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economic policy for those of us on the outside. Drawing on the insights
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vides a highly readable and entertaining guide to economics from which all
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“A riveting look ahead at how those who pull the strings of the world
economy will affect our policies and our investments...Refreshing because
it is written by a wise and balanced economist who knows enough about
what he is talking about to be able to write plainly enough for the rest of
us.”

—Lamar Alexander, Former Governor of Tennessee and
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“Anyone wondering how the world fell into its current financial predica-
ment needs to listen to Larry Lindsey. With unmatched clarity and insight,
he explains how economies come to ruin and what we can do to help them
recover. His book is a sometimes frightening, always fascinating tour of
economic decisionmaking at the highest level. In this time of financial tur-
moil, policymakers, investors, and voters would do well to listen to his
analysis and advice.”
—The Honorable Richard Armey, Majority Leader,
U.S. House of Representatives

“Larry Lindsey has traveled from the ivory tower of Harvard to the White
House to the real citadel of power in this world...the Federal Reserve Board.
In his new book, he walks us through the corridors of power, not only in
Washington and New York, but in Tokyo and Bonn. And he guides us
through the even trickier maze of national and international economic policy
on the eve of the millennium. [This is] the best book about the 21st cen-
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Foreword

his is a work of contemporary history. The events being de-
scribed are continuing, and the global economic landscape is
changing at an even faster pace than we are accustomed to. But
the reader will still find the analysis quite current. That is so because
the decisionmakers portrayed in this book, and their successors, are
driven by a logic that is both historically continuous and inescapable.
The contrarian, Alan Greenspan, has seen the economy for which
he is responsible turn for the worse since he was interviewed for this
book. But both the direction of the economy and his reaction to it were
eminently predictable from his comments. Eisuke Sakakibara has seen
both Japan deteriorate and bureaucratic power slip gradually from his
fellow mandarins. But the underlying power vacuum between elected
politicians unskilled in policymaking and bureaucrats who have lost
the Mandate of Heaven continues unfilled, to the detriment of both
Japan and the world. Chancellor Kohl was thrown out of office in late
September 1998, but not after he completed his mission. Europe will
be struggling with his legacy—a single European currency—and the
deep historical forces that drove him to change Germany and Europe
for years to come.

ix
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The pages of history write themselves, but that is not the case with
a book. I am deeply grateful for the help of many people, especially the
subjects. Alan Greenspan not only cooperated in the formal sense of
being interviewed, but also provided invaluable insights and lessons over
the more than five years during which I was his colleague. He is both an
outstanding student of economic history and its shaper. I am also grate-
ful to both Eisuke Sakakibara and George Soros for their insights. They
were most generous with the scarcest of resources—time. I would also
like to thank the entire Kohl family for giving me such a glimpse into
their lives and their souls, and especially to Walter Kohl, who made it
possible.

My deepest thanks are also extended to those who slogged through
the early drafts and whose frank comments turned the book into some-
thing readable. They include Tim Adams, Dick Alford, Jeff Gedmin,
Mark Groombridge, Walter Kohl, Susan Lindsey, John Makin, Allan
Meltzer, Tomo Sugita, and Donald Van de Mark. I would also thank the
many people whose names adorn the jacket and front of the book for
their generous comments: Lamar Alexander, Richard Armey, John
Ashcroft, George W. Bush, Lou Dobbs, Martin Feldstein, Steve Forbes,
John Kasich, Robert Litan, Gene Ludwig, James Pinkerton, and Will-
iam Simon.

I was especially fortunate to have outstanding assistants help me
manage the entire process. First and foremost, my thanks to Janet Walker,
who made sure the trains ran on time during the entire process, even if
it meant she had to stoke the engines herself. I would also like to thank
Katherine Carothers, Brandon Garson, Frank Goldberg, and Ryan
Holston for their research, editing, and fact-checking efforts, and Ryan
in particular for his help with the charts.

