first, who deferred to whom, how to conduct a vote, and so on. The
committee also had its own lingo that | needed to get comfortable with. For
example, when the FOMC wanted to authorize the chairman to notch up
the fed funds rate if necessary before the next regular meeting, it did not
say, "You may raise interest rates if you decide you have to"; instead it voted
to give an "asymmetric directive toward tightening."* | was scheduled to
run one of those meetings the following week, on August 18, so | was a
highly motivated student. Andrea still jokes about my coming over to her
house that weekend to curl up with Robert's Rules of Order.

| felt a real need to hit the ground running because | knew the Fed
would soon face big decisions. The Reagan-era expansion was well into its
fourth year, and while the economy was thriving, it was also showing clear
signs of instability. Since the beginning of the year, when the Dow Jones In-
dustrial Average had risen through 2,000 for thefirst time, the stock market
had run up more than 40 percent—now it stood at more than 2,700 and
Wall Street was in a speculative froth. Something similar was happening in
commercial real estate.

The economic indicators, meanwhile, were far from encouraging. Huge
government deficits under Reagan had caused the national debt to the pub-
lic to almost triple, from just over $700 billion at the start of his presidency
to more than $2 trillion at the end of fiscal year 1988. The dollar was fall-
ing, and people were worried about America losing its competitive edge—
the media were full of alarmist talk about the growing "Japanese threat."
Consumer prices, which had gone up just 1.9 percent in 1986, were rising
at nearly double that rate in my first days in office. Though 3.6 percent in-
flation was far milder than the double-digit nightmare people remembered
from the 1970s, once inflation begins, it usually grows. We were in danger

*For the record, even as | learned "Fedspeak," | would joke to the staff, “Whatever happened to
the English language?”
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of forfeiting the victory that had been gained at such great misery and cost
under Paul Volcker.

These were vast economic issues, of course, far beyond the power of
the Fed alone to resolve. Yet the worst course would be to sit idly by. |
thought a rate increase would be prudent, but the Fed hadn't raised inter-
est rates for three years. Hiking them now would be a big deal. Any time
the Fed changes direction, it can rattle the markets. The risk in clamping
down during a stock-market surge is especially acute—it can pop the bub-
ble of investor confidence, and if that scares people enough, can trigger a
severe economic contraction.

Though I was friendly with many of the committee members, | knew
better than to think that a chairman who had been around for a week could
walk into a meeting and shape a consensus on such a risky decision. So | did
not propose a rate increase; | simply listened to what the others had to say.
The eighteen committee members* were all seasoned central bankers and
economists, and as we went around the table comparing assessments of the
economy, it was apparent that they, too, were concerned. Gerry Corrigan,
the gruff president of the New York Fed, said we ought to raise rates; Bob
Parry, the Fed president from San Francisco, reported that his district was
seeing good growth, high optimism, and full employment—all reasons to
be leery of inflation; SI Keehn from Chicago agreed, reporting that the
Midwest's factories were running near full capacity and that even the farm
outlook had improved; Tom Melzer of the St. Louis Fed told of how even
the shoe factories in that district were operating at 100 percent; Bob For-
restal from Atlanta described how his staff had been surprised at the
strength of employment figures even in chronically depressed sections of
the South. | think everyone walked away persuaded that the Fed would
have to raise rates soon.

The next opportunity to do so was two weeks later, on September 4, at
a meeting of the Board of Governors. The Board controls the other main
lever of monetary policy, the "discount rate" at which the Federal Reserve
lends to depository institutions. This rate generally moves in lockstep with
the rate on fed funds. Prior to the scheduled Board meeting, | spent a few

*There was one vacancy on the Federal Reserve Board.
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days working my way up and down the corridor seeking out the governors
In their offices, building consensus. The meeting, when it came, moved
quickly to a vote—the rate increase, from 5.5 percent to 6 percent, was ap-
proved by the governors unanimously.

To subdue inflationary pressures, we were trying to slow the economy
by making money more expensive to borrow. There's no way to predict
how severely the markets will respond to such a move, especially when in-
vestors are gripped with speculative fervor. | couldn't help but remember
accounts I'd read of the physicists at Alamogordo the first time they deto-
nated an atom bomb: Would the bomb fizzle? Would it work the way they
hoped? Or would the chain reaction somehow go out of control and set the
earth's atmosphere on fire? After the meeting ended, |1 had to fly to New
York; from there | was scheduled to leave that weekend for Switzerland,
where | was attending my first meeting of the central bankers of the ten
leading industrialized nations. The Fed's hope was that the key markets—
stocks, futures, currency, bonds—would take the change in stride, maybe
with stocks cooling off slightly and the dollar strengthening. | kept calling
back to the office to check how the markets were responding.

The sky did not catch fire that day. Stocks dipped, banks upped their
prime lending rates in line with our move, and the financial world, as we'd
hoped, noted that the Fed had begun acting to quell inflation. Perhaps the
most dramatic impact was reflected in a New York Times headline a few
days later: "Wall Street's Sharpest Rise: Anxiety." | was finally allowing
myself to breathe a sigh of relief when a message reached me from Paul
Volcker. He knew exactly what 1'd been going through. "Congratulations,"
it read. "You are now a central banker."

| did not for a minute think we were out of the woods. Signs of trouble
in the economy continued to mount. Slowing growth and a further weak-
ening of the dollar put Wall Street on edge, as investors and institutions be-
gan confronting the likelihood that billions of dollarsin speculative bets would
never pay off. In early October, that fear turned to near panic. The stock
market skidded, by 6 percent the first week, then another 12 percent the
second week. The worst loss was on Friday, October 16, when the Dow
Jones average dropped by 108 points. Since the end of September nearly
half a trillion dollars of paper wealth had evaporated in the stock market
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alone—not to mention the losses in currency and other markets. The decline
was so stunning that Time magazine devoted two full pages to the stock
market that week under the headline "Wall Street's October Massacre."

| knew that from a historical perspective this"correction" was not nearly
the most severe. The market slump in 1970 had been proportionally twice
as large, and the Great Depression had wiped out fully 80 percent of the
market's value. But given how poorly the week had ended, everyone was
worried about what might happen when the markets opened again on
Monday.

| was supposed to fly on Monday afternoon to Dallas, where on Tues-
day | was to speak at the American Bankers' Association convention—my
first major speech as chairman. Monday morning | conferred with the
Board of Governors, and we agreed that | should make the trip, lest it seem
that the Fed was in a panic. The market that morning opened weakly, and
by the time | had to leave it looked awful—down by more than 200 points.
There was no telephone on the airplane. So the first thing | did when | ar-
rived was to ask one of the people who greeted me from the Federal Re-
serve Bank of Dallas, "How did the stock market finally go?"

He said, "It was down five oh eight."

Usually when someone says "five oh eight," he means 5.08. So the mar-
ket had dropped only 5 points. "Great," | said, "what aterrific raly." But as
| said it, | saw that the expression on his face was not shared relief. In fact,
the market had crashed by 508 points—a 22.5 percent drop, the biggest
one-day loss in history, bigger even than the one on the day that started the
Great Depression, Black Friday 1929.

| went straight to the hotel, where | stayed on the phone into the night.
Manley Johnson, the vice chairman of the Fed's Board, had set up a crisis
desk in my office in Washington, and we held a series of calls and telecon-
ferences to map out plans. Gerry Corrigan filled me in on conversations
he'd had in New York with Wall Street executives and officias at the stock
exchange; Si Keehn had talked to the heads of the Chicago commodities
futures exchanges and trading firms, Bob Parry in San Francisco reported
what he was hearing from the chiefs of the savings and loan industry, who
were mainly based on the West Coast.

The Fed's job during a stock-market panic is to ward off financial
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paralysis—a chaotic state in which businesses and banks stop making the
payments they owe each other and the economy grinds to a halt. To the se-
nior people on the phone with me that night, the urgency and gravity of
the situation was apparent—even if the markets got no worse, the system
would be reeling for weeks. We started exploring ways we might have to
supply liquidity if major institutions ran short of cash. Not all of our younger
people understood the seriousness of the crisis, however. As we discussed
what public statement the Fed should make, one of them suggested, "Maybe
we're overreacting. Why not wait a few days and see what happens?"

Though | was new at thisjob, I'd been a student of financial history for
too long to think that made any sense. It was the one moment | spoke
sharply to anybody that night. "We don't need to wait to see what hap-
pens,” | told him. "We know what's going to happen.” Then | backed up a
little and explained. "You know what people say about getting shot? You
feel like you've been punched, but the trauma is such that you don't feel
the pain right away? In twenty-four or forty-eight hours, we're going to be
feeling a lot of pain."

As the discussion ended, it was clear that the next day would be full of
major decisions. Gerry Corrigan made a point of telling me solemnly, "Alan,
you're it. The whole thing is on your shoulders." Gerry is a tough character
and | couldn't tell whether he meant this as encouragement or as a chal-
lenge for the new chairman. | merely said, "Thank you, Dr. Corrigan."

| was not inclined to panic, because | understood the nature of the
problems we would face. Still, when | hung up the phone around midnight,
| wondered if I'd be able to sleep. That would be the real test. "Now we're
going to see what you're made of," | told myself. | went to bed, and, I'm
proud to say, | slept for a good five hours.

Early the next morning, as we were honing the language of the Fed's
public statement, the hotel operator interrupted with a call from the White
House. It was Howard Baker, President Reagan's chief of saff. Having
known Howard a long time, | acted as though nothing unusual were going
on. "Good morning, Senator," | said. "What can | do for you?" "Help!" he said
in mock plaintiveness. "Where are you?"

"In Dallas," | said. "Is something bothering you?" Handling the adminis-
tration's response to aWall Street crisis is normally the job of the treasury
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secretary. But Jim Baker was in Europe trying to make his way back. and
Howard didn't want to deal with this one on his own. | agreed to cancel my
speech and return to Washington—I'd been inclined to do so anyway, be-
cause in light of the 508-point market drop, going back seemed the best
way to assure the bankers that the Fed was taking matters seriously. Baker
sent a military executive jet to pick me up.

The markets that morning gyrated wildly—Manley Johnson sat in our
makeshift operations center giving me the play-by-play while | was air-
borne. After | got in a car at Andrews Air Force Base, he told me the New
York Stock Exchange had called to notify us it was planning to shut down
in one hour—trading on key stocks had stalled for lack of buyers. "That'll
blow it for everybody,” | said. "If they close, we've got areal catastrophe on
our hands." Shutting down a market during a crash only compounds inves-
tors' pain. As scary as their losses on paper may seem, as long as the market
stays open investors always know that they can get out. But take away the
exit and you exacerbate the fear. To restore trading afterward is extraordi-
narily hard—because no one knows what prices should be, no one wants to
be the first to bid. The resuscitation process can take many days, and the
risk is that in the meantime the entire financial system will stall, and the
economy will suffer a crippling shock. There wouldn't have been much we
could do to stop the executives at the exchange, but the marketplace saved
us by itself. Within those sixty minutes enough buyers materialized that the
NY SE decided to shelve its plan.

The next thirty-six hours were intense. | joked that | felt like a seven-
armed paperhanger, going from one phone to another, talking to the stock
exchange, the Chicago futures exchanges, and the various Federal Reserve
presidents. My most harrowing conversations were with financiers and
bankers I'd known for years, maor players from very large companies
around the country, whose voices were tightened by fear. These were men
who had built up wealth and socia status over long careers and now found
themselves looking into the abyss. Your judgment is less than perfect when
you're scared. "Calm down," | kept telling them, "it's containable." And |
would remind them to look beyond the emergency to where their long-
term business interest might lie.

The Fed attacked the crisis on two fronts. Our first challenge was Wall
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Street: we had to persuade giant trading firms and investment banks, many of
which were reeling from losses, not to pull back from doing business. Our
public statement early that morning had been painstakingly worded to hint
that the Fed would provide a safety net for banks, in the expectation that
they, in turn, would help support other financial companies. It was as short
and concise as the Gettysburg Address, | thought, although possibly not as
stirring: "The Federal Reserve, consistent with its responsibilities as the na-
tion's central bank, affirmed today its readiness to serve as a source of liquid-
Ity to support the economic and financial system." But as long as the markets
continued to function, we had no wish to prop up companies with cash.

Gerry Corrigan was the hero in this effort. It was hisjob as head of the
New York Fed to convince the players on Wall Street to keep lending and
trading—to stay in the game. A Jesuit-educated protege of Volcker's, he'd
been a central banker for his entire career; there was no one more street-
wise or better suited to be the Fed's chief enforcer. Gerry had the dominant
personality necessary to jawbone financiers, yet he understood that even in
a crisis, the Fed must exercise restraint. Simply ordering a bank to make a
loan, say, would be an abuse of government power and would damage the
functioning of the market. Instead, the gist of Gerry's message to the banker
had to be: "We're not telling you to lend; all we ask is that you consider the
overall interests of your business. Just remember that people have long
memories, and if you shut off credit to a customer just because you're a lit-
tle nervous about him, but with no concrete reason, he's going to remem-
ber that." That week Corrigan had dozens of conversations along these
lines, and though | never knew the details, some of those phone calls must
have been very tough. I'm sure he bit off a few earlobes.

As al this was going on, we were careful to keep supplying liquidity to
the system. The FOMC ordered the traders at the New York Fed to buy
billions of dollars of treasury securities on the open market. This had the
effect of putting more money into circulation and lowering short-term
rates. Though we'd been tightening interest rates before the crash, we were
now easing them to help keep the economy moving.

Despite our best efforts, there were a half dozen near disasters, mostly
involving the payment system. A |ot of transactions during the business day
on Wall Street aren't made simultaneously: companies will do business with
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one another's customers, for instance, and then settle up at day's end. On
Wednesday morning Goldman Sachs was scheduled to make a $700 mil-
lion payment to Continental Illinois Bank in Chicago, but initially withheld
payment pending receipt of expected funds from other sources. Then Gold-
man thought better of it, and made the payment. Had Goldman withheld
such alarge sum, it would have set off a cascade of defaults across the mar-
ket. Subsequently, a senior Goldman official confided to me that had the
firm anticipated the difficulties of the ensuing weeks, it would not have
paid. And in future such crises, he suspected, Goldman would have second
thoughts about making such unrequited payments.

We also went to work on the political front. | spent an hour Tuesday at
the Treasury Department as soon as Jim Baker returned (he'd been able to
catch the Concorde). We huddled in his office with Howard Baker and
other officials. President Reagan's initial reaction to Wall Street's calamity
on Monday had been to speak optimistically about the economy. "Steady as
she goes," he'd said, later adding, "I don't think anyone should panic, be-
cause all the economic indicators are solid." This was meant to be reassur-
ing, but in the light of events sounded disturbingly like Herbert Hoover
declaring after Black Friday that the economy was "sound and prosperous.”
Tuesday afternoon we met with Reagan at the White House to suggest he
try a different tack. The most constructive response, Jim Baker and | ar-
gued, would be to offer to cooperate with Congress on cutting the deficit,
since that was one of the long-term economic risks upsetting Wall Street.
Even though Reagan had been at loggerheads with the Democratic major-
ity, he agreed that this made sense. That afternoon he told reporters that he
would consider any budget proposal Congress put forward, short of cutting
Social Security. Though this overture never led to anything, it did help
calm the markets.

We manned the operations center around the clock. We tracked mar-
kets in Japan and Europe; early each morning we'd collect stock quotes on
U.S. companies trading on European bourses and synthesize our own Dow
Jones Industrial Average to get a preview of what the New York markets
were likely to do when they opened. It took well over a week for al the cri-
ses to play out, though most of them were hidden from public view. Days &-
ter the crash, for example, the Chicago options market nearly collapsed when
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Its biggest trading firm ran short of cash. The Chicago Fed helped engineer
a solution to that one. Gradually, though, prices in the various markets sta-
bilized, and by the start of November the members of the crisis manage-
ment team returned to their regular work.

Contrary to everyone's fears, the economy held firm, actually growing
at a 2 percent annual rate in the first quarter of 1988 and at an accelerated
5 percent rate in the second quarter. By early 1988 the Dow had stabilized
at around 2,000, back where it had been at the beginning of 1987, and
stocks resumed a much more modest, and more sustainable, upward path.
Economic growth entered its fifth consecutive year. This was no consola-
tion to the speculators who had lost their shirts, or to the scores of small
brokerage houses that failed, but ordinary people hadn't been hurt.

In retrospect, it was an early manifestation of the economic resilience
that would figure so prominently in the coming years.

he Federal Reserve and the White House are not automatically allies.
Tln giving the Fed its modern mandate in 1935, Congress took great care
to shield it from the influence of the political process. While the governors
are all appointed by the president, their positions are semipermanent—
Board members serve terms of fourteen years, longer than any appointees
except the justices of the Supreme Court. The chairmanship itself is a four-
year appointment, but the chairman can do little without the votes of the
other Board members. And while the Fed must report twice a year to Con-
gress, it controls its own purse strings by funding itself with interest income
from the treasury securities and other assets it holds. All this frees the Fed
to focus on its statutory mission: putting in place the monetary conditions
needed for maximum sustainable long-term growth and employment. In
the view of the Federal Reserve and most economists, a necessary condition
for maximum sustainable economic growth is stable prices. In practice, this
means Federal Reserve policies that contain inflationary pressures beyond
the current election cycle.

No wonder politicians often find the Fed a hindrance. Their better
selves may want to focus on America's long-term prosperity, but they are
far more subject to constituents' immediate demands. That's inevitably re-
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fleeted in their economic policy preferences. If the economy is expanding,
they want it to expand faster; if they see an interest rate, they want it to be
lower—and the Fed's monetary discipline interferes. AsWilliam McChesney
Martin Jr., alegendary chairman in the 1950s and 1960s, is alleged to have
put it, the Fed's role is to order "the punch bowl removed just when the
party was really warming up."

You could hear that frustration in the voice of Vice President George
Herbert Walker Bush in spring 1988 as he campaigned for the Republican
presidential nomination. He told reporters that he had "a word of caution”
for the Fed: "I wouldn't want to see them step over some [line] that would
ratchet down, tighten down on the economic growth."

In fact, tightening was just what we were doing. Once it became clear
that the stock-market crash had not seriously damaged the economy, the
FOMC had started inching up the fed funds rate in March. We'd done
so because again signs were accumulating that inflation pressures were
rising and the long Reagan-era boom had maxed out: factories were full,
and joblessness was at its lowest level in eight years. This tightening pro-
ceeded into the summer, and by August it was necessary to raise the dis-
count rate too.

Since the discount rate, unlike the fed funds rate, was publicly an-
nounced, raising it was much more politically explosive—Fed officials called
such a move "ringing the gong." The timing for the Bush campaign could
not have been worse. Bush wanted to piggyback on Reagan's success, and
he was trailing the Democratic contender, Michael Dukakis, by as much as
17 points in the polls. The vice president's campaign staff was hypersensi-
tive to any news that might point to a slowing economy or otherwise dim
the luster of the administration. So when we voted to raise the rate just a
few days before the Republican convention, we understood that people
were going to be upset.

I'm a believer in delivering bad news in person, privately, and in ad-
vance—especially in Washington, where officials hate to be blindsided and
need time to decide what they want to say publicly. I don't enjoy doing it,
but there's no alternative if you want to have a relationship thereafter. So
as soon as we voted, | left the office and drove over to the Treasury Depart-
ment to see Jim Baker. He had just announced he was leaving his job as
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secretary of the treasury to become chief of staff of the Bush campaign. Jim
was an old friend, and as treasury secretary he needed to be told.

As we sat down in his office, | caught his eye and said, "I'm sure you're
not going to be happy about this, but after a long discussion of all the
factors"—I listed a few—"we arrived at a decision to raise the discount rate.
It's going to be announced in an hour." The increase, | added, was not the
usual one-quarter of a percentage point, but twice that, from 6 percent to
6.5 percent.

Baker sat back in his chair and jabbed his fist into his stomach. "You've
hit me right here,"” he growled.

"1I'm sorry, Jm," | said.

Then he cut loose and lambasted me and the Fed for not being respon-
sive to the real needs of the country, and expressed whatever other angry
thoughts came into his head. Having been friends for a while, | knew this
tirade wasjust an act. So after a minute, when he paused for air, I smiled at
him. Then he laughed. "I know you had to do it,” he said. A few days later,
he publicly endorsed the rate increase as essential for the long-term stabil-
ity of the system. "In the medium and long term it will be a very good thing
for the economy,”" he added.

When George Bush won that fall, | hoped the Fed and his administra-
tion would get along. Everybody knew that whoever came in after
Reagan would face big economic challenges: not just an eventual downturn
in the business cycle, but whopping deficits and the rapidly mounting na-
tional debt. I thought Bush had upped the ante substantially when he'd de-
clared in his acceptance speech at the Republican convention: "Read my
lips: no new taxes." It was a memorable line, but at some point he was going
to have to tackle the deficit—and he'd tied one hand behind his back.

