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About the Book


Over the past century, we have learned a staggering amount about human nature and how to deal with disaster – yet we keep having car crashes, floods and financial crises. Why is this so?


The answer is partly that our desire to make life safer inevitably comes into conflict with the equally irrepressible desire to make things bigger and more complicated. It is our nature to safeguard our world – and yet sometimes, more often than we realise, the very things we create to protect ourselves, end up being the things that threaten our safety and well-being. Take for example anti-locking braking systems on cars – designed to stop us skidding, they actually encourage us to drive faster. Or the 2008 financial crisis – did the steps taken to make the economy more stable in the preceding years encourage behaviour that made a new, devastating crisis inevitable?


Experience shows us that we can never build a completely foolproof system because humans will always find a way to muck it up. But we can learn from past mistakes and understand that in order to thrive, we must not take the reckless path or the path that seems safest, but a measure of something in between. In engaging stories and practical takeaways Foolproof shows us how to stop trying to make the world unbreakable, and take advantage of risk.
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To Nancy, who keeps us safe





INTRODUCTION



Friday, the thirteenth of October, 1989, had been a quiet day in the stock market; so quiet that some traders went home early. Then around 3 p.m., news broke that a takeover of an airline company had fallen through. The news unleashed a cascade of selling, and by day’s end the Dow Jones Industrial Average had plummeted 7 percent.


The “mini-crash,” as it was soon dubbed, has since been largely forgotten. At the time, though, it was rather frightening. It came almost two years to the day after the worst crash in history, Black Monday, and nerves were still raw. That weekend, officials from the Federal Reserve conferred with their foreign counterparts, then put out word that they stood ready to pump money into the financial system. When markets reopened Monday, no such action proved necessary; the Dow quickly recouped half of Friday’s drop.


The mini-crash was very much on the minds of the country’s brightest economists when they met the next day at the Royal Sonesta Hotel in Cambridge, Massachusetts. The conference topic was financial crises. Attendees included Ben Bernanke and Mervyn King, future heads of the Fed and Bank of England, respectively, and Paul Krugman, future Nobel laureate. None needed convincing that finance had become more treacherous. The puzzle was why the economy kept humming.


Larry Summers, who would later serve as Treasury secretary to Bill Clinton and adviser to Barack Obama, had a theory. Technological and financial innovation, he told the group, had indeed made finance more bubble-prone. He sketched out a scenario of how a crisis and deep recession could recur. Still, he concluded, since the Great Depression, the federal government had erected firewalls between the financial system and the real economy where ordinary people worked and invested: the vast federal budget, deposit insurance, and, most important, an activist Federal Reserve: “It is now nearly inconceivable that there would be no active lender of last resort in time of crisis.”


The next panelist, Hyman Minsky, a professor at Washington University in St. Louis, for decades had flogged an iconoclastic theory of business cycles that fellow scholars had largely ignored. Since the 1960s, he said, the authorities had staved off another depression by reacting to every crisis with some combination of government borrowing and Federal Reserve lending. But each success, he warned, simply compounded the behavior that made the system crisis-prone. “Success is a transitory phenomenon,” he warned. He conceded, somewhat grudgingly, that “transitory” could last an awfully long time. It had been some fifty years since the last depression.


The last speaker on the panel was Paul Volcker, who had stepped down two years earlier as Fed chairman. He agreed with Summers that the world had more tools for dealing with crises. But his own take was closer to Minsky’s. He drew attention to a cartoon in that morning’s Boston Globe pegged to the Fed’s promise to pump money into the economy. It portrayed a dollar bill marked “United States of Amnesia.” “We seem to be on something of a hair trigger in using these tools,” he observed. “This leaves me with the disturbing question of whether by using these tools repeatedly and aggressively we end up reinforcing the behavior patterns that aggravate the risk in the first place.”


Twenty years later, we have the answer to Volcker’s question. The federal government was indeed effective at ironing out the ups and downs of the economy and dealing with periodic financial mayhem; the years from 1982 to 2007 were uncommonly tranquil. But the skill with which the economy’s overseers had preserved that tranquillity had, as Volcker feared, nurtured risk taking until the stage was set for a devastating crisis.


This has been quite the decade for catastrophe. The world has witnessed not one but two financial meltdowns, one centered in America, the other in Europe. There has been a parade of ever more costly and destructive natural disasters. Much of our hand-wringing has been about all the things we did wrong to bring this on: lax regulation and recklessness in American finance, the political fissures that undermined Europe’s single currency, mistakes by the designers of the Fukushima power plant or the levees in New Orleans, the role of climate change in the storms, floods, and forest fires whose tolls mount each year.


My story, however, is not about human failure; it is about human success — and how that success led to many of those same disasters, and the lessons we should learn.


America’s crisis was the result of the twenty-five years of economic stability that came before. The crisis that threatens to break up the euro was possible because of how convinced people were that the euro was permanent. The enormous toll taken by Hurricane Katrina, Superstorm Sandy, and the tsunami that knocked out Fukushima can be attributed to the determination and ingenuity with which engineers and settlers have built cities and livelihoods on the coasts, in the path of water. Levees and other works had been built along the Mississippi as far back as the early 1700s so that its banks and floodplains could be used for settlement, farming, and industry. As a result, when levees fail, more people are flooded. Japan has built seawalls along its coast to protect its cities and industry from tsunamis. This encouraged the growth of population and the siting of nuclear power plants along the coasts. The massive forest fires that now regularly rage across the western United States are due not just to climate change but to how thoroughly forest rangers in prior decades suppressed fire.


What all these things had in common was that they made people feel safe, and the feeling of safety allowed danger to reemerge, often hidden from view.


The notion that a sense of safety can lead to disaster is quite intuitive. After all, that’s the essence of complacency: let your guard down, take too much for granted, and nasty surprises await. Teenagers famously have too much faith in their own immortality and ability. That’s why they hurt themselves so often, in cars, sports, and romance. “Best safety lies in fear,” Laertes tells his sister, Ophelia, by way of protecting her from Hamlet’s sinister overtures. “Only the paranoid survive” is legendary Intel chief executive Andy Grove’s advice to business leaders.