The American Enterprise Institute has been wonderfully support-
ive of my writing efforts. Special thanks are owed to Chris DeMuth and
David Gerson who have made AEI what it is today—a preeminent think
tank. Leigh Tripoli has been the best of all editors with a light but firm
touch. Many others at AEI have provided a variety of assistance, includ-
ing Virginia Bryant, Alice Anne English, Susanna Huang, Nancy
Rosenberg, Stanley Thawley, and Murray White. My deepest thanks to
them all.



All service ranks the same with God:
With God, whose puppets, best and worst,

Are we; there is no last nor first.”

—Robert Browning, Pippa Passes, part iv






Masters of the System—Or Its
Servants?

In my country, as in yours, public men are proud to be the servants of the
State and would be ashamed to be its masters.

—Winston Churchill to a joint session of the U.S. Congress,

December 26, 1941

o, this is a global economy? It sure doesn't look like anyone’s in

charge. In America, until recently, we talked of a New Era. Wall

Street continuously set new records, having doubled in the past
three years and risen more than tenfold since the bull market began in
1982. For the first time in its history, the United States has had a
sixteen-year expansion punctuated only by one short and shallow reces-
sion in 1991. The lowest unemployment rate in three decades was
coupled with the near absence of inflation. Optimists tell us this is just
the beginning—that we have two decades of prosperity ahead and that
the Dow Jones Industrial Average is undervalued even at historically
high levels.” Meanwhile, pessimists worry about a break in the market
leading to another depression. At this writing in the fall of 1998, the
pessimists were looking better. And, once you leave America, there is
plenty to worry about.

In Asia, we are witnessing what one leading bank’s strategist de-
scribed to me as a “train wreck in slow motion.” Japan, the world’s sec-
ond largest economy, is officially in recession, with no end in sight. Its
banking system is on the brink of collapse. There is talk of $1 trillion in
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bad loans on the balance sheets of the banks, with the nation’s insurance
companies and other financial institutions also in deep trouble. Else-
where in Asia, things only get worse. Some estimates suggest the dollar
value of Korea's GNP will fall by one-third in 1998.° In Hong Kong the
stock market and property markets are plunging. In the year since Hong
Kong left British protection, the fall in those markets has wiped out
$300 billion of wealth, the equivalent of all the bank accounts in the
territory.* Further south still, Indonesia saw its president of thirty-two
years resign as economic pressures and a falling currency wiped out the
savings of tens of millions of Indonesians. The price of food has spi-
raled, and many face hunger after years of prosperous growth.

Meanwhile, Europe seems preoccupied with itself. Much of Eu-
rope has the highest unemployment since the end of the Second World
War. But European financial markets act like their American cousins
and seem to ignore the grim reality of the unemployment lines. Euro-
pean leaders are focused on a new project—currency union—giving
their electorates the assurance that this will solve Europe’s problems.

In short, the world’s three major economies—America, East Asia,
and Europe—seem to be confronting radically different conditions. We
don’t see much that is “global” about today’s world economic picture.

During eight years in government, split between the White House
and the Federal Reserve Board, I got to see how decisions are made on
the inside. In the past eighteen months, I have traveled the world as a
scholar and consultant, meeting with the world’s economic
decisionmakers to try to make sense of it all.

Among the questions my clients raise: Will Asia collapse? Will it
drag down the rest of the world with it? Is America really in a New Era,
and if so, why? How will the Euro, Europe’s new currency, work out?
And most often, how can I make money on it all?

This book is a work of contemporary history, written as events
unfold. We don’t know how today’s events will end, but without a doubr,
they pose the greatest challenge since the Second World War to those in
the corridors of power who are responsible for the world’s economic
health.

About one year after I left the Federal Reserve Board of Governors
to follow those events from the private sector, I remarked to a friend in
government, one generation ahead of me, that it had been the most
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interesting year in history to have been following global markets. My
friend’s sage rejoinder: “No. Things were about this interesting seventy
years ago. It’s just that none of us remember.”

