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For Bruce Bartlett A brave and honored friend


Politics is not the art of the possible. It consists in choosing between the disastrous and the unpalatable.

—John Kenneth Galbraith



Prologue

A Contest of One-Note Narratives

In 1930 John Maynard Keynes wrote, “The world has been slow to realize that we are living this year in the shadow of one of the greatest economic catastrophes of modern history.” No such hesitation attended the tumult of September 2008, as the financial world collapsed into the arms of the US government. Nor were scribblers and analysts slow to react. Because of the Depression, the New Deal, and World War II, no history of the Great Crash emerged until a slim volume, written over a summer by my father, appeared in 1954. But today, barely a half decade since the Great Crisis, we have the benefit of many books by journalists and economists, a growing number of political memoirs, and a shelf of official reports. The problem is what to make of them.

A first round, including David Wessel’s In Fed We Trust and Andrew Ross Sorkin’s Too Big to Fail, focused on the top bankers and on the George W. Bush administration; later Ron Suskind’s Confidence Men and Noam Scheiber’s The Escape Artists did similar service for the Obama team. Political memoirs (so far) by former treasury secretary Henry Paulson, by former special inspector general for the Troubled Asset Relief Program (TARP) Neil Barofsky, and by former chair of the Federal Deposit Insurance Corporation Sheila Bair tell the story of the crisis mainly in human and political terms—of the strengths and failings of the men and women who were caught in the storm.

The political and personal accounts usually do not describe the practices that produced the debacle. This is the domain of business reporters, a few law professors, and official investigations. For these, the essence of crisis lies in the behavior of the entities that provided housing finance in America in that time. Major efforts include All the Devils Are Here by Bethany McLean and Joseph Nocera, Griftopia by Matt Taibbi, The Subprime Virus by Kathleen Engel and Patricia McCoy, and Anatomy of a Financial Crisis by Marc Jarsulic. The Big Short, by Michael Lewis, stands a bit apart as an account of speculators who bet profitably against a doomed system. Official investigations have been led by the Financial Crisis Inquiry Commission (chaired by Phil Angelides), the Congressional Oversight Panel (chaired by Elizabeth Warren), the Senate Permanent Subcommittee on Investigations (chaired by Carl Levin), and by the Office of the Special Inspector General for the Troubled Asset Relief Program (SIGTARP). These investigations have between them marshalled evidence. Some of their accounts are mesmerizing, like a good horror movie. But they are narratives of fact and not, generally, of explanation.

To take an example, the majority report of the Financial Crisis Inquiry Commission presents a detailed, well-documented history of misfeasance both in government and in the banking sector. (For a government document, it is also very well written.) It establishes that what happened did so in plain view. But to what end? What’s the theory that comports with the facts? Even a powerful story line does not by itself explain why the circumstances were such. Nor can it lead effectively toward a safer, more stable economic and financial world. The facts are vital for establishing whether individual and business conduct met standards of ethics and law. But even if these matters are fully disclosed, and even if they were fully acted upon by competent authority (which has not been the case), by themselves they do not guide us to what we should do to repair the damage and to prevent such things from happening again.

Then we come to the stage when writers turn from what happened to why. This is the economist’s task. The economist in these matters is an interpretive artist, placing facts within a framework that can convey understanding and (where necessary) motivate action. It is an important role; without it, the personal and business histories remain barren. Economists take this role seriously, guarding with some jealousy their professional hold over this niche in the discourse. And so a small shelf of interpretations, by authors ranging from Nassim Taleb (The Black Swan), to Nouriel Roubini (Crisis Economics), to Raghuram Rajan (Fault Lines), to Joseph Stiglitz (Freefall), to Paul Krugman (End This Depression Now!), has appeared.

But so far no common understanding has emerged. On the contrary, each economist brings to the job a distinctive vision, set apart from that of anyone else, reflecting that economist’s place in the larger constellation of the profession. These visions then compete in a marketplace of ideas and a contest of marketing. What it takes to win acceptance is not entirely settled, but passion, political allies, and a prominent platform for promoting book sales all play their roles. And so does simplicity: the power of what is easy to grasp. It is far easier to sell a simple idea, even if that means that the conflicts with other ideas must go unresolved.

For the most part, what the economists have delivered so far are efforts to interpret the crisis as the instance of a theme. The themes vary. Black Swans. Fat Tails. Bubbles. Big Government. Inequality. The Liquidity Trap. Some are simple metaphors; others more developed. Some are conservative; others liberal. Some comport with the dominant views in academic economics; others dissent. A few are mainly misinformation, political, opportunistic, even arguably corrupt; others contain large elements of truth. Yet all are incomplete. There has been not much effort to weigh these arguments against one another, and no common framework seems to exist to set the rules for doing so. The situation brings to mind what child psychologists call “parallel play.”

A brief survey can help bring this situation into focus.