Ample research demonstrates this point. Fender benders and minor injuries are more common when roads are covered in snow or ice than when they are dry, but serious injuries and fatalities are actually less common because drivers are traveling more slowly and carefully. Conversely, antilock brakes and studded snow tires embolden drivers to brave more treacherous conditions at higher speed. They may reduce injuries, but not as much as their designers had expected, because they didn’t count on the possibility that making people safer could cause them to drive differently. In professional sports, hard helmets have reduced some injuries such as skull fractures, but increased others such as concussions. Why? Because players hit one another with their heads more often, and harder.


I once took a curve on a snowy road too quickly because I thought my rental car’s front-wheel drive (at the time a relatively novel feature) would provide better traction than the rear-wheel drive I was used to. I ended up in a snowbank, luckily with just my pride damaged. Conversely, if I notice that one of my children hasn’t done up his or her seat belt, I slow down. In the first instance, I cursed myself for letting the sense of safety cause me to take more chances. In the second, I am proud of my added caution. Yet these two instincts are mirror images of each other.


This isn’t to say we have a false sense of security, because it isn’t false: these things really do make us safer — all else being equal. However, all else is often not equal. As our environment becomes more complex, so do our interactions and the potential for unintended consequences and catastrophe.


The history of technology is replete with cautionary tales of excessive confidence in safety. The Titanic’s crew sailed at top speed through ice-infested waters believing their ship to be unsinkable. The crew didn’t acquire such hubris solely because of their ship’s special safeguards against sinking; it was a product of their times. The ship’s captain had, some years earlier, said he could not imagine what conditions would sink a modern ship. This wasn’t based solely on his imagination. There had previously been no obvious instance of a similar ship sinking because of such a collision.


The Titanic has its modern analogs. The Deepwater Horizon had one of the best safety records in BP’s fleet of drilling rigs; indeed, some of the company’s executives were on it one night in April 2010 to learn more about that record. The rig’s safety record turned out to owe more to luck than to BP’s culture; that night, its luck ran out. It was destroyed by an explosion, killing eleven and triggering one of the worst oil spills in history.


In 2009, Air France flight 447, with 228 passengers and crew aboard en route from Rio de Janeiro to Paris, passed through a region of intense thunderstorms, then abruptly disappeared. When investigators finally recovered the black boxes two years later, they learned that the copilot had tried to climb too sharply, causing the Airbus A330 to stall and rapidly lose altitude. Exactly why remains a mystery, but one theory of investigators fingers the safeguards built into jetliners that have helped make aviation so safe. A “fly-by-wire” aircraft like the Airbus is equipped with computers that override pilots’ commands if they are putting the aircraft in danger, for example by stalling. On Flight 447, though, ice on the aircraft had shut down the autopilot and lifted the restrictions on pilots’ actions. And when the aircraft sounded a stall warning, the pilot ignored it, perhaps believing such a situation impossible.


Even when we reduce risks to ourselves, that behavior may put others at risk. One study of cars equipped with antilock brakes found they were involved in fewer front-end collisions but more rear-end collisions, apparently because drivers were braking harder. It is difficult for anyone to model in their mind how their actions affect anyone else’s. Nor is it necessarily their responsibility. When fire threatens suburban homes in Texas or California, the forest managers’ immediate duty is to protect the lives at stake. Yet in suppressing such fires, they encourage people to live near the brushland and allow forests to grow denser, which provides the fuel for even bigger fires.


Memory and experience shape our behavior. The more vivid our sense of danger, the greater care we take. On Wall Street, those who take risks can reap spectacular rewards. Those with longer memories hang back; their performance and profits suffer, and customers go elsewhere. Thus, trading is a young person’s profession.


This explains why rogue traders, blowups, and Ponzi schemes appear with distressing frequency on Wall Street. It’s also why, within years of a flood or a hurricane, people drop their flood insurance and again start building expensive homes next to the water. If you go down to Pass Christian, a resort town in Mississippi on the Gulf of Mexico, you’ll see condominium complexes built within blocks of where a shopping center was destroyed by Hurricane Katrina in 2005. That shopping center itself was built on the site of an apartment complex flattened by Hurricane Camille in 1969.


That the gravity of danger fades with time is simply human nature. To combat that tendency, risk managers, engineers, and regulators build the lessons of history into their designs and rules so that, for example, hotheaded cowboys won’t bring down an entire bank or, for that matter, the whole economy.


The history of civilization is the history of us trying to foolproof existence, to create safety and stability out of a dangerous and unstable world. Since ancient times governments have justified their existence, and often their repression, on delivering economic and political stability, from the Roman Empire to modern China. In the economic realm, stability has been the goal since there has been any concept of macroeconomic policy. Nowadays, central banks consider stability of the financial system as important as stability of the economy; they regularly issue “financial stability reports” and confer with one another at the Financial Stability Board.


But societies and economies, like bacterial colonies, are not inherently stable. They are constantly changing, evolving, and usually getting better in the process. Stability is blissful, but it may also be illusory, hiding the buildup of hidden risks or nurturing behavior that will bring the stability to an end.


Our efforts to make life safer come into conflict with an equally irrepressible desire to make things bigger and more complicated. As our cities, transport systems, and financial markets become more interconnected and complex, so have the opportunities for disaster. This is as true of technology and nature as it is of economies. “An incident-free system becomes mute” is how René Amalberti, a French doctor, risk expert, and former air force general, puts it. In aviation, crashes have become so rare that it is increasingly difficult to anticipate the sorts of events that can now bring down an airliner — which explains why crashes these days, such as the disappearance of Malaysia Airlines flight 370 over the Indian Ocean in 2014, are often so strange. This is how the mundane, everyday mistakes of humans can coalesce into a systemic crisis that can capsize an entire economy. Our environment evolves, and successfully preventing one type of risk may simply funnel it elsewhere, to reemerge, like a mutated bacteria, in more virulent fashion. In fact, bacteria illustrate this. Millions of people become sick or die each year because excessive use of antibiotics causes bacteria to mutate into resistant strains.


