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Preface

To the Paperback Edition

When the problems that I describe in The Roaring Nineties as confronting the American economy first rose to the surface, many abroad felt vindicated: they had always been suspicious of American-style capitalism. Many CEOs in Europe and Asia, while they may have envied the fat pay packets of American CEOs, felt that there was something unseemly about their high salaries. The American CEOs didn’t seem that much better—if at all—than their colleagues, but America was successful, and perhaps the CEOs were behind this success, and perhaps this might provide some justification. But doubts grew as the pay cheques continued to grow even as America’s economy slid into recession and downturn, even as stock prices plummeted. The story changed; now they were to be rewarded not for producing growth, but for preventing decline. Interest in the story of America’s failure was as much motivated by an attitude of “I knew something was wrong all along …” as it was by a desire to learn from America’s experience.

At the same time, here in the United States, the defenders of American capitalism often seemed to take the stance that it was just the press, as always, exaggerating the story of a few firms gone awry—combined with foolish investors who had lost money in the market looking for someone to blame. The danger, repeatedly emphasized by the CEOs, was an overreaction, leading to excessive regulation.

In the last year, however, both of these perspectives have had to be revised. The scandals, the corruption, in America’s free market system were more pervasive than was apparent at the time. And while the extent elsewhere may be less, each country seemed to have its own Enron: Parmalat in Italy, Vivendi in France, Ahold in the Netherlands. Of course, the nature of their sins differed. Parmalat appeared to be outright, old-fashioned fraud—but whether the large international banks were incompetent in detecting it, or in fact conspired with Parmalat in its perpetuation, is still not clear. Each scandal had a common theme—new techniques combining creative accounting and creative finance had outpaced whatever advances in detection had occurred.

As in the case of Enron, bankruptcy proceedings have provided some of the best insights into malfeasance—a window into the corporate world that we might not otherwise have had. As I noted later in the book, it was only by pouring over Enron’s records that we finally figured out what had gone wrong in the Californian electricity crisis—Enron, with other electricity market traders, had manipulated the market. WorldCom’s bankruptcy has provided more unseemly scenes: its bankers pushing WorldCom bonds on unwary investors, even as they urged their lending department to cut back on their own exposure. This provided another example of the playing out of the conflicts of interest that critics of combining investment and commercial banks, such as myself, had warned of, but which were dismissed by the Wall Street lobbyists and sympathetic officials in the U.S. Treasury.

The image of sophisticated financial institutions exploiting hapless investors which the analysts’ scandal brought to the fore—analysts privately trashing stocks as they urged their customers to buy these sure winners—has been further reinforced by the mutual funds scandals. It is easy to make money buying a share at 4.00 p.m. that has gone up since 3.00 p.m., if you can buy it at the price that prevailed at 3.00 p.m. This is a simple variant of the scam called market timing. Market timing sounds like buying a stock at just the right moment, just when it is at a low, through keen insights into stock movements; but economic science has shown that it is virtually impossible systematically to make money by beating the market. The gains made in the market timing scams of the mutual funds came at the expense of others—the other owners of the mutual funds.

With almost every major investment bank, every major accounting firm (and some minor ones), and a large proportion of America’s enterprises involved in these scandals, it is no wonder that confidence in these institutions should have faltered. But equally troubling is the unfolding story of the failure of the regulatory mechanisms—not only the checks and balances within firms, what is called the system of corporate governance—but also the public institutions. In the 90s, the Securities and Exchange Commission, whose responsibility it is to make sure that the public retains confidence in capital markets, and that the small investor not be abused, saw some of what was going on. When they tried to do something about it, they were beaten back by those who were profiting from the system. But even they had not fully detected the scope of the problem. In the last few years, it has become increasingly clear that it has not been doing its job—sometimes out of incompetence, but more likely out of a lack of zeal for its task. The business and financial community helped Bush get elected, and they expected a return from at least that investment; so far they have not been disappointed.

As a result, the burden of uncovering the scandals and imposing fines has been left to those responsible for enforcing the law in each of the states—in this regard Eliot Spitzer, New York State’s attorney general, stands out. Critics say that he is just doing it for political gain, to advance his career, sliding over the fact that it is his responsibility to enforce the law, and he is simply doing his job.

These critics, including many of the leaders of the financial community, have repeatedly warned of the dangers of going overboard, reflecting that, even with this mounting evidence, there is a reluctance to recognize the depth of the problem. In their minds, the problem is not that they cheated those that they were supposed to serve, but rather that they got caught. They were just doing their job, maximizing their income, and, in doing so, even maximizing shareholder value—though more in the short run than in the long. And isn’t that what everyone in the business community does? Of course embezzlement, and outright fraud, raise ethical and moral issues, but, far from taking advantage of unwary customers, caveat emptor! These ethical dimensions were brought home by another scandal that broke out shortly after The Roaring Nineties was published, involving the New York Stock Exchange and its head, Richard Grasso. With a compensation package in excess of $150 million and total annual compositions almost equal to that of the New York Stock Exchange’s net income in 2001, Grasso did not want to be outdone by some of the CEOs whose companies were listed on “his” exchange. Grasso’s asking for a $5 million bonus for getting the exchange working quickly again after 9/11—which was, after all, his job—was particularly irksome, in the context of all those firemen and policemen who sacrificed their lives in doing theirs. But the really unseemly side it brought home concerned self-regulation. The New York Stock Exchange not only is a trading forum, but it is supposed to be part of the security market’s self-regulating system. The Exchange is supposed to ensure that the companies and the traders comply with certain regulations ensuring a fair and efficient market, and in particular that those who buy and sell get the best price possible. But with those whom one is supposed to regulate voting fat pay packages to the regulator, what confidence does one have that the regulator performs his task with zeal? The fact that Grasso had done little to address one of the major problems of the Exchange—the specialists who make the market—confirmed these worries.

