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“A wonderfully clear and comprehensive account of the economic and financial history of the past half century, and the forces that led to near-disaster in the past decade.”
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“A bold plan for fixing the current financial crisis and avoiding the next one.”

—The Daily Beast




“The Road from Ruin will be remembered as a serious, highly readable book of the broadest intellectual scope. Its insights will help all of us reshape the future and enable both citizen and policy maker alike to separate real reform from the grandstanding bluster so prevalent today.”

—Robert J. Shiller, Arthur M. Okun Professor
of Economics, Yale University, author of
Irrational Exuberance and coauthor of Animal Spirits




“Everyone—from the CEOs of the world’s biggest companies to the consumers of their products and services—seems to be asking whether capitalism as we know it will survive as our economic system. Through a unique blend of historical insights into past crises and pragmatic reforms, Matthew Bishop and Michael Green provide the ideas and action steps for renewing prosperity and preventing another meltdown.”

—Ram Charan, coauthor of Execution




“[An] admirably clear book.”

—The Financial Times




“Well-written, challenging, uplifting—Bishop and Green bring incisive insight and timely analysis to some of our biggest economic and social topics. The Road from Ruin is an intelligent and stimulating contribution to a vitally important conversation.”

—Jim Collins, author of Good to Great
and How the Mighty Fall




“As the smoke begins to clear after the biggest financial crisis since the Great Depression, Matthew Bishop and Michael Green have some persuasive suggestions about where we go from here. As befits an Economist writer, Bishop has not lost his faith in American capitalism. But the authors argue trenchantly that some root-and-branch reform will be needed to prevent its vitality from being sapped by ill-designed regulation and political cronyism.”

—Niall Ferguson, Laurence A. Tisch Professor of History at
Harvard University and author of The Ascent of Money




“Bishop and Green have written an uncommonly lucid, unfailingly gripping analysis of the financial crisis that has placed the nation and much of the world in profound economic jeopardy. A particular value of the book is the rich historical, global, and intellectual context in which the authors situate the crisis. Their diagnosis of the causes of the crisis, which emphasizes psychological factors, will be controversial, as will a number of the measures they propose to prevent similar crises from arising in the future. But they have provided rich food for thought. Let the debate begin.”

—The Honorable Richard A. Posner,
author of A Failure of Capitalism




“Drawing not only on their keen understanding of current economic events, but also on a depth of knowledge of financial history, Matthew Bishop and Michael Green have written a lucid and lively account of the underlying factors that brought the world economy to the brink of collapse.”

—Liaquat Ahamed, author of The Lords of Finance




“In The Road from Ruin, Matthew Bishop and Michael Green show why companies must respond to this crisis with long-term vision and renewed emphasis on values. An essential read for anyone who wants to learn why a corporate focus on sustainability and building a better society is the key to the long-lasting productivity growth and job creation that are needed now more than ever.”

—John Chambers, Chairman and CEO, Cisco




“The Road from Ruin is a masterpiece. Matthew Bishop and Michael Green combine truly luminous writing with simple, clear, unprejudiced scholarship and a keen journalistic awareness of how to extract lessons from the financial crisis to begin forming an agenda for a badly needed reform of capitalism.”

—Robert A.G. Monks, shareholder activist, founder of the
Corporate Library, and author of Corpocracy




“The title suggests a map for a new, improved capitalism to follow—and that’s exactly what Matthew Bishop and Michael Green provide. A steely analysis of the structural and human frailty that led to the implosion of 2008 becomes their foundation for specific future reform. Alternative remedies are scrupulously examined; some discarded, others seized upon and improved. In its clarity of both thought and expression, this is a book that leaves you feeling cautiously better about the potential of capitalism and so cautiously better about its prospects.”

—Sir Martin Sorrell, CEO, WPP
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PREFACE

It’s the economy, stupid.” The campaign slogan that helped Bill Clinton first win the White House in 1992 also helps explain Barack Obama’s ascent to the presidency in November 2008, in the aftermath of the catastrophic collapse of the global financial markets that September. Cleaning up the mess caused by the financial crisis has dominated the political agenda in Washington, D.C., ever since. It is evidence both of the severity of the problems facing America and of the failure of Washington’s politicians, of both parties, to adequately tackle them that, writing in the summer of 2011, the economy also seems destined to dominate the 2012 presidential campaign and the political agenda in office of whoever is elected.

In the first edition of The Road from Ruin we described how the financial crisis and the economic slump that followed it were the result of deep problems touching every part of America’s economic and political system—problems that would require courageous and visionary leadership to put right. Yet, we warned, the most common reactions to economic crises throughout history, all over the world, are blame and denial that frustrate serious reform. This history largely repeated itself after the crisis of September 2008.

For the blamers, Public Enemy No. 1 was Goldman Sachs, an investment bank memorably described by Matt Taibbi in Rolling Stone magazine as “a great vampire squid wrapped around the face of humanity, relentlessly jamming its blood funnel into anything that smells like money.” Thirteen Bankers, by Simon Johnson and James Kwak, also caught the mood of public anger, channeling the spirit of Thomas Jefferson to blame pretty much everything on big financial institutions. Bashing wealthy bankers may be cathartic, but this simplistic blame narrative was ultimately absurd, and unworthy of a former director of research at the International Monetary Fund, which Johnson once was.

But the arguments of the deniers who refused to admit any fault in capitalism were equally preposterous. The sometime presidential candidate, tycoon and pundit Steve Forbes argued that what the crisis really proved was the need for more unbridled capitalism, sidestepping entirely the role that deregulation, particularly of finance, played in the crisis. Nicole Gelinas of the Manhattan Institute took this argument even further, arguing that government was to blame, since it was the promise of a bailout that caused banks to take excessive risks. In her parallel universe, America had spent the previous quarter of a century practicing a form of “state capitalism” created by that famous advocate of big government, Ronald Reagan, who set us on the road to ruin by bailing out the Continental Illinois of Chicago back in 1984!