The systems we’ve developed to learn from history can unintentionally magnify this tendency. Financial institutions, for example, monitor their risk with a formula called “value at risk,” or VaR. Vastly simplified, VaR asks how much money would be lost if securities or interest rates fluctuate as much as they did at their most volatile moment in the recent past. A long period of calm will thus naturally lead a bank to raise its exposure. As that exposure grows, so does the potential loss if volatility exceeds expectations. Those losses will in turn trigger a rush to sell those securities, making the volatility even worse.


This misplaced faith in historic stability helps explain the financial crisis. Banks and their regulators assumed mortgages were generally safe based on models that went back a few decades, and contained no episodes of falling home prices. This of course increased their appetite for mortgage lending, which fueled the home price bubble. Given enough time, the assumption that prices would never go down made it all but inevitable that prices would in fact fall.


I did not anticipate the financial crisis, yet feel I should have. I began my career as a financial journalist in 1989, and have been covering chaos and crises ever since. The mini-crash happened just a few months after I graduated from college, and I still remember wondering what would happen when markets reopened on Monday. I was also skeptical about the wisdom of protecting investors from such turmoil. I asked a Fed governor that fall: should the Fed repeatedly intervene when the market was in trouble? Well, I remember her answering, it’s a central bank’s duty to act when the financial system is threatened.


In the following decades, I saw a fiscal crisis convulse interest rates and the dollar in my native Canada, an exchange rate crisis erupt in Europe in 1992, the Asian financial crisis, the near failure of Long-Term Capital Management in 1998, and then the rise and fall of the technology bubble. By 2007, I was looking for the next crisis everywhere: in home prices, leveraged buyouts, the trade deficit. I was not, however, looking for catastrophe. I had by now developed a deep respect for the authorities’ ability to counteract mayhem; I assumed that the economy, though it might get bumped around a bit, would come out okay.


A similar thought process was going on in the world’s central banks. Even before he took office as Fed chairman in 2006, Bernanke was meeting with the Fed’s staff to grill them on what preparations they had made for the next episode of financial instability. His colleague Frederic Mishkin, an expert on banking who had studied the Great Depression, examined what would happen if housing prices fell 20 percent. The Fed, he argued in a lengthy presentation to other central bankers, would lower interest rates quite quickly, the economy would shrink only 0.5 percent, and unemployment would barely rise.


A similar dynamic unfolded in Europe. Its pursuit of integration was in great part a response to periodic political and economic crises, starting with the Second World War. “Europe will be forged in crises, and will be the sum of the solutions adopted for those crises,” said Jean Monnet, a French public servant who was one of the fathers of the European Union. European countries had often tried to peg their exchange rates, but the pegs would periodically break apart in a hailstorm of speculative attacks, most spectacularly in 1992. A single currency, the leaders concluded, would make such speculative attacks a thing of the past.


The euro succeeded beyond its architects’ wildest imaginations. Within a few years of its launch in 1999, northern money began pouring into southern economies as lenders lost their fear of devaluation. Interest rates in Italy, Spain, and Greece plunged to German levels. Yet this very success planted the seeds of the later crisis by allowing those countries to accumulate staggering amounts of debt. This was not supposed to be a problem. As late as 2010, Jean-Claude Trichet, president of the European Central Bank, declared that when one country in the euro zone needed to borrow from another, it was “kind of automatic…. You are helped by the very fact of belonging to the euro area.” In fact, the financing was anything but automatic, and when northern lenders began to worry that southern borrowers might not repay, they pulled their money from southern banks, sold their southern bonds, or stopped lending to southern companies.


There is no shortage of blame to go around in the postmortems of these events. The Titanic’s captain should have responded to warnings of ice in the North Atlantic, the big banks and credit rating agencies were appallingly shortsighted about the risks involved in mortgage-backed securities, and the NFL downplayed the threat to its players’ health from repeated concussions for far too long.


If it were only bad behavior at work, the answer would be straightforward: pass more rules, and enforce them vigorously. But by seeing these events solely as a morality play, we’re going to miss something very important and make it harder to solve them. Oftentimes, it’s not the nefarious stuff that does us in; it’s the well intentioned.


Those well-intentioned efforts to safeguard humanity from economic, environmental, and technological harm pay substantial dividends. The fact that there is a tradeoff between these benefits and their unintended consequences doesn’t tell us whether the tradeoff is positive or negative. Determining where the border lies, and whether we can ever get the balance between safety and risk right, requires examining history and evidence with an open mind. That’s what this book sets out to do.





CHAPTER 1



Progressives, Engineers, and Ecologists


In the early years of the twentieth century, two disasters struck the United States, one man-made, one natural. In 1907 a terrifying panic swept New York’s financial markets and tipped the country into a short, sharp recession. Three years later and thousands of miles to the west, massive forest fires broke out that burned across Montana, Idaho, and Washington, eventually consuming nearly five thousand square miles of forest, destroying several towns, and killing at least eighty-five people.


Until then, western settlers accepted fire and businesses accepted bank panics as the unavoidable by-products of a civilization pressing against its physical and industrial frontiers. Fires resulted when settlements, railroads, and farms pushed deeper into forested lands, just as panics arose when industry and agriculture expanded too rapidly. The two disasters marked a turning point in how Americans coped with chaos.


The United States had endured more than a dozen distinct financial panics between its founding and 1907. This didn’t have to be. There was available a solution: a central bank that could lend to banks besieged by depositors demanding cash. Americans experimented twice with central banks in the eighteenth and nineteenth centuries. But suspicions of centralized power ran deep, and in both cases Americans chose to let those banks die. They preferred freedom (even if it meant disorder and uncertainty) to control (even if it brought order and security).