People were surprised by the thoroughness with which the new admin-
Istration replaced Reagan appointees. My friend Martin Anderson, who had
long since shifted out of Washington back to the Hoover Institution in Cali-
fornia, joked that Bush fired more Republicans than Dukakis would have.
But | told him it didn't bother me. It was a new president's prerogative, and
the moves did not affect the Fed. Besides, the senior economic team com-
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Ing in—Treasury Secretary Nicholas Brady Budget Director Richard Dar-
man, CEA chairman Michael Boskin, and others—were longtime pro-
fessional acquaintances and friends of mine. (Jim Baker, of course, moved
up to become secretary of state.)

My main concern, shared by many senior people within the Fed, was
that the new administration attack the deficit right away, while the econ-
omy was still strong enough to absorb the shock of cuts in federal spending.
Big deficits have an insidious effect. When the government overspends, it
must borrow to balance its books. It borrows by selling treasury securities,
which siphons away capital that could otherwise be invested in the private
economy. Our deficits had been running so high—well over $150 billion a
year on average for five years—that we were undermining the economy |
highlighted this problem just after the election, testifying before the Na-
tional Economic Commission, a bipartisan group Reagan had set up in the
wake of the 1987 crash. The deficit was no longer a manana problem, | told
them: "The long run is rapidly becoming the short run. If we do not act
promptly, the effects will be increasingly felt and with some immediacy."
Unsurprisingly, because of Bush's no-new-taxes pledge, the commission
ended in a stalemate, with the Republicans arguing that spending should be
cut and the Democrats arguing to raise taxes, and it never had any effect.

| quickly found myself in the same public conflict with President Bush
that we'd had during the campaign. In January, | testified to the House Bank-
ing Committee that inflation risks were still high enough that Fed policy
would be to "err more on the side of restrictiveness rather than stimulus." The
next day with reporters, the president challenged this approach. "I do not
want to see us move so strongly against inflation that we impede growth,"
he said. Normally such differences would get aired and resolved behind the
scenes. |I'd been looking toward building the same collaborative relation-
ship with the White House that I'd seen during the Ford administration
and that | knew had existed at times between Reagan and Paul Volcker. It
was not to be. Great things happened on George Bush's watch: the fal of
the Berlin Wall, the end of the cold war, a clear victory in the Persian Gulf,
and the negotiation of the NAFTA agreement to free North American
trade. But the economy was his Achilles' heel, and as a result we ended up
with aterrible relationship.
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He faced a worsening trade deficit and the politically damaging phe-
nomenon of factories moving overseas. The pressure to cut the federal defi-
cit finally forced him. in July 1990, to accept a budget compromise in which
he broke his no-new-taxes pledge. Just days later came Irag's invasion of
Kuwait. The ensuing Gulf War proved to be great for his approval ratings.
But the crisis also threw the economy into the recession we'd been worried
about, as oil prices rose and uncertainty hurt consumer confidence. Worse
still, the recovery, which began in early 1991, was unusually slow and ane-
mic. Most of these events were beyond anyone's control, but they still made
"the economy, stupid" an effective way for Bill Clinton to beat Bush in the
1992 election, despite the fact that the economy during that year had
grown by 4.1 percent.

Two factors greatly complicated the economic picture. The first was the
collapse of America's thrift industry, which put a big, unexpected drain on the
federal budget. Savings and loans, which had been instituted in their modern
form to finance the building of the suburbs after World War 11, had been
failing in waves for a decade. The inflation of the seventies—compounded
by mismanaged deregulation and, ultimately, fraud—did hundreds of them
in. As originally conceived, an S&L was a simple mortgage machine, not
much different from the Bailey Building and Loan run by Jimmy Stewart
in It's a Wonderful Life. Typically, customers would deposit money in pass-
book savings accounts, which paid only 3 percent interest but were feder-
aly insured; then the S&L would lend out those funds in the form of
thirty-year mortgages at 6 percent interest. As a result, S&Ls for decades
were dependable moneymakers—and the thrift industry grew huge, with
more than 3,600 institutions and $1.5 trillion in assets by 1987.

But inflation spelled doom for this tidy state of affairs. It drove both
short-term and long-term interest rates sharply higher, putting the S&Ls in a
terrible squeeze. For thetypical S&L, the cost of deposits soared immediately,
but because the mortgage portfolios turned over only slowly, revenues
lagged. Soon many S&Ls were in the red, and by 1989 the great majority
were technically insolvent: if they'd sold all their loans, they wouldn't have
had enough money to pay off all their depositors.

Congress tried repeatedly to prop up the industry but mainly suc-
ceeded in making the problem worse. Just in time for the building boom of
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the Reagan era, it increased the level of taxpayer-funded deposit insurance
(from $40,000 to $100,000 per account) and relaxed the restrictions on
the kinds of loans S&Ls could make. Before long, emboldened S&L execu-
tives were financing skyscrapers and resorts and thousands of other projects
that in many cases they barely understood, and they were often losing their
shirts.

Others took advantage of the loosened rules to commit fraud—most
notoriously Charles Keating, aWest Coast entrepreneur who was ultimately
sent to prison for racketeering and fraud for having misled investors through
sham real estate transactions and the sale of worthless junk bonds. Sales-
men at Keating's Lincoln Savings were also said to have talked unsophisti-
cated people into shifting their savings from passbook accounts into risky,
uninsured ventures controlled by him. When the business collapsed, clean-
Ing up the mess cost taxpayers $3.4 billion, and as many as twenty-five
thousand bond buyers lost an estimated $250 million. The revelation in
1990 that Keating and other S&L executives were major contributors to
Senate campaigns made for a full-blown Washington drama.

| had a complicated involvement in this mess not only because of my
job but also because of a study I'd done while still a private consultant.
Years before, at Townsend-Greenspan, a major law firm representing Keat-
ing had hired me to evaluate whether Lincoln was financially healthy
enough to be allowed to invest directly in real estate. I'd concluded that
with its then highly liquid balance sheet, it could do so safely. This was be-
fore Keating undertook dangerous increases in the leveraging of his balance
sheet and long before he was exposed as a scoundrel. To this day | don't
know whether he'd started committing crimes by the time | began my re-
search. My report surfaced when the Senate Ethics Committee opened
hearings into Keating's connections to five senators, who came to be known
as the Keating Five. John McCain, one of those being investigated, testified
that my assessment had helped reassure him about Keating. | told the New
York Times that | was embarrassed by my failure to foresee what the com-
pany would do, and added, "l was wrong about Lincoln."

The incident was doubly painful for me because it caused trouble for
Andrea. By this time she had become her network's chief congressional cor-
respondent, and she was covering the Keating scandal. Andrea had always
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taken extreme care to keep what she called a firewall between my work
and hers as our relationship deepened. For example, she never attended any
of my congressional testimonies; she strove to avoid even the appearance of
a conflict of interest. The Keating hearings put this to the test. Reluctantly,
Andrea decided to take herself off the story while the news media explored
my connection to the case.

No one knew how much the final cleanup of the thrift industry would
cost taxpayers—the estimates were in the hundreds of billions of dollars.
As the work proceeded, the drain on the Treasury was perceptible, worsen-
ing thefiscal challenge for President Bush. The job of trying to recoup some
of the losses fell to the Resolution Trust Corporation, which Congress had
created in 1989 to sell off the assets of the ruined companies. | was on its
oversight board, which was chaired by Treasury Secretary Brady and in-
cluded Jack Kemp, then the secretary of housing and urban development;
real estate developer Robert Larson; and former Fed governor Philip Jack-
son. The RTC had a professional saff, but for me by early 1991 being on
the oversight board was almost like having a second job. | spent large
amounts of time poring over detailed documents and attending meetings.
The vast numbers of uninhabited properties we managed were deteriorat-
ing rapidly from lack of maintenance, and unless we moved quickly to get
rid of them, we would end up with one huge write-off. Moreover, we would
probably have been saddled with a bill to tear a lot of them down. | kept
adding up the cost in my mind. It was not a pretty thought.

S& L mortgages that were still paying interest had sold off readily in the
market. But now the RTC had gotten down to the assets hobody seemed to
want: half-built malls in the desert, marinas, golf courses, tacky new condo
complexes in overbuilt residential markets, repossessed half-empty office
buildings, uranium mines. The scope of the problem beggared the imagina-
tion: Bill Seidman, who chaired both the RTC and the Federal Deposit
Insurance Corporation, calculated that if the RTC sold off $1 million of as-
sets a day, it would need three hundred years to sell them all. Clearly, we
needed a different approach.

I'm not sure who came up with the creative sales idea. As we finally
presented it, the plan was to group the properties into $1 billion blocks. For
the first package, which we offered at auction, we especially solicited the
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bids of a few dozen qualified buyers, mostly businesses with track records
of turning around sick properties. "Qualified" doesn't necessarily mean
"savory"—the groups we approached included so-called vulture funds and
speculators whose reputations could have used a face-lift.

Only a few bids materialized, and the package went for a comparative
song—just over $500 million. What's more, the winning bidder had to
make a down payment of only a fraction of the price, and then pay install-
ments based on how much cash the properties generated. The deal looked
like a giveaway, and as we'd expected, public watchdogs and Congress were
outraged. But there's nothing like a bargain to stimulate demand. Large
numbers of greedy investors rushed to get in on the action, the prices of the
remaining blocks of property soared, and within a few months the RTC's
shelves were stripped bare. By the time it disbanded in 1995, the RTC had
liqguidated 744 S&Ls—more than a quarter of the industry. But thanks in
part to the asset sales, the total bill to taxpayers was $87 billion, far less
than originally feared.

Commercial banks also were in serious trouble. This was an even bigger
headache than the S&Ls because banks represent a far larger and more im-
portant sector of the economy. The late 1980s was their worst period since
the Depression; hundreds of small and medium-size banks failed, and giants
like Citibank and Chase Manhattan were in distress. Their problem, as with
the S&Ls, was too much speculative lending: in the early eighties, the major
banks had gambled on Latin American debt, and then, as those loans went
bad, like amateur gamblers trying to get square they'd bet even more by
leading the whole industry into a binge of commercial real estate lending.

The inevitable collapse of the real estate boom really shook the banks.
Uncertainty about the value of the real estate collateral securing their loans
made bankers unsure how much capital they actually had—Ileaving many
of them paralyzed, frightened, and reluctant to lend further. Big businesses
were able to tap other sources of funds, such as innovative debt markets
that had sprung up on Wall Street—a phenomenon that helped keep the
1990 recession shallow. But small and midsize manufacturers and mer-
chants all over America were finding it hard to get even routine business
loans approved. And that, in turn, made the recession unusually difficult to

snap out of.
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Nothing we did at the Fed seemed to work. We'd begun easing interest
rates well before the recession hit, but the economy had stopped respond-
ing. Even though we lowered the fed funds rate no fewer than twenty-
three times in the three-year period between July 1989 and July 1992, the
recovery was one of the most sluggish on record. "The U.S. economy is best
described as moving forward, but in the teeth of a fifty-mile-an-hour head-
wind" was how | explained the situation to an audience of worried New
England businessmen in October 1991.1 couldn't be very encouraging, be-
cause | didn't know when the credit crunch would end.

I would see President Bush every six or seven weeks, usually in the con-
text of a meeting with others but sometimes one-on-one. We had known
each other since the Ford years. He'd even had me over to Langley for
lunch when he was director of Central Intelligence in 1976. During the
early months of the 1980 campaign, he often called me on economic policy
Issues. While Bush was vice president, | would join him every so often at
the White House. He was intelligent and in person we always got along
well. | was particularly taken with his wife, Barbara, a spunky and formida-
ble presence. But during his presidency, he was far less focused on the
economy than on foreign affars.

Though his father had worked on Wall Street and he'd majored in eco-
nomics at Yade, he had never experienced the markets firsthand. He didn't
think of interest rates as being set mainly by market forces, he seemed to
believe that they were matters of preference. It was not a thoughtful view.
He preferred to delegate economic policy to his top aides. This meant that
| dealt mainly with Nick Brady, Dick Darman, and Mike Boskin.

Darman, the budget director, was in many ways similar to David Stock-
man—a major-league policy intellectual and a believer in sound fiscal man-
agement. Unlike Stockman, though, Dick was often less than direct with
people and was more driven by political expediency. Over time | learned to
keep my distance.

Darman wrote years later that behind closed doors at the White House,
he'd strenuously opposed keeping the no-new-taxes pledge. Instead he
tried to persuade the president to attack the deficit early on, when they
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might have put the issue quickly behind them. But the president wasn't
convinced. As 1989 progressed, the White House found itself at logger-
heads with the Democratic Congress. So much debt continued to hang
over the budget that when the recession came, the administration didn't
have the fiscal flexibility to address it.

Before long, the administration began blaming its troubles on the Fed.
Supposedly we were choking the economy by keeping the money supply
too tight. I got my first taste of this in August 1989, while Andrea and |
were visiting Senator John Heinz and his wife, Teresa, at their Nantucket
summerhouse. We put on the Sunday morning talk shows and there was
Dick Darman on Meet the Press, | was only half paying attention when |
heard him say, "It's important to not merely Chairman Greenspan but the
other members of the Board and the FOMC ... that they be more atten-
tive to the need to avoid tipping this economy into recession. I'm not sure
they're quite there yet." | nearly spilled my coffee. "What!" | said. Listening
to his argument, | thought it made no economic sense. But then | realized
it didn't have to: it was political rhetoric.

Treasury Secretary Brady didn't like the Fed either. He and the president
were friends and had a lot in common—both were wealthy, Y ale-educated
patricians and members of Skull and Bones. Nick had spent more than
three decades on Wall Street, rising to become chairman of a major invest-
ment house. He brought with him to Washington a depth of real-world
trading experience and the habit of command.

Throughout the Bush administration, Nick and | cooperated on many
major issues—we traveled to Moscow in 1991 and worked closely and effec-
tively on complex matters of bank regulation and foreign exchange. Not only
did he and | work together, but he even invited me down to Augusta Na-
tional to play galf, and Andrea and | socialized with him and his wife, Kitty.

But he reinforced President Bush's instrumental view of monetary policy.
To Nick, slashing short-term interest rates seemed a no-risk proposition: if
the Fed flooded the economy with money, the economy would grow faster.
We would have to stay on the lookout for aflare-up of inflation, of course,
but if that happened, the Fed could rein it back in. If | had done what they
wanted, I'd have pushed for faster, steeper cuts, and no doubt have had my
head handed to me by the market—deservedly.
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The treasury secretary, however, was not receptive to debate. Like many
traders, he'd had great success going by his gut; in matters like exchange rate
policy, | found his sense of the markets quite acute. But he was not a con-
ceptualize® and was not inclined to take the long-term view. Nick and |
would meet for aworking breakfast once a week, and whenever the subject
of monetary policy came up, we would simply go round and round.

This impasse made coping with the deficit and the recession doubly
difficult, because it meant the administration was always looking for a quid
pro quo from the Fed. When the 1990 budget bill was on the table—and
President Bush finally faced the necessity of breaking his no-new-taxes
pledge—Nick asked me for a commitment that if the budget went through,
the Fed would lower interest rates.

In fact, the budget package impressed me. It included a couple of Dar-
man innovations that | thought were very promising, such as a"pay-go" rule
that any new spending program had to have some offsetting source of fund-
ing, either a new tax or a budget cut ("pay-go" was Washington shorthand
for "pay as you go"). The proposed budget did not cut the deficit as deeply
as it might have, but the consensus at the Fed, with which | agreed, was that
it was abig step in the right direction. In a congressional hearing in October
when the budget wasfinally up for approval, | pronounced the plan "credi-
ble"—which might sound like faint praise, but it was enough to make the
stock market jump, as traders bet that the Fed would instantly cut interest
rates. Of course, we had no such intention: before easing credit, we needed
to see first whether the budget cuts actually became law, and most impor-
tant, whether they had any real economic effect.

So | was always very careful in what | privately told Nick. | said, "A sound
budget will bring long-term rates down because inflation expectations will
fall. Monetary policy, appropriately, should respond to that by lowering
short-term rates." This was standard Fed policy, but it frustrated Nick be-
cause it was not the promise he was looking for.

When the recession hit that fall, the friction only got worse. "There has
been too much pessimism,” President Bush declared in his 1991 State of
the Union address. "Sound banks should be making sound loans now, and
Interest rates should be lower, now." The Fed, of course, had been lowering
rates for over a year, but the White House wanted more, faster cuts.
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PHOTOGRAPHIC INSERT 1

A ge five, Washington Heights, New York City, 1931.

The collection of Alan Greenspan

E More ebooks visit: hitp://www.ccebook.cn ccebook-orginal english ebooks
EBDGk This file was collected by ccebook.cn form the internet, the author keeps the copyright.




With three cousins on the
Greenspan side, circa 1934

(I'm on the left).
The collection of Alan Greenspan

Sixteen years old,
Lake Hiawatha, New Jersey.

The collection of Alan Greenspan

My father, who sold stocks on Wall Street, left
my mother when | was two. When | was nine,
he gave me a copy of his book, Recovery Ahead!,
which confidently predicted the end of the
Depression and included this affectionate, if
somewhat mystifying, inscription: "To my son
Alan: May this my initial effort with constant
thought of you branch out into an endless chain
of similar efforts so that at your maturity you
may look back and endeavor to interpret the
reasoning behind these logica forecasts and
begin a like work of your own."

Photograph by Darren Haggar
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After ayear at the Juilliard School, | toured the country as a sideman with the Henry

Jerome dance band, playing saxophone and clarinet (I'm sitting at far left). | aso did tax
returnsfor theband members. Courtesy of Henry JeromeMusic

With my mother, Rose Goldsmith,
a brave and lively woman who
gave me my love of music.

The collection of Alan Greenspan

By 1950,1 was earning enough as
an economist to think about leaving
New York City for the suburbs,
which | didjust over a year later.

The collection of Alan Greenspan
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Of al my teachers, Arthur Burns and Ayn Rand had the greatest impact on my
life. An economist who did groundbreaking work on business cycles, Burns was my
faculty adviser and mentor during my first year of graduate school at Columbia, and
years later persuaded me to finish my Ph.D. He served before me as head of the
Council of Economic Advisors and chairman of the Federal Reserve Board. Ayn Rand
expanded my intellectual horizons, challenging me to look beyond economics to
understand the behavior of individuals and societies.

LEFT: Bettmann/Corbis, RIGHT: The New York Timesd/Getty Images
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Adam Smith's Enlightenment ideas of individual
initiative and the power of markets came back
from near eclipse in the 1930s to their current
dominance of the global economy. Smith (above
left) remains among my deepest intellectual
influences. | was also influenced by the thinking
of John Locke (above right), the great British
moral philosopher who articulated fundamental
notions of life, liberty, and property, and Joseph
Schumpeter, the twentieth-century economist
whose concept of creative destruction gets to
the heart of the role of technological change

in a modern capitalist society.

TOP LEFT: Hulton Archive/Getty Images, TOP RIGHT:
Bettman/Corbis;, BOTTOM RIGHT: Getty Images
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At my firm, Townsend-Greenspan, | focused on heavy industry—textiles, mining,
railroads, and especially steel. Studying steel put me in an excellent position to warn
of the recession of 1958—my first forecast of the U.S. economy as a whole.
Walter Daran/Time Life Pictures/Getty Images
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When | took my first
Washington job in 1974,1
left Townsend-Greenspan in
the hands of vice presidents
(from left) Kathy Eichoff,
Lucille Wu, and Bess Kaplan
(seated). Former vice president
Judith Mackey (right) came
back temporarily to help out.
The predominance of women
made Townsend-Greenspan
unusual in the economics
world.

The New York Times/Redux

My involvement in public life started with Richard Nixon's campaign for the presidency in 1967.
| was an unpaid member of the campaign staff. Though | was impressed by Nixon's intelligence, he
had a dark side that troubled me, and | decided against joining the administration. Seated to my left
at this July 1974 meeting is Hewlett-Packard cofounder David Packard, who served as deputy sec-
retary of defense from 1969 to 1971. Bettmann/Corbis
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My mother congratulates me after | was sworn in as chairman of the Council of Economic Advisors,
while President Ford looks on. With the nation reeling from Watergate, high oil prices, and inflation,
it was a challenging moment to take a government job. Bettmann/Corbis
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At thisApril 1975 meeting in the Oval Office to discuss economic policy, Secretary of State Henry
Kissinger had just interupted with news of the U.S. evacuation of Saigon. Left toright: President Ford,

Deputy Chief of Staff Dick Cheney, me, Chief of Staff Donald Rumsfeld, Vice President Nelson
Rockefeller, and Kissinger. David Hume Kennerly/The Gerald R. Ford Presidential Library/Getty Images
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| he White House senior staff often gathered in the chief of staff's office to watch the evening news
and chew over the day's events. | would add my two cents from the carpet, where 1'd stretch out to
ease my aching back. David Hume Kennerly/The Gerald R. Ford Presidential Library/Getty Images
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Working at Camp David, left to right: Secretary of the Treasury Bill Simon, Press Secretary Ron
Nessen, President Ford, Dick Cheney, Donald Rumsfeld, and me. David Hume Kennerly/The Gerald R.
Ford Presidential Library/Getty Images
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With President Ford in Palm Springs, 1980. Contrary to his reputation for being
physically clumsy, he was a formidable golfer and a former All-American football
player. Photograph by Nell Leifer
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During the presidential campaign of 1980, my mission on this cross-country flight with Ronald
Reagan was to brief him on a long list of domestic issues. Adviser Martin Anderson, in the fore-
ground, put me up to it. "He'll listen to you," he said. But | couldn't get Reagan to stop telling

Stories.