This book is a guide to how the world’s economic decisionmakers
think, what drives them, and what limits their scope of action. It takes
you, the reader, inside the corridors of power and inside the heads of
some of the individuals who pull the strings. In particular, the book
introduces the thinking of four key individuals: Alan Greenspan, chair-
man of the U.S. Federal Reserve Board, Fisuke Sakakibara, vice minis-
ter of finance in Japan, Helmut Kohl, former chancellor of Germany,
and George Soros, arguably the world’s leading financier. The choices
these men make as this crisis unfolds will largely determine how many
economic dominoes actually fall and how the world will go about pick-
ing up the pieces if they do fall.

I've written the book for three types of readers. First is the modern
investor who wants to make a killing in the market—or at least avoid
being killed by it. We'll journey behind the day’s headlines and resulting
market volatility. Headlines come and go. This book explains how
decisionmakers will respond to today’s headlines and thus will help to
write tOMoIrows.

The second type of reader is the student of political economy striv-
ing to understand why decisions are made the way they are. Political
scientists often refer to this as the “path dependence” argument. In simple
English, does history make the individual or does the individual make
history? Can one man make a difference? Are these men masters of their
system or its servants? As we shall learn, even a puppetmaster can move
in only a few directions or he will find his strings becoming completely
tangled.

The third type of reader is the informed voter. This book is about
systems of political economy put in place half a century ago that are
now showing signs of outliving their usefulness. One likely consequence
of the current crisis is that voters in much of the world will be asked to
adopt new decisionmaking systems. To do so, they'd better understand
why our current systems are breaking down.

The remainder of this chapter introduces today’s key decisionmakers
and considers how history will ultimately view them. Investors, political
scientists, and voters will all recognize the roles we ask them to play: to
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preside over prosperity if they succeed or to become the system’s scape-
goats if they fail. We—as investors or voters or simply men and women
driven by human nature—naturally seek others to assume responsibil-
ity for results that we do not wish to shoulder ourselves. Are our leaders
prepared for their task? What is the reasoning behind their decisions?
Are we safe with what we've got, or should we tear it down and begin
anew:

The book then turns to the puppetmasters themselves, looking at
the environment in which they must make decisions and how it helps
determine what actions they must take. We begin with America and
Alan Greenspan, now in his third term as chairman of the Federal Re-
serve Board, the man most likely to keep America above the fray. We
then turn to Japan and Dr. Eisuke Sakakibara, who exemplifies the gov-
erning tradition of that country—what we shall call the mandarin model.
No man influences foreign exchange markets more than he does. Then
we turn to former Chancellor Kohl to see what motivated that man,
who led Germany longer than any other individual save Bismarck. The
book concludes its conversations with the puppetmasters with an inter-
view with George Soros, world famous financier and hedge fund opera-
tor. The final section of the book puts those pieces together to make
some sense of our global economy.

Did They See It Coming?

The best place to begin our world tour is from where they've seen it all
before. The Old Lady of Threadneedle Street—the Bank of England—
sits in the middle of the tangle of streets known as the City of London.
From here, a collection of some of Her Majesty’s most talented servants
have managed the financial affairs of a kingdom turned global empire,
then social welfare state, and finally Thatcherite land of opportunity,
now governed by “New” Labour. But the Bank of England has stood
there through it all, conveying a sense of financial permanence in a world
wracked by crises. The bank has survived the South Sea Bubble, the
American Revolution, Napoleon’s conquest of Europe, the collapse and
rebirth of the British textile industry during and after the American
Civil War, and all the calamities the twentieth century has wrought.
The bank’s issue serves as the planet’s oldest continuously circulat-
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ing currency, the universally recognized generic name of which, “ster-
ling,” conveys the permanence of value that only precious metal was
once thought to provide.’ The debt backed by the bank—“gilts,” in
effect British government bonds—also conveys by their very name the
historic notion of security and permanence of value associated with some-
thing made of gold.

The Bank of England exposes a visitor to that sense of long-
standing tradition as soon as he or she crosses the threshold. Men in
morning coats colored a distinctive soft red escort the guest to one wait-
ing area, then, through a maze of corridors as complex as the streets of
the city, to another. The furniture is classic and well used. The visitor
temporarily ends his journey when directed to a chair whose seat has
been well and permanently shaped by the many visitors who have sat
there over the decades.