The Panic of 1907 shifted opinion decisively the other way. “It is the duty of the United States to provide a means by which the periodic panics which shake the American Republic and do it enormous injury shall be stopped,” Robert Owen, a senator, argued the following year.


Owen had experienced such injuries firsthand. He grew up in Virginia, the privileged son of a prominent railroad executive, then saw his family’s fortune wiped out in the Panic of 1873 and its aftermath. After his father died, his mother, who was half Cherokee, moved the family back to Indian territory, where she had been born. Owen worked as a teacher and an Indian agent before founding a bank in Oklahoma in 1890. The failure of several large companies triggered a panic in 1893 that cost Owen’s bank half its deposits and, he later recalled, inflicted “injuries which required years to repair in the industrial and commercial life of the nation.”


The experience transformed Owen into a fervent advocate of a central bank. In 1898 he visited Germany, France, England, and Canada and came back convinced that their central banks could do what the United States could not: quickly respond when “financial fear threatens the country.” He entered the Senate in 1907 and went on to cosponsor the legislation that would create the Federal Reserve in 1913. The next year the nation’s top bank regulator declared, “Financial and commercial crises or ‘panics’ … with their attendant misfortunes and prostrations, seem to be mathematically impossible.”


The fires of 1910 similarly altered the country’s attitude toward natural disaster. Up until then settlers had emulated the Indians who had occupied the land before them and used fire to clear land for grazing. But the early twentieth century saw a shift in attitudes toward natural resources. The logging industry wanted the trees for lumber; Theodore Roosevelt wanted them for national parks. The fires of 1910, deadlier and bigger than any the country had known, brought the two, who were at odds on everything else, together in their view that fire was an appalling waste of precious resources.


Gifford Pinchot, a confidant of Roosevelt and the first chief of the U.S. Forest Service, wrote a few months after the fires: “Today we understand that forest fires are wholly within the control of men…. The first duty of the human race is to control the earth it lives upon.” Fighting fire, he argued, was essential to economic progress: “Conservation stands for the prevention of waste. There has come gradually in this country an understanding that waste is not a good thing and that the attack on waste is an industrial necessity.” He and his successors transformed the infant fire service into an organization devoted to preserving the woods for the use of industry and ordinary people; fighting fire became its principal mission.


A century later, panics and forest fires are still with us. In 2008 a devastating global financial crisis erupted and tipped the entire world into its worst recession since the 1930s. Meanwhile, massive forest fires have once again become routine: in 2002 the Rodeo-Chediski fire destroyed nearly half a million acres of forest in Arizona, a toll that would be exceeded five more times in the following decade.


Does this mean central bankers and forest managers were failures? From the point of view of their mandates, they’ve been hugely successful at putting out fires, both in the forest and in the economy. Yet it was that very success that planted the seeds for future disaster and that illustrates the fundamental contradiction in humanity’s quest for safety and stability: oftentimes our efforts to make our surroundings safer trigger offsetting behavior that frustrates those efforts.


The economy, the environment, even the human body all adapt to their surroundings. If the surroundings seem safer, the systems tolerate more risk. For a century humans have bent these systems to our will and enjoyed long stretches of stability. But those long stretches invariably end at some point, usually in ways that can’t be anticipated.


In the case of forests, putting out small fires makes large fires more devastating, since fire suppression allows more leaves, brush, and other dead tree matter to accumulate on the forest floor, leading to denser forests. The result is that when a fire becomes established, the copious fuel allows it to burn much more intensely.


Scientists who study the rings of ancient trees and the charcoal found in the sediment in lake bottoms know that throughout most of the past two thousand years, more forests burned when the climate was hot and dry and fewer burned when it was cool and wet. That pattern abruptly changed in the twentieth century: the climate grew hotter and drier, but the incidence of fire declined as forest managers countered the natural tendency of the landscape to immolate. The ferocity of fires in recent decades is the consequence of a warming climate combined with the fuel provided by forest density that has been allowed to develop over decades of fire suppression.


As for the economy, there is no shortage of theories about what produced the crisis of 2008. One popular culprit is private greed — financiers foisted mortgages they knew would fail on foolish home buyers and left the taxpayer to pick up the tab. Another is government: pursuing a vision of home ownership for all, politicians and activists prodded poor families to buy homes they couldn’t afford. Or maybe the crisis was the result of one of the mass obsessions that periodically sweeps the population, from tulip bulbs in seventeenth-century Holland to Internet stocks in twentieth-century America.


All these forces played a part, but they present an incomplete picture. As the coming chapters will show, the most important factor was the sense of safety that resulted from years of successfully fighting crisis and recession.


The twenty-five years before the global financial crisis were unusually peaceful for the economy; recessions were rare and mild, inflation was low and stable, and periodic financial crises, whether the stock market crash of 1987 or the Asian financial crisis of 1997, were contained by the global fire brigades — the Fed, the Treasury, and the International Monetary Fund. Economists called this era the “Great Moderation,” and credited it to changes in how businesses operated — using fewer inventories, for example — and a more disciplined, more nimble Federal Reserve, able to snuff out both inflation and recession. The global economy in 2008 was like a forest that hadn’t burned in decades; it was choking with the fuel of leverage, risk, and complacency.


Making everyday life safer and more secure is one of the purposes of government, and for the past century it’s been quite successful: our roads and our skies have gotten steadily safer, death rates from infectious disease have plummeted, absolute poverty has shrunk, and, at least until 2008, savage recessions had become a thing of the past.


Fear serves a purpose: it keeps us out of trouble. On the other hand, it’s not much fun: a life lived in fear is also a life deprived of adventure, exploration, and growth. This tension suffuses modern life. Parents vacillate between walking their children to school every day to protect them from predators, and worrying they’ll grow up sheltered and unable to cope with life.