Black Swans

The “Black Swan” view is perhaps the simplest possible explanation of the Great Crisis; it holds that there is nothing, necessarily, to be explained. Like black swans, crises are rare. The failure to predict an event that happens rarely is unfortunate, but it is not a sign of scientific failing. A model can be a good one, even if rare events that it did not expect do sometimes occur. The Black Swan view calls our attention to the predictive limits of even the best theoretical apparatus. It can be used to defend the contention that “no one could have foreseen” the oncoming disaster of 2008—even though some people did foresee it. It may even be that the best available forecast beforehand was “no crisis,” and that those who claimed otherwise were alarmists who on this occasion merely happened, like the proverbial stopped clock, to have been right.

One problem with applying this particular point of view to financial crises, though, is that, viewed globally, they are not especially rare. To ordinary citizens of the United States and Germany, a full-scale financial meltdown may be a novelty. But they are a stock-in-trade of international investors and currency speculators, and the citizens of less stable lands deal with them as a matter of course. Just since the mid-1990s, we have seen financial crises in Latin America, Africa, Mexico, Russia, Iceland, most of Asia, Japan, the United States, and the Eurozone.I The notion that financial crises are scarce is a mirage, reflecting the fact that they don’t generally happen at short intervals to precisely the same people, and less in the richest countries than in poorer ones.

Fat Tails

The “Fat Tails” view deflates the notion of Black Swans. It admits that extreme events are not rare. As a matter of habit and mathematical convenience, modelers typically assume that this distribution of errors is “normal” (or Gaussian), so that the relative frequency of extreme events is known. It is a feature of normality, in this statistical meaning, that extreme events happen rarely. Generally speaking for events measured on human timescales, the eponymous “Six Sigma” deviation from the average outcome should not happen but once in thousands of years. But crises may happen much more often than, from the statistical point of view, they “should.” In the real world, the distribution of events about the mean expectation may not be Gaussian. In that case, extreme events will happen much more frequently than assumed. It is not even possible, under this view, to say just how frequently to expect a disaster. The essence of Fat Tails is that you cannot measure this; you know only that disasters do happen, and that the risk cannot safely be assessed by calculating the area under a normal curve.

And yet, even in a world of Fat Tails, the model that doesn‘t predict a crisis need not be wrong. The average view, which is also a model’s “best” expectation at any time, may still be that things will go on as before. The message is that in this unpleasant and difficult world, one should be prepared in general terms for ugly surprises, in the certainty that they will occur but with no hope of predicting them in real time. One cannot even anticipate the direction the deviations-from-normal will take—there may be a boom, and there may be a bust. Fat-tailed distributions are mathematical monstrosities just as much as they are harsh features of the real world. They are hard on forecasters, rough on speculators, and hell on people who have to live with the disasters that they imply will occur.

Bubbles

The word bubble conveys something that seems to be a bit more specific. A bubble is a quasi-mechanical process—a physical phenomenon with certain properties. It inflates slowly. It pops quickly. These traits impart an apparent completeness to the concept of bubbles that, together with repetition, has made it a very popular term for describing financial dynamics. The concept almost seems to be a theory, in the sense of providing explanation and guidance. Many people, including many economists, use the term as though it were founded in a well-understood economics, so that one need only identify a bubble in progress in order to know that disaster awaits. This is not the case. “Bubble” is simply a compelling image, a metaphor, made familiar by long usage in the history of disasters.

The bubble metaphor conveys inevitability. Bubbles always pop. Once one is in a bubble, there is no way out. One can speak, with forlorn hope, of lancing the bubble so that it deflates gently, or of a “soft landing”—but these are mixed metaphors: the obvious artifacts of wishful thought. Bubbles are not boils, and they are not spacecraft.

Then again, the nature of a bubble is that it is insubstantial. Bubbles are epiphenomenal. They operate on the surface of a deeper reality. After a bubble collapses, according to the metaphor, fundamentals rule again. Things revert to the state of the world before the bubble happened. And if we follow the metaphor faithfully, on average the world is not worse or better off than if the bubble had never occurred. For this reason, the “Greenspan doctrine” upheld in the time of Federal Reserve chairman Alan Greenspan was intellectually consistent, or at least metaphorically unmixed, in holding that the authorities should not try to predict, identify, prevent, or deflate bubbles. It should be sufficient, the doctrine claimed, to clean up after they burst.

Finally, the word hints at a certain innocence of intent. Bubbles are playful. They are fascinating to children. Their behavior may be distracting. It may be disruptive. But in the longer run, the image conveys the notion that they are harmless. Bubbles are not shells or bombs; when they pop, they do not kill. In the nature of the metaphor, the mess left by a bursting bubble is not very large.

A common feature of these three themes—Black Swans, Fat Tails, and bubbles—is that they depict the economic system as having a normal, noncrisis steady state. Normality is interrupted but not predictably so. Crises are therefore inherently beyond the reach of preventive measures. Indeed, they can be explained only after the fact, and there is no guarantee that a fix will be effective in preventing the next one. These themes entail a certain fatalism. They work to reconcile the laissez-faire approach to regulation with a world in which terrible things happen from time to time. And they reinforce an even more dangerous notion, which is that when the crisis is over, the conditions previously thought to be normal will return.