Michael Evans photograph, courtesy of the Ronald Reagan Presidential Foundation

At the Republican convention that
July, Henry Kissinger and | tried to
persuade former president Ford to
become Reagan's running mate. Polls
showed that Reagan and Ford would
be a "dream ticket," but after a
suspenseful twenty-four hours, the
negotiations fell apart and the vice
presidential nomination went to
George H.W. Bush.

David Hume Kennedy/'Getty |mages
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Social Security developed financial trouble in the late 1970s and early 1980s, and both Republicans
and Democrats knew that it had to be fixed. Reagan's reform commission, which | ran, achieved a
compromise. Joining Reagan in the Rose Garden in April 1983 as he signed it into law were leaders
from both parties, including Senator Bob Dole (to my left in the photo), Congressman Claude
Pepper (partially obscured), and House Speaker Tip O'Neill (joking with the president). The cari-
cature below appeared that year in the financial press.

ABOVE AP Images/Barry Thumma; BELOW. David Leinne
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On June 2, 1987, President
Reagan announced that he would
nominate me to succeed Paul
Volcker as chairman of the Fed.
Chief of Staff Jim Baker (right)
had quietly sounded me out
about the job months before.

A scant ten weeks after my
swearing-in came my baptism
by fire: the stock market crash
of October 19, 1987.

ABOVE: Courtesy of the Ronald Reagan
Library; LEFT. Copyright © 1987 by
theNew York Times Co. Reprinted

with permission.
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History took an astonishing turn when the
Berlin Wall fell in November 1989. But even
more amazing to me in the following days was
the economic ruin exposed by the fall of the
wall. By the time Soviet premier Mikhail
Gorbachev made his third visit to the United
States during the following spring, the Soviet
Union itself had begun to disintegrate. He is
shown below with President George H. W. Bush
and me in a receiving line at a state dinner in
Washington on May 31, 1990.

LEFT: AP Images/John Gaps HI; BELOW: Courtesy of the
George Bush Presidential Library

The strain between President George H. W. Bush and the Federal Reserve Board was evident in this
July 1991 meeting in the Oval Office. He made no secret of his view that the Fed hadn't eased inter-
est rates sufficiently. He reappointed me as chairman that year but later blamed me for his loss of
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| he Federal Open Market Committee, the Fed's most powerful and sensitive
decision-making group, in session in June 2003. It meets eight times a year.

Federal Reserve photo—Britt Leckman
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| had access to an increasingly : T |
broad range of information -
In my Fed office, as technology
revolutionized economic
analysis at the Board.

Photograph by Diana Walker
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| made it a point to reserve time each day
for quiet study and reflection.
Photograph by Linda L. Creighton
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| still have a letter Nick sent me during that time. He'd taken the ex-
traordinary step of inviting eight prominent economists from industry and
academia to the White House for lunch with the president. At the lunch,
each economist was asked whether the Fed ought to further cut short-term
rates. Put on the spot in front of the president, Nick wrote, "every single
one replied that it would do no harm"—and virtually al felt it would help.
"Alan, in my travels you stand alone in your view," the letter continued,
complaining bluntly of "lack of forceful |leadership by the Fed."

In the event, the administration's bark was worse than its bite. As my
term as Fed chairman ended in the summer of 1991, there was a behind-the-
scenes meeting in which the treasury secretary was fishing for a commit-
ment to further relax monetary policy in exchange for a second term. Nick
later claimed | had made such a deal. In fact there was no way | could com-
mit to that, even if | had wanted to (and even though | privately thought
our rate decreases might continue). Nonethel ess, President Bush reappointed
me. | think he concluded | was his least worst choice: the Fed itself by all
accounts was functioning well, there was no other candidate whom Wall
Street seemed to prefer, and a change would have roiled the markets.

The impasse on monetary policy made it hard for Nick and me to re-
main friends; though we continued to cooperate professionally, he canceled
our weekly breakfasts, and our socializing came to an end. With the elec-
tion year nearing, the administration decided to change its approach to the
Fed and its pigheaded chairman. The " Greenspan account," asthey called it
in the White House, shifted to CEA chairman Mike Boskin and the presi-
dent himself.

_I-he recovery was in fact finally picking up steam as the campaign sea-
son began. By July | felt confident enough to declare that the fifty-
mile-per-hour headwinds had partially abated. Later analysis showed that
by spring GDP (which in 1990 replaced GNP as the standard measure of
aggregate output) was growing at a healthy 4 percent annual rate. But that
was hard to discern at the time, and the president, understandably, was
concerned that the growth be as robust and obvious as possible.

| met with the president only a handful of times that year. He was al-
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THE AGE OF TURBULENCE

ways extremely cordial. "I don't want to bash the Fed/' he'd say. He'd probe
and raise substantive questions based on what he'd been hearing from his
business contacts. He'd ask things like, "People are saying restrictions on
bank reserves are part of the problem; how should | be looking at this?"
These were not questions Reagan would have raised—he had no patience
for discussing economic policy—and | was delighted that Bush wanted to
know. | felt alot more comfortable dealing with him than | did with Brady
because the discussion was never adversarial. But when we talked about in-
terest rates, | was never able to convince him that lowering rates further
and faster almost certainly wouldn't have speeded the recovery and would
have increased the risk of inflation.

The fact was. the economy was recovering, just not in time to save the
election. The deficit probably hurt Bush worse than anything else. Although
the belated budget cuts and the tax hikes of 1990 had put the country on
a somewhat better fiscal footing, the recession cut so deeply into federal
revenues that the deficit temporarily mushroomed. It hit $290 billion in the
last year of Bush's term. Ross Perot was able to hammer at that in the cam-
paign and succeeded in dividing the Republican vote enough to sink Bush.

| was saddened years later when | discovered that President Bush blamed
me for his loss. "I reappointed him and he disappointed me," he told a tele-
vision interviewer in 1998. It's not in my nature to be suspicious. | realized
only in retrospect the extent to which Brady and Darman had convinced
the president that the Fed was sabotaging him. His bitterness surprised me;
| did not feel the same way about him. His loss in the election reminded me
of how voters in Britain had ousted Winston Churchill immediately after
the Second World War. As best | could judge, Bush had done an exemplary
job on the most important issues confronting the United States, our con-
frontation with the Soviet Union and the crisis in the Middle East. If a
president can earn reelection, he did. But then, so did Winston Churchill.
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THE FALL OF
THE WALL

t was October 10, 1989. Jack Matlock, the U.S. ambassador to the So-

viet Union, was introducing me to an audience of Soviet economists

and bankers at Spaso House, the ambassador's official residence in
Moscow. My assignment was to explain capitalist finance.

Of course, | had no notion that in a month the Berlin Wall would be
torn down, or that in alittle more than two years the Soviet Union would
be no more. Nor did | know that | would, in the years following the Eastern
bloc's collapse, become witness to avery rare event. the emergence of com-
petitive market economies from the ashes of centrally planned ones. In the
process, the demise of central planning exposed the almost unimaginable
extent of the rot that had accumulated over decades.

But the biggest surprise that awaited me was an extraordinary tutorial
on the roots of market capitalism. This is the system with which, of course,
| am most familiar, but my understanding of its foundations was wholly ab-
stract. | was reared in a sophisticated market economy with its many sup-
porting laws, institutions, and conventions long since in place and mature.
The evolution | was about to observe in Russia had occurred in Western
economies scores of years before | was born. As Russia struggled to recover
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from the crash of al the institutions related to the old Soviet Union, | felt
like a neurologist who learns by observing how a patient functions when a
part of the brain has been impaired. Watching markets try to work in the
absence of the protection of property rights or a tradition of trust was a
wholly new experience for me.

But that was all ahead of me as | looked out at the hundred or so peo-
ple assembled before me at Spaso House and wondered, What are they
thinking? How can | reach them? They were al products of Soviet schools,
| assumed, and deeply indoctrinated with Marxism. What did they know
of capitalist institutions or market competition? Whenever | addressed a
Western audience, | could judge its interests and level of knowledge and
pitch my remarks accordingly. But at Spaso House, | had to guess.

The lecture | had prepared was a dry, diffuse presentation on banks in
market economies. It delved into such topics as the value of financial inter-
mediation, various types of risk commercial banks face, the pluses and mi-
nuses of regulation, and the duties of central banks. The talk was very slow
going, especially as | had to pause paragraph by paragraph for the translator
to render my words into Russian.

Yet the audience was quite attentive—people stayed alert throughout,
and several seemed to be taking detailed notes. Hands went up when | fi-
nally reached the end and Ambassador Matlock opened the floor for ques-
tions. To my surprise and pleasure, the ensuing half hour of discussion made
it obvious that some people got what | was talking about. The questions
they asked revealed an understanding of capitalism that startled me in its
sophistication.*

I'd been invited by Leonid Abalkin, the deputy prime minister in charge
of reform. I'd expected our meeting that week to be largely ceremonial, but
It turned out to be anything but. An academic economist in his late fifties

*How did these people know so much? In 1991 | finally asked Grigory Yavlinsky, one of Gor-
bachev's top reformers. He laughed and explained, "We all had access to books on economet-
rics in the university libraries. The Party ruled that because these were mathematical works,
they were purely technical, devoid of ideological content." Of course, the ideology of capital-
ism was embodied in many of the equations—econometric models revolve around the driving
forces of consumer choice and market competition. Thus, Yavlinsky said, Soviet economists
had become quite knowledgeable about how markets worked.
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who was one of Gorbachev's kitchen cabinet of reformers, Abalkin had
built a reputation for political flexibility and grace. His long face made him
look as if he was carrying alot of stress, and there were plenty of reasons for
that to be the case. Winter was setting in, there were reports of looming
electricity and food shortages, Gorbachev was talking publicly about the
risk of anarchy, and the prime minister had just asked the parliament for
emergency powers to ban strikes. Perestroika, Gorbachev's ambitious four-
year-old economic reform initiative, was in danger of collapse. | sensed that
Abalkin had hiswork cut out for him because his boss understood so little
of the mechanics of markets.

Abalkin asked my opinion of a proposal being touted by the Soviet
state planners. It was an inflation-fighting program that revolved around
Indexation—tying wages to prices—as a way to reassure the population
that the purchasing power of their wages wouldn't be destroyed. | told him
briefly about the U.S. government's ongoing struggle to foot the bill for
having indexed Social Security benefits, and volunteered my strongly held
view that indexing is only a palliative that, in the longer run, is likely to
cause even more serious problems. Abalkin didn't seem surprised. He said
he thought that the transition from bureaucratic central planning to the
private market, which he called "the most democratic form of regulating
economic activity," would take many years.

Fed chairmen had ventured behind the iron curtain before—both Ar-
thur Burns and William Miller had come to Moscow during the period of
detente in the 1970s—but | knew they'd never had a conversation like this
one. In those years, there had been little to discuss: the ideological and po-
litical divide between the centrally planned economies of the Soviet bloc
and the market economies of the West was simply too vast. Yet the late
1980s had brought astonishing changes, most obviously in East Germany
and other satellites, but also in the Soviet Union itself. Just that spring, Po-
land had held its first free elections, and the ensuing events had amazed the
world. First the Solidarity union won decisively against the Communist
Party, and then, instead of sending in the Red Army to reassert control,
Gorbachev declared that the USSR accepted the outcome of a free elec-
tion. More recently East Germany had started to dissolve—tens of thou-
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sands of its people took advantage of the state's weakening hold to emigrate
illegally to the West. And just days before | arrived in Moscow, Hungary's
Communist Party renounced Marxism in favor of democratic socialism.

The Soviet Union itself was obviously in crisis. The collapse of oil prices
a few years before had eliminated its only real source of growth, and now
there was nothing to offset the stagnation and corruption that had become
epidemic during the Brezhnev era. Compounding this was the cold war,
whose pressure was greatly increased by America's huge arms buildup un-
der President Reagan. Not only was the Soviet Union's grip on its satellites
slipping, but also it was having trouble feeding its population: only by im-
porting millions of tons of grain from the West was it able to keep bread
on the shelves. Inflation, Abalkin's immediate concern, was indeed out of
control—I'd seen with my own eyes long lines outside jewelry stores, where
customers desperate to convert rubles into goods with lasting value report-
edly were being restricted to one purchase per visit.

Gorbachev, of course, was moving as rapidly as he could to liberalize
the system and reverse the decay. The general secretary of the Communist
Party of the Soviet Union struck me as an extraordinarily intelligent and
open man, but he was of two minds. Intelligence and openness were his
problems, in a way. They made it impossible for him to ignore the contra-
dictions and lies the system presented him with day in and day out. Though
he'd grown up under Stalin and Khrushchev, he could see that his country
was stagnating and why, which unraveled his indoctrination.

The big mystery to me was why Yuri Andropov, the hard-liner who pre-
ceded Gorbachev, had brought him forward. Gorbachev didn't bring down
the Soviet Union purposely, yet he did not raise his hand to prevent its dis-
solution. Unlike his predecessors, he did not send troops into East Germany
or Poland when they moved toward democracy. And Gorbachev was calling
for his country to become a major player in world trade; without question
he understood this was implicitly procapitalist, even if he didn't understand
the mechanics of stock markets or other Western economic systems.

My visit dovetailed with Washington's growing effort to encourage
reform-minded Soviets under Gorbachev's openness policy, glasnost. As soon
as the KGB allowed people to attend evening gatherings, for instance, the
U.S. embassy instituted a series of seminars at which historians, economists,
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and scientists could attend lectures by their Western counterparts on previ-
ously forbidden subjects such as black markets, ecological problems in the
southern republics, and the history of the Stalin era.

A large part of my itinerary consisted of meetings with high officias.
Each surprised me in some way. While I'd studied free-market economics
for much of my life, encountering the alternative and seeing it in crisis
forced me to think more deeply than | ever had before about the funda-
mentals of capitalism and how it differed from a centrally planned system.
My first inkling of this difference had come during the drive into Moscow
from the airport. In a field beside the roadway, 1'd spotted a 1920s steam
tractor, a clattering, unwieldy machine with great metal wheels. "Why do
you suppose they still use that?" | asked the security man who was with me
in the car. "I don't know," he said. "Because it still works?" Like the 1957
Chevrolets on the streets of Havana, it embodied a key difference between
a centrally planned society and a capitalist one: here there was no creative
destruction, no impetus to build better tools.

No wonder centrally planned economic systems have great difficulty in
raising standards of living and creating wealth. Production and distribution
are determined by specific instructions from the planning agencies to the
factories, indicating from whom and in what quantities they should receive
raw materials and services, what they should produce, and to whom they
should distribute their output. The workforce is assumed to be fully em-
ployed, and wages are predetermined. Missing is the ultimate consumer,
who in a centrally planned economy is assumed to passively accept the
goods planning agencies order produced. Even in the USSR, consumers
didn't behave that way. Without an effective market to coordinate supply
with consumer demand, the consequences are typically huge surpluses of
goods that no one wants, and huge shortages of products that people do
want but that are not produced in adequate quantities. The shortages lead
to rationing, or to its famous Moscow equivalent—the endless waiting in
line at stores. (Soviet reformer Yegor Gaidar, reflecting on the power of be-
ing a dispenser of scarce goods, later said, "To be a seller in a department
store was the same as being a millionaire in Silicon Valley. It was status, it
was influence, it was respect.")

The Soviets had staked their entire nation on the premise that central
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planning, rather than open competition and free markets, is the way to
achieve the common good. Contemplating this made me eager to meet
Stepan Sitaryan, the right-hand man of the chief of Gosplan, the state plan-
ning committee. The Soviet Union had a bureaucracy for everything, and
the key ones had names beginning with gos, or state. Gosnab allocated raw
materials and supplies to industry, Gostrud set wages and work rules, Gos-
komtsen set prices. At the pinnacle sat Gosplan—which, as one analyst
memorably put it, dictated "the type, quantity, and price of every commod-
ity produced at every single factory and plant across 11 time zones." Gos-
plan's vast empire included military factories, which had access to the best
labor and the best materials and were universally regarded as the USSR's
finest.* In total, Western analysts estimated, the agency controlled between
60 percent and 80 percent of the nation's GDP. And Sitaryan and his boss,
Yuri Maslyukov, were the officials at the controls.

A diminutive man with a white pompadour and a good command of
English, Sitaryan turned me over to a senior Gosplan aide who trotted out
elaborate input-output matrices, the mathematics of which would have
dazzled even Wassily Leontief, the Russian-born Harvard economist who
pioneered them. Leontief's notion was that you could precisely character-
Ize any economy by mapping the flow of materials and labor through it.
Done thoroughly, your model would be the ideal instrument panel. Theo-
retically it would let you anticipate every impact on every segment of the
economy from the change of one output, such as the production of
tractors—or, more to the point in the Reagan era, a major increase in mili-
tary production to respond to the U.S. arms buildup for the "Star Wars"
missile defense. But Western economists generally considered input-output
matrices to be of limited use because they failed to capture the dynamism
of an economy—in the real world, the relationships between inputs and
outputs almost invariably shift faster than they can be estimated.

Gosplan's input-output model had been elaborated to Ptolemaic per-
fection. But judging by the top aide's remarks, | couldn't see that any of the

*Indeed, the USSR's supposedly passive consumers flocked whenever possible to acquire the
superior household goods produced by military factories. These consumers were as sophisti-
cated as any in the West.
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limitations had been solved. So | asked how the model took into account
dynamic change. He just shrugged and changed the subject. Our meeting
obliged him to keep up the pretext that planners can set production sched-
ules and manage a vast economy more efficiently than free markets can do.
| suspected that the aide didn't actually believe that, but | couldn't tell
whether what he really felt was cynicism or doubt.

One might think that smart planning authorities should have been able
to adjust to their models' shortcomings. People like Sitaryan are smart, and
they tried. But they took too much on themselves. Without the immediate
signals of price changes that make capitalist markets work, how was anyone
to know how much of each product to manufacture? Without the help of
a market pricing mechanism, Soviet economic planning had no effective
feedback to guide it. Just as important, the planners did not have the signals
of finance to adjust the allocation of savings to real productive investments
that accommodated the population's shifting needs and tastes.

Y ears before becoming Fed chairman, I'd actually tried picturing my-
self in the central planner'sjob. From 1983 to 1985,1 served under Reagan
on the President's Foreign Intelligence Advisory Board (PFIAB), where |
was asked to review U.S. assessments of the Soviet ability to absorb the
strain of accelerated armament. The stakes were enormous: The president's
Star Wars strategy rested on the assumption that the Soviet economy was
no match for ours. Ramp up the arms race, the thinking went, and the So-
viets would collapse trying to keep up, or they'd ask to negotiate; in either
case, we'd hold out our hands and the cold war would end.

The assignment was clearly too important to turn down, but it daunted
me. It would be a Herculean task to learn the ins and outs of a production
and distribution system so different from ours. Once | dug into the project,
though, it took me only a week to conclude that it was impossible: there
was no reliable way to assess their economy. Gosplan's data were rotten—
Soviet managers up and down the line had every incentive to exaggerate
their factories' output and pad their payrolls. Worse, there were large inter-
nal inconsistencies in their data that | couldn't reconcile and | suspected
neither could Gosplan. | reported to the PFIAB and the president that
| couldn't forecast whether the challenge from Star Wars would overload
the Soviet economy—and | was fairly certain the Soviets couldn't either.
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As it turned out, of course, the Soviets didn't try to match Star Wars—
Gorbachev came to power and launched his reforms instead.

| mentioned none of this to the Gosplan officials. But | was glad |
wasn't in Sitaryan's shoes—the Fed's job was challenging, but Gosplan's
was surreal.