This tension also bedevils the people whose job it is to steer our economy and manage our surroundings. Philosophically, they fall into two schools of thought. One, which I call the engineers, seeks to use the maximum of our knowledge and ability to solve problems and make the world safer and more stable; the other, which I call the ecologists, regards such efforts with suspicion, because given the complexity and adaptability of people and the environment, they will always have unintended consequences that may be worse than the problem we are trying to solve.


Engineering itself is an ancient profession. Engineers had a hand in the early economic progress of the United States when the Army Corps of Engineers helped develop inland waterways. As a philosophical approach to government, though, engineering’s rise began with the Progressive Era in the late nineteenth and early twentieth century. At this time, two important social forces together worked to elevate the belief that enlightened managers could foolproof society against the capriciousness of the market and the environment.


The first force was astonishing advances in the social and natural sciences. Spurred by the spread of industrialization and mechanization, both business and economics became more scientific. The discipline of economics was more than a century old when the British economist Alfred Marshall published his path-breaking Principles of Economics in 1890, but as Marshall noted, as a science it was “in its infancy.” The complexity and specialization of modern industry, he wrote, gave a “new precision and a new prominence to the causes that govern the relative values of different things….”


Marshall made famous the supply and demand curves that every economics undergraduate today knows on sight. Those elegant curves impose visual order on the seemingly random behavior of consumers and producers. Meanwhile, medicine was achieving similar breakthroughs in understanding the human body. Paul Ehrlich, a German chemist, devised the first compounds aimed at a single pathogen and in 1906 predicted that mankind would eventually be able to develop a “magic bullet” (magische Kugel) for every pathogen, a prediction that in coming decades seemed fulfilled by breakthroughs in antibiotics and vaccines.


These tools persuaded experts that with enough study and will, the complexities of nature and the economy could be both understood and managed. Expertise became institutionalized: the American Economic Association was founded in 1885, the Society of American Foresters in 1900, the American Sociological Association in 1905, and the American Planning Association in 1909.


This coincided with a second, political force. As America’s economy industrialized, more wealth and power accumulated in the hands of millionaire capitalists and gigantic corporations, which by the late nineteenth century had produced a backlash. The product of this revolt against Gilded Age capitalist excess and the institutionalization of knowledge was Progressivism, the philosophy that government could be a force for both equity and efficiency.


Two presidents — Theodore Roosevelt and Woodrow Wilson — dominated the Progressive Era. Under Roosevelt, laissez-faire retreated as the guiding principle of economic management, replaced by a more activist, muscular state. Roosevelt turned the Sherman Antitrust Act, largely toothless since its passage in 1890, loose on anticompetitive monopolies, passed legislation to regulate food and drugs and interstate commerce, and expanded the system of national parks. Often his actions were informed by progressive ideas of scientific management. At the Forest Service, Roosevelt’s friend Pinchot was steeped in principles of forest management he had learned in Europe, where forests were treated as farms — resources to be cultivated and harvested, not left to burn.


On the big economic question of the day, monetary reform, Roosevelt was inconsequential. He was largely a bystander during the Panic of 1907, and in fact welcomed the fear it struck in bankers’ hearts, a sentiment that convinced contemporaries that he was financially illiterate. The panic, however, did energize central bank proponents such as Owen and led to the creation of a national commission on monetary reform. Like Owen a decade earlier, the commission traveled to Europe and came back recommending the creation of a central bank modeled on those in England, France, and Germany.


Woodrow Wilson shared Roosevelt’s suspicion of big business, but as the former president of Princeton and the only PhD to occupy the White House, his views of the role of government sprung from social science. He wanted to apply the best ideas he had heard, often from foreigners, to the modern management of America’s economy.


One of his influences was Walter Bagehot, a British essayist and editor of The Economist who had extolled the role of professional administrators in government. His 1873 book Lombard Street is a manifesto for how a central bank must act as “lender of last resort.” When there is a general panic, Bagehot counseled, the central bank should lend freely against collateral at a penalty rate. Wilson was quite taken with Lombard Street; it abounds, he said, with “flashes of insight and discovery.”


So when Wilson became president in 1913, he was already convinced of the need for a central bank; the only question was who would run it. Owen, now chairman of the Senate Banking Committee, wanted government appointees in charge; Carter Glass of Virginia, his counterpart in the House of Representatives, preferred that banks hold sway. Wilson and Congress eventually settled on a hybrid. Wilson signed the Federal Reserve Act into law just before Christmas 1913, calling it a “constitution of peace”: “What we are proceeding to do now is to organize our peace, is to make our prosperity not only stable but free to have an unimpeded momentum.” Before dashing off to a long-planned holiday on the Gulf of Mexico, he penned a quick note of thanks to Owen, for shepherding “a very difficult and trying piece of business” through a deeply divided Congress: “The whole country owes you a debt of gratitude and admiration.”


The basic tools now existed for engineers to manage the economy: new regulatory powers, a central bank, even an income tax. What they lacked was a consensus on how vigorously to use these tools, or what they ultimately hoped to accomplish. The Fed’s first leaders argued over how expansive its remit should be. Many preferred that it limit itself to tiding banks over during periods of tight liquidity. But Benjamin Strong, head of the Federal Reserve Bank of New York and the system’s de facto leader, envisioned a wider writ: the Fed eagerly stepped forward to finance the federal government’s First World War effort. When the war was over, he used high interest rates to squeeze inflation out of the economy, triggering a short, savage depression; but after that, he was much more eager to prevent such downturns. He initiated the use of open market operations — the purchase and sale of government bonds — to temper the swings in credit and thus in the economy.




[image: image]


In the 1920s, the newly created Federal Reserve portrayed itself as a bulwark against economic disaster. (Image courtesy of the Federal Reserve Bank of San Francisco Archives)





This worked well throughout the 1920s, and leading economists concluded that the problem of depression had been abolished. Banks reassured customers with posters comparing the Federal Reserve to a mighty dam. In the fall of 1929 Irving Fisher, the country’s most respected economist, declared that stocks had reached a “permanently high plateau.”