The scandal highlights still more problems. First, when the news of Grasso’s pay package was reported in the Wall Street Journal, it drew little attention or comment. For the American business community, this was just business as usual. It was only when London’s Financial Times began putting the story on the front page, months later, that public attention was focused on Grasso’s compensation. Had America’s business press too come to accept the same ethical norms that guided America’s financial firms and corporations? The press is, or should be, an important part of the governance structure, one of the checks and balances that make our system work.

Second; and equally troubling, was the initial response of Grasso and the members of the New York Stock Exchange board who had voted him these packages. They saw no problems with conflict of interest. They saw nothing about which they should be ashamed. For them too, it was just business as usual.

Finally, and perhaps most troubling, were discussions with students at business school—the future leaders of the business community. For them, there was a problem—not what had been done, but how the public relations had been handled. Evidently, they felt that success in the future would mean not changing ethical standards, but making sure that you had better relations with the press, so they could put the right spin on the story!

In short, the problems that I wrote about have not gone away. They appear, if anything, more pervasive, more deep-seated, than I had originally thought.

If those abroad were spared some of the corporate, accounting, and financial scandals, many were not spared the boom-and-bust cycle associated with deregulation and unfettered markets. Those in Latin America and East Asia suffered particularly, as deregulation and privatization fed an irrational exuberance that led to huge increases in capital, especially short-term capital, which just as suddenly turned into an irrational pessimism.

I wrote this book partly to help Americans so that they would not repeat the mistakes of the past, but also to help those outside America understand what went wrong—and how to prevent it happening to their economies and societies. During the 90s, with America’s economy seeming triumphant, others were tempted to follow its lead. As I comment in chapter 9, America went further—it told, coaxed, cajoled others to follow its example, or more accurately, a particular view of American capitalism which differed in essential respects from what was actually going on in America. The U.S. Treasury said, for instance, that others should follow America’s lead in corporate governance and accounting. They were correct in advocating good corporate governance and accounting; they were not correct in thinking that we had found the right model. The irony was particularly striking, since they had taken stances that had undermined good governance and accounting.

The tide has changed. The 90s marked the high-water point of finance and market fundamentalism. Those who became wedded to such ideas are often slow to give them up. They say the problem was that the reforms were not carried out with enough vigor. The problem was in their implementation. But fortunately, sanity is gradually returning. The problem is not just with the implementation of the ideas, but with the ideas themselves. If there is a single, simple message to this book it is this: there needs to be a balance between the role of government and the market. A country can suffer from underregulation just as it can from overregulation, from too little public investment just as it can from too much public expenditure; the government can help stabilize the economy—but badly designed policies can make fluctuations worse. The policies of capital market liberalization that the IMF pushed—and the U.S. Treasury continues to push—contributed to the instability of developing countries; even the IMF has finally recognized this.

This broader understanding means that countries should feel greater freedom in their choice of economic policies. There is not one way. There is no perfect system. The story told here exposes some of the flaws in America’s version of capitalism, but I have had little to say about some of the more deep-seated problems, the huge inequality, the large numbers of people in prison, the anxiety and insecurity that are felt by so many, including the millions without health insurance, the seeming unconcern about the deterioration of the environment. Other countries may decide to have an economic and social system that pays more attention to these and other dimensions of society, and hence may choose a variant of the market economy that differs from that which is currently in fashion in the United States. In doing so, they should know that other countries, with these variants of the market economy, have been able to achieve societies with less inequality, greater security, better health and education, especially for the poor.

Joseph Stiglitz,

New York, April 2004







Preface

Just a decade ago, I left my quiet life in Stanford as a professor of economics to go to Washington, to serve first as a member, then as chairman of President Clinton’s Council of Economic Advisers. I had spent the previous quarter century doing research on economic theory and economic policy. I wanted to see what really goes on—to be a fly on the wall. But I wanted to be more than a fly on the wall. I had entered economics in the sixties, the years of the civil rights and peace movements. I wanted, I suppose, to change the world, but I wasn’t sure how; as an academic, I needed to understand the world better first.

Little did I know how much I would learn. By the time I left Washington, having served throughout the first Clinton administration and then three years as senior vice president and chief economist at the World Bank, much had changed. These were the years of the tumultuous, Roaring Nineties—the decade of mega-deals and mega-growth. That much is in the public record. But the idea for this book was hatched as I considered stories that were not so widely available, or so well understood. The recovery from the 1991 recession, for instance, seemed to defy what was universally taught in economics courses around the world. The popular version, trumpeted by some within the Clinton administration, claimed that deficit reduction (reducing the gap between the government’s expenditures and its taxes) had brought about the recovery, yet standard theory said that deficit reductions worsened economic downturns. To take another example, I had been involved in many battles over deregulation and accounting and thought that particularly with banking deregulation, we pushed too far. We had also missed opportunities to improve corporate accounting. More generally, the decade marked the emergence of the so-called New Economy, with the rate of productivity increases doubling, or tripling, what it had been for the preceding two decades. The economics of innovation had been one of my fields of specialization as an academic, and it was important, I thought, to get a better grasp of what had caused the enormous slowdown in productivity in the seventies and eighties, and the resurgence in the nineties.

But before I could write that book, events took over. The economy went into another recession, proving in a stroke that recessions were not a thing of the past. Corporate scandals dethroned the high priests of American capitalism; the CEOs of some of America’s largest enterprises seemed to be enriching themselves at the expense of their shareholders and workers. Globalization, the closer integration of the countries of the world as a result of lowering of transportation and communication costs, and the removal of artificial, man-made barriers, which had so shortly before been heralded as bringing on a new world, seemed to be viewed by much of the world with jaundiced eyes. The Seattle, Washington, meeting of the World Trade Organization (WTO) in 1999 was supposed to bring in a new round of opening up of the world under American leadership, a round that would carry with it the name of the city at which it was begun, and would be a permanent reminder of the contribution Clinton had made to globalization. Instead, it ended in riots, as environmentalists, protectionists, those concerned with the sometimes devastating effect of globalization on the poor, and those worried about the undemocratic nature of the global economic institutions, all joined together in protest. September 11, 2001, showed an even darker side of globalization: terrorism too could move easily across borders. While the roots of terrorism are complex, it was clear that the despair and the high unemployment rate that prevailed in so much of the world provided a fertile feeding ground for it.