Then there were those who claimed that this was “just another recession,” that fundamental reform of American capitalism was unnecessary; as always, America would “muddle through.” Well, there has certainly been plenty of muddle, but unfortunately not so much of the through. The American economy started growing again in 2009, but it was a lukewarm “jobless recovery” haunted by the threat of a “double dip” recession. For the average American family, this has felt like no recovery at all.

That it could have been so much worse has not provided the public with much comfort, nor earned the Obama administration (and to a lesser extent, the Bush administration once it had foolishly let Lehman Brothers collapse) the credit it and other governments around the world deserve. Their actions, including rescuing the financial system and stimulating a global economy in which demand was in free fall, prevented a global depression. Yet the brief moment of unity and clarity around the world about the main lessons of the Great Depression soon gave way to squabbling and ineptitude.

In part, this was due to genuine uncertainty about what was the right macroeconomic policy. The economy was in a catch-22 in that it needed stimulating but also was burdened with mountains of debt thanks to many years of poor (public and private) decision-making prior to the crisis of September 2008. As a result, the Federal Reserve found itself conducting an unprecedented experiment in monetary policy, including a series of boosts to the money supply known as quantitative easing (QE1, QE2), the likely impact of which nobody really knew much about.

When Congress and the Obama administration did finally agree to reform the financial system, they opted for quantity over quality. As he signed the Dodd-Frank Wall Street Reform and Consumer Protection Act into law in July 2010, President Obama declared that “these reforms will help lift our economy and lead all of us to a stronger, more prosperous future.” If only. This massive, two-thousand-page piece of legislation will certainly provide an economic stimulus to the Washington lawyers who will spend the next few years trying to interpret its hastily cobbled together provisions. Yet it ducked most of the big flaws in the system highlighted by the crisis. It left in place the fragmented structure of financial regulation, which is not fit to deal with systemic problems like those that caused the crash of 2008. While it made it easier for governments to bail out failed financial institutions, it, if anything, reinforced the notion that large financial institutions are “too big to fail.” And it barely addressed the endemic short-termism in the capital markets that had created the permissive conditions in which the reckless debt-fueled risk-taking of both Wall Street and the public at large was able to flourish—until the bubble burst.

There is no reason to think that Dodd-Frank will prevent a repeat of the bubbly conditions that led to the crash of September 2008. And, while it is true that most banks now hold bigger reserves of capital than they used to, there are real questions about whether this will prevent the sort of financial meltdown that occurred in 2008. The new capital adequacy rules introduced by the world’s financial regulators, known as Basel 3, are simply too static a defense against the turbulence of the global capital markets. Indeed, by giving the misleading impression that the financial sector has its risk-taking under control, Basel 3 might lull us again into a false sense of security and make another crash more, rather than less, likely.

The Road from Ruin sets out an agenda for reviving American capitalism that involves fundamental change, not merely a rebooted version of what went before. This capitalist revolution would touch everything from the way that companies are run and the sort of people who are chosen to run them, to the legal responsibility of the institutional investors who are supposed to invest the public’s savings for the long run, to how the public is educated in the language of money, to the way we think about and measure economic success.

The transformed, long-term oriented American economy that we believe can be created would value innovation and the sort of risk-taking that creates real jobs and real economic value. It will also play a different sort of leadership role in the global economy. The G20, where rising economies such as China and India have a seat at the table, emerged during the crisis as the most important forum of global economic governance. Yet it has started to lose its way. America has the opportunity to help make the G20 work, as the best available body for overseeing a global economy of which America will remain one large part but no longer a dominant one. America needs to take seriously the calls by China and a growing number of other nations to replace the U.S. dollar as the world’s reserve currency. Since World War II, the greenback has been the keystone of the global economy. But this system, designed nearly seventy years ago, is creaking. America should be leading the way to design a new system of international finance, based on a new global reserve currency.

Conservative commentators such as Glenn Beck may howl that this is a surrender of America’s sovereignty, but their alternatives, a return to the gold standard or a trade war with China, would suffocate demand and bring ruin to the American and global economy. Others balk at such a fundamental design of the world’s money. Barry Eichengreen, a doyen of monetary economists and author of Exorbitant Privilege, thinks that we can muddle along, with other currencies sharing the strain with the dollar as the anchor of global economy. But this would be a recipe for drift and denial, those familiar themes that pervade every debate about the future of the American economy.

Nowhere has this blinkered denial been more evident than in the political debate about the deficit. The federal government and the Federal Reserve were right to provide fiscal and monetary stimulus to avert a complete meltdown like we saw in the Great Depression. The next challenge is to manage the shift of gears from stimulus to tackling the deficit. So far, Congress has failed to rise to this challenge, preferring instead a standoff in order to protect pet programs of public expenditure or to block any kind of tax increases. The result has been a growing concern around the world about America’s long-term financial health—concern that would have been far worse if the dollar were not the global reserve currency and China could think of somewhere else to invest its vast financial surplus (which, if things carry on in America as they are, it one day surely will).

In August 2011, the Standard & Poor’s credit rating agency gave America’s politicians a massive vote of no confidence by downgrading U.S. government debt from its triple-A rating. The treasury secretary, Tim Geithner, howled that S&P had got the numbers wrong but it is hard to fault its judgment. The blinkered brinkmanship over raising the federal debt ceiling in the middle of 2011, which nearly drove the United States into default, issued a stark warning about the inability of Congress to eschew sloganeering and instead confront the real issues facing the American economy.

We continue to believe that America’s economy can be revived, and again be the best in the world, if it implements the sort of fundamental reforms we describe in The Road from Ruin. Yet if these reforms are not made, we increasingly fear that America will enter a long period of economic stagnation—or even, given the potential inflationary consequences of quantitative easing, stagflation—that could make Japan’s lost decade of the 1990s look like an economic boom.