Meeting with the head of the Soviet central bank, Viktor Gerashchenko,
was much less fraught. Officially he was my counterpart, but in a planned
economy, in which the state decides who gets funds and who does not,
banking plays a much smaller role than in the West: Gosbank was little
more than a paymaster and record keeper. If a borrower fell behind in pay-
ments on aloan or went into default, so what? Loans were essentially trans-
fers among entities all owned by the state. Bankers did not need to worry
about credit standards, or interest rate risks, or market value changes—the
financial signals that determine who gets credit, and who does not, and
hence who produces what, and sellsto whom, in a market economy. All the
topics I'd talked about the previous evening were simply not part of Gos-
bank's world.

Gerashchenko was forthcoming and friendly—he insisted we call each
other Viktor and Alan. He spoke excellent English, having spent several
years running a Soviet-owned bank in London, and he understood what
Western banking was about. Like many people, he made believe that the
Soviet Union was not that far behind the United States. He sought me out,
and sought out other bankers in the West, because he wanted to be part of
the prestigious central banking establishment. To me he seemed totally be-
nign, and we had a pleasant talk.

Jst four weeks later, on November 9, 1989, the Berlin Wall came down.
was in Texas on Fed business, but like everybody else that night | was
glued to the TV. The event itself was remarkable, but even more amazing
to me in the following days was the economic ruin the fal of the wall ex-
posed. One of the most fateful debates of the twentieth century had been
the question of how much government control is best for the common
good. After World War 11, the European democracies all moved toward so-

130

{" More ebooks visit: hitp://www.ccebook.cn ccebook-orginal english ebooks
= B 00 k This file was collected by ccebook.cn form the internet, the author keeps the copyright.




TH E FALL OF TH E WALL

cialism, and the balance was tilted toward central government control even
iIn America—the entire war effort by American industry had been effec-
tively centrally planned.

That was the economic backdrop of the cold war. In essence, it turned
out to be a contest not just between ideologies but between two great
theories of economic organization: free-market economies versus centrally
planned ones. And for the past forty years, they'd seemed almost evenly
matched. There was a general belief that even though the Soviet Union and
Its allies were laggards economically they were catching up to the wasteful
market economies of the West.

Controlled experiments almost never happen in economics. But you
could not have created a better one than East and West Germany, even if
you'd done it in a lab. Both countries started with the same culture, the
same language, the same history, and the same value systems. Then for forty
years they competed on opposite sides of a line, with very little commerce
between them. The major difference subject to test was their political and
economic systems: market capitalism versus central planning.

Many thought it was a close race. West Germany, of course, was the
scene of the postwar economic miracle, rising from war's ashes to become
Europe's most prosperous democracy. East Germany, meanwhile, became
the powerhouse of the Eastern bloc; it was not only the Soviet Union's big-
gest trading partner but also a country whose standard of living was seen to
be only modestly short of West Germany's.

I'd compared the East and West German economies as part of my work
for the PFIAB. Experts had estimated that East German GDP per capita
was 75 percent to 85 percent of West Germany's. | thought this couldn't be
right—all you had to do was look at the crumbling apartment buildings on
the other side of the Berlin Wall to conclude that productivity levels and
standards of living there fell far short of those in the vibrant West. The
irony was that East Germany's GDP estimates did not seem out of line. The
narrow spread between West and East German standards of living appeared
the result of West Germany's understating its progress. Each country, for
example, counted the number of cars it produced. But West German statis-
tics did not fully capture the quality difference between a 1950 Mercedes,
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say, and one assembled in 1988. Meanwhile, the design of the Trabant, the
boxy, pollution-belching East German sedan, hadn't changed in thirty years.
So the quality-adjusted production gap between the two economies was
almost certainly greater than generally thought.

The fall of the wall exposed a degree of economic decay so devastating
that it astonished even the skeptics. The East German workforce, it turned
out, had little more than one-third the productivity of its western counter-
part, nothing like 75 percent to 85 percent. The same applied to the popu-
lation's standard of living. East German factories produced such shoddy
goods, and East German services were so carelessly managed, that modern-
i1zing was going to cost hundreds of billions of dollars. At least 40 percent
of East German businesses were judged so hopelessly obsolete that they
would have to close; most of the rest would need years of propping up to
be able to compete. Millions of people were losing their jobs. Those people
would need retraining and new work, or else they were likely to join the
throngs migrating west. The extent of the devastation behind the iron cur-
tain had been a very well kept secret, but now the secret was out.

At least East Germans could look to the West Germans for help. The
other nations of the Soviet bloc all were suffering the same blight or worse,
yet they had to fend for themselves. Poland's great reformer, Leszek Bal-
cerowicz, was taking a page from the book of another great economic re-
former, Ludwig Erhard. The economics director of West Germany under
the Allied occupation in 1948, Erhard sparked the revival of the devastated
economy by abruptly declaring the end of price and production controls.
Erhard arguably overstepped his authority doing this, but he made the an-
nouncement on aweekend, and prices had completely changed by the time
the occupation administration could react. The gambit worked. To the
amazement of critics, West Germany's stores, which had been gripped by
chronic shortages of food and merchandise, quickly flooded with goods,
and its notorious black markets dried up. At first prices were exorbitant,
but they declined as additional supply overwhelmed demand.

A Western-educated economics professor from central Poland, Balcero-
wicz followed Erhard's example to propose what he called a market revo-
lution. Everybody else called it shock therapy. When Solidarity won the
Polish election in August 1989, the economy was on the verge of collapse.
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There were food shortages in the stores, hyperinflation was destroying the
value of people's money, and the government was bankrupt and couldn't
pay its debts. At Balcerowicz's urging, the new government designated Janu-
ary 1. 1990. as the day of the "big bang/' when virtually al price controls
would cease. | met him for the first time at an international banking meet-
ing in Basel, Switzerland, a few weeks before the event, and he astonished
me by saying he did not know whether the strategy would work. But, he
said, "you cannot reform by small steps." He was convinced that in a society
where the government had dictated every aspect of buying and selling for
four decades, there was no such thing as a smooth transition from central
planning to competitive markets. Drastic action was required to spur peo-
ple to start making their own decisions and, as he put it, to be convinced
that change was inevitable.

His big bang, predictably, brought tremendous upheaval. Just as had
happened in Erhard's Germany, prices initially leaped up—the zloty lost
almost half its purchasing power in the first two weeks. But more goods
appeared in the stores, and gradually prices evened out. Balcerowicz had
people constantly checking the shops, and as he later recalled, "It was avery
important day when they said, 'The price of eggs is falling." There was no
more eloquent sign that the shift to a free market had begun to work.

Poland's success encouraged Czechoslovakia to try an even bolder re-
form. Vaclav Klaus, the economics minister, wanted to turn state-owned
enterprises over to the private sector. Instead of trying to auction them off
to investor groups—no one in Czechoslovakia had much ready cash—he
proposed to distribute ownership to the entire population in the form of
vouchers. Each citizen would receive an equal allotment of vouchers, which
could be traded or sold or exchanged for stock in a state-owned enterprise.
In this way, Klaus wanted not only to bring about "the radical transforma-
tion of property rights" but also to lay the groundwork for a stock market.

Klaus talked about this and many other ambitious plans in alunchtime
presentation at a Fed conference at Jackson Hole, Wyoming, in August
1990. A square-built man with a brushy mustache, he was fierce about the
urgency of reform. "Losing time means losing everything," he told us. "We
have to act rapidly because gradual reform provides a convenient excuse to
the vested interests, to monopolists of all kinds, to al beneficiaries of pater-

133

{" More ebooks visit: hitp://www.ccebook.cn ccebook-orginal english ebooks
= B 00 k This file was collected by ccebook.cn form the internet, the author keeps the copyright.




THE AGE OF TURBULENCE

nalistic socialism, to change nothing at all." This sounded so fiery and un-
compromising that when we opened the floor for questions, | brought up
the impact of the reforms on people's jobs. "Are you contemplating provid-
Ing some kind of social safety net for the unemployed?" | asked. Klaus cut
me short. "In your country you can afford such luxuries/' he said. "To suc-
ceed we need a clean break with the past. The competitive market is the
way to produce wealth, and that's where we're going to focus." He and |
became good friends, but this was the first time in my life that | had ever
been rebuked for not sufficiently appreciating the power of free markets. It
was a singular experience for an admirer of Ayn Rand.

As the Eastern European countries raced ahead with reform, the insta-
bility in Moscow only seemed to worsen. It was hard from the West
even to determine what was going on. Just a week after being elected presi-
dent of the Russian Republic in June 1991, Boris Yeltsin visited New York
and spoke at the New York Fed. Yeltsin had gotten his start as a construc-
tion industry boss and had been Moscow's mayor in the 1980s; then he'd
quit the Communist Party to take up the cause of radical reform. His election
with a nationwide majority of 60 percent was a crushing defeat for Com-
munism. Though he was subordinate to Gorbachev, his popularity coupled
with his impetuousness made him a magnet for attention—Ilike Khrushchev
In an earlier era, he seemed to personify his country's unnerving contradic-
tions. Hisfirst trip to the United States in 1989 had been a disaster—people
remembered mostly the news reports of his behaving erratically and get-
ting drunk on Jack Daniel's.

Gerald Corrigan, the president of the New York Fed, had taken the
lead in encouraging Wall Street to connect with the Soviet reformers, some-
thing the Bush administration wanted to see happen. So when Yeltsin came
to town, the New York Fed invited him to speak at a dinner of some fifty
bankers, financiers, and corporate chiefs. Yeltsin arrived with a large entou-
rage, and Corrigan and | talked with him briefly before he was introduced to
the assembled dinner guests. The Yeltsin we met that night was no drunken
buffoon; he seemed smart and determined. At the podium, he spoke co-
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gently on reform for twenty minutes without notes and then answered de-
tailed, specific questions from the audience without calling on his advisers
for hep.

It was increasingly unclear whether Gorbachev, or anyone, could end
the Communist regime without causing a complete collapse into violence.
After Gorbachev dissolved the Warsaw Pact in June and launched his plan
to reconstitute the USSR as a voluntary confederation of democratic states,
the resistance facing him became brutally apparent. In August a coup at-
tempt by Stalinist hard-liners almost brought him down—to many it was
only the inspired theatrics of Yeltsin, who climbed on a tank outside the
Soviet parliament, that enabled Gorbachev to survive.

The West started looking for ways to help. That was the reason Trea-
sury Secretary Nick Brady and | led a team to Moscow in September to
meet with Gorbachev and confer with his economic advisers. Our ostensi-
ble mission was to assess what reforms were needed for the Soviet Union
to join the International Monetary Fund, but mainly we wanted to see for
ourselves what was going on.

From the perspective of the Fed and the Western world, in purely eco-
nomic terms the Soviet Union was not much of a concern. Its economy
wasn't that large; of course there were no reliable statistics, but experts es-
timated its GDP to be about the same size as the United Kingdom's, or
about one-sixth the size of all Europe's. The iron curtain had kept it so iso-
lated that its share of world trade was small. So was the amount of debt it
owed Western nations, which might be subject to default if the government
collapsed. But none of this took into account nuclear warheads. We were all
acutely aware of the danger a Soviet collapse could pose to the world's sta-
bility and safety.

For that reason alone, we were horrified by the picture that emerged
during our stay.

It was clear that the government was falling apart. The institutions of
central planning were all beginning to fail, and the well-being of the popu-
lation was threatened. Eduard Shevardnadze, who was then foreign minister,
told us of unrest in the Soviet republics along Russia's border—he said the
lives of the twenty-five million ethnic Russians living in those regions could
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be in jeopardy. Worse, he said, was the risk that Russia and Ukraine, which
both held weapons from the Soviet nuclear arsenal, might end up at odds.

The economic data, which were fragmentary at best, were equally
alarming. Inflation was out of control, with prices going up by anywhere
from 3 percent to 7 percent a week. This was because al of the central
mechanisms of production and distribution were breaking down, and more
and more money was chasing fewer and fewer goods. In an effort to keep
things moving at all, the government was flooding the economy with cash.
A Gorbachev aide told me, "The printing presses can't keep up. We are
printing rubles twenty-four hours a day."

Over al this hung the shadow of not being able to put food on the
shelves. There had been times in the past when the output of Ukraine had
made it famous as the breadbasket of the world. But while harvests were
still relatively bountiful, some of the crops had rotted in the fields because
there was no way to collect and distribute the produce and grain. Soviet
grain purchases from abroad were up to forty million tons a year. Bread
shortages were a sore point in the national memory—it was the Bread Riots
of 1917, when the old women of St. Petersburg rose up in rebellion, that
helped bring about the fal of the czar.

A separate conversation gave me a glimpse of how brittle this economy
was and how difficult it would be to change. Boris Nemtsov, a reformist
economist, confided, "Let me tell you about military cities," and rattled off
names I'd never heard of. Across the nation, Nemtsov explained, were at
least twenty cities, each of two million people or more, that had been built
around military plants. They were isolated and specialized and had no rea-
son to exist other than to serve the Soviet military. His point was clear:
ending the cold war, and shifting to a market economy, would leave entire
cities and millions of workers with little to do and no ready way to adapt.
The rigidity built into the Soviet economic system was far more extreme
than any we'd ever encountered in the West. Among the many worries was
that, in order to survive, these military workers, who included world-class
scientists and engineers and technicians, would eventually have to sell their
skills to rogue states.

There were more briefings, but the message was the same. When we
met with President Gorbachev, and he repeated his goal of making the
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nation "a major trading force in the world/' | admired his courage. But in
the margin of my notepad | jotted down, "USSR is a Greek tragedy waiting
to happen."

Gigory Yavlinsky chief economist for Gorbachev's Council of Minis-
ers, led a delegation in October 1991 to Thailand, where the World
Bank and International Monetary Fund were holding their annual meeting.
This was atruly historic moment: the first time Soviet officials had ever sat
down with the key economic policymakers of the capitalist world.

The Soviet Union had already been granted provisional status—formally
giving it access to IMF and World Bank advice, but not to loans. Yavlinsky
and his team came to argue that the confederation of remaining Soviet re-
publics ought to be accorded full membership. The question of massive
Western loans was not immediately on the table—the Soviets insisted they
could manage the transition to a market economy themselves, and none of
the G7 nations was offering.

The discussions lasted two full days, and if | had to pick aword to de-
scribe what the Western central bankers and finance ministers felt, it would
be "impotence." We knew that what was left of the Soviet Union was crum-
bling; we knew the armed forces hadn't been paid and that a collapse of the
military could pose a serious threat to world peace. We had grave concerns
about what would happen to the nuclear weapons. The deterioration was
internal and political. All the IMF could do was talk about money, and
money wasn't the problem. We ended up doing what organizations usually
do under such circumstances. we delegated a committee for further study
and discussion (in this instance, the deputy finance ministers of the G7
were to go to Moscow in afew weeks for consultations). So it was up to the
Soviet reformers. The challenges they faced were more difficult than those
that had confronted their counterparts in Eastern Europe. The Polish and
Czech leaders had been able to draw on the goodwill of the population—as
trying as the economic circumstances may have been, their nations were
being liberated from Moscow's grasp. But many Soviet citizens had prided
themselves on their country's superpower status and had sacrificed much
to help achieve it. For them, the upheavals meant nothing but sorrow—a
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great loss of national prestige. Humiliation made the reformers' tasks much
harder.

What's more, too many years had gone by in the Soviet Union since
1917—scarcely anyone alive even remembered private property or had
firsthand business experience or training. There were no accountants, audi-
tors, financial analysts, marketers, or commercial lawyers, even among retir-
ees. In Eastern Europe, where Communism had reigned for forty years
instead of eighty, free markets could be restored; in the Soviet Union, they
had to be resurrected from the dead.

Gorbachev did not stay in power long enough to oversee the market
reforms; he resigned in December 1991 asthe Soviet Union formally broke
up and was replaced by a loose economic confederation of former Soviet
republics. "End of the Soviet Union; Gorbachev, Last Soviet Leader, Re-
signs, U.S. Recognizes Republics' Independence” read the headline of the
New York Times on December 26—I looked at it and felt regret that Ayn
Rand hadn't lived to see it. She and Ronald Reagan had been among the
few who had predicted decades before that the USSR would ultimately
collapse from within,

The man Boris Yeltsin chose to launch economic reforms in Russia was
Yegor Gaidar. In the 1980s when he and other young economists had
dreamed of creating a market economy in the Soviet Union, they'd imag-
ined an organized, methodical transition. But now, amid growing chaos,
there was no time for that—unless the government could jump-start the
markets, people might starve. So in January 1992, Gaidar, as Russia's acting
prime minister, turned to the scheme that had worked in Poland: abruptly
ending price controls.

Shock therapy jolted the Russians much more than it had the Poles.
The size of the country, the system's rigidity, the fact that the state had dic-
tated prices for people's entire lives—it all worked against them now. Infla-
tion rose so fast that people's wages, when they could collect them, became
worthless, and their meager savings were wiped out. The ruble lost three
quarters of its value in four months. Goods remained in scarce supply in
the stores, and the black market flourished.

Then, in October, Yeltsin and his economists unleashed the second
massive reform: they issued vouchers to 144 million citizens and started

138

{" More ebooks visit: hitp://www.ccebook.cn ccebook-orginal english ebooks
= B 00 k This file was collected by ccebook.cn form the internet, the author keeps the copyright.




TH E FALL OF TH E WALL

privatizing state-owned enterprises and real estate on a massive scale. This
reform, too. was far less effective than in Eastern Europe. Millions of people
ended up with stock in businesses or owning their apartments, which was
the goal, but millions more were bilked out of their vouchers. Entire indus-
tries ended up in the hands of a small number of opportunists who came to
be known as the oligarchs. Like Jay Gould and some of the railroad tycoons
In nineteenth-century America who built vast fortunes in part by manipu-
lating government land grants, the oligarchs constituted an entirely new
wealthy class and compounded the political chaos.

was fascinated to see these events unfold. Economists have had consider-

able experience observing how market economies convert to centrally
planned ones—indeed, the shift toward Communism in the East and so-
cialism in the West was the dominant economic trend of the twentieth
century. Yet until recent years we have had little exposure to movement in
the opposite direction. Until the wall fell and the need to develop market
economies out of the rubble of Eastern Europe's central-planning regimes
became apparent, few economists had been thinking about the institutional
foundations that free markets need. Now, unintentionally, the Soviets were
performing an experiment for us. And some of the lessons were startling.

The collapse of central planning did not automatically establish capi-
talism, contrary to the rosy predictions of many conservative-leaning politi-
cians. Western markets have avast underpinning of culture and infrastructure
that has evolved over generations: laws, conventions, behaviors, and busi-
ness professions and practices for which there was no need in a centrally
planned state.

Forced to make the shift overnight, the Soviets achieved not a free-
market system but a black-market one. Black markets, with their unregu-
lated prices and open competition, seemingly replicate what goes on in a
market economy. But only in part. They are not supported by the rule of
law. There is no right to own and dispose of property backed up by the en-
forcement power of the state. There are no laws of contract or bankruptcy,
and no opportunity to take disputes to court for resolution. The linchpin of
a free-market economy, property rights, is missing.
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The result is that black markets bring few of the benefits to society of
legally sanctioned trade. Knowing that the government will protect one's
property encourages citizens to take business risks, a prerequisite of wealth
creation and economic growth. Few will risk their capital if the rewards are
going to be subject to arbitrary seizure by the government or mobsters.

By the mid-1990s, that was the picture across much of Russia. For gen-
erations of people who had been brought up on the Marxist notion that
private property is theft, the shift to a market economy already challenged
their sense of right and wrong.* The rise of the oligarchs further under-
mined popular support. From the start, law enforcement in defense of pri-
vate ownership was extremely uneven. Private security forces to a large
extent took over the job, sometimes warring with each other and further
aggravating the sense of chaos.

It wasn't at all clear that the Yeltsin government itself understood how
a market economy's legal system must work. In 1998, for instance, an influ-
ential Russian academic told the Washington Post: "The state thinks ... pri-
vate capital should be defended by those who have it.... It's a completely
conscious policy of the law enforcement authorities to remove themselves
from defending private capital." To me this suggested a basic ignorance of
the need to embody property rights in the judicial system. The use of rival
private police forces is not the rule of law; it is the rule of fear and force.

Trust in the word of others, especially strangers, was another element
conspicuously lacking in the new Russia. We hardly ever think about this
facet of market capitalism, yet it is crucial. Despite each person's right in
the West to file a lawsuit to address a perceived grievance, if more than a
small fraction of contracts were adjudicated, our courts would be swamped
to the point of paralysis. In a free society, the vast majority of transactions
are thus, of necessity, voluntary. Voluntary exchange, in turn, presupposes

*Marx was hardly the first to condemn private ownership; the notion that private property is
sinful, along with profit making and lending at interest, has deep roots in Christianity, Islam,
and other religions. Only with the Enlightenment did countervailing principles emerge to pro-
vide a moral basis for ownership and profit. John Locke, the great seventeenth-century British
philosopher, wrote of the "natural right" of every individual to "life, liberty and estate." Such
thinking profoundly influenced America's Founding Fathers and helped foster free-market
capitalism in the United States.
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trust. | have always been impressed that in Western financial markets, trans-
actions involving hundreds of millions of dollars often are simply oral
agreements that get confirmed in writing only at a later date, and at times
after much price movement. But trust has to be earned; reputation is often
the most valuable asset a business has.