The claim of normality on the imagination of economists is very strong—so strong as to be practically subconscious. Consider how Lawrence Summers, President Obama’s chief economic adviser in 2009 and 2010, introduced an essay in the Financial Times in early 2012:

On even a pessimistic reading of the [American] economy’s potential, unemployment remains 2 percentage points below normal levels, employment remains 5m jobs below potential levels and gross domestic product remains close to $1tn short of its potential. Even if the economy creates 300,000 jobs a month and grows at 4 per cent, it would take several years to restore normal conditions. So a lurch back this year towards the kind of policies that are appropriate in normal times would be quite premature.

Notice the triple repetition of the words normal and potential. (I added the emphasis.) The repetition signifies a belief that Summers shared with many economists; a belief that is also built in to official US government forecasts, coloring the worldview of legislators and presidents.II The belief is that the market system tends naturally toward an end state of full production and high employment. The economy can be displaced from its normal condition by a shock or a crisis—and if the shock is great, the displacement may be severe. But when the shock passes, recovery begins, and once “recovery” is under way, progress toward “full recovery” is inexorable—unless some new shock or policy error gets in the way.

The next themes on my little list—government and inequality—run against this idea. That is, they are not merely metaphors or statements about the probability of displacement from a normal state. Rather, they are words rooted in economic theory. They describe specific and, in principle, measurable conditions that might stand as a barrier, or structural obstacle, to a return to normal. The barrier can, in principle, be long-standing or even permanent. It can derive from the ideas of the right or those of the left—and I have chosen one from each camp. In each case, the description of a barrier is an attempt to assert a causal sequence through a recognizable process, and thus to distinguish cause from effect. In this way, the argument challenges complacency and motivates changes in public policy. If you believe any of these theories, and if you want to change things, then something must be done.

Big Government

A conservative argument holds that US government housing policy was responsible for the Great Crisis. Exhibit A in this argument is the Community Reinvestment Act of 1977, which requires banks to make loans in the communities where they collect deposits.III Exhibits B and C are Fannie Mae and Freddie Mac, the government-sponsored (though long-ago privatized) enterprises established to purchase mortgages from the private market, thus pooling the risk and refinancing the lenders. The argument, echoed notably by Gretchen Morgenson and Joshua Rosner in Reckless Endangerment, holds that these companies fostered “moral hazard” (undue reward for risky behavior) and “adverse selection” (the seeking out of unsuitable borrowers) because of the implicit public guarantee against loss. Peter Wallison’s dissent in The Financial Crisis Inquiry Report puts it this way:

[I]f the government had not been directing money into the mortgage markets in order to foster growth in home ownership, NTMs [nontraditional mortgages] in the bubble would have begun to default relatively soon after they were originated. The continuous inflow of government or government-backed funds, however, kept the bubble growing—not only in size but over time—and this tended to suppress the significant delinquencies and defaults that had brought previous bubbles to an end in only three or four years. (FCIC 2011, 472)

To this, some have added that both federal deposit insurance and the doctrine of “too big to fail” encouraged risk taking by providing an implicit public backstop to private lending decisions. They argue that if government had made clear that it would tolerate the failure of the largest banks, then market discipline would have prevailed, the banks would have been more cautious, and the crisis might not have occurred. Richard Fisher, president of the Federal Reserve Bank of Dallas, is a prominent and elegant exponent of this view.IV

One may disagree with this argument and not despise it. The theory in which it is rooted is the textbook standard, under which markets and institutions give efficient results unless traduced by distortions—usually introduced by government (though sometimes by private monopolies or trade unions) and usually in the pursuit of some larger social goal. The theory has a complex structure. It posits a world of competitive, profit-maximizing business enterprises interacting with rational, goal-oriented individuals. It expects that business judgments would ordinarily minimize the losses associated with excessive risk. Business judgment, in other words, is ordinarily sound. From this assumption, it follows that public policy runs, at the least, the chance of upsetting the controlling force of sound business judgment. There is behind this the thought that if bureaucrats were as smart as business leaders, they would be business leaders rather than bureaucrats.

There is plain evidence that government did intervene in housing markets to encourage home purchasing by low-income families. Fannie Mae and Freddie Mac exist. They did branch out from their traditional mission of supporting prime mortgages, to fund the nontraditional mortgages that, when they defaulted, wrecked the system. If one feels a need for more evidence, there are ample clear statements of public purpose in home ownership in the housing statutes and other official documents. On this foundation of clear-cut theory and prominent fact, the Republican members of the Financial Crisis Inquiry Commission drafted their critiques of that commission’s majority report. Wallison’s long (and much derided) argument on these matters is, in this respect, meticulous.

Inequality

Did increasing inequality cause the financial crisis? The roots of an argument along these lines are quite old. A version may be attributed to Karl Marx, who foresaw a crisis of realization associated with aggressive wage reductions—the proletarianization of labor—accompanied by an increasing capital intensity of machine production. Put simply, there would be too many goods and too little income to buy them. Inequality of incomes would lead to a general glut, or a crisis of underconsumption. The consequence would be mass unemployment, unless or until capitalists found external markets that could absorb their goods. Marx (and later Lenin and the German communist Rosa Luxemburg) saw in this imperative the drive of the European bourgeoisie for empires in India and Africa and for forcing open the markets of Japan and China.