American capitalism remains hooked on superficial, short-term financial success rather than on building long-term, sustainable prosperity. The leaders of Wall Street and corporate America have so far been too preoccupied with blocking any change to play a constructive role in the debate about reform. Politicians are stuck in a zero-sum game of tactical point scoring. This all needs to change. Yet the presidential and congressional elections of November 2012 will only produce the courageous, visionary leadership America so desperately needs if its citizens are willing to demand it from their politicians in the ballot box.

New York, September 2011


INTRODUCTION

TO RUIN AND BACK

What went wrong and what we must do to put it right

Capitalism as we knew it ended on September 15, 2008. That much is clear. What we don’t know yet is what will replace it—almost certainly some different version of capitalism—and whether that new version will be any better than what went before. The choices we make now will set us on the road either to renewed prosperity or to stagnation and even depression.

On that day, Lehman Brothers, a powerful Wall Street investment bank, declared itself bankrupt. Panic spread rapidly throughout the financial markets. What had once seemed valuable investments suddenly lost most of their value, turning into “toxic assets.” The instant loss of value threatened to bring down some of the world’s largest financial institutions. This sparked a chain reaction that ultimately led to the worst global economic crisis since at least the Great Depression of the 1930s.

Amid the carnage of bankruptcies, soaring unemployment, and the loss of millions of family homes lay the bloody corpse of a set of ideas that had underpinned the economics of the previous thirty years. This was a period in which it was widely believed that capitalism based on markets, especially financial markets, could be relied on to deliver unprecedented prosperity. This was the “Great Moderation,” an era that began in the 1980s, when the American economy embarked on an extended run of low inflation and steady growth, a trend that went global in the 1990s. As well as creating an army of billionaires, it was believed that this system would lead to a general increase in wealth, including among some of the poorest people on the planet, hundreds of millions of whom would be lifted out of dire poverty.

Faced with the collapse of this version of capitalism, government, which the orthodoxy prior to September 15 had tended to see as the problem, suddenly became the savior. The titans of Wall Street, long accustomed to complaining about big government and its wealth-destroying red tape, threw themselves on the mercy of Uncle Sam and his seemingly bottomless pockets. (The same thing happened in the City of London and other financial centers around the world.) Government, doing what it knows best, hurled money at the problem. It probably had no alternative, at least in the short run.

Dealing with the toxic financial assets bequeathed by the bankers was fiendishly difficult. In the months after Lehman collapsed, the Bush and Obama administrations wrestled with various schemes to purge the rottenness from the banks’ balance sheets, but recovery was painfully slow.

Yet there was, and remains, an even bigger problem than toxic assets, and that is toxic ideas. The years that preceded the crisis were dominated by a set of theories that celebrated the wisdom of markets. These ideas, which shaped government policies and underpinned banking practices, were triumphant in the boom years. They had won broad acceptance because they seemed to work in practice. Capitalism had seen off communism. Countries with more market-oriented forms of capitalism seemed more productive and prosperous than those that were more planned and heavily regulated by the state.

In the wake of the crash of September 2008, and the economic slump that followed it, the challenge is to figure out whether some, all, or none of these theories should survive the crisis. The bust has pushed an alternative set of ideas to the forefront, some of which call for comprehensive intervention in financial markets and bigger government. Working out which of these ideas are toxic and could poison our future prosperity and which might actually help is the most urgent, and difficult, challenge we face.

To find the road from ruin to renewed prosperity, we must engage in a new battle of ideas to work out which elements of the conventional wisdom of the past thirty years will be needed—perhaps in an improved form—and which ideas should be jettisoned along the way and replaced with something entirely new.

As we try to figure out what to do, we have an advantage: we can learn the lessons from the booms and crashes that have punctuated the history of capitalism with remarkable frequency, stretching back to the great tulip bubble in Holland in the early seventeenth century. Then, a mania for rare flowers drove prices to astonishing levels before they crashed, as people realized that they had spent huge sums not on productive assets but on a few tulip bulbs. Nearly four hundred years ago, as now, people were shaking their heads at the madness of crowds that had challenged the wisdom of markets. Yet the people of Holland made the right decisions after the bubble burst, and as a result Tulipmania was little more than a blip in the Dutch “Golden Age” of prosperity in the seventeenth century. Hopefully we can be as wise in the choices we make.

THE ROAD TO RUIN

Who punched Dick Fuld as he worked out in the gym at Lehman Brothers, where he was the CEO? Indeed, did the widely reported incident involving an employee enraged by the bank’s failure actually take place? We may never know for certain. Yet in the weeks after Fuld led the investment bank into bankruptcy and triggered the economic collapse, many Americans wanted it to be true, and plenty would have loved to thump the man nicknamed “the Gorilla.” Fuld was known as the scariest man on Wall Street. He had once brawled with the father of a child playing hockey against his son, which made the punishment allegedly meted out in the gym seem all the more fitting.

Fuld made an obvious instant target for those wanting someone to blame for the economic mess that followed the bankruptcy of his firm. At hearings on the crisis a few weeks later, a congressman lectured an insufficiently contrite Fuld that “if you haven’t discovered your role, you’re the villain.” A visibly shaken Fuld, who had to run a gauntlet of protesters at the Capitol waving CROOK and JAIL NOT BAIL placards, was forced to justify the hundreds of millions of dollars he had been paid to run a bank that had now failed. His defense rested on the fact that much of the money he had been paid was in now-worthless Lehman stock. He in turn lashed out at speculative “short sellers” of the bank’s shares for driving the firm into bankruptcy and bemoaned the government’s decision to rescue other financial institutions but not his.