Te fal of the Soviet Union concluded a vast experiment: the long-
standing debate about the virtues of economies organized around free
markets and those governed by centrally planned socialism is essentially at
an end. To be sure, there are still a few who support old-fashioned social-
Ism. But what the vast mgjority of the remaining socialists now advocate is
a highly diluted form, often called market socialism.

| am not alleging that the world is about to embrace market capitalism
as the only relevant form of economic and social organization. Vast num-
bers of people still consider capitalism with its emphasis on materialism
degrading. And one can seek material well-being and yet view competitive
markets as subject to excessive manipulation by advertisers and marketers
who trivialize life by promoting superficial and ephemeral values. Some
governments, such as that of China, even now attempt to override the evi-
dent preferences of their citizens by limiting their access to foreign media,
which they fear will undermine their culture. Finally, there remains a latent
protectionism, in the United States and elsewhere, which could emerge as
a potent force against international trade and finance and the free-market
capitalism they support, particularly if today's high-tech world economy
should falter. Nonetheless, the verdict on central planning has been ren-
dered, and it is unequivocally negative.
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SEVEN

A DEMOCRAT'S
AGENDA

n the evening of February 17,1993,1 found myself in the uncom-

ortable glare of the TV lights at a joint session of Congress,

sitting between Hillary Clinton and Tipper Gore. The front row
of the gallery was not exactly where I'd expected to be for President Clin-
ton's first major congressional address. | had assumed that my invitation to
sit with the First Lady was a matter of courtesy and that I'd be at the back
of the box with White House aides. | guess it was nice to know that the
Federal Reserve was considered a valuable national asset after the some-
what less than favorable embrace we'd gotten from President Bush, but
obviously I'd been positioned up front for a political purpose. Mrs. Clinton
was wearing a bright red suit, and as the president spoke, the cameras fo-
cused on us again and again.

Afterward it turned out that not everyone had been pleased to see me
there, on the grounds that it might compromise the independence of the
Fed. | had no intention of doing that, of course. But | was intent on building
a working relationship with this president, who seemed seriously fiscally
responsible.
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I'd met Clinton in early December, when he was president-elect. He
hadn't moved to Washington yet, so seeing him meant flying out to Little
Rock, Arkansas. He and his transition team had set up shop there in the
governor's mansion, which turned out to be a big redbrick building with
white pillars set on acres of flat lawn and gardens near the center of town.

As | was ushered into an anteroom, | wasn't sure what to expect. One
thing I'd heard, though, was that he aways ran late, so I'd brought along
some economic reports to read and busied myself for twenty minutes or so
until he appeared. "Mr. Chairman," he said, striding toward me smiling and
reaching to shake hands. | could see why he was reputed to be a great retalil
politictan. He made me believe he really had been looking forward to see-
Ing me.

Clinton had outlined a broad, ambitious economic agenda during his
campaign. He wanted to cut taxes on the middle class, halve the federal
deficit, stimulate job growth, increase U.S. competitiveness through new
education and training programs, invest in the nation's infrastructure, and
more. | had seen, and been part of, too many presidential campaigns. Can-
didates promised something for everybody. But | wondered what Clinton's
real priorities were. He must have been reading my mind; one of the first
things he said was: "We need to set our economic priorities, and I'm inter-
ested in your outlook on the economy."

From the Fed's perspective, if he wanted to address the economy's
long-term health, the deficit was by far the most pressing concern. I'd made
that argument at the start of Bush's term, and now the problem was four
years worse. The national debt held by the public had risen to $3 trillion,
causing interest payments to become the third-largest federal expense after
Social Security and defense. So when Clinton asked for my economic as-
sessment, | was ready with a pitch.

Short-term interest rates were rock-bottom low—we'd cut them to 3
percent—and the economy was gradually shaking off the effects of the
credit crunch and growing at a fairly reasonable pace, | told him. More than
a million net new jobs had been created since the beginning of 1991. But
long-term interest rates were still stubbornly high. They were acting as a
brake on economic activity by driving up the costs of home mortgages and
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bond issuance. They reflected an expectation of ongoing inflation for which
Investors had come to require an extra margin of interest to offset the
added uncertainty and risk.

Improve investors' expectations, | told Clinton, and long-term rates
could fall, galvanizing the demand for new homes and the appliances, fur-
nishings, and the gamut of consumer items associated with home owner-
ship. Stock values, too, would rise, as bonds became less attractive and
investors shifted into equities. Businesses would expand, creating jobs. All
told, the latter part of the 1990s could look awfully good. | was not oblivi-
ous of the fact that 1996 would be a presidential election year. The path to
a beneficent future, | told the president-elect, was lowering the long-term
trajectory of federal budget deficits.

To my delight, Clinton seemed fully engaged. He seemed to pick up on
my sense of urgency about the deficit, and asked a lot of smart questions
that politicians usually don't ask. Our meeting, which had been scheduled
for an hour, turned into a lively discussion that went on for almost three.
We touched on a whole range of topics beyond economics—Somalia and
Bosnia and Russian history, job-training programs, education—and he asked
for my assessment of world leaders whom he hadn't yet had a chance to
meet. After a while, aides brought in lunch.

So saxophone wasn't the only thing we had in common. Here was a
fellow information hound, and like me, Clinton clearly enjoyed exploring
Ideas. | walked away impressed, yet not entirely surewhat | thought. Clearly,
for sheer intelligence, Bill Clinton was on a par with Richard Nixon, who,
despite his obvious flaws, was the smartest president I'd met to that point.
And either Clinton shared many of my views on the way the economic sys-
tem was evolving and on what should be done, or he was the cleverest cha-
meleon I'd ever encountered. | mulled all this on the airplane on my way
home. After | got back to Washington, | told a friend, "I don't know that I'd
have changed my vote, but I'm reassured."

That feeling was reinforced a week later when Clinton announced as
his senior economic team a number of familiar faces. As treasury secretary
he'd picked Lloyd Bentsen, the chairman of the Senate Finance Commit-
tee, with Roger Altman, a very smart Wall Street investment banker, as his
deputy. As budget director he chose Leon Panetta, a California congressman
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who chaired the House Budget Committee, with economist Alice Rivlin as
his deputy. She was the only economist on the team, and her credentials
were impressive: she'd been the founding director of the Congressional
Budget Office and had been an early recipient of one of the MacArthur
Foundation's genius grants. Just as interesting was Clinton's choice of Rob-
ert Rubin, the cochairman of Goldman Sachs, to run a new White House
council on economic policy. As the New York Times explained it, Rubin was
to act as the economic equivalent of a national security adviser: his job
would be to elicit economic ideas from Treasury, State, the budget office,
the CEA, and other departments, and weave them into policy options for
the president. What jumped out at me was that Clinton was taking a page
from John F. Kennedy's book. All of Clinton's economic-policy appointees
were fiscally conservative centrists like Doug Dillon, the Republican banker
whom Kennedy picked as treasury secretary. Choosing them made Bill
Clinton seem about as far from the classic tax-and-spend liberal as you
could get and still be a Democrat.

ke every new administration, the Clinton White House had to scram-
L ble to pull together its first budget, due for submission to Congress by
early February. The president by al accounts did not have an easy time
dealing with the recommendations of his economic team. The full extent
of the fiscal problems confronting them was only now becoming clear: in
December the Office of Management and Budget offered a revised analy-
Ss projecting that the government was headed toward a $360 billion defi-
cit in 1997—some $50 billion higher than its previous estimate. This made
it clear that to come anywhere near his goal of halving the deficit, Clinton
would have to abandon or postpone other cherished plans, such as the
middle-class tax cut and the "investments" in training and jobs.

| kept tabs on the budget-making process mainly through Lloyd Bent-
sen. The new treasury secretary had first caught my attention in the 1976
primaries—Jimmy Carter ultimately beat him for the Democratic nomina-
tion, but | thought Bentsen had looked like a president and acted like one.
Courtly, gray-haired, and sophisticated, he was aformer World War || B-24
bomber pilot who'd served four terms in the Senate, where he had a well-
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earned reputation for good judgment and for quietly getting things done.
Andrea and | had known Bentsen and his impressive wife, B.A., socially for
some time. | was not surprised to find him a pleasure to work with, even
when we disagreed.

Bentsen and the others on the economic team were careful to acknowl-
edge the Fed's boundaries. In fact, their decision not to comment publicly
on monetary policy was a big break from the past, and helped us and them
by bolstering our independence. When he and Panetta came to brief me in
mid-January on the evolving budget plan, they avoided asking for an en-
dorsement or even an opinion. | simply indicated that | understood, and we
left it at that. In fact, | thought the plan noninflationary and testified to that
effect in Congress in late January.

Bentsen asked me to weigh in with the president just once—the day
after 1'd first testified in favor of their overall approach. (I had steered clear
of commenting on the details of Clinton's program.) As the team crunched
the numbers and the budget took shape, Clinton found himself faced with
a choice that was increasingly stark. Either he could opt for a package of
spending programs that would fulfill some of his campaign promises, or he
could opt for a deficit-cutting plan, whose success would depend on im-
pressing the financial markets and that would pay off chiefly in the longer
term. There was no in-between—we couldn't afford both. This dilemma
had opened a rift in the White House daff, some of whom privately ridi-
culed the deficit-cutting approach as a sellout to Wall Street. That's why
Bentsen asked me to the White House—to reemphasize the urgency of
budget reform.

We met the president in the Oval Office on the morning of January 28;
Bob Rubin joined us. Clinton was all business, so | got straight to the point.
| focused on the danger of not confronting the deficit right away, playing
out for him how, in that instance, the decade was apt to unfold. Because
of the end of the cold war, | told him, "defense spending will come down
over the next few years and that will mask a lot of problems. But by 1996
or 1997, the deficits will be hard for the public to ignore. You can see it in
the data." And | outlined for him how the mandated outlays for Social Se-
curity and other social benefits were scheduled to increase, which would
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cause deficit gaps to open further. "So the debt rises markedly into the
twenty-first century, and the interest on the debt rises, threatening a spiral
of rising deficits. Unless it's aborted, that could lead to a financial crisis,” |
said. As we finished, Clinton, unsurprisingly, looked grim.

Though | hadn't put it in so many words, the hard truth was that Rea-
gan had borrowed from Clinton, and Clinton was having to pay it back.
There was no reason to feel sorry for Clinton—these very problems were
what had enabled him to defeat George Bush. But | was impressed that he
did not seem to be trying to fudge reality to the extent politicians ordinar-
ily do. He was forcing himself to live in the real world on the economic
outlook and monetary policy. His subsequent decision to go ahead and
fight for the deficit cuts was an act of political courage. It would have been
very easy to go the other way. Not many people would have been the wiser
for a year or two or even three.

| took one other step to help the deficit hawks—I advised Bentsen on
how deeply | thought the deficit would have to be cut in order to convince
Wall Street and thereby bring down long-term interest rates. "Not less than
$130 billion ayear by 1997" was his shorthand description of what | said.
Actually the advice | gave him was more complex. | sketched out a range
of possibilities, with a probability attached to each—all the while carefully
emphasizing that the substance and credibility of the program would be
more important than the numbers. But | understood when he finally said,
"You know | can't work with something this complicated.” The figure he
extracted made its way to the president and had a powerful effect. Within
the White House, $130 billion became known as the "magic number" that
the deficit cuts had to hit.

The budget was major news when it finally appeared. "Clinton Plan to
Remake the Economy Seeks to Tax Energy and Big Incomes" was the ban-
ner headline of the New York Times the morning after Clinton's speech.
"Ambitious Program Aims at a 4-Year Deficit Cut of $500 Billion." USA To-
day declared "A Battle Launched" and described Clinton's proposals as "a
five-year package of pain." The media coverage focused mainly on whom
the cuts would hit (every constituency except poor households—the plan
put burdens on the rich, the middle class, retirees, and business). Interest-
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ingly, the public reaction was initially favorable: polls showed Americans
unexpectedly receptive to the idea of making a sacrifice to put the nation's
house in order.

Most new presidents get a honeymoon from Congress, but Clinton got
a trench war. Despite the budget plan's initial popularity a majority of
congresspeople hated it—not surprisingly, since it aimed at abstract, distant
goals and offered no new highway projects, weapons programs, or other |u-
crative goodies to bring home to constituents. | think Clinton was jolted by
the degree of resistance. Republicans rejected the budget outright and
many Democrats rebelled, and the debates dragged on well into the spring.
Even though Democrats held a 258-177 majority in the House, there was
serious question whether the budget would pass—and its prospects in the
Senate looked even worse. The conflict extended to within the White
House, where key people were still pushing for an agenda less compatible
with Wall Street. One was Clinton adviser James Carville, who famously
wisecracked, "l used to think if there was reincarnation, | wanted to come
back as the president or the pope or a .400 baseball hitter. But now | want
to come back as the bond market. You can intimidate everybody." The dis-
cord, which was widely reported in the media, made Clinton look weak,
and his initial popularity melted away. By late spring his approval rating
sank to an abysmal 28 percent.

The president was in a funk when | saw him again on June 9. The
House had finally passed his budget two weeks earlier—by a single vote.
And the fight had only begun in the Senate. I'd gotten a call from David
Gergen, Clinton's counselor. "He's distressed," he said, and asked if | could
come buck the president up. I'd known Gergen for twenty years, as an ad-
viser to Nixon, Ford, and Reagan. Clinton had recruited him partly because
he was a balanced, nonneurotic Washington pro, and partly because he was
Republican—the president was hoping to solidify his image as a centrist.

When | went to the Oval Office that morning, you could see that peo-
ple were under strain. Word had it that they'd been working pretty much
around the clock, even Bentsen, who was seventy-two. (Andrea confirmed
this; she was now NBC's chief White House correspondent.) They'd been
going back and forth with Congress, trying to get the numbers to work, and
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doubtless felt as if they were up against an impossible problem. The presi-
dent himself seemed subdued. It wasn't hard to imagine why. He was
spending his political capital, yet the budget for which he'd sacrificed so
much was in peril.

| encouraged him as best | could. | told him that his plan was our best
chance in forty years to get stable long-term growth. | tried to get him to
see that the strategy was on track, was working—Ilong-term rates were al-
ready trending down, | showed him. The very fact that he'd come out and
recognized that the deficit had to be addressed was a very important plus.
But | also warned that it wouldn't be easy. Indeed, Clinton had to fight,
arm-twist, and horse-trade for another two months to push his budget
through the Senate. As in the House, it passed by a single vote—this time a
tiebreaker by Vice President Gore.

Clinton impressed me again that fall by fighting for the ratification of
NAFTA. The treaty, negotiated under President Bush, was designed pri-
marily to phase out tariffs and other trade barriers between Mexico and the
United States, though it also included Canada. Labor unions hated it, and
so did most Democrats, as well as some conservatives, few Congress watch-
ers thought it had a prayer. But Clinton argued, in effect, that you cannot
stop the world from turning; like it or not, America was increasingly part of
the international economy, and NAFTA embodied the belief that trade and
competition create prosperity, and you need free markets to do that. He
and the White House staff went all out, and after a two-month struggle
they got the treaty approved.

All this convinced me that our new president was a risk taker who was
not content with the status quo. Again he'd shown a preference for dealing
in facts. And on free trade, the fact was this: The distinction between do-
mestic competition and cross-border competition has no economic mean-
ing. If you're in a Dubuque, lowa, plant, it makes no difference whether
you're competing with someone in Santa Fe or across the border. With the
geopolitical pressure of the cold war now removed, the United States had
a historic opportunity to knit the international economy more closely to-
gether. Clinton was often criticized for inconsistency and for a tendency to
take all sidesin a debate, but that was never true about his economic policy.
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A consistent, disciplined focus on long-term economic growth became a
hallmark of his presidency.

he Fed was having its own difficulties with Congress that year, and for
Tsome of the same reasons. Our fiercest critic was Congressman Henry B.
Gonzalez of Texas, the chairman of the House Banking Committee. A hot-
tempered populist from San Antonio, Gonzalez was famous for socking in
the eye aconstituent at a restaurant who called him a Communist. At vari-
ous times in Congress, Gonzalez had called for the impeachment of Rea-
gan, Bush, and Paul Volcker. He was deeply distrustful of what he labeled
"the tremendous power of the Fed"'—I think he simply assumed that the
Board was a cabal of Republican appointees who were running monetary
policy more for the benefit of Wall Street than the workingman. In the fall
of 1993, Gonzalez really turned up the heat.

The Fed has always rubbed Congress the wrong way, and it probably
always will, even though Congress created it. There's inherent conflict be-
tween the Fed's statutory long-term focus and the short-term needs of
most politicians with constituents to please.

This friction often surfaced in oversight hearings. The Fed was obli-
gated to render a biannual report on its monetary-policy decisions and the
economic outlook. At times these hearings sparked substantive discussions
of major issues. But just as often they were a theater in which | was a
prop—the audience was the voters back home. During the Bush adminis-
tration, Senate Banking Committee chairman Alfonse D'Amato of New
York rarely missed a chance to bash the Fed. "People are going to starve out
there, and you are going to be worried about inflation,” he'd tell me. That
sort of remark | always let slide. But when he or anyone would assert that
Interest rates were too high, | would answer and explain why we'd done
what we'd done. (I took care, naturally, to couch any discussion of possible
future moves in Fedspeak to keep from roiling the markets.)

Gonzalez went on a crusade to make the Fed more accountable, zero-
Ing in on what he saw as our excessive secrecy. He wanted the Federal
Open Market Committee, in particular, to conduct its affairs in public, and
even open its deliberations to live TV coverage. At one point he dragged
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eighteen members of the FOMC to Capitol Hill to testify under oath and
denounced the long-standing FOM C practice of never publicly announcing
policy moves or rate changes. The only public record of each meeting was
a brief set of minutes published six weeks after the fact—for the financial
markets, a virtual eternity. As a consequence, any signals coming from the
Fed's open-market operations, or public statements by Fed officials, were
subject to avid scrutiny by Wall Street.

For its part, the Federal Reserve, in the interest of economic stability, had
long sought to foster highly liquid debt markets through the use of what we
called constructive ambiguity. The idea was that markets uncertain as to the
direction of interest rates would create a desired large buffer of both bids and
offers. By the early 1990s, however, markets were becoming sufficiently
broad and liquid without this support from the Fed. Moreover, the advantage
of market participants being able to anticipate the Federal Reserve's future
moves was seen as stabilizing the debt markets. We had begun a path toward
greater transparency in our deliberations and operations, but far short of the
policy Henry Gonzalez would have liked us to pursue.

| was opposed to the idea of throwing these meetings open. The FOMC
was our primary decision-making body. If its discussions were made public,
with the details of who said what to whom, the meetings would become a
series of bland, written presentations. The advantages to policy formulation
of unfettered debate would be lost.

My effort to convey this argument in the hearings, however, did not go
well. As Gonzalez bored in on the question of what records we kept, |
found myself in an extremely awkward position. In 1976, during the Ford
administration, Arthur Burns had directed the staff to audiotape FOMC
meetings to assist in the writing of the minutes. This practice continued,
and | knew about it, but I'd always assumed the tapes were erased once the
minutes were done. In preparing for the Banking Committee testimony, |
learned that this wasn't exactly the case: although the tapes indeed were
routinely erased, the staff kept copies of the complete unedited transcripts
in a locked file cabinet down the hall from my office. When | revealed the
transcripts' existence, Gonzalez pounced. Now more convinced than ever
that we were conspiring to hide embarrassing secrets, he threatened to
subpoena the records.
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Gonzalez was especially suspicious of two conference calls the FOMC
had conducted in preparing for the hearings. We did not want to release
these tapes, for fear of creating a precedent. After a bit of negotiation,
we agreed to let lawyers for the committee—one Democrat and one
Republican—come to the Fed and listen.

The Watergate tapes had been a lot more exciting, they quickly discov-
ered. After listening patiently for the better part of two hours to the
FOMC's deliberations, the Democrat left without a word, and the Repub-
lican remarked that the tape ought to be used to teach students in high
school civics classes how government meetings should work.*

All the same, my colleagues were upset—mainly with Gonzalez, but
they probably weren't too happy with me either. For one thing, most of them
hadn't even known our meetings were being taped. And the thought that
any remarks they now made might be published immediately if Gonzalez
got his way put a chill in the air. The next time the FOMC met, on Novem-
ber 16, people were clearly less willing to kick around ideas. "You could no-
tice a difference, and not for the better," a governor told a Washington Post
reporter.