Versions of the same story were frequently offered as part of the explanation of the Great Depression—following the ideas of the late-nineteenth-century British economist J. A. Hobson. In more recent times, my father, John Kenneth Galbraith, made casual reference to the “bad income distribution” as a factor behind the Great Crash.V To provide a stable source of total demand for product by giving stable incomes to the elderly was part of the reasoning behind the creation of the Social Security system in the 1930s. The early New Deal lawyer Jerome Frank wrote in a 1938 book titled Save America First: “The total national income is bound to shrink alarmingly unless a large enough number of citizens receive some fair share of it. The fate of those Americans who receive relatively high incomes is therefore inextricably bound up with that of those who receive low incomes. The former cannot prosper unless the latter do.” VI

In the wake of the Great Crisis, economists seeking its source in inequality have recast the old arguments about underconsumption in terms of desires rather than needs. They also introduce the element of household debt—which was not an especially big factor in the run-up to the Great Depression of the 1930s, in a world where most households were renters and most purchases were for cash. Thus the argument has shifted, over the decades, from concern with the inability to meet basic necessities from current income, to a concern over the inability to meet the interest payments on inessential purchases from future income.

Following the great early-twentieth-century economist Thorstein Veblen (from afar), as well as the 1950s “relative income hypothesis” of the Harvard University consumption theorist James Duesenberry, the new inequality theories hold that an essential social consequence of the gap between the middle classes and the rich is envy: desire for the lifestyle of the rich. Some of that lifestyle is easily imagined in terms of goods: sports cars, boats, flat-screen televisions. Some is better measured in positional terms: neighborhoods with cleaner air, less crime, better schools. And there is the not-trivial status question of the college or university at which one’s children may enroll. The observations especially of Robert Frank, author of Luxury Fever and a leading specialist in the economics of flash and bling, document these preoccupations.

This argument has been advanced by Raghuram Rajan in a book called Fault Lines. In Rajan’s telling, the problem of growing inequality begins with stagnant wages in the working population. Wage stagnation leads to frustration, as living standards do not improve. And then, as people observe the rising incomes of the few—of the 1 percent, say—their envy gets worse. Since the thirst cannot be slaked from growing income (because of stagnant wages), it is met with debt—something that became possible for the first time with the postwar willingness of banks to lend to private households, mostly against the equity in their homes. Thus (private) debt and debt service rise in relation to income, particularly for those lower on the income scale. And the crisis breaks into the open when debts incurred for this purpose cannot be repaid.

This story is articulated mainly by moderate conservatives—a description that probably fits Rajan—but it is also well attuned to the preconceptions of a certain part of the political Left: for example, the “structural Keynesianism” view of the crisis advanced by economist Thomas Palley. The message is that median wages (and therefore family incomes) should have risen in proportion to the incomes of the wealthy. This would have kept inequality in check. Then, it is supposed, greed and envy would also have been contained. People would not then be tempted into debt in order to boost their consumption, financial stability would have been maintained, and crises would not occur.

Like the CRA-Fannie-Freddie account, this story is lent plausibility for the United States by a certain amount of surface evidence. One bit of such evidence is that, if one takes the working population as a whole, median wages were stagnant in real terms for most of the generation that followed the early 1970s, rising only for a brief period in the late 1990s. A second is the statistical fact that measured income inequality rose to a peak before the Great Crash of 1929 and again just before the Nasdaq bust of 2000. At least at this level of simple time-series association, there does appear to be a connection between wage stagnation, the rise of inequality, and the emergence of financial crisis—just as there appears to be an association between public statements about expanding home ownership (the “ownership society,” as it was called for a little while) and private banking decisions to extend credit to home owners who ordinarily would not have qualified for loans.

But again: Is the tale persuasive?

To answer that question, in this case, it helps to consider questions of logic. First, is it necessarily true that a stagnant median wage implies that the incomes of individual workers are not rising, leading to the alleged frustration with the growth of living standards? Second, even if the incomes of individual workers were rising, would they necessarily be less envious of those above them, and so less prone to competitive consumption fueled by adding debt to debt?

A moment’s thought should convince the reader to be wary. Is it true that a stagnant median wage necessarily corresponds to stagnant wages for individual workers? Answer: no, it is not necessarily true. Consider a workforce where every wage, every year, for every job and experience level, was exactly the same as it had been the year before—and where there was no population growth or decline. In this world, the only thing that happens is that individual workers get a fixed raise each year, reflecting their seniority on the job, until the day they retire. Each year, a new group of high school and college graduates enters the workforce at the bottom, and an aging group of senior workers retires. In this world, the median wage will never change. Nevertheless, every single worker has a rising income every single year! Every worker will therefore have a higher living standard every year than he or she did before. It is an error, in other words, to confuse a stagnant median wage with wage stagnation for individual workers. A stagnant median wage is perfectly compatible (in principle, not necessarily in actual experience) with rising wages all around.