The unraveling of the Roaring Nineties came quickly: it began even before the Clinton administration had left office. It provided a new light on what had happened in that decade—and made a reinterpretation of the decade even more compelling.

As it turned out, that project dovetailed with another. One of my abiding concerns has been the appropriate role of government in our society, and in our economy more particularly. A few years before going to Washington, I had written a slim volume called The Economic Role of the State, in which I tried to lay out the appropriate roles of the state and the markets, based both on the strengths and failures of markets and those of government. I had tried to identify some general principles for what the government should and should not do. After seeing government at close hand for eight years, I wanted to revisit that subject. A study of the nineties provided an opportunity to do that: the successes of the Clinton administration were, in part, attributable to our doing some things to get the balance right between government and the market, a balance which had been lost in the decade of Reagan and Thatcher; but our failures—some of which only became manifest as the decade came toward an end—were partly attributable to places where we got that balance wrong.

There has been a battle of ideas between those who advocate a minimalist role for the state and those who see the government as playing an important yet limited role not only in correcting failures and limitations of the market but also in working toward greater social justice. I am in the latter camp, and this book is intended to explain why I believe that while markets are at the center of the success of our economy, markets do not always work well by themselves, why they do not solve all problems, and why government will always be an important partner to them.

This book is accordingly not just a rewriting of the economic history of the nineties, though it is partly that. It is as much a story of the future as of the past—it is about where America and the other developed countries find themselves and the direction they should go. Many of the central institutions of our society have had their credibility greatly damaged, irredeemably in some cases, from the church to our CEOs to the judiciary to the accounting profession to our banks. In this book, I look only at our economic institutions, though I cannot help but think that what happens there reflects on, and has very significant consequences for, what happens outside them.

Both the left and the right have lost their bearings. The intellectual foundations of laissez-faire economics, the view that markets by themselves will lead to efficient, let alone fair, outcomes, has been stripped away. As the world went into crisis after September 11, we realized that we had to act together. The corporate scandals that rocked America, and to a lesser extent Europe, made even conservatives realize that there was a role for government. The collapse of the Soviet Union, bringing with it the end of the Cold War, had taken away the economic underpinning of the left: support for socialism, at least of the old-fashioned variety, waned even in those countries where it previously had had enormous strength.

Today, the challenge is to get the balance right, between the state and the market, between collective action at the local, national, and global levels, and between government and non-governmental action. As economic circumstances change, the balance has to be redrawn. Government needs to take on new activities, and shed old ones. We have entered into an era of globalization, in which the countries and peoples of the world are more closely integrated than ever before. But globalization itself means that we have to change that balance: we need more collective action at the international level, and we cannot escape issues of democracy and social justice in the global arena.

The remarkable changes that have confronted our economies, our societies, in the past fifteen years put enormous strains on the balance between state and market; and we have failed to respond appropriately. The problems that have come to the fore in the past several years are, in part, a reflection of that failure. This book seeks to put forward a framework that will help us get the balance back.

There is one more theme behind this book. This was the decade in which finance reigned supreme. Those on Wall Street were making millions, in some cases billions, putting together deals, raising finance for start-ups. The best and the brightest of American youth wanted to join in the excitement. America bought the general line of market economics: compensation reflected productivity. Those who were paid more were contributing more to society. It was natural that young people would be attracted to the frenzy. They could do well for society by doing well for themselves.

Within policymaking circles, there was the same deference to the view of Finance. Central banks, composed mainly of experts from the financial community, were to be left alone to set monetary policy, their steady hand ensuring stable growth without inflation. Bob Woodward’s book The Agenda (1994) describes in vivid terms how deficit reduction moved front and center in Bill Clinton’s agenda. It was not the platform on which Clinton had been elected, but he was persuaded that without deficit reduction, financial markets would punish him, and without the support of finance, he could not accomplish the rest of his agenda. Everything else was put on the back burner—much of it never to be accomplished.

I should be clear: I believe that finance is important. Indeed, my own work in the economics of information helped clarify the relationship between finance and economics. Previously, Nobel Prize winners Franco Modigliani of MIT and the late Merton Miller of the University of Chicago had, for instance, argued that apart from tax considerations, the way firms financed themselves made absolutely no difference. My work on asymmetric information helped explain the central role of finance in a modern economy. But that same work also explained why unregulated financial markets often do not work well, why there was a need for government, and why what was good for Wall Street might not be—and often was not—good for the country as a whole, or for particular groups in the country.

What happened in the Roaring Nineties was that a set of longstanding checks and balances—a balance between Wall Street, Main Street (or High Street, as it is called in the United Kingdom), and labor, between Old Industry and New Technology, government and the market—was upset, in some essential ways, by the new ascendancy of Finance. Everyone deferred to its judgment. Countries, including the United States, were told to accept the discipline of the market. Longstanding wisdom, that there were alternative policies, that different policies affected different groups differently, that there were trade-offs, that politics provided the arena through which the trade-offs were evaluated and choices were made, was shunted aside.

In the Clinton administration, we knew this thinking was wrong. If Finance really did rule supreme, if there was a single set of policies to which all could subscribe, then what would distinguish us from the Republicans was only our greater competence. But a kind of schizophrenia took over. While we believed we were promoting different policies, policies that benefited the poor and middle class more than the policies that the Republicans had advocated, while we knew that there were trade-offs, too many in the administration seemed to accept the notion that the bond market, or financial markets more generally, knew the best way forward. The financial markets, it seemed, represented America’s best interests as well as their own. This seemed like nonsense to me. I believed that we had to recognize that if we did something the bond market or other financial markets did not like, and had to pay a price for it, it might well be a price worth paying.1 After all, while Finance is important, Wall Street is a special interest group like many others.