After thorough discussion, the Board decided to resist, in court if
necessary, any subpoena or demand that might hamper the effectiveness of
the institution. But the controversy also accelerated our recent delibera-
tions about transparency. Eventually we decided that the FOMC would
announce its moves immediately after each meeting and that the complete
transcript would be published after afive-year lag. (People joked that this
was the Fed equivalent of glasnost.) We did these things knowing that
published transcripts made our meetings longer and a little less creative. In
the event, the sky did not fall. Not only did the changes make the process
more transparent but they also gave us new ways to communicate with the
markets.

| was grateful that President Clinton kept his distance from this whole

*Congressman Gonzalez was quoted in the New York Times (November 16, 1993) complaining
that the tapes included "disparaging remarks about one distinguished member of the House
Banking Committee and Banking Committee members in general."

152

{" More ebooks visit: hitp://www.ccebook.cn ccebook-orginal english ebooks
= B 00 k This file was collected by ccebook.cn form the internet, the author keeps the copyright.




A DEMOCRAT'S AGENDA

teapot tempest. "Does anybody in his right mind think we would do any-
thing to change the independence of the Fed?' was all he would say after-
ward, adding, "I have no criticism of the Federal Reserve since I've been
President."

n the midst of such Washington melodramas, it was sometimes easy to
I forget that there was a real world out there in which real things were
happening. That summer, flooding from the Mississippi and Missouri rivers
paralyzed nine midwestern states. NASA astronauts went into orbit to re-
pair the Hubble Space Telescope. There was a failed coup against Boris
Yeltsin, and Nelson Mandela won the Nobel Peace Prize. There were dis-
concerting outbreaks of violence in the United States: the bombing of the
World Trade Center, the siege at Waco, and the killing and maiming of sci-
entists and professors by the Unabomber. In corporate America, something
called business-process reengineering became the latest management fad,
and Lou Gerstner began an effort to turn around IBM. Most important
from the Fed's standpoint, the economy seemed finally to have shaken off
its early-1990s woes. Business investment, housing, and consumer spending
al rose sharply, and unemployment fell. By the end of 1993, not only had
real GDP grown 8.5 percent since the 1991 recession, but it was expanding
at a 5.5 percent annual rate.

All of which led the Fed to decide that it was time to tighten. On Feb-
ruary 4, 1994, the FOMC voted to hike the fed funds interest rate by one-
quarter of a percentage point, to 3.25 percent. This was the first rate hike
in five years, and we imposed it for two reasons. First, the post-1980s credit
crunch had finally ended—consumers were getting the mortgages they
needed and businesses were getting loans. For many months, while credit
was tight, we'd kept the fed funds rate exceptionally low, at 3 percent. (In
fact, if you allowed for inflation, which was also nearly at a 3 percent an-
nual rate, the rate on fed funds was next to nothing in real terms.) Now that
the financial system had recovered, it was time to end this "overly accom-
modative stance," as we called it.

The second reason was the business cycle itself. The economy was in a
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growth phase, but we wanted the inevitable downturn, when it came, to be
less of a roller-coaster ride—a moderate slowing instead of a sickening
plunge into recession. The Fed had long tried to get ahead of the curve by
tightening rates at the first sign of inflation, before the economy had a
chance to seriously overheat. But raising rates in thisway had never averted
a recession. This time, we opted to take advantage of the relative economic
tranquillity to try a more radical approach: moving gently and preemp-
tively, before inflation even appeared. It was a matter of psychology, | ex-
plained to the Congress that February. Based on what we'd learned in recent
years about inflation expectations, | said, "if the Federal Reserve waits until
actual inflation worsens before taking countermeasures, it would have
waited too long. Modest corrective steps would no longer be enough to
contain the emerging economic imbalances.... Instead more wrenching
measures would be needed, with unavoidable adverse side effects on near-
term economic activity."

Because so much time had passed since our last rate increase, | worried
that the news would rattle the markets. So with the FOMC's consent, |
hinted strongly in advance that a policy shift was imminent. "Short-term
interest rates are abnormally low," | told Congress in late January. "At some
point, absent an unexpected and prolonged weakening of economic activ-
ity, we will need to move them." (This may sound overly subtle to the
reader, but on the scale of Fed public statements in advance of a policy
move, it was like banging a pot.) | also visited the White House to give the
president and his advisers a heads-up. "We haven't made afinal decision," |
told them, "but the choices are, we sit and wait and then likely we'll have
to raise rates more. Or we could take some small increases now." Clinton
responded, "Obviously | would prefer low rates," but he said he understood.

The rest of the world, by contrast, seemed to turn a deaf ear. The mar-
kets did nothing to discount a rate hike (typically, in advance of an ex-
pected increase, short-term interest rates would edge up and stocks would
edge down). So when we actually made the move, it was ajolt. In keeping
with our new openness, we decided at the February 4 FOMC meeting to
announce the rate hike as soon as we adjourned. By day's end, the Dow
Jones Industrial Average had plunged 96 points—almost 2.5 percent. Some
politicians reacted vehemently. Senator Paul Sarbanes of Maryland, a fre-
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quent Fed critic, compared us to "a bomber coming along and striking a
farmhouse . .. because you think that the villain inflation isinside ... when
in fact what's inside ... is a happy family appreciating the restoration of
economic growth."

To me such reactions merely showed how attached Americans were
becoming to low, stable interest rates. Behind the closed doors of the Fed,
several of the bank presidents had pushed for twice as large an increase.
Fearing a panicky market reaction to too sharp arise, | had urged my col-
leagues to keep this initial move small.

We continued to apply the brakes throughout 1994, until by year end
the fed funds rate stood at 5.5 percent. Even so, the economy had a very
good year: it grew a robust 4 percent, it added 3.5 million new jobs, pro-
ductivity increased, and business profits rose. Equally important, inflation
did not increase at all—for the first time since the 1960s, it had been un-
der a 3 percent annual rate for three years running. Low to stable prices
were becoming a reality and an expectation—so much so that in late 1994,
when | spoke to the Business Council, an association made up of the heads
of maor companies, a few of the CEOs were complaining that it was
hard to make price increases stick. | was unsympathetic. "What do you
mean, you're having problems?" | asked. "Profit margins are going up. Stop
complaining."

For decades, analysts had wondered whether the dynamics of the busi-
ness cycle ruled out the possibility of a "soft landing" for the economy—a
cyclical slowdown without the job losses and uncertainty of a recession.
The term "soft landing" actually came from the 1970s space race, when the
United States and the Soviet Union were competing to land unmanned
probes on Venus and Mars. Some of those spacecraft made successful soft
landings, but the economy never had; in fact, the expression wasn't even
used at the Fed. But in 1995, a soft landing was exactly what took place.
Economic growth slowed throughout the year, to an annualized rate of less
than 1 percent in the fourth quarter, when our metaphoric spacecraft gently
touched down.

In 1996, the economy picked back up again. By November, when Pres-
ident Clinton would win reelection, activity was expanding at a solid
4 percent rate. The media celebrated a soft landing long before | was willing
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to; even in December 1996 | was still cautioning colleagues, "We haven't
fully completed the process. Six months from now we could run into a re-

cession." But in hindsight the soft landing of 1995 was one of the Fed's
proudest accomplishments during my tenure.

All of this lay hidden in the future, of course, as the FOM C was tight-
ening rates. Knowing when to start tightening, and by how much, and most
important, when to stop was a fascinating and sometimes nerve-racking in-
tellectual challenge, especially because no one had tried it this way before. It
didn't feel like"Oh, let's execute a soft landing"; it felt more like"Let's jump
out of this sixty-story building and try to land on our feet." The toughest
call for some committee members was the rate hike that proved to be the
last—a 0.5 percent increase on February 1,1995. "I fear that if we act today,
our move may be the one we turn out to regret,” said Janet Yellen, a gover-
nor who would later become chairman of Clinton's Council of Economic
Advisors. She was the most vocal advocate for shifting to a stance of wait
and see. The increase, which we went on to adopt unanimously that day,
brought the fed funds rate all the way to 6 percent—double where it had
stood when we'd started less than a year before. Everyone on the FOMC
knew the risks. Had we turned the screw one time too many? Or not
enough? We were groping through afog. The FOM C has always recognized
that in a tightening cycle, if we stop too soon, inflationary pressures will re-
surge and make it very difficult to contain them again. We therefore always
tend to take out the insurance of an additional fed funds increase, fully ex-
pecting that it may not be necessary. Ending the course of monetary antibi-
otics too soon risks the reemergence of the infection of inflation.

For President Clinton, meanwhile, 1994 had been a miserable year. It
was marked by the collapse of his health care initiative, followed by the
stunning loss of both the House and the Senate in the midterm elections.
The Republicans won on the basis of Newt Gingrich's and Dick Armey's
"Contract with America," an anti-big-government plan that promised tax
cuts, welfare reform, and a balanced budget.

Within weeks Clinton was put to the test again. In late December,
Mexico revealed that it was on the brink of financial collapse. Its problem
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was billions of dollars of short-term debt. borrowed when the economy
was thriving. Lately that growth had slowed, and as the economy weak-
ened, the peso had to be devalued, making the borrowed dollars increas-
ingly expensive to repay. By the time Mexico's leaders asked for help,
government finances were in a downward spiral, with $25 billion coming
due in less than a year and only $6 billion in dollar reserves, which were
dwindling fast.

None of us had forgotten the Latin American debt crisis of 1982, when
an $80 billion default by Mexico had triggered a cascade of emergency
refinancings in Brazil, Venezuela, Argentina, and other countries. That
episode nearly toppled several giant U.S. banks, and had set back economic
development in Latin America by a decade. The crisis of late 1994 was
smaller. Yet the risk was hard to overstate. It, too, could spread to other na-
tions, and because of the growing integration of world financial markets
and trade, it threatened not just Latin America but other parts of the devel-
oping world. What's more, as NAFTA demonstrated, the United States and
Mexico were increasingly interdependent. If Mexico's economy were to
collapse, the flow of immigrants to the United States would redouble and
the economy of the Southwest would be clobbered.

The crisis hit just as Andrea and | were leaving on a post-Christmas
getaway to New York. I'd booked us into the Stanhope, an elegant Fifth
Avenue hotel directly across from Central Park and the Metropolitan Mu-
seum of Art. We'd been looking forward to a few days of concerts, shop-
ping, and just wandering around in the relative anonymity of the city where
we'd met. Ten years had passed since the snowy evening of our first date for
dinner at Le Perigord on East Fifty-second Street, and while this wasn't a
formal anniversary, we always liked to make it back to the city and the site
of that first date between Christmas and New Year's.

As soon as we arrived, though, the phone began to ring—it was my of-
fice at the Fed. Bob Rubin, now the treasury secretary designee, urgently
needed to talk about the peso. Bob was slated to take over officially from
Lloyd Bentsen, who was retiring, right after New Year's Day, but for all in-
tents and purposes he was already on the job. I'm sure he'd been hoping for
an easier transition than this. Instead he was facing a baptism by fire.

Andrea realized instantly what the phone call meant. On any foreign
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financial crisis affecting the United States, the Treasury Department takes
the lead but the Fed always gets involved. "So much for romance/' she
sighed. She understood me and my job too well after all these years—| was
grateful for her generosity and patience. So as the Mexico crisis unfolded,
she went shopping and visited friends, and | spent the entire stay in our ho-
tel room on the phone.

In the following weeks, the administration huddled with Mexican offi-
cials, the International Monetary Fund, and other institutions. The IMF was
prepared to offer Mexico what help it could, but it lacked the funds to
make a decisive difference. Behind the scenes | argued, as did Bob Rubin
and his top deputy, Larry Summers, and others, that U.S. intervention
should be massive and fast. To forestall a collapse, Mexico needed sufficient
funding to persuade investors not to dump pesos or demand immediate
repayment of their loans. This was based on the same principle of market
psychology as piling currency in a bank's window to stop a run on the
bank—something U.S. banks used to do during crises in the nineteenth
century.

In Congress, remarkably, leaders from both parties were in accord; po-
tential chaos in a nation of eighty million people with whom we shared a
two-thousand-mile border was too serious to ignore. On January 15, Presi-
dent Clinton; Newt Gingrich, the new House Speaker; and Bob Dole, the
new Senate majority leader, jointly put forward a $40 billion package of
loan guarantees for congressional approval.

As dramatic as that gesture was, within days it became clear that politi-
cally the bailout didn't have a prayer. Americans have always resisted the
idea that a foreign country's money problems can have major conseguences
for the United States. Mexico's crisis, coming so soon after NAFTA, aggra-
vated this isolationist impulse. Everyone who'd fought NAFTA—Iabor,
consumer, and environmental activists, and the Republican right—rose up
again to oppose the rescue. Gene Sperling, one of Clinton's top economic
advisers, summed up the political dilemma: "How do you deal with a prob-
lem that to the public doesn't seem important, that seems like giving money
away, that seems like bailing out people who made dumb investments?"

When the $40 billion proposal was rolled out, Newt Gingrich asked
me if | would call Rush Limbaugh and explain why it was in America's best
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interest to intervene. "l don't know Rush Limbaugh/' | said. "Do you really
think calling him will make a difference?' "He'll listen to you/' Gingrich
told me. The ultracombative radio host was a force among conservatives.
Some of the freshman congressmen had actually taken to calling them-
selves the Dittohead Caucus, using the favorite nickname of fans of his
show. Needless to say Limbaugh was having a field day trashing the thought
of giving Mexico a hand. | was still dubious, but it impressed me that the
new House Speaker was willing to support a Democratic president on a
clearly unpopular issue. So reluctantly | picked up the phone.

Limbaugh seemed even less comfortable than |. He listened politely as
| laid out my arguments, and thanked me for taking the time. This surprised
me—I'd expected Rush Limbaugh to be more confrontational.

The situation couldn't wait for Congress to come around. In late January
with Mexico teetering on the brink, the administration took matters into its
own hands. Bob Rubin turned to a solution that had been proposed and dis-
missed early on: tapping an emergency Treasury fund that had been created
under FDR to protect the value of the dollar. Rubin felt great trepidation
about risking tens of billions of taxpayers' dollars. And even though the con-
gressional leaders promised to acquiesce, there was the risk of appearing to
circumvent the will of the people: a major poll showed voters opposed help-
Ing Mexico by a stunning margin of 79 percent to 18 percent.

| pitched in to help work out the details of the plan. Rubin and Sum-
mers presented it to President Clinton on the night of January 31. The sur-
prise was still in Bob's voice when he phoned afterward to report the result.
Clinton had said simply, "L ook, thisis something we have to do," Rubin told
me, adding, "He didn't hesitate at all."

That decision broke the logjam. The International Monetary Fund and
other international bodies more than matched some $20 billion of guaran-
tees from the Treasury to offer Mexico a package totaling, with all its com-
ponents, $50 billion, mostly in the form of short-term loans. These weren't
giveaways, as opponents had claimed; in fact, the terms were so stiff that
Mexico ended up using only a fraction of the credit. The minute that confi-
dence in the peso was restored, it paid the money back—the United States
actually profited $500 million on the deal.

It was a sweet victory for the new treasury secretary and his team. And
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the experience formed a lasting bond between Rubin. Summers, and me. In
the countless hours we spent analyzing the issues, brainstorming and test-
Ing ideas, meeting with our foreign counterparts, and testifying before Con-
gress, we became economic foxhole buddies. | felt a mutual trust with
Rubin that only deepened as time passed. It would never enter my mind
that he would do something contrary to what he said he would do without
informing me in advance. | hope it was the same way with him. Even
though we came from opposing parties, there was a sense that we were
working for the same firm. We agreed on many basic issues and neither of
us liked confrontation for confrontation's sake, which made it easy to com-
municate and spark off each other's ideas.

Summers, of course, had started as the economics wunderkind.The son
of Ph.D. economists and the nephew of two Nobel laureates in economics,
he was one of the youngest professors ever to get tenure at Harvard. Before
joining the administration, he'd been chief economist of the World Bank.
He was an expert in public finance, development economics, and other
fields. What | liked best was that he was a technician and a conceptualizer
like me, with a passion for grounding theory in empirical fact. He was also
steeped in economic history, which he used as areality check. He worried,
for example, that the president was getting carried away with the promise
of information technology—as though the United States had never gone
through periods of rapid technological progress before. "Too yippity about
productivity” was how Larry once described Clinton's techno-enthusiasm.
| disagreed, and we had debates about the Internet's potential, with Bob
taking it al in. Larry could be shrewd too: it was his ideato put such a high
Interest rate on the Mexico loans that the Mexicans felt compelled to pay
us back early.

Rubin and Summers and | met confidentially over breakfast each week
for the next four and a half years, and we would phone and drop by one
another's offices frequently in between. (Larry and | continued the practice
after Bob returned to Wall Street in mid-1999 and Larry became treasury
secretary.) We'd gather at 8:30 a.m. in Bob's office or mine, have breakfast
brought in, and then sit for an hour or two, pooling information, crunching
numbers, strategizing, and brewing ideas.
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| always came out of these breakfasts smarter than when | arrived.
They were the best forum | could imagine for puzzling out the so-called
New Economy. The dual forces of information technology and globaliza-
tion were beginning to take hold. and as President Clinton later put it. "the
rulebooks were out of date." Democrats joyfully labeled the constellation
of economic policies "Rubinomics." Looking back in 2003, a New York
Times reviewer of Bob's memoir called Rubinomics "the essence of the
Clinton presidency." He defined it as "soaring prices for stocks, real estate,
and other assets, low inflation, declining unemployment, increasing pro-
ductivity, a strong dollar, low tariffs, the willingness to serve as global crisis
manager, and most of all, a huge projected federal budget surplus.”" | wish |
could say that it was all the result of conscious, effective policy coming out
of our weekly breakfasts. Some of it surely was. But mostly it reflected the
onset of a new phase of globalization and the economic fallout from the
demise of the Soviet Union, issues | will address in |later chapters.

saw President Clinton only infrequently. Because Bob and | worked to-
gether so well, there was rarely any need for me to attend an economic
policy meeting in the Oval Office except in moments of crisis—such as
when a budget standoff between Clinton and Congress forced a shutdown
of the government in 1995.
| did eventually hear that the president had been sore at me and the
Fed for much of 1994, while we were hiking interest rates. "I thought the
economy had not picked up enough to warrant it,"” he explained to me
years later. But he never challenged the Fed in public. And by mid-1995,
Clinton and | had settled into an easy, impromptu relationship. At aWhite
House dinner or reception, he'd pull me aside to see what was on my mind
or to try out anidea. | didn't share his baby-boom upbringing or his love of
rock and roll. Probably he found me dry—not the kind of buddy he liked
to smoke cigars and watch football with. But we both read books and were
curious and thoughtful about the world, and we got along. Clinton publicly
called us the economic odd couple.

| never ceased to be surprised by his fascination with economic detail:
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the effect of Canadian lumber on housing prices and inflation, the trend
toward just-in-time manufacturing. He had an eye for the big picture too,
like the historic connection between income inequality and economic
change. He believed dot-com millionaires were an inevitable by-product of
progress. "Whenever you shift to a new economic paradigm, there's more
inequality,"” he'd say. "There was more when we moved from farm to fac-
tory. Vast fortunes were made by those who financed the Industrial Revo-
lution and those who built the railroads." Now we were shifting into the
digital age, so we had dot-com millionaires. Change was a good thing, Clin-
ton said—but he wanted ways to get more of that new wealth into the
hands of the middle class.

Politics being what they are, | never thought Clinton would reappoint
me as chairman when my term ended in March 1996. He was a Democrat
and no doubt he would want one of his own. But by the end of 1995, my
prospects had changed. American business was doing exceptionally well—
profits at large companies were up 18 percent and the stock market had
had its best growth in twenty years. Fiscal and monetary policy were both
working, with the 1996 deficit projected to shrink to less than $110 billion,
and inflation still below 3 percent. GDP growth was starting to revive
without a recession. The relationship between the Fed and the Treasury
had never been better. As New Year's came and went, the press began spec-
ulating that the president might ask me to stay. In January, Bob Rubin and
| went to a G7 meeting in Paris. During a pause in the proceedings, we
wandered off to the side. | could tell that Bob had something on his mind.
| can still picture the scene: we were standing in front of a floor-to-ceiling
plate-glass window with a panoramic view of the city. "You'll be getting a
call from the president when we get back to Washington," he said. He
didn't come right out and tell me, but | knew from his body language that
the news must be good.