Now consider what happens when the labor force changes—as more women, young people, minorities, and immigrants come in, and as older white men are flushed out by age or industrial change. New workers, young workers, immigrants, and workers from disadvantaged groups almost always have below-median wages. So the overall median falls. In this situation, the median wage (which is the wage of the worker in the exact middle of the distribution at any given time) is pulled downward, just because there are more workers below the previous median. And yet every new worker is better off holding a job than she or he was beforehand, when she or he did not yet hold a job. And every worker continues to get a rising wage and income, every year, until the dreadful day when the plant closes, the job is offshored, or he is forced to retire. Over time, in this situation, the overall structure of employment does shift toward less-well-paid jobs. It may be, for example, that the new jobs are mainly in mundane and poorly paid services, while well-paid, unionized manufacturing jobs decline as a share of total employment. But only some individual workers experience that shift as a personal loss, so long as they remain in the workforce. For the majority, the year-to-year experience remains one of modest gains, with age and experience and occasional promotions.

Is this a plausible picture of what has happened in America? Of course it is. Over the past forty years, the share of white men in the active workforce has declined by about 11 percentage points, mostly (though not always) as older workers stopped working. The share of manufacturing workers in employment has dropped by at least half. And if one looks at the median incomes within the non-white-male ethnic and gender groups in the workforce, you find that they largely rose through the end of the 1990s, even though the overall median was stagnant.VII Thus there is no strong reason to believe that individual workers were more frustrated, or more afflicted by envy, leading them into debt, than was true at other times in the past. Yes, many of them started out poorer, in relative terms, than was true of the generation before. Yes, the entire structure of the working population shifted toward less-well-paid employments. But from the individual point of view, what of it? Relative to their own past position, low-wage workers were (in many cases) making gains. And it is their own past position that matters to the idea that wage stagnation produces envy-fueled and debt-driven consumption.

The second part of the story implies that if wages had risen instead of stagnated, then workers would have been happier with their rising living standards and would not have accepted excessive debts in order to catch up with those higher than themselves on the consumption ladder. But why should this be true? Even if the pay of the working poor is rising quickly, it will always be far below the earnings of the landed and entitled rich. If the gap drives debt, there is no reason why it should matter what the rate of wage growth is. The gap is there in good times and in bad, and (given the premise of desire driven by envy) so is the compulsion to spend ahead of income. What will matter, instead, is the willingness of lenders to make the loans.

Yet this factor is missing. Consider how the story that “rising economic inequality caused the crisis” treats the banks and shadow banks who made the loans. They aren’t there. They play no active role. The theory assumes that loans are available to those who want them, for whatever purposes they may choose. In this peculiar world, rich people lend to poor people. Banks are merely go-betweens, shifting funds from those who have more than they need to those who need more than they have. Everything is in the demand for loans, nothing in the supply.

Having airbrushed the bankers from his picture, Rajan focuses on the source of rising demand for loans, with a very special view of why American incomes have become so unequal over the past thirty years. He roots the change in “indifferent nutrition, socialization, and learning in early childhood, and in dysfunctional primary and secondary schools that leave too many Americans unprepared for college” (Rajan 2010, 8). These have led, in his telling, to a widening of “the 90/50 differential” in wages, or the gap between wealthy Americans and those in the middle. In an efficient labor market, in other words, dumb people just get paid less. And this induced a “political response,” which was to “expand lending to households, especially low-income ones. The benefits—growing consumption and more jobs—were immediate, whereas paying the inevitable bill could be postponed into the future. Cynical as it may seem, easy credit has been used as a palliative throughout history by governments that are unable to address the deeper anxieties of the middle class” (Rajan 2010, 9). Dumb people got loans to keep them happy.

Thus: at the deepest level, in this telling, the financial meltdown was caused by malnutrition, by the inadequacy of Head Start, and by the failures of the public schools. These failures—which are largely failures of government—produced rising inequality, and in the end precipitated a response by government to make loans available, which leave an “inevitable bill.” Cynical as it may seem, banks play practically no role in this story. Though Rajan states they are “sophisticated, competitive, and amoral,” they bear no responsibility and might as well be bystanders in his tale.

If it is true, as this story alleges, that a prior process of rising wage inequality caused the crisis, then the entire postcrisis reinvigoration of bank regulation and supervision, and investigation into malfeasance was, logically, beside the point. The banks, after all, were only passive. The active agents were those middle- and lower-income households who held stubbornly to consumption aspirations that their wage rates did not entitle them to afford. Suddenly the morality tale takes on a different hue. Where the “conservative” interpretation is one under which public policies misdirected bank decisions, under the “inequality-did-it” narrative, banks do not make decisions, and the question of bank decision making does not arise at all. One has to wonder: Can this really be the “progressive” alternative to the conservative view?

Of course, it cannot be. Let us therefore suspend the search for one-note narratives. We need to take a different approach. The story, let me suggest, begins usefully with the economic world our parents and grandparents created, in the wake of the Second World War.



I. Moreover, the history of financial crises goes back at least eight hundred years, a history that Carmen Reinhart and Kenneth Rogoff celebrate in their famous book, This Time Is Different.

II. Summers has since changed his view, taking up the theme of “secular stagnation” in the language proposed by Alvin Hansen in the 1930s.

III. Peter J. Wallison’s dissenting view in the Final Report of the National Commission on the Causes of the Financial and Economic Crisis in the United States, submitted in January 2011, places responsibility not on the original 1977 CRA but on certain 1995 amendments.