Other names were soon added to the roster of those allegedly responsible for the mess. Time magazine published a list of “25 people to blame.” Along with Fuld, there were people like Angelo Mozilo, the former boss of Countrywide, a lender that had popularized the “subprime” mortgages for poor people, which had earned him hundreds of millions yet which cost hundreds of billions in losses when those mortgages blew up. Mozilo was indicted for insider trading and securities fraud in 2009. It was also reported that he had arranged for “VIP loans” to be granted on favorable terms from Countrywide to influential lawmakers under a scheme that became known as “Friends of Angelo.” Also on the Time list was Jimmy Cayne, former boss of another troubled investment bank, Bear Stearns. Six months before Lehman was allowed to fall, Cayne’s bank had almost gone under as it struggled to stay afloat after credit markets froze in the second half of 2007. In March 2008, the government had arranged a rescue deal for Bear Stearns by selling it off to JP Morgan. Yet even as Bear Stearns teetered on the brink, Cayne was not locked in his Manhattan office trying to save the company but was playing in a bridge tournament in Detroit (which is nearly as bad as being on the golf course, where he also spent much of his time).

Blame was not confined to presidents and chief executives alone. Joe Cassano, who had led the financial services division of the insurance giant AIG, made it onto the list as the man who had built up the company’s lucrative business insuring credit default swaps that imploded as a result of the crisis, lumbering the firm with tens of billions of dollars of losses. A matter of days after Lehman was allowed to go bankrupt, AIG was saved with a $170-billion bailout from the government. The fact that earlier that year Cassano, a cop’s son from Brooklyn, had left the firm with a fortune of $300 million in cash and shares, as well as a $1-million-a-month pension, added to Time’s indignation.

In a nod to the globalization of finance, the magazine also made dishonorable mention of Sir Fred Goodwin, the former boss of Britain’s Royal Bank of Scotland (RBS). Known in financial circles as “Fred the Shred” for his ruthless cost cutting, he was renamed “the worst banker in the world” after the crisis. RBS was second only to Lehman in selling subprime mortgage securities. In a ruthless and reckless pursuit of profit, Sir Fred had seriously weakened RBS’s capital reserves when he pushed through a $100-billion takeover of a rival bank in 2007. As a result, RBS was in no fit state to weather the financial storm that began shortly afterward, and it was eventually partly nationalized by the British government.

The list was not limited to financiers. Time also turned its fire on politicians and government officials, including former president Bill Clinton, who had allegedly sown the seeds of the crisis by deregulating the financial markets with one hand while pushing them to lend more to risky subprime borrowers with the other. Alan Greenspan, the former chairman of the Federal Reserve, appeared prominently on the list. Greenspan had once seemed so important to the success of the American and indeed the global economy that in 2000, presidential hopeful John McCain said that if Greenspan ever died it would be necessary to “prop him up and put some dark glasses on him, like Weekend at Bernie’s.” Now he stood accused of pumping too much credit into the economy through his lax monetary policy.

Time even blamed foreign communists. Wen Jiabao, the premier of China, it said, was culpable for lending America too much money.

The Time blame list reflected the mood of the nation; indeed, it was just one of many similar lists that all tried to pin the blame on a handful of powerful people. Time at least acknowledged the role of American consumers (“we enjoyed living beyond our means”). Even so, these lists helped create a popular, but misleading, narrative in which the public was a largely innocent victim of the folly of the powerful.

This story, which is at best a caricature, apportions the blame to four categories of rogue: bankers, speculators, regulators, and politicians.

The story begins with bank chiefs, filled with hubris, earning fortunes by taking reckless short-term bets using mountains of debt and complex financial instruments that they didn’t understand. When, too late, they finally realized that collapse was inevitable, they lied to the public that their banks were still sound.

In turn, as their institutions teetered, the bankers, including Fuld and Cayne, blamed financial speculators such as hedge funds for driving down the price of their shares—conveniently forgetting that for years their banks had made a fortune by financing the same speculators.

Regulators joined in the blame game. Christopher Cox, the chairman of the Securities and Exchange Commission when things started going wrong in the autumn of 2008, banned the speculative so-called short selling of shares that he said “can allow manipulators to force prices down.” For many people, it was the fault of regulators such as Cox who had been asleep at the wheel and ignored reckless practices that had contributed to the bubble, such as the lack of rigor in the lending process.

Under fire, the regulators tried to shift the blame onto politicians, for taking away their powers through deregulation, depriving them of the financial tools necessary to do the job. They claimed that politicians had been cheerleaders for the asset price bubble.

Playing the blame game has its attractions. As Time explained, “The venting of spleen is not a science—it’s a joy.” It is a game that has been played after every crash in history. When the bubble in the price of shares in the South Sea Company burst in 1720, a British parliamentarian equated the crimes of the company directors to the killing of a close relative and called on them to be punished by “being sewed into sacks, with a monkey and a snake, and drowned.” By comparison, being punched in the gym, or even serving the long jail terms that American courts can mete out for financial wrongdoing, should count as a lucky escape.

There is some truth to this popular account of the crisis: some of these high-profile individuals did make mistakes and, maybe, even committed crimes. Perhaps blaming them allows the catharsis society needs to get over the crisis. Yet we know for certain that punching, fining, or even jailing a few of these “villains” is not going to repair our broken economic system.

Ultimately, playing the blame game is a distraction from what really needs to be done. So, too, is another common reaction to bubbles bursting—the retreat to old orthodoxies rather than seriously attempting to separate out the good ideas from the toxic ones. Market capitalism has always divided opinion between fundamentalists, who believe the market can do no wrong, and skeptics, nowadays a loose coalition of socialists, antiglobalization activists, labor interests, and even environmentalists. If we are to figure out what really caused the financial crisis and what needs to be done to fix things, we need to move beyond preconceived ideas and orthodoxies and take an open-minded look at the evidence.