President Clinton set a little challenge for me and for the two Fed offi-
cials he appointed at the same time: Alice Rivlin, who was to be Fed vice
chairman, and Laurence Meyer, a highly regarded economics forecaster,
who would become a Fed governor. "There is now a debate, a serious de-
bate in this country, about whether there is a maximum growth rate we can
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have over any period of years without inflation/' the president told report-
ers. It wasn't hard to read between the lines. With the economy entering its
sixth year of expansion, and with the soft landing looking real, he was ask-
ing for faster growth, higher wages, and new jobs. He wanted to see what
this rocket could do.
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ugust 9, 1995, will go down in history as the day the dot-com boom

was born. What set it off was the initial public offering of Netscape,

a tiny two-year-old software maker in Silicon Valley that had al-
most no revenues and not a penny of profits. Netscape was actually giving
most of its products away. Yet its browser software had fueled an explosion
In Internet use, helping turn what had started as a U.S.-government-funded
online sandbox for scientists and engineers into the digital thoroughfare for
the world. The day Netscape stock began to trade, it rocketed from $28 a
share to $71, astonishing investors from Silicon Valley to Wall Street.

The Internet gold rush was on. More and more start-ups went public
to fantastic valuations. Netscape stock continued to climb; by November the
company had a higher market capitalization than Delta Airlines, and Netscape
chairman Jim Clark became the first Internet billionaire. High-tech excite-
ment brought extra sizzle that year to what was already a hot market for
stocks: the Dow Jones Industrial Average broke 4,000, then 5,000, ending
1995 up by well over 30 percent. The technology-heavy NASDAQ, where
the new stocks were listed, finished even better, with a gain of more than
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40 percent in its composite index. And the market growth roared unabated
into 1996.

We generally did not talk about the stock market very much at the Fed.
In a typical FOMC meeting, in fact, the word "stock” was used more often
In reference to capital stock—machine tools, rail cars, and, lately, comput-
ers and telecom gear—than in reference to equity shares. As far as the tech
boom was concerned, our focus was more on the people who make the
chips, write the software, build the networks, and integrate information
technology into factories and offices and entertainment. Yet we were al
aware of a "wealth effect": investors, feeling flush because of gains in their
portfolios, borrowed more and spent more freely on houses and cars and
consumer goods. More important, | thought, was the impact of rising eq-
uity values on business outlays on plant and equipment. Ever since I'd de-
livered a paper entitled "Stock Prices and Capital Evaluation" at an obscure
session of the annual meeting of the American Statistical Association in
December 1959,1 had been intrigued by the impact of stock prices on cap-
ital investment and hence on the level of economic activity.* | showed that
the ratio of stock prices to the price of newly produced plant and equipment
correlated with new orders for machinery. The reasoning was clear to real
estate developers, who work by a similar principle: If the market value of of-
fice buildings in a certain location exceeds the cost of building one from
scratch, new buildings will sprout up. If, on the other hand, the market values
fall below the cost of constructing a building, new construction will stop.

It appeared to me that the correlation between stock prices and new
machinery orders was telling a similar story: when corporate management
saw higher market values on capital equipment than the cost of purchase,
such spending would rise, and the reverse was also true. | was disappointed
when that simple ratio failed to work as well in forecasting during the
1960s as it had in earlier years. But that was, and is, a common complaint
of econometricians. Today's version of that relationship is converted to its
equivalent implicit rates of return on newly contemplated capital invest-

This paper, which appeared in the American Statistical Association's Proceedings of the Busi-
ness and Economic Satistics Section 1959, later formed part of my doctoral thesis.

165

{" More ebooks visit: hitp://www.ccebook.cn ccebook-orginal english ebooks
= B 00 k This file was collected by ccebook.cn form the internet, the author keeps the copyright.




THE AGE OF TURBULENCE

ment. It still doesn't work as well in forecasting as | always thought it
should, but the notion was a backdrop to my thoughts at a December 1995
FOMC meeting.

Mike Prell, the Fed's top domestic economist, argued that the wealth
effect might boost consumer expenditures by $50 billion in the coming year,
causing GDP growth to accelerate. Governor Larry Lindsey who would go
on to become President George W. Bush's chief economic adviser, thought
this was implausible. Most stocks were held in pension funds and 401 (k)s,
he argued, making it hard for consumers to lay hands on their gains. And
most individuals who owned large stock portfolios were already very well
off, not the types to indulge automatically in spending sprees. | wasn't sure
| agreed with him on that point, but the issue was new; none of us knew
what to expect.

The morning's discussion also revealed how clueless we were about the
growing strength of the bull market. Janet Yellen predicted that any effect
of the stock boom would surely dissipate soon. "It will be gone by the end
of 1996," she said. | was concerned that the stock boom could set the stage
for a crash. "The real danger is that we are at the edge of a bond and stock
bubble," | said. Yet the market did not seem as superheated as it had seemed
in 1987.1 speculated that we probably were close to "at least some tempo-
rary peak in stock prices, if for no other reason than that markets do not go
straight up indefinitely."

That statement did not turn out to be my most prescient. But then, the
stock market wasn't my main concern that day. | had a different agenda. |
was determined to start people thinking about the big picture of techno-
logical change. In studying what was going on in the economy, I'd become
persuaded that we were on the verge of a historic shift; the soaring stock
prices were just a sign of it.

The meeting was scheduled to wrap up with a proposal to continue
easing the fed funds rate, and a vote. But before we got to that, | told the
committee, | wanted to step back. For months, | reminded them, we'd been
seeing evidence of the economic impacts of accelerating technological
change. | told them: "I want to raise a broad hypothesis about where the
economy is going over the longer term, and what the underlying forces are."
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My idea was that as the world absorbed information technology and
learned to put it to work. we had entered what would prove to be a pro-
tracted period of lower inflation, lower interest rates, increased productiv-
ity, and full employment. "I've been looking at business cycles since the late
1940s," | said. "There has been nothing like this." The depth and persistence
of such technological changes, | noted, "appear only once every fifty or one
hundred years."

To suggest the global scale of the change, | alluded to a new phenome-
non: inflation seemed to be ebbing al over the world. My point was that
monetary policy might now be operating at the edge of knowledge where,
at least for a while, time-honored rules of thumb might not apply.

This was al pretty speculative, especially for a working session of the
FOMC. No one at the table saild much in response, though a few of the
bank presidents mildly agreed. Most committee members seemed relieved
to return to the familiar ground of deciding whether to lower the fed funds
rate by 0.25 percent—we voted to do so. But before we did, one of our
most thoughtful members couldn't resist teasing me. "1 hope you will allow
me to agree with the reasons you've given for lowering the rate," he said,
"without signing on to your brave-new-world scenario, which | am not
quite ready to do."

Actually that was fine. | didn't expect the committee to agree with
me—yet. Nor was | asking them to do anything. Just ponder.

The fast-paced high-tech boom is what finally gave broad currency to
Schumpeter's idea of creative destruction. It became a dot-com buzz
phrase—indeed, once you accelerate to Internet speed, creative destruction
IS hard to overlook. In Silicon Valley, companies were continually remaking
themselves and new businesses were constantly flaring up and flaming out.
The reigning powers of technology—giants like AT&T, Hewlett-Packard,
and IBM—had to scramble to catch up with the trend, and not all suc-
ceeded. Bill Gates, the world's biggest billionaire, issued an al points bulle-
tin to Microsoft employees comparing the rise of the Internet to the advent
of the PC—upon which, of course, the company's great success was based.
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The memo was entitled "The Internet Tidal Wave." They had better pay at-
tention to this latest upheaval, he warned; adapt to it, or die.

Though it wasn't obvious, the revolution in information technology
had been forty years in the making. It began after World War |l with the
development of the transistor, which provoked a surge of innovation. The
computer, satellites, the microprocessor, and the joining of laser and fiber-
optic technologies for communications al helped set the stage for the In-
ternet's seemingly sudden and rapid emergence.

Business now had an enormous capacity to gather and disseminate
information. This accelerated the creative-destruction process as capital
shifted from stagnant or mediocre companies and industries to those at the
cutting edge. Silicon Valley venture capital firms with names like Kleiner
Perkins and Sequoia and investment banks like Hambrecht & Quist sud-
denly achieved great wealth and prominence by facilitating this money
shift. But the financing actually involved, and continues to involve, al of
Wall Street.

To take a more recent example, compare Google and General Motors.
In November 2005, GM announced plans to terminate up to thirty thou-
sand employees and close twelve plants by 2008. If you looked at the com-
pany's flows of cash, you could see GM was directing billions of dollars
it historically might have used to create products or build factories into
funds to cover future pensions and health benefits for workers and retirees.
These funds, in turn, were investing the capital where returns were most
promising—in areas like high tech. At the same time Google, of course, was
growing at a tremendous rate. The company's capital expenditures in-
creased nearly threefold in 2005 to more than $800 million. And in the ex-
pectation that the growth would continue, investors bid up the total market
value of Google stock to eleven times that of GM's. In fact, the General
Motors pension fund owned Google shares—a textbook example of capital
shifting as a result of creative destruction.

Why should information technology have such a vast transforming -
fect? Much of corporate activity is directed at reducing uncertainty. For
most of the twentieth century, corporate leaders lacked timely knowledge
of customers' needs. This has always been costly to the bottom line. Deci-
sions were made based on information that was days or even weeks old.
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Most companies hedged: they maintained extra inventory and backup
teams of employees ready to respond to the unanticipated and the mis-
judged. This insurance usually worked, but its price was aways high.
Standby inventories and workers are al costs, and standby "work" hours
produce no output. They produce no revenue or added productivity. The
real-time information supplied by the newer technologies has markedly
reduced the uncertainties associated with day-to-day business. Real-time
communication between the retail checkout counter and the factory floor
and between shippers and truckers hauling freight has led to shorter delivery
times and fewer hours of work required to provide everything from books
to factory gear, from stock quotes to software. Information technology has
released much of the extra inventory and the ranks of backup workers to
productive and profitable uses.

Also new for the consumer was the convenience of being able to call
up information online, track packages in shipment, and order virtually any-
thing for delivery overnight. Overall, the tech boom also had a major posi-
tive effect on employment. Many more jobs were being created than were
being lost. Indeed, our unemployment rates fell, from over 6 percent in 1994
to less than 4 percent in 2000, and in the process the economy spawned
sixteen million new jobs. Yet, much as happened with the nineteenth-
century telegraph operators I'd idealized in my youth, technology began
In a major way to upend white-collar occupations. Suddenly millions of
Americans found themselves exposed to the dark side of creative destruc-
tion. Secretarial and clerical functions got absorbed into computer software,
as did drafting jobs in architecture and in automotive and industrial design.
Job insecurity, historically a problem mainly of blue-collar workers, became
an issue starting in the 1990s for more highly educated, affluent people.
This came through dramatically in survey data: In 1991, at the bottom of
the business cycle, a survey of employees of large corporations showed 25
percent were afraid of being laid off. In 1995 and 1996, despite a sharp in-
tervening decline in the unemployment rate, 46 percent were afraid. That
trend, of course, put job worries squarely in the public eye.

|mportant, but not as obvious, was the increase in job mobility. Today
Americans change employers on atruly stupendous scale. Out of nearly 150
million people employed in the workforce, 1 million leave their jobs each
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week. Some 600,000 quit voluntarily, while roughly 400,000 get laid off,
often when their companies are acquired or downsized. At the same time,
a million workers are hired or return from layoffs each week as new indus-
tries expand and new companies come onstream.

The swifter the spread of technological innovation, and the broader its
Impact, the more we economists had to scramble to figure out which fun-
damentals had changed and which hadn't. Experts in the mid-1990s spent
endless hours debating the so-called natural level of unemployment, for
instance (technically, the Non-Accelerating Inflation Rate of Unemploy-
ment, or NAIRU for short). This is a neo-Keynesian concept that was used
in the early 1990s to argue that if unemployment fell below 6.5 percent,
then workers' wage demands would accelerate, causing inflation to heat up.

So as unemployment trended down, to 6 percent in 1994, 5.6 percent
in 1995, on its way to 4 percent and lower, many economists contended
that the Fed should put the brakes on growth. | argued against this way of
thinking within the Fed and in public testimony. The "natural rate,” while
unambiguous in a model, and useful for historical analyses, has always
proved elusive when estimated in real time. The number was continually
revised and did not offer a stable platform for inflation forecasting or mon-
etary policy, in my judgment. No matter what was supposed to happen,
during the first half of the 1990s wage rate growth held to a low and nar-
row range, and there was no sign of mounting inflation. Ultimately it was
the conventional wisdom itself that gave way—economists began revising
the natural level of unemployment downward.

Years later, Gene Sperling told a story of how this controversy played
out in the Oval Office. In 1995 President Clinton's top economic advis-
ers—Sperling, Bob Rubin, and Laura Tyson—worried that the president
was getting carried away with his hopes for the high-tech boom. So they
enlisted Larry Summers to administer a reality check. As | knew from our
lively breakfast debates, Larry was a technology skeptic. And he normally
weighed in with the president only on international issues, so Clinton
would realize this was an unusual event.

The economists trooped into the Oval Office, and Summers did a short
presentation on why tightness in the labor market meant growth would
have to slow. Then the others chimed in. Clinton listened for a while, then
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finally interrupted. "You're wrong/' he said. "I understand the theory, but
with the Internet, with technology, | can feel the change. | can see growth
everywhere." The fact was, Clinton wasn't relying solely on instinct. He'd
been out talking to CEOs and entrepreneurs, as he always did. Politicians
never want to believe that there are limits to growth, of course. But at that
moment the president probably had a better hands-on feel for the economy
than his economists.

Both the economy and the stock market continued to boom. Output
as measured by GDP grew at a superhot rate of over 6 percent in the spring
of 1996—calling into question another chunk of conventional wisdom,
namely that 2.5 percent was the maximum growth the U.S. economy could
healthily sustain. We were doing a lot of rethinking at the Fed. It's easy to
forget the speed with which innovations like the Internet and e-mail went
from exotic to ubiquitous. Something extraordinary was happening, and the
challenge in trying to figure it out as it was happening, in real time, was
considerable.

By the time | convened the FOMC on September 24, 1996, eight
months and seven meetings had passed since we'd last lowered the interest
rate. Many committee members were now leaning the other way, toward
an increase so as to preempt inflation. They wanted to take away the punch
bowl again. Corporate profits were very strong, unemployment had dropped
to well under 5.5 percent, and one big factor had changed: wages were fi-
nally rising. Under boom conditions like these, inflation was the obvious
risk. If companies were having to pay more to keep or attract workers, they
might soon pass along that added cost by raising prices. The textbook strat-
egy would be to tighten rates, thereby slowing economic growth and nip-
ping inflation in the bud.

But what if this wasn't a normal business cycle? What if the technology
revolution had, temporarily at least, increased the economy's ability to ex-
pand? If that was the case, raising interest rates would be a mistake.

| was always wary of inflation, of course. Yet | felt certain that the risk
was much lower than many of my colleagues thought. This time, it wasn't
a case of upsetting conventional wisdom. | didn't think the textbooks were
wrong; | thought our numbers were. I'd zeroed in on what | believed to be
the primary riddle of the technology boom: the question of productivity.

171

{" More ebooks visit: hitp://www.ccebook.cn ccebook-orginal english ebooks
= B 00 k This file was collected by ccebook.cn form the internet, the author keeps the copyright.




THE AGE OF TURBULENCE

The data we were getting from the Commerce and Labor departments
showed that productivity (measured as output per hour worked) was virtu-
aly flat in spite of the long-running trend toward computerization. | could
not imagine how that could be. Year in and year out, business had been
pouring vast amounts of money into desktop computers, servers, networks,
software, and other high-tech gear. | had worked with a sufficient number
of plant managers on capital investment projects over the years to know
how such purchasing decisions were made. They would order expensive
equipment only if they believed the investment would expand their pro-
duction capacity, or enable their employees to produce more per hour. If
the equipment failed to do at |least one of these, the managers would stop
buying. Yet they'd kept pumping money into high tech. This became evi-
dent as early as 1993 when new orders for high-tech capital began to accel-
erate after a protracted period of sluggish growth. The surge continued into
1994, suggesting that the early profit experience with the new equipment
had been positive.

There were other, even more persuasive indications that the official pro-
ductivity figures were awry. Most companies were reporting rising operating
profit margins. Yet few had raised prices. That meant that their costs per unit
of output were contained or even falling. Most consolidated costs (that is, for
business considered as a whole) are labor costs. So if labor costs per unit of
output were flat or declining, and the rate of growth of average hourly labor
compensation was rising, it was an arithmetical certainty that if these data
were accurate, the growth of output per hour must be on the rise; productiv-
ity was truly accelerating. And if so, then rising inflation would be unlikely.

Even though | was sure my analysis was right, | knew better than to try
to convince my colleagues on the basis of back-of-the-envelope figuring. |
needed something more persuasive. With a few weeks to go before the
September 24, 1996, meeting, | asked the Fed staff to pull apart the federal
productivity statistics and study the underlying data, industry by industry,
for dozens of industries. | had been bothered by an apparent discrepancy
between the Bureau of Labor Statistics data on output per hour for al
nonfarm industries and a separate estimate for corporations. Matching the
two implied that there was no productivity growth in noncorporate Amer-
ica, an unlikely conclusion.
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When | asked for the detailed industry breakdown, typically the staff
would joke that the chairman wanted "embellishments and enhancements."
This time they said it was more like | was asking them to undertake the
Manhattan Project. Nevertheless, they burrowed into the data and ren-
dered their report just in time for the FOMC meeting.

On that Tuesday, opinion in the committee was divided. Half a dozen
members wanted to raise rates right away—as Tom Melzer, the hawkish
president of the Federal Reserve Bank of St. Louis, put it, "to take out an
insurance policy" against inflation. Others were on the fence. Alice Rivlin,
who was now in her third month as vice chairman of the Board of Gover-
nors, sized up the situation in her usual droll manner: "The worried faces
around this table, | think we should remind ourselves, are worrying about
the best set of problems we could think of having. Central bankers al
around the world would wish for this set of statistics." While she agreed
that we were in an inflationary "danger zone," she also pointed out that "we
have not seen higher inflation yet."

When it was my turn to speak, | came on strong using the staff's report.
It seemed that the government had been underestimating productivity
growth for years. It had not, for example, found any efficiency gains in the
service economy—in fact, the government's calculations made it appear
that productivity there was shrinking. Every committee member knew that
was absurd on its face: law firms, business services, medical practices, and so-
cial service organizations had been automating and streamlining themselves
along with the manufacturing sector and the rest of the economy.

No one could convincingly explain why the statistics were off, | said.*
But | was reasonably confident that the risk of inflation was too weak to war-
rant a rate hike. My recommendation was that we simply watch and wait.

This argument didn't convince everyone—indeed, we are still debating
the nature and extent of information technology's impact on productivity.
But it cast enough reasonable doubt that the committee voted 11 to 1 to
keep the rate where it was, at 5.25 percent.

*Some argued that service purchases by goods manufacturers were being mispriced in the cal-
culations and that the growth of total output per hour was correct, but goods production and
output per hour were being overestimated at the expense of service output and productivity
growth. While technically possible, this explanation seemed very unlikely.
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We did not find it necessary to raise rates for another six months—and
then only to 5.5 percent, and for a different reason. GDP continued to
grow at a solid pace, unemployment shrank, and inflation stayed in check,
for another four years. By not being too quick to raise rates, we helped clear
the way for the postwar period's longest economic boom. This was a classic
example of why you can't just decide monetary policy based on an econo-
metric model. As Joseph Schumpeter might have pointed out, models are
subject to creative destruction too.

Even rising productivity could not explain the looniness of stock prices.
On October 14, 1996, the Dow Jones Industrial Average vaulted past
6,000—a milestone achieved, declared a front-page story in USA Today,
"on the opening day of the seventh year of the most consistent bull market
In history." Papers all across the country put the news on the front page too.
The New York Times noted that more and more Americans were shifting
their retirement savings into stocks, reflecting "a widespread belief that the
stock market is the only place to make long-term investments."

America was turning into a shareholders' nation. If you compared the
total value of stock holdings with the size of the economy, the market's signifi-
cancewas increasing at a rapid rate: at $9.5 trillion, it now was 120 percent as
large as GDP. That was up from 60 percent in 1990, a ratio topped only by
Japan at the height of its 1980s bubble.

| had ongoing conversations with Bob Rubin on the subject. We were
both somewhat concerned. We'd now seen the Dow break through three
"millennium marks"—4,000, 5,000, and 6,000—in just over a year and a
half. Though economic growth was strong, we worried that investors were
getting carried away. Stock prices were beginning to embody expectations
so exorbitant that they could never be met.

A stock-market boom, of course, is an economic plus—it predisposes
businesses to expand, makes consumers feel flush, and helps the economy to
grow. Even a crash is not automatically bad—the crash of 1987, hair-raising
though we'd felt it to be, had very few lingering negative effects. Only when
a collapsing market might threaten to hamstring the real economy is there
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cause for people like the treasury secretary and the chairman of the Fed to
worry.