IV. See Richard Fisher, “Paradise Lost: Addressing ‘Too Big to Fail,’ ” a speech given November 19, 2009, at the Cato Institute. Fisher makes use of John Milton, Charles Mackay, Charles Dickens, and Walter Bagehot in these remarks.

V. The Great Crash, 1929, 177.

VI. I am grateful to Professor Allen Kamp of John Marshall Law School for this quote (Frank 1938, 235).

VII. An exception is the Hispanic group, which is constantly augmented by new immigrants, at the bottom of the wage scale. I am grateful to Olivier Giovannoni of Bard College for sharing his work on this point.



Part One


The Optimists’ Garden




One

Growth Now and Forever

To begin to understand why the Great Financial Crisis broke over an astonished world, one needs to venture into the mentality of the guardians of expectation—the leadership of the academic economics profession—in the years before the crisis. Most of today’s leading economists received their formation from the late 1960s through the 1980s. But theirs is a mentality that goes back further: to the dawn of the postwar era and the Cold War in the United States, largely as seen from the cockpits of Cambridge, Massachusetts, and Chicago, Illinois. It was then, and from there, that the modern and still-dominant doctrines of American economics emerged.

To put it most briefly, these doctrines introduced the concept of economic growth and succeeded, over several decades, to condition most Americans to the belief that growth was not only desirable but also normal, perpetual, and expected. Growth became the solution to most (if not quite all) of the ordinary economic problems, especially poverty and unemployment. We lived in a culture of growth; to question it was, well, countercultural. The role of government was to facilitate and promote growth, and perhaps to moderate the cycles that might, from time to time, be superimposed over the underlying trend. A failure of growth became unimaginable. Occasional downturns would occur—they would now be called recessions—but recessions would be followed by recovery and an eventual return to the long-term trend. That trend was defined as the potential output, the long-term trend at high employment, which thus became the standard.

To see what was new about this, it’s useful to distinguish this period both from the nineteenth-century Victorian mentality described by Karl Marx in Capital or John Maynard Keynes in The Economic Consequences of the Peace, and from the common experience in the first half of the twentieth century.

To the Victorians, the ultimate goal of society was not economic growth as we understand it. It was, rather, investment or capital accumulation. Marx put it in a phrase: “Accumulate, accumulate! That is Moses and the Prophets!” Keynes wrote: “Europe was so organized socially and economically as to secure the maximum accumulation of capital . . . Here, in fact, lay the main justification of the capitalist system. If the rich had spent their new wealth on their own enjoyments, the world would have long ago found such a régime intolerable. But like bees they saved and accumulated” (Keynes 1920, 11).

But accumulate for what? In principle, accumulation was for profits and for power, even for survival. It was what capitalists felt obliged to do by their economic and social positions. The purpose of accumulation was not to serve the larger interest of the national community. It was not to secure a general improvement in living standards. The economists of the nineteenth century did not hold out great hopes for the progress of living standards. The Malthusian trap (population outrunning resources) and the iron law of wages were dominant themes. These held that in the nature of things, wages could not exceed subsistence for very long. And even as resources became increasingly abundant, the Marxian dynamic—the extraction of surplus value by the owners of capital—reinforced the message that workers should expect no sustained gains. Competition between capitalists, including the introduction of machinery, would keep the demand for labor and the value of wages down. Marx again:

“Like every other increase in the productiveness of labour, machinery is intended to cheapen commodities, and, by shortening that portion of the working-day, in which the labourer works for himself, to lengthen the other portion that he gives, without an equivalent, to the capitalist. In short, it is a means for producing surplus-value.” (Marx 1974, vol. 1, ch. 15, 351)

Yet living standards did improve. That they did so—however slowly, as Keynes later noted—was a mystery for economists at the time. The improvement might be attributed to the growth of empires and the opening of new territories to agriculture and mining, hence the importance of colonies in that era. But in the nineteenth century, economics taught that such gains could only be transitory. Fairly soon population growth and the pressure of capitalist competition on wages would drive wages down again. Even a prosperous society would ultimately have low wages, and its working people would be poor. This grim fatalism, at odds though it was with the facts in Europe and America, was the reason that economics was known as the “dismal science.”

Then came the two great wars of the twentieth century, along with the Russian Revolution and the Great Depression. Human and technical capabilities surged, and (thanks to the arrival of the age of oil) resource constraints fell away. But while these transformations were under way, and apart from the brief boom of the 1920s, material conditions of civilian life in most of the industrial countries declined, or were stagnant, or were constrained by the exigencies of wartime. The Great Depression, starting in the mid-1920s in the United Kingdom and after 1929 in the United States, appeared to signal the collapse of the Victorian accumulation regime—and with it, the end of the uneasy truce and symbiotic relationship between labor and capital that had graced the prewar years. Now the system itself was in peril.

For many, the question then became: could the state do the necessary accumulation instead? This was the challenge of communism, which in a parallel universe not far away showed its military power alongside its capacity to inspire the poor and to accelerate industrial development. In some noncommunist countries, democratic institutions became stronger—as they tend to do when governments need soldiers—giving voice to the economic aspirations of the whole population. For social democrats and socialists, planning was the new alternative—a prospect that horrified Friedrich von Hayek, who argued in 1944 that planning and totalitarianism were the same.