With Lehman’s collapse, however, critics of the market orthodoxy wallowed in schadenfreude. As well as the usual suspects such as radical filmmaker Michael Moore and French president Nicolas Sarkozy, there were also the “Dr. Dooms,” the popular name for those who had warned that a crisis was coming and subsequently claimed to have been vindicated. Among these were billionaire hedge-fund bosses George Soros and John Paulson (who alone made a reported $3.7 billion in 2007 short selling financial shares); former trader and author of the best-selling The Black Swan, Nassim Nicholas Taleb; and the apocalyptic economist Nouriel Roubini. Some of them cheered the return of big government, and a few even dusted off their copy of Karl Marx and Friedrich Engels’s Communist Manifesto. For these critics, despite all the wealth and jobs created and the millions of people around the world lifted out of poverty over the preceding decades, the kind of market-based capitalism that had dominated the previous thirty years had finally been revealed as toxic. The financial system at the heart of capitalism had turned out to be nothing more than a giant Ponzi scheme, and the bankers who presided over it at best incompetent and at worst criminal. Government now had to cut out the cancer, reverse deregulation, slash how much bankers are paid, and stringently control how they do business.

At the opposite end of the political spectrum, the champions of the old orthodoxy were not downcast for long—though the crisis showed why their characterization of private markets as good and government as bad had always been overly simplistic. Dusting off their own holy book, Ayn Rand’s classic libertarian novel Atlas Shrugged, they bellowed that whatever the government offered as a cure would necessarily be worse than whatever sickness had afflicted capitalism. Arthur Laffer, Ronald Reagan’s favorite economist, warned that the government’s meddling would lead to “the end of prosperity,” and economist and CNBC pundit Larry Kudlow accused the Obama administration—within weeks of its taking office—of declaring war on business and enterprise.

To escape from the mess left by this crisis, it is essential to move on from such comfortable but inadequate old orthodoxies. Blame and denial will not help us figure out what went wrong, or how to fix it. Fresh thinking is required.

FIVE WRONG TURNS

In the history of capitalism, crises have happened again and again, although they have not always had terrible consequences; often crises have been followed by a quick return to prosperity. Yet sometimes prosperity has been slow to return, and things have gotten far worse before they got better, usually as a result of taking one or more of the five common wrong turns on the road from ruin.

The first wrong turn is to assume that bubbles are a wholly negative product of random outbreaks of madness, rather than a consequence of the innovation process that can add to our prosperity in the long term. Perhaps the most influential book on bubbles of the past was Charles Mackay’s Victorian classic Extraordinary Popular Delusions and the Madness of Crowds. Most accounts of the current crisis draw, usually unconsciously, on Mackay’s interpretation of bubbles as events where supposedly smart people lose their senses.

Capitalism is fundamentally an optimistic system that taps into the deep human desire to strive for a better life. Innovation and entrepreneurship are usually at the forefront of fulfilling that desire. That is why, ironically, capitalism so often experiences bubbles—for it is the hope that gets you in the end.

Throughout history, bubbles have often started with a common hope—that a rise in prices reflects a significant advance that means the old valuation rules no longer apply. Since the original seventeenth-century bubble in tulip bulbs, the world has seen manias for, among other things, trade with the New World, railways, radio, Internet companies, emerging-market debt, and, several times over, real-estate finance. What is most remarkable about these bubbles is that these “technologies,” with the possible exception of tulips, each represent an economic breakthrough that did indeed generate great benefits. Yet each time, there came a point when rational hope mutated into an irrational exuberance that sucked more cash into the market until investors realized that this could not go on forever and the bubble burst.

Bubbles seem to be a frequent reaction to new ideas, as we figure out the true value of an innovation and how to put it to best use. It should perhaps be no surprise that the markets struggled to work out the true value and true risks of the Internet or financial innovations such as securitized assets. Crashes are part of the learning process.

Mackay exaggerated the disastrous consequences of bubbles. In fact, many bubbles have burst without doing significant economic harm and may even have helped accelerate the process of figuring out how to use innovations. When bubbles burst and are followed by a wider economic crisis, as happened in 2008, the danger is that we overreact and try to banish the innovations that sparked the boom, rather than learning how to use them wisely.

The second wrong turn is to believe that government must avoid bailing out the financial sector in the middle of a crisis. Governments often come to the rescue after bubbles burst, using taxpayers’ money to save the financial institutions whose own risk taking caused the problem. This can provoke understandable outrage at the time. It can also cause a problem of “moral hazard”: that by providing a publicly funded safety net, government actually encourages the markets to be more reckless in the future. Yet in this crisis, then U.S. treasury secretary Hank Paulson’s biggest blunder was to let Lehman Brothers go under in a mistaken attempt to discourage moral hazard. There is nothing wrong with making shareholders and creditors pay for their errors; indeed, it is right that they do. By allowing Lehman to collapse in such a disorderly manner, however, Paulson unleashed panic in the already-spooked financial markets. Lehman had deals right across the banking sector and also within the so-called shadow banking sector (which did many of the same things as banks but were free of the heavy regulations imposed on banks) made up of hedge funds and other financial services companies that together keep credit flowing around the economy. Almost every financial institution of any significance in the world was thrown into shock by the decision to let Lehman go, and the already frigid credit markets froze solid as everyone asked, “Who is next?” The possibility of government support does distort the behavior of financial markets. Governments do need to find ways to ensure that when people knowingly take excessive financial risks, they suffer the consequences of their actions. The middle of a crisis is the worst time to do that, however.

In the first great crisis of Anglo-Saxon capitalism, the South Sea Bubble of 1720, investors poured in money to the point that the company became “too big to fail” and were rescued from their folly by the British government. Market purists might rail at the decision by the politicians of Georgian Britain to spend taxpayers’ money rescuing foolish investors, yet the dire consequences for everyone of leaving the financial system to melt down were evident after the Wall Street Crash of 1929, when inaction by the government led to the failure of the American banking system. The Great Depression that followed was an unnecessary economic cataclysm.