Those may be the most infamous words spoken in the history of economics. In 1929 the economy fell into the longest, deepest depression on record. Exactly what caused the Great Depression is fiercely debated even to this day. One theory that emerged in the early 1930s was that the engineers had overreached. Several Austrian-born economists led by Friedrich Hayek argued that economic booms bred overinvestment in dubious or unprofitable projects, and reasoned that the economy required a slump to clear away this overhang of unneeded assets. “Depressions are not simply evils, which we might attempt to suppress,” wrote another of the Austrians, Joseph Schumpeter, “but forms of something which has to be done, namely, adjustment to change.” Anything that remedied the Depression would interfere with this necessary adjustment.


This ecological view was shared by Andrew Mellon, Herbert Hoover’s Treasury secretary. He welcomed the cleansing effect of the Great Depression. Hoover recalls being told by Mellon to “liquidate labor, liquidate stocks, liquidate the farmers, liquidate real estate … it will purge the rottenness out of the system. High costs of living and high living will come down. People will work harder, live a more moral life. Values will be adjusted, and enterprising people will pick up the wrecks from less competent people.”


If ecologists like Hayek and Mellon accused engineers of doing too much, engineers believed they had done too little. Yes, the Fed had been quick to pump cash into the banks after the initial market crash, and then to lend to healthy banks facing runs brought on by the failure of less healthy banks. But this was not enough to overcome the contractionary forces, many emanating from overseas, causing thousands of banks to fail. Fisher, for instance, laid the blame for the Depression at the feet of the Fed, for allowing deflation to take hold. As prices and wages fell, debt, which was fixed in value, became unbearable. The Fed, he said, had to restore prices and end deflation through expansionary monetary policy. Not many listened: the Depression had robbed Fisher of his fortune and his audience.


Herbert Hoover, elected president in 1928, was torn between these two schools. He was a Republican who believed in letting market forces play out, but he was also, by profession and temperament, an engineer. It was the engineer’s duty, he later wrote, to clothe “the bare bones of science with life, comfort and hope.” As Warren Harding’s commerce secretary in 1921 he had arranged for the regular compilation and publication of economic statistics that would make economic engineering feasible. As president, Hoover thought Mellon meant well, but he dismissed his prescriptions and fought the Depression as best he could, for example setting up the Reconstruction Finance Corporation to lend to banks struggling with outflows of deposits.


This was not enough; the downward spiral of prices and output continued until Franklin Roosevelt took office in 1933 and implemented a banking holiday, devalued the dollar against gold, and proceeded to overhaul the Fed and vastly expand the role of government.


The notion that the economy could be managed was still relatively new, and controversial. Economists had no overarching theory of how the broad economy worked — what we now call macroeconomics. Alfred Marshall had showed how individual markets worked, what we now call microeconomics. If demand for some commodity was perturbed, its price would fall until demand was restored, a condition called “equilibrium.” The overall economy was presumed to behave the same way: if the demand for labor suddenly shrank, wages would decline until full employment was restored. Prolonged periods of involuntary unemployment weren’t possible. Since the economy was largely self-regulating, there wasn’t much need for the federal government to intervene to right the ship, which is just as well since the government was tiny.


In the 1930s, though, the Great Depression demonstrated that economies did not self-equilibrate. Government could make things much better, or much worse. This was the revolutionary insight of the British economist John Maynard Keynes. In The General Theory of Employment, Interest and Money, published in 1936, Keynes described business investment as driven by “waves of optimistic and pessimistic sentiment.” If businesses were pessimistic enough, even interest rates of zero could not coax them to invest. Individuals might rationally save more to protect their own financial security, but if everyone saved more and spent less, everyone’s income would go down, no one would be better off, and the economy would stay depressed. Keynes called this the “paradox of thrift.” It meant the economy could end up in a bad equilibrium rather than a good one.


Thus was born a role for the government: if private individuals and businesses would not borrow and spend, the government would have to, and thereby push the economy back to “full employment,” which meant that everyone who wanted a job could find one.


Between them, Fisher and Keynes provided an intellectual framework through which government could steer an economy away from both booms and depressions. Politically, the time was ripe; the economic devastation of the Great Depression made the public more amenable to activist government. Franklin Roosevelt didn’t just expand the government’s responsibility for the economy: he also extended its oversight of nature. Since 1910, the Forest Service’s leaders were convinced that the only thing that kept them from controlling fires was lack of men and material. Gus Silcox, who had personally fought the fires of 1910, became the agency’s chief in 1933 and a few years later promulgated what became known as the “10 a.m. policy”: once a fire had been detected, it should be brought under control by 10 a.m. the next day.


It was pure hubris, but its spirit fit the temper of the times — and Roosevelt’s own inclinations. As Stephen Pyne, a historian of fire, has written, Roosevelt considered himself a gentleman forester; one of his last physical acts before losing the use of his legs was to put out a fire on the Maine shore that he had spotted from his boat on the Bay of Fundy. Silcox proclaimed the Forest Service a tool of economic development that would alleviate rural poverty and unemployment, and Roosevelt was happy to oblige. The Civilian Conservation Corps, one of the New Deal’s largest job creation programs, put thousands of unemployed, unmarried men to work planting trees and fighting forest fires. In the 1940s, the prevention of forest fires had been elevated to a civic duty, hammered home with the help of Smokey Bear. In one 1946 poster, Smokey wears a tool apron, one paw holding a carpenter’s square, the other on a toolbox, and declares, “Burned timber builds no homes — prevent forest fires.” In another, from 1953, Smokey holds a shovel, points to a burning wasteland, and proclaims, “This shameful waste WEAKENS AMERICA!”