By the 1950s, communism ruled almost half the world. In the non-communist part, it could no longer be a question of building things up for a distant, better future. Entire populations felt entitled to a share of the prosperity that was at hand—for instance, to college educations, to automobiles, and to homes. To deny them would have been dangerous. Yet the future also could not be neglected, and (especially given the communist threat) no one in the “free world” thought that the need for new investments and still greater technological progress was over. Therefore it was a matter of consuming and investing in tandem, so as to have both increased personal consumption now and the capacity for still greater consumption later on. This was the new intellectual challenge, and the charm, and the usefulness to Cold Warriors, of the theory of economic growth.

The Golden Years

From 1945 to 1970, the United States enjoyed a growing and generally stable economy and also dominance in world affairs. Forty years later, this period seems brief and distant, but at the time it seemed to Americans the natural culmination of national success. It was the start of a new history, justified by victory in war and sustained in resistance to communism. That there was a communist challenge imparted both a certain no-nonsense pragmatism to policy, empowering the Cold War liberals of the Massachusetts Institute of Technology (MIT) and the RAND Corporation, while driving the free-market romantics of Chicago (notably Milton Friedman) to the sidelines. Yet few seriously doubted that challenge could or should be met. The United States was the strongest country, the most advanced, the undamaged victor in world war, the leader of world manufacturing, the home of the great industrial corporation, and the linchpin of a new, permanent, stable architecture of international finance. These were facts, not simply talking points, and it took a brave and even self-marginalizing economist, willing to risk professional isolation in the mold of Paul Baran and Paul Sweezy, to deny them.

Nor were optimism and self-confidence the preserve of elites. Ordinary citizens agreed, and to keep them in fear of communism under the circumstances required major investments in propaganda. Energy was cheap. Food was cheap, with (thanks to price supports) staples such as milk and corn and wheat in great oversupply. Interest rates were low and credit was available to those who qualified, and so housing, though modest by later standards, was cheap enough for whites. Jobs were often unionized, and their wages rose with average productivity gains. Good jobs were not widely open to women, but the men who held them had enough, by the standards of the time, for family life. As wages rose, so did taxes, and the country could and did invest in long-distance roads and suburbs. There were big advances in childhood health, notably against polio but also measles, mumps, rubella, tuberculosis, vitamin deficiencies, bad teeth, and much else besides. In many states, higher education was tuition-free in public universities with good reputations. Though working-class white America was much poorer than today and much more likely to die poor, there had never been a better time to have children. And there never would be again. Over the eighteen years of the baby boom, from 1946 to 1964, the fruits of growth were matched by a rapidly rising population to enjoy them.

It was in this spirit that, in the 1950s, economists invented the theory of economic growth. The theory set out to explain why things were good and how the trajectory might be maintained. Few economists in the depression-ridden and desperate 1930s would have considered wasting time on such questions, but now they seemed critical: What did growth depend on? What were the conditions required for growth to be sustained? How much investment could you have without choking off consumption and demand? How much consumption could you have without starving the future? The economists’ answer would be that, in the long run, economic growth depended on three factors: population growth, technological change, and saving.

It was not a very deep analysis, and its principal authors did not claim that it was. In the version offered by Robert Solow, the rate of population growth was simply assumed. It would be whatever it happened to be—rising as death rates came under control, and then falling again, later on, as fertility rates also declined, thanks to urban living and birth control. Thomas Robert Malthus, the English parson who in 1798 had written that population would always rise, so as to force wages back down to subsistence, was now forgotten. How could his theory possibly be relevant in so rich a world?

Technology was represented as the pure product of science and invention, available more or less freely to all as it emerged. This second great simplification enabled economists to duck the question of where new machinery and techniques came from. In real life, of course, new products and processes bubbled up from places like Los Alamos and Bell Labs and were mostly built into production via capital investment and protected by patents and secrecy. Big government gave us the atom bomb and the nuclear power plant; big business gave us the transistor. Working together, the two gave us jets, integrated circuits, and other wonders, but the textbooks celebrated James Watt and Thomas Edison and other boy geniuses and garage tinkerers, just as they would continue to do in the age of Bill Gates and Steve Jobs, whose products would be just as much the offshoots of the work of government and corporate labs.

With both population and technology flowing from the outside, the growth models were designed to solve for just one variable, and that was the rate of saving (and investment). If saving could be done at the right rate, the broad lesson of the growth model was that good times could go on. There was what the model called a “steady-state expansion path,” and the trick to staying on it was to match personal savings with the stock of capital, the growth of the workforce, and the pace of progress. Too much saving, and an economy would slip back into overcapacity and unemployment. Too little, and capital—and therefore growth—would dry up. But with just the right amount, the economy could grow steadily and indefinitely, with a stable internal distribution of income. The task for policy, therefore, was only to induce the right amount of saving. This was not a simple calculation: economists made their reputations working out what the right value (the “golden rule”) for the saving rate should be. But the problem was not impossibly complex either, and it was only dimly realized (if at all) that its seeming manageability was made possible by assuming away certain difficulties.