Like it or not, the financial system is the lifeblood of the capitalism on which our prosperity depends. When the ability of the financial system to lend money, keep savings safe, and make payments is threatened, government needs to step in. In the aftermath of Treasury Secretary Paulson’s decision to let Lehman go, the foundations of the economy were shaken in ways that threatened everybody. Letters of credit for business dried up, and even the ability of consumers to borrow to buy a car or go to college threatened to disappear. The lesson was clear: in the middle of a crisis, the risks of getting tough on moral hazard far outweigh the benefits.

The third wrong turn is to focus on addressing the financial symptoms of a crisis without tackling the underlying economic causes. While some have tried to blame the current crisis on financial innovation alone, huge imbalances in the global economy drove the boom as American borrowers, in both the private sector and government, took on massive, unsustainable amounts of debt, funded largely by emerging economies such as China. This has made the subsequent bust much worse.

Some crises are purely financial, but some of the most damaging crashes throughout history were caused by fundamental imbalances in the world monetary system. The gold standard had a major part to play in the prolonged depression at the end of the nineteenth century and was a factor in the Wall Street Crash of 1929 and the Great Depression that followed.

Since World War II, the world has operated on what has been effectively a dollar standard. In the 1990s, the emerging economies of Asia, Latin America, and the former Soviet Union were buffeted by financial crises as they tried to maintain the credibility of their economies with dollar investors. While their own policy errors were part of the problem, the volatility of the dollar and failure of the rich countries to help them out persuaded many of these countries that international capital was too hot to handle.

For the past decade, as a result, emerging economies, led by China, have stopped borrowing from America and have become creditors instead. The dollar standard may have made sense when America’s economy was truly dominant. Now, as other economies rise in importance, the dollar’s preeminence has become more of a liability than an asset for the United States, and the world. Finding a better system for managing how money flows around the world is essential to creating a stabler financial system.

The fourth wrong turn is to think that the economy will always naturally recover on its own from a financial crisis. “You’re right, we did it. We’re very sorry. But thanks to you, we won’t do it again.” This was how the now chairman of the Federal Reserve, Ben Bernanke, honored the ninetieth birthday of the great monetarist economist Milton Friedman in 2002, in recognition of Friedman’s work to explain how the Fed’s failure to rescue the banks, not the Wall Street Crash of 1929, had caused the Great Depression.

Although this seemed obvious to Bernanke—whose support for throwing money around to stop the economic meltdown, if necessary (as Friedman had suggested) dropping cash out of helicopters to get people spending again, earned him the nickname “Helicopter Ben”—it did not seem that way to many of his critics. Nor was it obvious to the Japanese government in 1990, when a crash in real-estate prices spread to the financial sector and, through a failure of government to face up to the problem and act decisively, resulted in a lost decade of economic stagnation.

The economy can often bounce back remarkably quickly, even after spectacular financial crashes such as Black Monday in 1987 and the bursting of the dot-com bubble in 2000—with a bit of official encouragement in the form of interest-rate cuts. Sometimes, however, when a crisis is big enough and when the banking system fails, a financial crash can turn into a prolonged economic slump, as it did in the Great Depression and during Japan’s “lost decade.”

In this latest crisis, governments everywhere, from America to Vietnam, leaped in with large, and expensive, economic stimulus packages, saying that they had learned from past crises. This drew a lot of criticism from fiscal conservatives, who warned about the long-term consequences of such profligacy. Certainly it seems paradoxical that borrowing more is a solution to an economic crash brought on by excessive debt, though solution it was, at least in the worst moments of the crisis. (However, it remains to be seen whether government has the resolve to bring its finances back under control, now the crisis has passed.)

A particularly thorny challenge is how to restore the banking system to health as quickly as possible and get credit flowing again. It is relatively easy for governments to give banks money; it is much harder to get the banks to lend it out again, especially to the parts of the economy that need it most, at a price they can afford. Governments are prone to duck the difficult questions for financial reasons to keep the cost down, as well as political ones (solutions such as public ownership are controversial).

Getting this right is certainly proving a tough challenge. The financial system has been saved, but is still far from recovered, at least judged by how much it lends to corporate America. Moreover, government may yet keep its foot on the gas for too long, starting another bubble and an inflationary spiral.

The fifth wrong turn is to rush into more regulation of the financial markets without proper analysis of what went wrong and what can really be done to fix it. The demand for tougher regulation is the automatic response to every crisis, and this one is no exception. Some commentators want to reverse the financial deregulation of the last thirty years; others would go even further and redesign the entire financial system, with a much greater emphasis on government control.

Governments know that the public believes that “something must be done” after a crisis, but all too often throughout history governments have done the wrong thing. In the same year as Britain’s South Sea Bubble, France had its own financial crisis, following the newfangled financial innovation of paper money. France responded to the Law Panic of 1720—named after the Scotsman John Law, who was behind the new economic plan—by abandoning paper money entirely, which stalled its economic development. Similarly, strict regulation of the financial sector was a central plank of President Roosevelt’s New Deal reforms to tackle the Great Depression, yet many of these regulations proved to be wide of the mark. Some reforms, such as trying to stabilize the banks by forcing them to hold much more capital, made the Depression worse; others, such as splitting up the banking sector into separate investment and retail banks, imposing arbitrary caps on interest rates, and tightly regulating the stock market, hobbled the U.S. economy for nearly half a century.

Fixing what has really gone wrong rather than lashing out at all things financial was a key challenge for governments after the crisis. The events of the autumn of 2008 show that the system of regulation needed to be fixed. Working out how, without doing collateral damage to our economic dynamism, was a tougher task. Imposing inevitably arbitrary limits on how big banks can get and how much bankers are paid had a certain populist appeal, but there is no reason to think that either of these measures would have prevented the current crisis or would stop a future one. History suggests that rushed regulatory reform is likely to be light on rigorous analysis and heavy on poorly designed solutions, making the road from ruin longer and harder. Arguably, the Dodd-Frank reforms implemented in 2010 are just such a case of rushed reform.