I write this book as an American, as someone who has participated in the political discussions within the United States, and who is deeply concerned about the directions in which the country has been moving. But I also write this as someone who has been very much engaged in parallel discussions around the world and in the broader debate about globalization, which has become one of the issues of the day. The failures in America—the boom and the bust, the mismanagement of macroeconomic policy, the excesses of deregulation and the corporate scandals to which that contributed—I believe are of interest not just to Americans. The story which unfolds here is of concern to people throughout the world, and for several reasons.

Globalization has made everyone in the world more interdependent. It used to be said that when the United States sneezes, Mexico catches a cold. Now, when the United States sneezes, much of the rest of the world comes down with the flu. And America’s current problems go well beyond sniffles. Any economic analysis of the world’s current economic problems, and of the decade that preceded, must begin with a discussion of America.

Moreover, globalization means more than the freer movement of goods, services, and capital across borders. It entails the faster movement of ideas. As I noted earlier, in the nineties, America set itself up as the role model for the rest of the world. America was looked to for its views about the right balance of government and the market and about what kinds of institutions and policies are needed to make a market economy work well. American corporate practices became adopted throughout the world, and America pushed its accounting practices wherever it could. Those countries which did not voluntarily mimic America, in the hope that their economy too would experience a boom, including those that thought America had not gotten the balance right, were cajoled, badgered, and, in the case of developing countries dependent on assistance from the International Monetary Fund, effectively forced to go along with what was described as the sweep of history.

Not surprisingly, the problems described here have had their parallels in many countries around the world. The corporate scandals have touched European companies, bringing down the CEOs of giants like Vivendi, and scarring even seemingly staid companies like the Dutch grocer group Ahold. Elsewhere, there may not have been the extremes of corporate executive malfeasance that became evident in America, but the direction of movement was deeply worrying.

Other issues too that are at the center of the American drama have played out, in similar ways, on other stages. In other countries, the deference shown to finance—and its power—is often even greater than in the United States; the views of the financial community dictate policies, and even determine the outcomes of elections. The deficit reduction mantra, combined with an unbridled zeal in fighting the problems of inflation of almost two decades ago, have tied Europe’s hands in dealing with the economic downturn that began in 2001. As this book goes to press, the European economies face the fear of deflation and growing unemployment, when earlier action might have arrested the decline into recession. With Japan also in stagnation or worse, the world has been facing the first global downturn of the era of globalization.

Most fundamentally, the battle of ideas between those who advocate a minimalist role for the state and those who believe that there is a greater need for government if we are to achieve the kind of society we would like is being fought in country after country, in the developing world no less than in the developed, on both sides of the Atlantic and the Pacific. The recent American experience carries lessons for all, and I hope the lessons that I draw in the final chapters of this book—and the agenda for the future that I sketch—will be as relevant to other countries as they are to the United States.

This is not a book of investigative reporting. The scandals and other problems I describe are well documented elsewhere.2 My objective here is interpretation, to help us understand what went wrong and how to fix it. As a social scientist, I do not think problems of this magnitude are simply accidents, the result of aberrant individuals. I look for systemic faults—and there are plenty. Interestingly, many of the problems were closely connected with my research agenda of three decades; they relate to problems of imperfect, and particularly asymmetric, information—that is, to situations where some people have information that others do not. Advances in these theories help us understand what went wrong and why. They also help explain why, years before the problems surfaced, I had fought, inside the Clinton administration, against many of the policies which gave rise to them. When these issues were raised a decade ago, they were largely a matter of theory. Today, the evidence is in. Yet in some quarters, resistance to change, to addressing these problems, continues.3

In writing this book, as in my previous book, I am deeply indebted to President William Jefferson Clinton, who gave me the opportunity not only to serve my country but to see firsthand the workings of the American government. For a social scientist, it was an unparalleled opportunity.

I am enormously indebted to the president not only for the opportunity he gave me, but for the respect that he showed for the special role that the Council of Economic Advisers plays in our system of government. We had the luxury of not having any constituency—other than the American people, and they paid little attention to what we said or did. That gave us a freedom that is not given to other government agencies, which are constantly subject to pressure from one interest group or another. One of the themes of this book is that individuals respond to incentives: those who misbehaved in the corporate and financial world were not necessarily particularly venal, or more venal than those who occupied their positions in an earlier era; rather, their incentives were different, and their behavior responded to these incentives. By training, we in the Council of Economic Advisers were more attuned to detecting badly designed incentives; but that was our job, and in a sense, we had incentives to detect the problems in incentives—doing so enhanced our standing within our own profession. Similarly, there were strong incentives not to give in to pressure from special interests, for doing so would have detracted from our standing. The members of the Council were, for the most part, drawn from academia, and returned to academia, and it was their standing within this circle that mattered most to them.

The chairmanship of the Council of Economic Advisers not only gave me a ringside seat in government decision making; it also provided me with a unique opportunity to observe the American economy. It was part of my day-to-day responsibilities not just to monitor what was going on, but to think about what might go wrong, and to fix it before it was apparent that it was broken. I could see the American economy from a variety of perspectives seldom available—while we talked to all the leading economists in business, government, and academia, seeking out their different interpretations of what was going on, I also had the opportunity to talk to labor leaders as well as CEOs, to venture capitalists as well as Wall Street financiers. The president worked hard to keep in touch with how the changes in the economy were affecting ordinary Americans; he had regional economic summits, in Atlanta, in Portland, in Columbus, among others. Part of my job was to both listen to their concerns and explain what we were doing, and these frequent forays put me in touch with grassroots in a way that academics seldom are.

One of the major changes in the nineties was a change in the global economic position of the United States, and the two positions, that of chairman of the Council of Economic Advisers and that of chief economist and senior vice president of the World Bank, allowed me to see this change from two quite different perspectives. I could see the impact of the Roaring Nineties in the United States and also abroad. I could see the inconsistency between what we argued for at home, and what we pushed abroad. I could see how those who argued for social justice and democratic values at home, out of a concern for the poor, often seemed much less concerned about these values abroad.