We'd seen that sort of disaster happen in Japan, where the economy
was still crippled from a stock and real estate collapse in 1990. While nei-
ther Bob nor | thought the United States had yet reached the bubble stage,
we couldn't help but notice that more and more households and businesses
were exposing themselves to equity risks. So over breakfast we often dis-
cussed what we should do in the event of a bubble.

Bob thought that a federal financial official should never talk about the
stock market in public. An inveterate maker of lists, he offered three rea-
sons noted subsequently in his memoirs. "First, there's no way to know for
certain when a market is overvalued or undervalued," he said. "Second, you
can't fight market forces, so talking about it won't do any good. And third,
anything you say is likely to backfire and hurt your credibility. People will
realize you don't know any more than anybody else."

| had to admit that all of those things were true. But | still didn't agree
that raising the issue in public was necessarily a bad idea. The growing im-
portance of the stock market was impossible to deny. How could you talk
about the economy without mentioning the eight-hundred-pound gorilla?
While the Fed had no explicit mandate to focus on the stock market, the
effects of the run-up in prices seemed to me a legitimate concern. In quell-
ing inflation, we had established that price stability is central to long-term
economic growth. (In fact, one major factor causing stock prices to rise was
investors' growing confidence that stability would continue.)

Yet the concept of price stability wasn't as self-evident as it seemed.
There were probably ten different statistical series on prices you could look
at. For most economists, price stability referred to product prices—the cost
of a pair of socks or a quart of milk. But what about the prices of income-
earning assets, like stocks or real estate? What if those prices were to inflate
and become unstable? Shouldn't we worry about the price stability of nest
eggs and not just the eggs you buy at the grocery store? It wasn't that |
wanted to stand up and shout, "The stock market is overvalued and it will
lead to no good." | didn't believe that. But | thought it important to put the
issue on the table.
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The concept of irrational exuberance came to me in the bathtub one
morning as | was writing a speech. To this day, the bathtub is where | get
many of my best ideas. My assistants have gotten used to typing from drafts
scrawled on damp yellow pads—a chore that got much easier once we
found a kind of pen whose ink doesn't run. Immersed in my bath, I'm as
happy as Archimedes as | contemplate the world.

After the Dow had broken 6,000, in mid-October 1996, I'd begun
looking for an opportunity to speak up about asset values. | decided that
the American Enterprise Institute's annual dinner on December 5, where
I'd agreed to give the keynote address, would be perfect. It's a major black-
tie affair that attracts more than a thousand people, including many Wash-
ington public policy experts, and it comes early enough in the holiday
season to count as a serious event.

To put the stock-market question in proper perspective, | thought |
should embed it in a capsule history of U.S. central banking. | reached all
the way back to Alexander Hamilton and William Jennings Bryan and
worked my way up to the present and the future. (A more general audience
might have been put off by the wonkiness of this approach, but it was
about the right speed for the American Enterprise Institute crowd.)

| wrote the speech so that the issue of asset values accounted for only
a dozen sentences toward the end, and | carefully hedged what | had to say
In my usual Fedspeak. Yet when | showed the text to Alice Rivlin on the
day of the speech, "irrational exuberance" jumped right out at her. "Are you
sure you want to say this?' she asked.

On the podium that night, | delivered the key passage, watching care-

fully to see how people would react. "As we move into the twenty-first
century," | said, referring to the Fed,

the Congress willing, we will remain as the guardian of the pur-
chasing power of the dollar. But one factor that will continue to
complicate that task is the increasing difficulty of pinning down
the notion of what constitutes a stable general price level. .. .
Where do we draw the line on what prices matter? Certainly
prices of goods and services now being produced—our basic mea-
sure of inflation—matter. But what about futures prices? Or more
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Importantly, prices of claims on future goods and services, like eg-
uities, real estate, or other earning assets? |Is stability of these prices
essential to the stability of the economy?

Clearly, sustained low inflation implies less uncertainty about
the future, and lower risk premiums imply higher prices of stocks
and other earning assets. We can see that in the inverse relation-
ship exhibited by price/earnings ratios and the rate of inflation in
the past.

But how do we know when irrational exuberance has unduly
escalated asset values, which then become subject to unexpected
and prolonged contractions, as they have in Japan over the past de-
cade? And how do we factor that assessment into monetary policy?
We as central bankers need not be concerned if a collapsing financial
asset bubble does not threaten to impair the real economy, its pro-
duction, jobs, and price stability. Indeed, the sharp stock market
break of 1987 had few negative consequences for the economy. But
we should not underestimate, or become complacent about, the
complexity of the interactions of asset markets and the economy.

Admittedly, this was not Shakespeare. It was pretty hard to process, es-
pecially if you'd had a drink or two during the cocktail hour and were hun-
gry for dinner to be served. When | came back to the table, | whispered to
Andrea and the others seated there, "What part of that do you think will
make news?' No one guessed. But I'd seen people in the audience sit up
and take notice, and as the evening ended, the buzz began. "Fed Chairman
Pops the Big Question: Isthe Market Too High?" wrote the Wall Street Jour-
nal the next day; "lrrational Exuberance Denounced," said the Philadelphia
Inquirer; "A Buried Message Loudly Heard," said the New York Times. "lrra-
tional exuberance" was on its way to becoming a catchphrase of the boom.

But the stock market did not slow down—which only reinforced my
concern. It's true that my remarks initially caused a sell-off around the
world, partly on the suspicion that the Fed would immediately raise rates.
Stock prices fell first in Japan's markets, where it was already morning when
| spoke, then hours later as the markets opened in Europe, and finally in
New York the following day. On the New York Stock Exchange, the Dow
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dropped almost 150 points at the opening bell. But by afternoon the U.S.
markets had bounced back, and after one more trading day they had re-
gained al the lost ground. America's stock markets ended the year up by
well over 20 percent.

And the bull charged on. The Dow Jones Industrial Average was al-
ready nearing 7,000 when the FOMC convened for the first time in
1997, on February 4. By then | knew from private conversations with many
of the governors and bank presidents that the committee shared my worry
that the development of a stock bubble might cause inflationary instability.
Apart from the run-up in the stock market, the economy was as robust as
it had been six months before, when I'd resisted the idea of tightening rates.
But my concern about a bubble had changed my mind. | told the commit-
tee we might need an interest rate increase to try to rein in the bull. "We
have to start thinking about some form of preemptive move,” | said, "and
how to communicate that."

| was choosing my words very carefully because we were on the record
and we were playing with political dynamite. The Fed has no explicit man-
date under the law to try to contain a stock-market bubble. Indirectly we
had the authority to do so, if we believed stock prices were creating infla-
tionary pressures. But in this instance, that would have been a very hard
case to make because the economy was performing so well.

The Fed does not operate in a vacuum. If we raised rates and gave as a
reason that we wanted to rein in the stock market, it would have provoked
a political firestorm. We'd have been accused of hurting the little investor,
sabotaging people's retirements. | could imagine the grilling I'd get in the
next congressional oversight hearing.

All the same, we agreed that trying to avoid a bubble was consistent
with our mission, and that it was our duty to take the chance. | mused
aloud in our meeting that day, "We need above all to make certain that we
keep inflation low, risk premiums low, the cost of capital low.... If we are
talking about long-term equilibrium, high market values are better than
low market values. What we are trying to avoid is bubbles that break, vola-
tility, and the like." With the committee's consent, | hinted at an impending

178

{" More ebooks visit: hitp://www.ccebook.cn ccebook-orginal english ebooks
= B 00 k This file was collected by ccebook.cn form the internet, the author keeps the copyright.




IRRATIONAL EXUBERANCE

rate hike in my public remarks over the next several weeks. This was to
keep from shocking the markets with an abrupt move. Then we met again
on March 25 and raised short-term rates by 0.25 percent, to 5.5 percent.
| wrote the FOMC's statement announcing the decision myself. It talked
purely in terms of the Fed's wish to address underlying economic forces
that threatened to create inflation, and did not say a word about asset val-
ues or stocks. As | described the rate increase shortly afterward in a speech,
"We took a small step to increase the odds that the good performance of
the economy can continue."

In late March and early April of 1997, right after our meeting, the Dow
dipped by some 7 percent. This represented a loss of almost 500 points, to
some minds a delayed reaction to our rate hike. But within a few weeks, the
momentum shifted and the market came roaring back. It recouped all of
its losses and gained 10 percent more, so that by mid-June, it was nearing
7,800. In effect, investors were teaching the Fed a lesson. Bob Rubin was
right: you can't tell when a market is overvalued, and you can't fight mar-
ket forces.

As the boom went on—for three more years, it turned out, greatly in-
creasing the nation's paper wealth—we continued to wrestle with big ques-
tions of productivity and price stability and other aspects of what people
had come to call the New Economy. We looked for other ways to deal with
the risk of a bubble. But we did not raise rates any further, and we never
tried to rein in stock prices again.

Andrea and | expressed some exuberance of our own by finally getting
married that spring. She always jokes that it took me three tries to
propose to her, because | kept popping the question in Fedspeak, but that
IS not true. Actually | proposed five times—she missed a couple. On Christ-
mas Day 1996, though, the message finally got through and she said yes. In
April 1997 Supreme Court justice Ruth Bader Ginsburg married us in a
simple, beautiful ceremony at one of our favorite places, the Inn at Little
Washington in the Virginia countryside.

Typically, we put off having a honeymoon: too much was happening in
Andrea's professional world and mine. But friends kept urging us to go, and
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recommended Venice. Finally | studied my calendar and suggested adding
a honeymoon to the tail end of an international monetary conference meet-
ing in Interlaken, Switzerland, in June, two months after our wedding.

At the monetary conference, German chancellor Helmut Kohl gave a
predictably dry luncheon speech. Central-bank independence and the re-
valuation of Germany's gold reserves were the topics. Afterward Andrea
and | avoided flocks of reporters who wanted comments about the U.S.
economic outlook and the prospects for the continuation of the Internet
boom on the stock market. Even though they knew it was my policy not to
give interviews, some asked Andrea to serve as a go-between, figuring that
as afellow journalist she might be willing to help. All Andrea wanted to do
was go to the spa. By the time we left Interlaken she had jokingly declared
our trip so far "the least romantic honeymoon in history."

And then we arrived in Venice. As necessary as creative destruction is
for material standards of living to improve, it's no coincidence that some of
the world's most cherished places are those that have changed the least
over the centuries. I'd never visited the city, and like so many travelers be-
fore me, | was enchanted. Our notion had been to wander and do things
completely spontaneously. And while that doesn't really happen when you
are traveling with a security detail, we came close. We ate at open-air cafes,
went shopping, and toured churches and the old Jewish ghetto.

For centuries, the Venetian city-state was the center of world trade,
linking Western Europe with the Byzantine Empire and the rest of the
known world. After the Renaissance, trade routes shifted to the Atlantic,
and Venice declined as a sea power. Yet throughout the 1700s, it remained
Europe's most graceful city, a center of literature, architecture, and art.
"What news on the Rialto?' the famous line from The Merchant of Venice
referring to the commercial heart of the city, still strikes a vibrant cosmopoli-
tan note.

Today the Rialto district looks much as it did when traders unloaded
silks and spices from the Orient. The same is true of the city's splendidly
painted Renaissance palaces, St. Mark's Square, and dozens of other sights.
Except for the motorized launches—the vaporetti—you could just as read-
ily be in the seventeenth or eighteenth century.

As we strolled along one of the canals, my inner economist finally got
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the better of me. | asked Andrea, "What is the value-added produced in
this city?"

"You're asking the wrong question/' she replied, and burst out laughing.

"But this entire city is a museum. Just think of what goes into keep-
ing it up.”

Andrea stopped and looked at me. "You should be looking at how
beautiful it is."

Of course my wife was right. But the conversation helped crystallize
something that had been in the back of my mind for months.

Venice, | realized, is the antithesis of creative destruction. It exists to
conserve and appreciate a past, not create a future. But that, | realized, is
exactly the point. The city caters to a deep human need for stability and
permanence as well as beauty and romance. Venice's popularity represents
one pole of a conflict in human nature: the struggle between the desire to
increase material well-being and the desire to ward off change and its at-
tendant stress.

America's material standard of living continues to improve, yet the
dynamism of that same economy puts hundreds of thousands of people per
week involuntarily out of work. It's no surprise that demands for protec-
tion against the forces of market competition are on the rise—as well as
nostalgiafor a slower and simpler time. Nothing is more stressful for people
than the perennial gale of creative destruction. Silicon Valley is without
guestion an exciting place to work, but its allure as a honeymoon destina-
tion has, | would guess, thus far gone largely unrecognized.

The following evening in Venice, Andrea and | went to hear a Vivaldi
cello concerto, played on baroque instruments. His melodies filled the air
around us, a thrilling complement to the somber majesty of the ancient
church with its shadows and curves and thick stones that seemed to breathe
the damp of the canals. I've heard Vivaldi played better, but never have |
enjoyed it so much.
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tween 1993 and 2000, the typical American family had areal gain in annual
income of $8,000.

This economic growth boosted the national psyche, changing the way
we saw ourselves in the world. Throughout the 1980s and well into the
early 1990s, Americans had gone through a period of being fearful and
depressed. People worried we were losing ground to Germany, the newly
unifying Europe, and Japan. As Larry Summers later described it, these
economic rivals "were more investment oriented, more manufacturing ori-
ented, had fewer lawyers, more scientists, more discipline than we."

In the eighties, Japan's giant zaibatsu, or conglomerates, had seemed to
pose a particular threat: they had usurped America in steel and in factory
equipment, put our automakers on the defensive, and so completely over-
whelmed us in consumer electronics that even the TVs we depended on for
news bore Sony, Panasonic, and Hitachi brands. Not since Sputnik had
America felt itself to be at such a scary disadvantage. Even the end of the
cold war didn't lift the gloom—our vast military power suddenly felt irrel-
evant, and international status was now defined by economic prowess.

Then the technology boom came along and changed everything. It
made America's freewheeling, entrepreneurial, so-what-if-you-fail business
culture the envy of the world. U.S. information technology swept the
global market, as did innovations ranging from Starbucks lattes to credit
derivatives. Students gravitated from other countries to American universi-
ties. The changes the United States had undertaken to modernize its econ-
omy—two decades of often painful deregulation and downsizing and the
lowering of barriers to trade—all now paid off. While both Europe and Ja-
pan slid into economic doldrums, America was on the rise.

The federal budget surplus was an amazing development. "We all need
to go back to the drawing board on forecasting taxes," a senior official of the
New York Fed told the FOMC in May 1997, after a report that the Trea-
sury's receipts for the year were running $50 billion ahead of projections.
Economists at the Office of Management and Budget, the Congressional
Budget Office, and the Fed were al at sea. Even though the economy was
on aroll, it wasn't enough to account for this big a surge in tax receipts. We
suspected we might be seeing a stock-market effect, and | encouraged the
Fed staff to accelerate its work estimating the boost to household taxable
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Income from the exercise of stock-option grants and realized capital gains.
Stock options, of course, had become the primary lure used by tech compa-
nies to attract and keep employees—they were even being handed out to
secretaries and clerks. It was very difficult to measure accurately this new
source of wealth. Years later, this hypothesis was proved correct, but at the
time al our economists could do was to confirm that it might be the case.
The federal deficit for 1997 shrank to just $22 billion—statistically insignifi-
cant in the context of a $1.6 trillion federal budget and a $10 trillion GDP.

Almost overnight, the administration found itself facing a budget sur-
plus that was expanding as fast as the deficit had dwindled. President Clin-
ton had no sooner started talking about the possibility of actually being
able to balance the federal budget in 1998 than his policymakers had to
scramble to plan what to do with the surplus. And while this was a happy
problem to have, success, like everything else in budgetary matters, must
be managed. This is particularly so in Washington, where if politicians
discover $1 billion they will instantly come up with at least $20 billion
worth of ways to spend it. And the surplus looked to be truly epic: the
Congressional Budget Office projection in 1998 was for it to total $660
billion over ten years.*

As soon as the news was announced, both parties claimed credit. "Re-
publican fiscal policy emphasizing controlled spending, less government,
and tax relief, has moved the nation from deficit to surplus in just three
years," declared a GOP leader, Congressman John Boehner of Ohio. Presi-
dent Clinton, for his part, formally announced the surplus at a special White
House ceremony where Democratic leaders were present but Republicans
were banned. Not a single Republican had voted for his milestone deficit-
reduction budget in 1993, the president reminded the audience, adding
that if they had, "they would have been eligible to be here today."

Predictably, dissension about what to do with the extra revenue was
intense. Liberal Democrats wanted to devote the money to social programs

*The $660 billion figure from the Congressional Budget Office was the sum of projections
from 1999 to 2008. Meanwhile, the White House envisioned surpluses in the next decade to
total $1.1 trillion. The discrepancy reflected in part the fact that CBO projections are based on
current law, while administration projections assume that the administration's policies will be
enacted.
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they said had been shortchanged for years; conservative Republicans pro-
posed to "give back" the surplus in the form of tax cuts. Bill Archer, a Re-
publican from Texas and a good friend who was chairman of the House
Ways and Means Committee, won the prize for the most amusing state-
ment of the debate. "Because of record-high taxation/' he declared, tongue
In cheek, "the surplus is raging out of control."

Fiscal conservatives like Bob Rubin and me, meanwhile, believed that
neither tax cuts nor new spending was the right way to go. We thought
the surplus should be used to pay down the national debt to the public. It
now totaled $3.7 trillion, the accumulated consequence of a quarter cen-
tury of deficit spending (the last year the budget had been in surplus was
1969).

My longtime involvement in Social Security reform had made me al
too aware that, in the not-too-far-off future, Social Security and Medicare
would face demands in the trillions of dollars as the baby-boom generation
aged. There was no practical way to pay those obligations in advance. The
most effective policy would be to pay down the debt, creating in the pro-
cess additional savings, which in turn could increase the nation's produc-
tive capacity and federal revenues at existing tax rates by the time the
boomers hit retirement age.

Debt repayment had one other advantage: it was the simplest option.
So long as Congress does not pass legislation appropriating the money for
some other use, any surplus revenues that flow into government coffers au-
tomatically pay down the debt. If only Congress could keep its hands out
of the cash box. Or, as | suggested more diplomatically to the Senate Bud-
get Committee, the accumulated national debt was so massive that the
government could happily whittle away at it for years. "It will not harm the
economy in any way of which | am aware to allow the surpluses to run for
quite along period of time before you touch them,"” | said. "If the surpluses
are evolving, let's not ook at them as though they are a threat to the econ-
omy. They are surely not."* Yet, compared with tax cuts or spending in-

*It had not yet entered my mind that surpluses could become so large as to reduce the debt
level to zero and eventually could require the federal government to accumulate private assets.
That prospect would confront me in 2001.
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creases, debt repayment was admittedly an ugly-duckling policy. | wondered
whether Clinton would be able to stick with the fiscal conservatism that
had marked his first term, even if he wanted to.

| played no role in finding the answer, but | had to admire the one
Clinton and his policymakers came up with. They lit on a politically irre-
futable argument to take the money off the table: tying the budget surplus
to Social Security. He delivered his pitch as part of the 1998 State of the
Union address:

What should we do with this projected surplus? | have a simple
four-word answer: Save Social Security first. Tonight, | propose
that we reserve 100% of the surplus—that's every penny of any
surplus—until we have taken al the necessary measures to
strengthen the Social Security system for the 21st century.

The crux of Clinton's "necessary measures," it quickly emerged, was to
set aside the lion's share of any surplus to pay down the debt. | was im-
pressed that Clinton had preempted much of the debate that would have
arisen had he focused on debt reduction pure and simple. "I'm amazed," |
told Gene Sperling. "You've found away to make debt reduction politically
attractive."

As the budget surpluses mounted over the next few years—all the way
from $70 billion in 1998 to $124 billion in 1999 and to $237 billion in
2000—1 watched Congress grab again and again for the money. In the sum-
mer of 1999, the Republicans put forward a plan to cut taxes by almost
$800 hillion over ten years, and the Senate Banking Committee summoned
me to testify whether the plan made long-term economic sense. | had to
tell them it did not, or at least not yet. "We probably would be better off
holding off on a tax cut," | said, "largely because of the fact that it is appar-
ent that the surpluses are doing a great deal of positive good to the econ-
omy." | had two other arguments, | added. First, while projections of the
surplus over the next decade were now up to $3 trillion, uncertainty about
the economy put those big numbers in doubt. "They could just as rapidly
go in the other direction,” | said. Second, given how strong the economy al-

186

{" More ebooks visit: hitp://www.ccebook.cn ccebook-orginal english ebooks
= B 00 k This file was collected by ccebook.cn form the internet, the author keeps the copyright.




MILLENNIUM FEVER

ready was, the stimulus of a major tax cut might cause it to overheat. On
the other hand, 