Learning these five lessons from history will help us avoid the mistakes of the past. Yet the challenge we face is about more than avoiding the wrong turns on the road from ruin. We should also be guided by four road signs that point the way to renewed prosperity.

THE ROAD FROM RUIN

The current crisis is an opportunity to build a capitalism that is better than the version that failed on September 15. If the biggest mistake we could make after the crisis would be to abandon capitalism, the second-biggest mistake would be to assume that capitalism does not need to change.

There are four big ideas that must shape our decisions as we create this new, improved capitalism. These are the signs that will guide us on the road to renewed prosperity: rethink economics; redesign global governance; reorient business to focus on long-term performance that genuinely benefits society as well as earns a profit; and promote financial literacy.

The current crisis of capitalism is the result, first, of a tragedy of economics, a dismal failure at the heart of what the nineteenth-century writer Thomas Carlyle famously called the “dismal science.” If we are to get rid of toxic ideas, economics is the place to start, because the ideas coming out of university economics departments play a powerful role in shaping the actions of many bankers and policymakers. The dominant policies of the era of capitalism that ended when Lehman Brothers collapsed, ranging from how interest rates were set to how financial markets were regulated, were underpinned by a set of economic ideas based on a view of people as essentially rational—Homo economicus rather than Homo sapiens.

At the heart of this orthodoxy was the efficient market hypothesis (or at least a simplistic popular interpretation of it): the view that financial markets work so well at sharing information that it is impossible for markets to be wrong. Put simply, according to the efficient market hypothesis, bubbles cannot occur. Or—in terms of that rare thing, an economics joke—a believer in efficient markets would not pick up a $20 bill left on the sidewalk because if it really was $20, someone else would have picked it up already.

Yet the markets have been proved to have catastrophically mispriced such assets as mortgage-backed securities in a way that directly contradicts the efficient market hypothesis. Some economists had already spotted the flaws. One of them, Robert Shiller, had been talking to policymakers for more than a decade about how insights from psychology suggested that markets could behave irrationally. As far back as 1996, the then Fed chairman, Alan Greenspan, coined the phrase “irrational exuberance” to describe the booming stock market after a presentation by Shiller. Another, Daniel Kahneman, was even awarded the Nobel Prize in 2002 for his work showing that humans are prone to miscalculate probabilities, which will distort market behavior. Yet these insights, and other new ideas in economics, did not shake the widespread faith in the omniscient market. In practice, even Greenspan continued to believe that markets were essentially right.

Abandoning the efficient-market orthodoxy does not mean abandoning markets, or abandoning financial innovation. Markets are still an excellent tool for allocating resources efficiently. But they are not perfect. Policymakers and financiers need an improved version of economics that more accurately reflects the complexity and even irrationality of the human beings who make up the economy. If the insights of this new economics can be harnessed to financial innovation, we may be able to develop new financial products to help us manage the risk of bubbles better.

After the Great Depression, the Bretton Woods Conference of 1944 created a system of global economic governance that still exists today, largely unreformed. This architecture, with the International Monetary Fund (IMF) and World Bank at its heart, was designed for a global economy that was dominated by America, and in which the dollar was unchallenged as the world’s reserve currency. Today a new global architecture is needed that reflects the new balance of strength in the global economy—including institutions that give a voice in economic decision making to rising powers such as China and India.

One long-term requirement is for the dollar to relinquish its role as the world’s reserve currency. For much of the past sixty years, the dollar’s dominance was only a problem for the rest of the world. In the last decade, it has become a problem for America, too. The dollar’s supremacy made it the safe haven for the reserves of developing countries such as China, which led to the flow of capital into America that stoked the credit boom. For any other country, the spiraling indebtedness would have led to a weakening of the currency that would have triggered measures to stop the boom. Instead, the dollar’s status as the global reserve currency meant that China simply bought more dollars to lend back to America, and the cycle continued.

A global reserve currency would free the rest of the world from tying their finances to decisions made by Washington to meet the needs of the U.S. economy, and it would free the U.S. economy from the distorting effects of being the world’s savings bank. This is not going to be easy, but the sooner we start to move in this direction, the better.

A new Bretton Woods should be only the first step in building a system of global governance able to deal with the challenges of the twenty-first century. Our prosperity is also threatened by a rise in protectionist sentiment, which could result in a costly pause or even reversal in the trend toward freer trade. Lowering and removing trade barriers, many of which were erected during the Great Depression, which they helped to make worse, has brought huge economic benefits in the past half century. However, these gains have not been shared equally across the world. America needs to lead the way in freeing up agricultural trade so that poor countries can share in the benefits of globalization. Failure to do so would risk a breakdown in global trade that would harm us all.

In the same way, the world needs new institutions to keep capital flowing freely across borders in times of financial stress. The global fallout of the storm that ravaged Wall Street in the autumn of 2008, as capital fled emerging markets, throwing their economies into deep recession, was graphic evidence of the consequences of the globalization of finance. The IMF had failed as the world’s emergency “lender of last resort” and, despite performing better as the crisis was addressed, it needs to be remade so that vulnerable countries have confidence that they will get the support they need in times of crisis.

If we fail to tackle these global economic challenges, we will feel the consequences through rising illegal migration and greater global instability and wars. That would be even more true of failing to tackle the most pressing global economic challenge of all: climate change. This is a problem caused by how we run our economies and can be resolved only by fundamental changes to our economic structures. There is no greater threat to our prosperity. Although this is not a problem directly related to the financial crisis, a root-and-branch reform of the institutions of global economic governance may give us our best opportunity to create the framework to solve this potentially devastating problem.

Solutions to big global-governance issues will have to come from our political leaders, but bigger government cannot be the answer to everything (indeed, the reforms we need require better government rather than bigger government). The crisis was also the result of a general failure of leadership in the business world. Too often corporate executives excused themselves from asking deeper questions about where things were going by focusing on rising quarterly profits as the only yardstick of good capitalism. This failure of values at the heart of capitalism needs to be addressed by the capitalists themselves, as part of a broader effort to move away from the endemic short-termism of recent years to a focus on sustainable long-term performance.