The idea that unlimited growth and improvement were possible, with each generation destined to live better than the one before, was well suited to a successful and optimistic people. It was also what their leaders wanted them to believe; indeed, it was a sustaining premise of the postwar American vision. Moreover, there was an idea that this growth did not come necessarily at the expense of others; it was the product of the right sort of behavior and not of privilege and power. Tracts such as Walt W. Rostow’s Stages of Economic Growth spread the message worldwide: everyone could eventually go through “take-off ” and reach the plateau of high mass consumption.I Capitalism, suitably tamed by social democracy and the welfare state, could deliver everything communism promised, and more. And it could do it without commissars or labor camps.

A curiosity of the models was the many things they left out. The “factors of production” were “labor” and “capital.” Labor was just a measure of time worked, limited only by the size of the labor force and expected to grow exponentially with the human population. Capital (a controversial construct, subject to intense debate in the 1950s) was to be thought of as machinery, made from labor, measured essentially as the amalgam of the past human effort required to build the machines. As every textbook would put it, if Y is output, K is capital, and L is labor, then:

Y = f(K, L)

This simple equation said only that output was a function of two inputs: capital and labor. Note that, in this equation, resources and resource costs did not appear.II

The notion of production, therefore, was one of immaculate conception: an interaction of machinery with human hands but operating on nothing. Economists (Milton Friedman, notably) sometimes expressed this model as one in which the only goods produced were, actually, services—an economy of barbershops and massage parlors, so to speak. How this fiction passed from hand to hand without embarrassment seems, in deep retrospect, a mystery. The fact that in the physical world, one cannot actually produce anything without resources passed substantially unremarked, or covered by the assumption that resources are drawn freely from the environment and then disposed of equally freely when no longer needed. Resources were quite cheap and readily available—and as the theory emerged, the problem of pollution only came slowly into focus. Climate change, though already known to scientists, did not reach economics at all. It would have been one thing to build a theory that acknowledged abundance and then allowed for the possibility that it might not always hold. It was quite another to build up a theory in which resources did not figure.

Even the rudimentary and catch-all classical category “land” and its pecuniary accompaniment, rent, were now dropped. There were no more landlords in the models and no more awkward questions about their role in economic life. This simplification helped make it possible for enlightened economists to favor land reform in other countries, while ignoring the “absentee owners” at home, to whom a previous, cynical generation had called attention. Keynes had ended his The General Theory of Employment, Interest, and Money in 1936 with the thought that rentiers might be “euthanized.” Now they were forgotten; theory focused simply on the division of income between labor and capital, wages and profits.

Government played no explicit role in the theory of growth. It was usually acknowledged as necessary in real life, notably for the provision of “public goods” such as military defense, education, and transport networks. But since the problem of depressions had been cured—supposedly—there was no longer any need for Keynes’s program of deficit-financed expenditure on public works or jobs programs; at least not for the purpose of providing mass employment. Fiscal and monetary policies were available, though, for the purpose of keeping growth “on track”—a concept referred to as “fine-tuning” or “countercyclical stabilization.” Regulation could be invoked as needed to cope with troublesome questions of pollution and monopoly (such as price-fixing by Big Steel), but the purpose of that was to make the system resemble as much as possible the economists’ competitive dream world. Beyond those needs, regulation was accordingly a burden, a drag on efficiency, to be accepted where necessary but minimized.

The models supported the system in two complementary ways. They portrayed a world of steady growth and also of fundamental fairness. Both labor and capital were said to be paid in line with their contributions (at the margin) to total output. This required the special assumption that returns to scale were constant. If you doubled all inputs, you’d get twice the output. While the omnipresent real-world situations of “diminishing returns” (in farming) and “increasing returns” (in industry) lived on and could still be captured in the mathematics, most economists presented them as special cases and, for the most part, more trouble than they were worth. (This author’s teacher, Nicholas Kaldor of the University of Cambridge, was an exception.) As for inequality, while the basic theory posited a stable distribution, Simon Kuznets—who was not a romantic—offered a more realistic but still reassuring analysis based on the history of industrial development in the United States and Great Britain. Inequality would rise in the transition from agriculture to industry, but it would then decline with the rise to power of an industrial working class and middle class and the social democratic welfare state.

That these assumptions became the foundations of a new system of economic thought was truly remarkable, considering that less than twenty years had elapsed since the Great Depression, with its financial chaos, impoverishment, mass unemployment, and the threat of revolution. It seemed a world made new. Both history and the history of economics (known as classical political economy) became largely irrelevant. A certain style of thinking, adorned with algebra, would substitute. Curiosity about those earlier matters was discouraged, and pessimism, which had earlier been the hallmark of the establishment, became a radical trait.

Other issues that had seemed emergent in the 1930s were now left out. One of them was the role of monopoly power. In the new models, all prices were assumed to be set in free competitive markets, so that the inconvenient properties of monopoly, monopsony, oligopoly, and so forth, so much discussed in the 1930s, did not have to be dealt with. Along with Keynes, his disciple Joan Robinson and her work on imperfect competition were shunted to one side. So was the Austrian economist Joseph Schumpeter, an archconservative who had nevertheless pointed out the unbreakable link between technical change and monopoly power. The study of industrial organization—the field within economics that analyzes market power—was drained of its political and policy content, to be colonized by theorists of games.
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