Engineers’ quest to foolproof the environment extended from the forests to the water. From the late 1800s onward the federal government and the Army Corps of Engineers had taken on ever more responsibility for controlling the lower Mississippi. Devastating floods in 1912 and 1913 led to the first federal flood control act, in 1917. The Depression only strengthened the conviction that the rivers should be harnessed for economic benefit. In 1934 the National Resources Board declared, “In the interest of national welfare there must be national control of all running water from the desert trickle that may make an acre or two productive to the rushing flood waters of the Mississippi.”
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In this 1953 poster, Smokey Bear warns of the economic harm that results when carelessness leads to wildfires. (The name and character of Smokey Bear are the property of the United States, as provided by 16 U.S.C. § 580p-1 and 18 U.S.C. § 711, and are used with the permission of the Forest Service, U.S. Department of Agriculture.)





Thus, at the end of the Second World War, the engineers had assumed responsibility for much of the environment and the economy. In 1946 the Employment Act was passed, giving the federal government responsibility to create “conditions under which there will be afforded useful employment opportunities for those able, willing, and seeking work, and to promote maximum employment, production, and purchasing power.”


Within twenty years, though, fissures appeared in this new consensus. Neither the economy nor the natural world turned out to be as amenable to human management as the engineers had imagined. Gilbert White, an obscure government geographer who had been pursuing graduate studies part-time at the University of Chicago, noticed that the frenzy of levee and dam building in the 1930s had not solved flooding; instead it had created a new problem: more homes, factories, and farms had sprung up on the floodplain, so more destruction ensued when floods overtopped the levees. In his dissertation, completed in 1942 but not widely circulated until years later, he wrote, “Floods are ‘acts of God,’ but flood losses are largely acts of man.”


In forestry, ecologists began to chip away at the Forest Service’s militarized culture of fire suppression at all costs. In 1962 the Kennedy administration appointed Starker Leopold, a zoologist and the son of one of the founders of the conservation movement, to head up an advisory committee on how best to manage the ecosystem inside the national parks. Leopold’s report, released the next year, called for the reintroduction of fire as a device for habitat management, much as it was used on the grasslands of East Africa. Controlled fire was “the most ‘natural’ and much the cheapest and easiest to apply,” his report said.


In economics, a similar shift was under way. Scholars, many working out of the University of Chicago, argued that government management of the economy was backfiring by failing to consider how people would adapt. Though federal regulation had continued to expand, George Stigler argued that regulators often ended up serving the regulated, not consumers. Stigler’s student Sam Peltzman made an even more audacious claim: regulations aimed at making consumers safer might be doing the opposite. In 1975 he published a provocative study that claimed that seat belts were causing drivers to drive more recklessly, resulting in more pedestrian deaths.


Scholars were soon finding similar behavior in fields as diverse as shipping and football, and labeling the phenomena “risk compensation,” “risk homeostasis,” and “human factors.” The economist’s term was “moral hazard”: the notion that when you protected people from the consequences of risky behavior, they take more risks. The upshot was that every well-intended effort to make us safer had unintended consequences that did the opposite.


Macroeconomic engineering faced a similar critique. Keynes’s disciples figured they could use the levers of monetary policy (i.e., interest rates) and fiscal policy (i.e., the budget) to stimulate demand and hiring, and keep the economy at full employment. And for a while, it worked. But eventually, this strategy began to drive up inflation. In 1967 Milton Friedman predicted that as workers got used to higher inflation, they would demand higher wages — negating any additional demand for labor. By the 1970s, he was proved right as both unemployment and inflation rose, and recessions worsened. Friedrich Hayek’s star rose as Margaret Thatcher, Ronald Reagan, and other conservatives embraced his deep suspicion of government meddling. He shared the Nobel Prize in 1974 and used his acceptance speech to attack his colleagues’ fondness for economic engineering: “To act on the belief that we possess the knowledge and the power which enable us to shape the processes of society entirely to our liking, knowledge which in fact we do not possess, is likely to make us do much harm.”


By the early 1980s, fiscal engineering — attempting to fine-tune the economy with a burst of spending here, a tax cut there — was dead; academic economists had disavowed it, political leaders shunned it, and with budget deficits ballooning, the public couldn’t afford it.


But monetary engineering — tweaking interest rates just enough to keep both inflation and recession at bay — not only survived; it was more popular than ever. Paul Volcker, Alan Greenspan, and other central bankers gained folk-hero status. For twenty-five years, unemployment and inflation steadily fell, and recessions became less frequent.


This was no small thing. Every year not spent in recession, every percentage point less of unemployment, represented hundreds of billions of dollars of added income and wealth. Was there a downside? Most economists couldn’t see one. One did, though, and he was not a disciple of Hayek but of Keynes. Hyman Minsky was born in Chicago in 1919 to two devout socialists who had met at a party celebrating the hundredth birthday of Karl Marx. Minsky, too, started out as a socialist. He was involved with the youth wing of the American Socialist Party, and during his army service in the 1940s, he helped occupied West Germany’s Social Democrats keep their independence from the Communist Party. As a graduate student at Harvard he worked closely with both Schumpeter, a leading scholar of the Austrian school, and Alvin Hansen, Keynes’s most influential disciple.


Minsky agreed with Keynes that the economy needed a big, active government to avoid depressions. But he also thought Keynesian models gave short shrift to the financial system. They assumed that the central bank had full control of the money supply, credit, and interest rates. Minsky argued that the volume of money and credit didn’t depend just on the central bank but on financial innovation. If, to control inflation, the Fed restricted the growth of lending by banks, then Wall Street’s innovators would come up with mechanisms to go around banks and get credit to those who wanted to borrow. Innovation, he predicted, proceeded through three stages: the first, “hedge” stage, when it served business’s legitimate need to manage risk; the second, “speculative” phase, when it served mostly to finance rising asset prices; and a final, “Ponzi” stage, when investors had to borrow more simply to pay the interest on past borrowings. The longer the Fed prolongs prosperity, the further finance progresses through these stages, and the more unstable the financial system becomes. “Stability is destabilizing” sums up Minsky’s thesis.


Minsky thought engineers’ efforts to control the economy would ultimately be self-defeating because they assumed that the next threat to the economy would look like the last one. Because of innovation, this would never be the case. By enacting policies aimed at restricting the growth of credit by banks, they would fail to see how it was migrating outside of banks. He compared central bankers to the French generals waiting for the Nazis behind the Maginot Line in 1940: prepared to fight the last war. Because the financial system is always evolving, “the next financial crisis will never be just like the last one.”