These two positions also gave me a better opportunity to see us—America—and to see the other developed countries, as those in the rest of the world see us. The scientific community has always known no borders and recognized no authority. My students and colleagues have been drawn from all over the world, and I had in fact spent a quarter of my working life abroad. The strong connections I had allowed me an entrée not commonly available to those in public service. And what I saw and felt saddened me: even those who were trained in America, who loved America and Americans, were deeply disappointed by what America’s government was doing. Somehow, collectively, as a nation, we were so often acting in ways that seemed so different from what we stood for as individuals. In the chapters below, I try to show why there is more than a little truth in these perceptions, and I try to explain, first, how this state of affairs has come about, and second, why the way we have managed our new role in the global economy, after the end of the Cold War, does not serve our long-run interests.

Like Globalization and Its Discontents, this is not meant to be a dispassionate look at what happened in the Roaring Nineties and the aftermath. How could it be, given my involvement in so many of the events? But I have tried to make it accurate, to bring together what I know about the events with my understanding of economic and political processes, to provide an interpretation of what happened, and what these events portend for the future. Over the years, my beliefs in democracy have been strengthened, but so too has my belief that if our democracies are to work, citizens must understand the basic issues confronting our societies and the way their government works. And no issues are of more importance for most people than those that surround our economy and the relations between the market and the government.

I am a teacher, and spent most of the last quarter century teaching; every teacher knows that in every class, he or she simplifies—there is no alternative. But I have tried not to oversimplify. As I present the narrative of the events of the past decade, I have based my simplified expositions on some quite complicated ideas, which I have presented in detail in several books and dozens of articles. I would like to believe that my simplified exposition of complicated ideas is more persuasive than the simplified articulation of oversimplified ideas that has characterized some of the alternative approaches, and in particular, the simplistic free market ideology. And as a teacher, I tell the story of the events of the nineties not just because they are interesting in their own right—they are undoubtedly of more interest to those of us involved in the events than to anyone else—but because of the general lessons to be learned.

They are lessons that are important for America, but they are lessons that are no less important for those elsewhere in the world. America, as the strongest and most successful economy in the world, is emulated. And America, as the strongest country in the world, pushes a particular view of the role of the state in the economy, especially through the international economic institutions, the WTO, the International Monetary Fund, and the World Bank. One of the central themes later in the book is to show that the ideas America pushes abroad are markedly different from what it practices at home. How we and others interpret our successes (and our failures) has enormous consequences for the choices of policies, programs, and institutions of others. That is why it is so important that the right lessons be drawn.

Some readers of this book, seeing my criticism of the Clinton administration, will come to the wrong conclusions, as some readers of an earlier Atlantic Monthly article on the same theme did. If I seem to grade the administration harshly, it is partly because of the high hopes that we had as we entered early in 1993, and how these hopes were in so many ways disappointed. But I should be clear: I am a harsh grader, but in the end, I typically grade on the curve. Looking at what preceded the Clinton administration, and especially what followed it, the grades become almost glowing. The issue, however, is not simply a matter of grading; it is understanding what went wrong, what went right, and why—and most important, how can we construct a future in which economic policy is better managed.

I am enormously proud of what President Clinton and his administration accomplished. Yes, perhaps we could have done more, especially to reshape the global landscape in the aftermath of the Cold War, to make globalization work not just for us but for the whole world. And yes, the country would have been better off had we not succumbed as much as we did to the deregulation mantra. But we took our inheritance—including huge deficits, enormous and growing inequality, and an economy not fully recovering from a recession—and made major strides forward: the deficit was eliminated, the economy did have a robust recovery. Poverty was reduced, the growth in inequality halted, and the expansion of programs like Head Start held out the promise of even more progress on this front in the future. The politics of the moment made it difficult—may have made it impossible—to accomplish much more. But anyone who doubts where I stand on these issues should begin by turning to the Epilogue, in which I contrast what happened during the Clinton years with what has followed. The last two years have been a rude awakening for anyone who says politics does not matter, or that politicians are all the same.

What I am most proud of, perhaps, about the Clinton administration is that, above all, there was a belief in and commitment to democratic values and social justice among virtually all the members of the administration. Rarely has a group of such intelligence and dedication been assembled. There were a few, very few, who from time to time let their egos interfere with their sense of dedication; but one should expect large egos from those who survive the rough-and-tumble to get to the positions that they had attained. I had been warned by friends who served in previous administrations never to turn one’s back, lest one be quickly stabbed. In the Clinton administration, though there were the usual tough battles, there was remarkably little back-stabbing. Clinton set a tone of mutual respect. Democracy is more than just periodic elections; it entails ensuring that all voices are heard, and that there is a deliberative process. Each of us in the administration brought to government a particular perspective, a vision necessarily narrowed by our experiences. We deliberated and discussed from early morning into late at night.

I write this book because the battles that I fought will be waged again. In a democracy, these issues are never settled. If we made our mistakes, they can be corrected. But only if we understand why things turned out differently from what we expected, only if we understand where we went wrong. This book is my interpretation. I hope that it will contribute to the deliberative discussions of future administrations who share the values that we espoused.

I have returned to academia, from where I came. When I was fourteen, growing up in the steel town of Gary, Indiana, on the southern shores of Lake Michigan, I had decided that as an adult, I wanted to be a professor, and that, somehow, I wanted to combine that with some form of public service. A few years later, as a student at Amherst College, having fallen in love with economics, those ambitions took shape: I wanted to understand what caused the poverty, unemployment, and discrimination that I had seen all around me growing up, and I wanted to do something about these problems. Perhaps I have been able to make a small contribution to what are overwhelming problems. Another generation will have to carry on the struggle. My students, with their idealism, energy, and commitment, give me hope.
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Chapter 1

Boom and Bust

SEEDS OF DESTRUCTION

In the roaring nineties, growth soared to levels not seen in a generation. Newspaper articles and experts proclaimed that there was a New Economy, that recessions were a thing of the past and that globalization was going to bring prosperity to the whole world. But toward the end of the decade, what seemed to be the dawn of a new era began to look more and more like one of those short bursts of economic activity, or hyperactivity, inevitably followed by a bust, which had marked capitalism for two hundred years. Except this time, the bubble—the boom in both the economy and the stock market—was greater, and so too were its consequences; the new era was a new era for the United States and the whole world. Thus, the bust that followed was a downturn not only for the United States but for much of the whole world.