On the wall is a cartoon from the Chicago Tribune at the start of
the 1930s. It shows Uncle Sam nailing down everything he can and
locking up the U.S. gold stock. In the background, a bearded gentle-
man, Montague Norman, then head of the Bank of England, is striding
off a boat. The caption says, “Mr. Norman’s back in town.” The cartoon
is a reminder of yet another crisis: the outbreak of the Great Depression
when England and America were wrestling with the currency crisis of
that moment—the gold standard. A closer look at Norman’s caricature
reveals the anti-Semitic bias of the cartoonist. It is a reminder that hard
economic times often create social and political perils as well—even in
the United States.

So it was appropriate that here, on November 25, 1997, over lunch
in one of the bank’s many private dining rooms, I heard the globe’s
unfolding crisis placed unforgettably in historic context. My host, Mervyn
King, was chief economist and is now deputy governor at the Bank of
England. Trained at Kings' College Cambridge and Harvard University,
a former professor at the London School of Economics and Harvard, he
developed an academic reputation for cogent insight on both sides of
the Atantic. He moved to the bank in 1990 under a Tory government,
but he has the respect of the current Labour government as well, as
indicated by his reappointment and promotion.

We spoke of world events. Suddenly King made a historical leap
that caused me to set down my silverware. “They weren as stupid as we



Economic Puppetmasters [ 6

thought during the 1930s, were they? I'll bet they saw it coming, too,”
King remarked. It was as if the ghosts who inhabited this venerable
institution had forced their way into the conversation.

King did not, of course, base his insight on any formal historic
research but on one man’s day-to-day frustration of watching a global
financial crisis unfold and feeling powerless to stop it. Over the previous
few months he had seen the Thai currency crisis lead to problems in
Southeast Asia. He had witnessed the American government’s seeming
paralysis as it tried to shift away from its total preoccupation with maxi-
mizing American exports. King knew that more was on the way. One
month later, in December, the world’s eleventh largest economy, Korea,
effectively collapsed and was declared in default on its loans. Bank regu-
lators from New York to Frankfurt took the dramatic step of telling the
banks under their control to roll over their Korean loans even though
many of those loans were technically in default. Here was an uncharac-
teristic act of desperation. The regulators, unprepared for the crisis, faced
the choice of turning a blind eye to credit quality or watching the global
banking system unravel in a spreading series of defaults.

As 1998 unfolded, the economic dominoes continued to shake.
Some toppled. Indonesia’s President Suharto ended his thirty-two-year
grip on power just weeks after he was reelected to a seventh term in
office. Emerging economies from Brazil to Russia saw dramatic declines
in their stock markets and attacks on their currencies. The International
Monetary Fund, which had failed to foresee the crisis, quickly depleted
its reserves and was forced to ask for more money. Its threat if Congress
was not forthcoming with the funds: it had nothing left if a Brazil or a
Russia should run into trouble.

By mid-1998 the world watched as the planet’s second largest
economy, Japan, seemed on the verge of suffering an economic implo-
sion. Japan’s government had proposed no fewer than six economic res-
cue packages since the fall when I met with Mervyn King. Official gov-
ernment purchases were shoring up the Japanese stock market. The
yen had collapsed on world markets after having fallen 80 percent since
its high of eighty to the dollar in 1995.° America uncharacteristically
intervened in the market to help the Japanese currency, but even that
help proved short-lived as the yen soon plunged to new lows. In mid-
July Japan’s voters sent the ruling party a loud message of discontent.
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But still the “train wreck in slow motion” continued, seemingly unstop-

pable.
A Look Backward from the Future at Today's Puppetmasters

In the future, historians and students of political economy will debate
why our current set of decisionmakers took the actions they did. If our
society and economy fail to provide the preconditions for the continued
ascent of democratic capitalism, economists will ask why the individu-
als in charge today were doomed to make the same kind of mistakes as
the leaders of the 1930s. Were the 1990s’ leaders reckless? Did they base
their decisions on the wrong economic model? Did they simply lack
information, or were markets and events simply moving too fast for
them to act appropriately? Did public-sector decisionmakers need more
power, or did they need more knowledge? Did they need both? Or is
there something more fundamental about the nature of uncertainty and
the capacity of limited government?