That was in 1957; Minsky would spend the next forty years, until his death, expanding on the theory and repeating it to whomever would listen. A handful of devoted followers did listen, mostly on Wall Street; most economists did not. Academic economists earn recognition with meticulous, statistical analysis of data or a tidy theory built on elegant models; Minsky gave both short shrift. His papers were more like essays, somewhat repetitive and often turgid. Though Minsky was on the faculty at Washington University in St. Louis, he showed scant interest in teaching or research. Eric Falkenstein, one of his teaching assistants and later a fund manager, recalls that his advanced classes were all classes in “Minskyism.” Rather than teach the models of macroeconomics, he preferred to tell stories of the great economists he had known or pluck stories from the newspaper to illustrate his thesis.


Laurence Meyer, then department chairman, denied him a raise one year for poor performance; a furious Minsky refused to speak to him for years afterward. “We used to say, ‘Hy’s written one paper over and over again,’” Meyer later told me. “But I would have loved to have written that paper.”


Apart from being a difficult person, Minsky had another problem: his theory wasn’t very useful. Economists had done their best to mimic the natural sciences by building models that yielded predictable results. If the price of widgets went up this much, their sales would fall that much. If interest rates rose by x, employment would fall by y. Minskyism was antithetical to such elegant model building. Extrapolating established trends was, he believed, precisely what caused them to collapse. Confidence and credit would grow hand in hand, until some event caused them to break, and the fragility that had grown quietly alongside them over the years would be exposed. When? Minsky didn’t know any better than anyone else. Crises by their nature were unpredictable. “He always thought a market collapse was just around the corner,” Falkenstein recalled.


At least once, he was right. On Friday, October 16, 1987, Falkenstein made a big bet against the stock market using options. The market crashed the following Monday. Falkenstein sent his old mentor a letter, telling him, “I’m going to get rich off your theory!” Minsky was tickled. He predicted the crash would lead to a recession, though not a depression.


In this he and many economists were mistaken. The economy did just fine. That puzzle is what inspired the National Bureau of Economic Research, the U.S.’s premier economic research organization, to gather forty scholars together in Cambridge that day in October 1989, on the second anniversary of the crash. Nobody dismissed the potential for further crises. The fact was, however, that crises had come and gone while leaving surprisingly little mark on the economy. Markets had not been so turbulent since the 1930s, noted Paul Krugman, yet the economy had chugged along for seven years “without either turning into a runaway boom or stalling into a recession.”


Minsky’s message was that the good times would not last. “The financial instability hypothesis is pessimistic,” he warned. “Capitalism is flawed in that thrusts to financial and economic crises are endogenous phenomena.”


Despite his inclusion in the program, Minsky was still a relative outsider among these academic celebrities, and he drew little attention. Volcker was a different matter. Though out of office he still commanded huge respect. He was an inveterate worrier, with reason: he had already dealt with more crises than anyone else in the room. “I indeed think that the economy is becoming more crisis-prone, more overextended,” he said, but then, there were far more tools to deal with it. The problem was that people were getting used to being bailed out by those tools. He remembers thinking, as president of the Fed bank overseeing the New York district in the 1970s, “What this country needs to shake us up and give us a little discipline is a good bank failure. But please, God, not in my district.” Volcker thought it would be healthier if people were a bit more scared: “We need that greater sense of risk within a structure of stability and resiliency — and it is awfully easy to say that and awfully hard to do.”


Volcker’s worries were both prescient and richly ironic, for no one had used the tools of economic and crisis management so intensively and successfully as he during the 1980s. The result was a generation of low inflation and stable growth, and in time diminished fear. This was the combination that would eventually make possible the global financial crisis. It just wasn’t apparent at the time.





CHAPTER 2



“Please, God, not in my district”: Before the Economy Could Destroy Itself, First Paul Volcker Had to Save It


Paul Volcker never had a grand plan to make the world a safer place; things just turned out that way. Starting in the early 1970s, when he first rose to prominence as a Treasury official, the world kept throwing problems at him. In 1971, it was collapsing confidence in the dollar’s link to gold. He helped scrap that link. In 1975, it was the imminent bankruptcy of New York City. Volcker had just become president of the Federal Reserve Bank of New York, the most important of the Fed’s twelve banks. Richard Ravitch, who headed the state’s urban development arm, asked Volcker over dinner how to approach the Fed for a bailout. Volcker said to Ravitch, “If we do it for New York, we’d have to do it for everyone else.” The city went elsewhere.


But these paled next to three interlocking problems that awaited Volcker shortly after he became Fed chairman in 1979. The first was inflation. It had been rising since the 1960s, and that year, revolution in Iran sent oil prices through the roof and inflation into double digits. Volcker set out to crush it by pushing interest rates to an all-time high of 20 percent. The second problem was that many Latin American countries had borrowed heavily in dollars, and high interest rates threatened their ability to pay the money back. The third problem was that if those countries defaulted, the big American banks that had lent them the money could collapse. Solving those three problems would consume most of Volcker’s time in office and set the stage for the prosperity to follow.


During the 1970s, American banks were anxious to expand abroad. They took dollars earned by Arab oil exporters and lent them to Latin American governments to finance their trade deficits. By 1982, with the interest rates soaring, it was only a matter of time before something gave. Mexico was running out of foreign currency to service its bank loans. Volcker knew that if it defaulted, a big chunk of the American banking system would be instantly insolvent. So he bought time by having the Fed lend to Mexico to disguise its loss of foreign currency reserves. He hoped a new Mexican president could take office that fall and put in place the economic reforms necessary to restore confidence. But by August it was clear that this plan would not work: Mexico was going to run out of money long before a new president was in place. On Friday, August 13, Volcker began calling top officials in other countries to arrange bridge loans to tide Mexico over.
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