This was not the way it was supposed to be. The end of the Cold War left the United States as the sole superpower and it marked the victory of the market economy over socialism. The world was no longer divided on ideological grounds. It may not have been the End of History, but at least it was supposed to be the beginning of a new era—and for a few years that seemed to be the case.

Not only had capitalism triumphed over communism; the American version of capitalism, based on an image of rugged individualism, seemed to have triumphed over other, softer, fuzzier versions. At international meetings, such as the G-7, which brought together the leaders of the advanced countries, we boasted of our success and preached to the sometimes envious economic leaders of other countries that if they would only imitate us, they too could enjoy prosperity like ours. Asians were told to abandon the model that had seemingly served them so well for two decades, involving lifetime job security—and had led to new ways of business that we had imitated, such as just-in-time production—but was now seen to be faltering. Sweden and other adherents of the welfare state appeared to be abandoning their models as well, by trimming state benefits and lowering tax rates. Small government was the order of the day. We proclaimed the triumph of globalization. With globalization came the spread of American-style capitalism to all the reaches of the world.

Everybody seemed to be benefiting from this new world order, this Economia Americana, which brought unprecedented flows of money from developed countries to the developing world—sixfold increases in six years—unprecedented trade—an increase of over 90 percent over the decade—and unprecedented growth. The trade and money would, it was hoped, create jobs and growth.

At the center of modern American-style capitalism was what had come to be called the New Economy, symbolized by the dot-coms that were revolutionizing the way America—and the world—did business, changing the pace of technological change itself and increasing the rate of productivity growth to levels not seen for a quarter century or more. The world had experienced an economic revolution two centuries earlier, the Industrial Revolution, in which the basis of the economy shifted from agriculture to manufacturing. The New Economy represented a change of equally momentous proportions: a shift from the production of goods to the production of ideas, entailing the processing of information, not of people or inventories. Manufacturing had in fact by the mid-nineties shrunk to close to 14 percent of total output, and an even smaller proportion of total employment. The New Economy also promised the end of the business cycle, the ups and downs of the economy that had, until now, always been part of capitalism, as new information technologies allowed businesses to better control their inventories. (Excess investment in inventories, which later had to be cut back, had been one of the major sources of economic downturns in the postwar era.)

It was abroad, in Asia, that the first glimmerings that something was wrong arrived—crises in Korea, Indonesia, Thailand in 1997, followed by Russia in 1998 and Brazil in 1999. But it was in the United States, in Seattle, Washington, in December 1999, that the protest movement against globalization broke out with full vengeance: if globalization was benefiting everybody and making everybody’s lives better off, many seemed not to know it. Seattle was but a harbinger of what was to come, the protests in Washington, D.C., Prague, and Genoa—indeed, at every major meeting of global leaders. So strong, so intense, was the protest movement that when the leaders of the advanced industrial countries met, they had to withdraw to isolated venues, such as northern Quebec. Clearly, something was amiss.

Four months into the new millennium, symptoms began to show that something was also wrong at home, with the crash of the technology stocks. As the new millennium began, the stock market, that ultimate barometer of the economy, was at an all-time high. The NASDAQ Composite Index, containing mostly technology shares, soared from 500 in April 1991 to 1,000 in July 1995, surpassing 2,000 in July 1998, and finally peaking at 5,132 in March 2000. The stock market boom reinforced consumer confidence, which also reached new highs, and provided a strong impetus for investment, especially in the booming telecom and high-tech sectors.

The next few years confirmed suspicions that the numbers were unreal, as the stock market set new records for declines. In the next two years, $8.5 trillion were wiped off the value of the firms on America’s stock exchange alone—an amount exceeding the annual income of every country in the world, other than the United States. One company, AOL Time Warner, took write-downs of $100 billion, an admission that the investments it had made had lost enormously in value. At the beginning of the nineties, there was no firm worth $100 billion, let alone one capable of losing that much value and continuing to exist.

It was not long after the breaking of the tech stock bubble that the fortunes of the real economy went into reverse and America experienced its first recession in a decade. Evidently, the New Economy had not brought an end to the business cycle. If the boom was greater than most of the others of the postwar period, the downturn too was worse. During the boom, we in the Clinton administration prided ourselves on the new records being set: jobs were being created at an unprecedented pace—10 million from 1993 to 1997, and another 8 million between 1997 and 2000. By 1994, unemployment had fallen below 6 percent for the first time in four years, and by April 2000, below 4 percent for the first time in three decades. Though the rich reaped the largest share of the gains, everyone seemed to be gaining. For the first time in a quarter century, those at the bottom saw their incomes begin to grow, with the greatest ever reduction in welfare roles (more than 50 percent in six years) and the largest declines in poverty since records had been kept.

The first two years of the new millennium saw still more records being broken. They weren’t the kind to brag about, however. Enron was the biggest corporate bankruptcy ever—until WorldCom came along in July 2002. Stocks fell further, faster, than they had for years—the S&P 500, which provides the best broad-guaged measure of stock market performance, had its worst annual performance for a quarter century. Americans had confidently plowed their savings into corporate equities during the nineties; now, thanks to an $8.5 trillion decline in the market’s value, roughly a third of the worth of America’s individual retirement accounts, IRA and 401(k) plans, simply vanished. Even with the boom in real estate prices—a precarious boom, which did not necessarily bode well for the future—the third quarter of 2002 alone saw more than $1.6 trillion wiped off household balance sheets. Longtime workers awoke to discover that their retirement calculations no longer added up.

The stock market, of course, doesn’t always reflect the broader economic reality. This time, unfortunately, it did. Between July 2000 and December 2001, the nation registered the longest decline in industrial production since the first oil shock. Two million jobs were lost in a mere twelve months. The number of long-term unemployed more than doubled. The unemployment rate jumped from 3.8 percent to 6.0 percent, while some 1.3 million more Americans moved below the poverty line, and an additional 1.4 million found themselves without health insurance.