Capitalism has been a victim of its own success. The defenders of the free market, as part of the ideological battle with communism, built up capitalism into more than just an effective economic tool. Like the promoters of the efficient market hypothesis, capitalism’s advocates trumpeted it as perfection and in doing so lost touch with reality. Free marketeers loved to quote the words of their founding father, the eighteenth-century Scottish thinker and author of The Wealth of Nations, Adam Smith, that “it is not from the benevolence of the butcher, the brewer, or the baker that we expect our dinner, but from their regard to their own interest.” This was bastardized into a mentality that “greed is good,” or that just about anything that is profitable is necessarily morally right. Smith would have been appalled—his Theory of Moral Sentiments specifically attacks this idea. For Smith, moral values must be an integral part of successful capitalism.

The defenders of unrestrained capitalism have conflated short-term profitability with long-term success. As the financial crisis showed, this is not good capitalism. Yet too many banking executives have defended their actions on the grounds that they could not go against the conventional wisdom of the industry. Even those with a professional duty to consider the longer term, such as accountants and credit-ratings agencies, too often got caught up in the excitement of short-term triumphs and failed to question what executives were doing.

Thinking long term also requires a broader vision about what makes a successful company, and a successful economy. While the primary responsibility of business is to create value for its shareholders, business does not exist in a vacuum. Business cannot shuffle off responsibility for the environment or for the wider good of society as a whole onto government. Though it is often possible for firms to increase their profits in the short run by doing things that hurt society, long-term profit maximization for business as a whole requires that companies operate sustainably and give back to society, to discover the secrets of “doing well by doing good.”

The idea that long-term success requires a broader vision than short-term profitability was already permeating parts of the business world before the crisis. We have called this movement philanthrocapitalism, which encompasses a values-driven approach through corporate and individual giving, responsible commercial practices, and even socially oriented business models that trade off profitability for social benefits. For too long, capitalism’s supporters have been content to agree with its opponents that it is a system built solely on greed. Business needs to rediscover the long term, including its responsibility to build a better society, which will ultimately allow well-run firms to enjoy greater financial success.

Company bosses may protest that their shareholders do not want them to pursue long-term value and that what really interests them is higher short-term profits, which are rewarded by higher share prices. They have a point. Perhaps the most striking absence of long-termism—and arguably the weakest link in the entire economic system—is in the leadership of the institutional shareholders who manage the retirement savings of all of us. Yet they more than most shareholders should be focused on what the value of companies will be in ten, twenty, or thirty years’ time and how the businesses they invest in can shape the society in which their customers will retire. To achieve this change, the law governing the fiduciary responsibility of investment institutions may need to change to make it clear that this is a long-term responsibility. But the public will also need to demand better from those institutions we entrust with our savings.

This focus on real, long-term value must also be hard-wired into the system by a fundamental reform of how we measure success. “Mark-to-market” accounting rules allowed banks to record massive profits as the asset bubble inflated, which turned into massive losses after the crash. In the same way, our standard measure of national well-being, economic growth expressed as Gross National Product, was telling us that all was well with the economy, until suddenly it was not. Better benchmarks for the success of businesses and society are needed to help us to make better choices.

We live in a world of massively increased financial complexity in which the great majority of people seem to be incapable of making sensible, prudent decisions about what to do with their money. The poorer customers, with subprime mortgages that they could not afford, were not the only ones who took on too much debt in the false belief that the good times would roll on forever. Once-affluent retirees who thought that they would never have to work again and that they could live on the profits from their investments have been severely hit by the collapse in the stock market, which they thought would keep going up in value. Some have even had to go out and find a job again.

The mass failure of prudence, or financial literacy, by most of us is not just a problem for our personal finances. Society faces complex economic choices and trade-offs. Since the crisis of autumn 2008 it has emerged that members of the Bush administration, such as Treasury Secretary Paulson, at times did not pursue policies that they thought would work best because they believed that the public would not have understood and supported them.

Looking ahead, our governments have added hugely to the public debt. This will take decades to pay off, presenting voters with hard decisions to make about the balance between higher taxes and lower expenditure. The danger is that the public will choose the options that look least painful in the short term yet would have the most damaging long-term consequences, such as letting inflation get out of control as a way of reducing the real value of public debt. The same is true of the debate about the future of the financial sector. Populist regulation of the banks, particularly of bankers’ salaries, risks hobbling our economies with unnecessary bureaucracy.

If we are to resist the temptation of easy populism, we need a mature, reflective debate about the choices that will make or break our future prosperity. Part of the answer rests with the media, which swung during the crisis from cheerleaders of boom to prophets of doom. Thoughtful journalism from the new and old media alike has been in short supply. The media, along with politicians and businesses, need to raise the level of debate to match the gravity of the decisions we face.

Part of the answer also rests with all of us. Constitutional theorists have long recognized that in the field of politics, a well-informed and well-educated citizenry is an essential bulwark against tyranny and is a mainstay of our democratic system. We teach civics in our schools to prepare children for the responsibility of being citizens. Yet we have done little to make people competent economic citizens. This needs to change.

This is the moment that will shape the twenty-first century, and we stand at a crossroads. Behind us lie the ruins of the discredited old capitalism. In one direction is the path of denial: to do nothing to revitalize the financial system or to stimulate the economy, to just let the crisis run its course in the hope that we come out stronger. This was the road taken in 1929 and again in Japan in the 1990s. Hopefully the lessons of those disasters have been learned, for it is the road to depression. The more crowded route of blame heads in the opposite direction: to hand control of the economy back to government, with higher taxes, lots of regulation, and maybe a dose of inflation. This was the road taken
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