And before the economy could recover from the recession, America was rocked by the worst corporate scandals in more than seventy years, bringing down mighty firms like Enron and Arthur Andersen, and touching almost every major financial institution. As time went on, it became clear that the problems were not confined to the telecommunications sector, or even high tech. Problems arose in the health sector and even in what had seemed the boring grocery business.

How had things changed so quickly—from American capitalism triumphant around the world to American capitalism becoming a symbol of all that was wrong with the market economy? From globalization that brought untold benefits to all to the first recession of the new era of globalization, as downturns in Europe, United States, and Japan each help pull each other down? From a New Economy that promised the end of the business cycle to a New Economy that meant even larger losses?

The turnaround of events raised more questions: in the boom years, credit was shared between the Federal Reserve Board, with its long-serving chairman, Alan Greenspan, and the Clinton administration. Many outside politics, and especially on Wall Street, gave more of the kudos to Greenspan. Yet, not only did he seem powerless to forestall the downturn, but, as the downturn stretched on and on, he seemed powerless to bring about a recovery. Had Greenspan lost his magic touch? Or had he been given more credit than he deserved?

The timing of the downturn, coming on the heels of the change in America’s political administration, provides a too-easy answer to the puzzle of the sudden change in circumstances: Clinton and his economic team knew how to manage the economy, George W. Bush and his team did not. But the downturn came too quickly after the turnover of power for this explanation to hold water.

On the other side, we could have taken some solace from the fact that there have always been ups and downs in market economies. Every bubble comes to an end; usually there are internal dynamics which bring about its own destruction. In housing bubbles, for example, high prices lead to more investment in real estate, and eventually the mismatch between increased supply and decreased demand brought on by ever-soaring prices cannot be avoided. The real estate bubbles of the early eighties burst when vacancy rates in Houston had reached some 30 percent. As the prices get higher and higher, it becomes increasingly implausible that the rate of increase can be sustained. So too in this bubble: the higher prices brought forth more dot-coms, more investment in telecoms. When the bubble burst, perhaps 97 percent of all the fiber optics had seen no light—they had simply never been used. We might even have taken pride in the fact that while the average boom in the half century since the end of World War II had lasted less than five years, our boom had lasted longer, much longer.

But Americans should face up to the fact that in the very boom were planted some of the seeds of destruction, seeds which would not yield their noxious fruits for several years. We had not intended to plant these seeds—we had not even known that we were doing so. On the contrary, we believed we were planting the foundations of a prosperity that would continue into the future. And indeed, we had planted many of those as well. Some of the seeds were for slow-sprouting trees—investments in preschool education for the disadvantaged, or in basic science—the fruits of which will not be realized for another generation. Some of those seeds, however—like the budget surpluses in the trillions of dollars, reversing the mounting deficits of the Bush and Reagan years—proved more fragile than even we had thought, as George W. managed to convert what had seemed huge surpluses as far as the eye could see into mounting deficits. But it became increasingly clear that we had also planted some of the seeds of destruction that would underlay the recession that arrived in March 2001. Had the economy been well managed, the recession that followed might have been short and shallow; but President George W. Bush had another agenda, and the consequences for America, and the world, have been serious.

The Seeds of Destruction

What were these seeds of destruction? The first was the boom itself: it was a classic bubble, asset prices unrelated to underlying values, of a kind familiar to capitalism over the centuries. In Holland’s tulip bulb bubble in the early seventeenth century, the price of a single tulip bulb soared to the equivalent of thousands of dollars; each investor was willing to pay the price, because he believed that he could sell the bulb to someone else at a still higher price.1 Bubbles are based on a certain irrational exuberance,2 and perhaps not since the days of tulip bulb mania had the irrationality of the market been more in evidence, as investors paid billions of dollars for companies that had never shown a profit—and likely never would.

No one—not the president, or the secretary of the Treasury, or the chairman of the Fed—can be blamed for this irrational exuberance; but they can be blamed for not dealing with the consequences, and in some cases, for feeding the frenzy. In chapter 3, I spell out what could and should have been done by the Fed, which, after a faint effort to let the air out of the bubble, simply added to the hype.

Bad accounting provided bad information, and part of the irrational exuberance was based on this bad information. We knew that the accounting systems had a major flaw, and that the system of CEO compensation provided incentives to take advantage of the limitations in our accounting systems. We knew that those responsible for accounting, the accounting firms, faced conflicts of interest in providing good and reliable information. There were battles—battles waged by Arthur Levitt, Jr., chairman of the Securities and Exchange Commission, which is in charge of regulating securities markets; by the Council of Economic Advisers, a cabinet-level agency within the White House responsible for providing impartial views about the economy; and by the independent Financial Accounting Standards Board—to make sure that better information was provided. But there were powerful forces lined up on the other side, the accounting firms and financial firms, and they looked for allies in the U.S. Treasury, such as Lloyd Bentsen; the Department of Commerce and its secretary, the late Ron Brown; the National Economic Council, then headed by Robert Rubin; and the U.S. Congress, on both sides of the aisle, including Joe Lieberman (D: CT) and Connie Mack (R: FL). The short-term and special interests prevailed over the long-term and general interests. Not only did they stop efforts at improving matters; tax laws and securities legislation actually made matters worse.

In several sectors, America had an outmoded regulatory system, one which had not kept pace with the changes in technology that were transforming the economy, but we were too trapped into the mantra of deregulation, mindlessly stripping back on regulation. It was no coincidence that many of the problems of the Roaring Nineties can be traced back to the newly deregulated sectors—electricity, telecommunications, and finance. Distorted incentives combined with irrational exuberance induced America’s new financial behemoths to provide the finance that underwrote the bubble; they made billions from the IPOs (initial public offerings) and the deceptive boosting of their favored stocks, even if their gains had to come at the expense of someone—in most cases, ordinary shareholders. Within the administration, we debated some of the so-called reforms which potentially exacerbated the conflicts of interests; but Treasury took the side of the financial firms, who said, “trust us.” They won and the country lost (see chapter 6).

With these ingredients alone, the brew was strong enough. But to add froth to the frenzy, taxes on capital gains (taxes on the increases in the value of assets like stocks between sale and purchase) were cut. Those who earned their money by speculating and winning on the stock market were the heroes of the day, and were to be taxed more lightly than those who earned their bread by the sweat of their brow. With speculation thus especially blessed, more money poured in, and the bubble got inflated ever further.

Why the Failures?

As I look back on the 1990s from our current vantage point, I ask: where did we go wrong? There were, I think, two principal reasons.


Losing sight of the balanced role of government

For twelve years, during the Reagan and Bush I administrations, national economic policy had been shaped by free market ideologues who idealized the private sector and demonized government programs and regulations. Bill Clinton, like many who served in his administration, identified with the so-called New Democrats—a loose group of politicians, academics, and policy wonks who felt that the Democratic Party, in the past, had been too prone to bureaucratic solutions, and too unconcerned about the impact of its policies on business and the marketplace.

At the same time, there had long been a recognition that markets did not always work well, producing too much of some things—like air pollution—and too few of other things, like investments in education, health, and knowledge. They were also not self-regulating; there were enormous fluctuations in the level of economic activity, with extended episodes of high unemployment, during which millions of those willing and able to work could not find jobs. The social and economic costs of these episodes were in turn enormous.

Since World War II, the federal government had recognized its responsibilities to maintain the economy at full employment—by the same act that created the Council of Economic Advisers. And increasingly, it was recognized that government had an important and legitimate role to play in other areas, like curbing pollution.

Conservatives, however, wanted to limit the role of government (except when it came to giving subsidies or protecting businesses, such as steel, aluminum, corporate farms, and airlines). In some cases, they even wanted to roll back government, turning our Social Security system over to the private sector.

Behind this was a belief in unfettered markets. Adam Smith, the father of modern economics, was often credited with this idea (though he himself was more circumspect), arguing in his 1776 treatise The Wealth of Nations that the market leads as if by an invisible hand to economic efficiency. One of the great intellectual achievements of the mid-twentieth century (by Gerard Debreu of the University of California at Berkeley and Kenneth Arrow of Stanford, both of whom received Nobel prizes for this achievement) was to establish the conditions under which Adam Smith’s “invisible hand” worked. These included a large number of unrealistic conditions, such as that information was either perfect, or at least not affected by anything going on in the economy, and that whatever information anybody had, others had the same information; that competition was perfect; and that one could buy insurance against any possible risk. Though everyone recognized that these assumptions were unrealistic, there was a hope that if the real world did not depart too much from such assumptions—if information were not too imperfect, or firms did not have too much market power—then Adam Smith’s invisible hand theory would still provide a good description of the economy. This was a hope based more on faith—especially by those whom it served well—than on science.

My research, and that of others, on the consequences of imperfect and asymmetric information (where different individuals know different things) over the last quarter of a century, has shown that one of the reasons that the invisible hand may be invisible is that it is simply not there. Even in very developed countries, markets work significantly differently from the way envisaged by the “perfect markets” theories. They do bring enormous benefits, they are largely responsible for the enormous increases of standards of living over the past century, but they have their limitations, and sometimes these limitations simply cannot be ignored. The massive amounts of unemployment which appear periodically, demonstrating that markets are not utilizing resources well, are just the tip of a much bigger iceberg of market failure. As the structure of the economy changed—as we moved from an agricultural economy to an industrial economy to the Information Economy—the limitations of markets, especially those related to imperfect and asymmetric information, became increasingly important.

The invisible hand theory was a great relief to CEOs, for it told them that by doing well (for themselves) they were doing good (for society). Not only should they feel no guilt in greed; they should feel pride. But as endearing as CEOs might find the theory, to most others it seemed counterintuitive. This seems especially the case in the aftermath of the corporate scandals that rocked the world at the turn of the century, and to which we turn at greater length in later chapters. These activities of the CEOs did not seem to be in the general interest. The critics were right, and the “market failure” theories helped explain why. Among the “market failures” to which our research called attention were those associated with agency problems, where one person has to act on behalf of another. Because of imperfect information, it is often difficult to make sure that an agent does what he is supposed to do, and because of the failure to align incentives, it is often the case that he does not. Especially problematic are situations where there are conflicts of interest, which were so prominent in the corporate scandals of recent years. The CEOs and other executives of corporations are supposed to act in the best interests of the corporations, its shareholders and workers; but in the nineties, incentives got badly misaligned. In acting in their own interests, CEOs often did not serve well those on whose behalf they were supposed to be working. The irony was that the changes in pay structure which were at the root of much of the problem were defended as improving incentives.

No one who has watched the corporate scandals, the wasted investments of America’s boom, the idle resources of America’s bust, can truly believe that markets, by themselves, result in efficient outcomes. There had been, of course, many earlier episodes in which public attention was drawn to the limitations of the market, and following many of these episodes government regulations had been passed to address the problems. When, a century ago, Upton Sinclair wrote his famous novel The Jungle, depicting what happened in the stockyards as beef made its way into the American home, the revulsion from the American consumer was strong. The meat industry turned to the government to ensure food safety as the best way of restoring confidence. So too, in the aftermath of the securities scandals of the Roaring Twenties, government regulation was seen as necessary to restore investor confidence, without which people were hesitant to invest their money. They wanted to know that some oversight was being exercised by someone whose incentives were more aligned with theirs.

In several of the earlier episodes, when the economy performed poorly, market advocates tried to find the culprit in excessive or misguided government intervention: it was the Fed, some claim, that caused the Great Depression. I believe the government did not cause the Great Depression, but it was nevertheless culpable: it did not do what it could have done to reverse it and minimize its damage. But whatever one thinks of the Great Depression, it was government doing too little—insufficient
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