Mervyn Kings comments at the Bank of England suggest that we
should be a little more reflective on that point. For what we may soon
be seeing as this crisis unfolds is the most natural historical corollary to
not solving problems—finding scapegoats. As students, we, of course,
presumed that the ignorance or the irresponsibility of the decisionmakers
of the 1930s led to the Great Depression. In the hand-me-down fashion
of retail political history, Herbert Hoover has been demonized as a
bumbling incompetent, though any scholarly look at his resume or his
actions shows that he was not.

Finding historical scapegoats is a particularly comforting action
for a society because citizens can falsely assume that eliminating those
scapegoats eliminates the chance that history will repeat itself. Presum-
ably, newer, wiser heads have taken charge, and they would not and
could not make the same mistakes. The process of scapegoating causes
more than just a mere injustice to innocent men. It locks society into a
misreading of its own history.

Consider the following description of why the Federal Reserve chose
to cut interest rates in August 1927. Bear in mind that this description
was written in 1931 and therefore possessed at least some modest ben-

efit of hindsight:
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This action had been taken for the most laudable motives: several of
the European nations were having difficulty in stabilizing their curren-
cies, European exchanges were weak, and it seemed to the Reserve
authorities that the easing of American money rates might prevent the
further accumulation of gold in the United States and thus aid in the
recovery of Europe and benefit foreign trade.’

Now, let us move that explanation forward in time. Substitute Asia
for Europe, simply to reflect the development of that region and its ris-
ing importance in international trade. Second, recall that the world was
on the gold standard in 1927, so that the modern manifestation of the
“accumulation of gold” would be the flight of capital to the United
States. Today, the foreign purchases of U.S. bonds would reflect the
same behavior. In light of that, consider the following quotations from
the Wall Street Journal in December 1997 and January 1998 about likely
Federal Reserve policy in 1998: “To be sure, many investors are stream-
1ng into bonds as part of a flight to quality, amid continuing difficulties

. Asian markets.” And “[t]he recent Asian market turmoil will only
add to the attractiveness of [bonds], said Vic Thompson, who manages
$150 billion in bonds for State Street Global Advisors. ‘You think about
the general backdrop, people are interested in dollar-denominated as-
sets,, Mr. Thompson said.”® In short, modern investors were seeking
safety in American assets just as surely as their predecessors sent their
gold to America seventy years ago in search of a safe haven.

Fed policymakers are candid about their present concerns. Vice
Chairman Rivlin said in December 1997 in a direct echo of the think-
ing of 1927, “If we were not presently engulfed by the worldwide cur-
rency crisis, I think we'd be worrying very considerably at the Federal
Reserve about the economy overheating and incipient inflation, though
we haven't seen any” of the latter.”

Some economists actually see good news in that for the United
States:

“This is the immaculate slowdown,” says Joel Prakken, chairman of
Macroeconomic Advisers LLC, a forecasting firm based in St. Louis.
By cooling things off without a Fed move, the Asian crunch “allows us
to project lower interest rates into the future, which is very good for
potential growth,” he adds. “This could actually be a boon to us.”"°

As we shall see in this book, it could be too much of a boon, turning our
expansion into an asset “bubble.”
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One should not jump to conclusions about whether the Fed took
the “correct” action in 1927, or whether the present Fed is taking the
“correct” action in its recent decisions. In retrospect, the seemingly well-
intentioned move in 1927 probably helped fuel speculative fires that
caused the stock market to rise to even more ridiculous levels and ulti-
mately produced the stock market crash in 1929. The Federal Reserve
Board in 1927 was performing a classical function: 7z was buying time.
At the time, that seemed a perfectly reasonable thing to do. Is the Fed
just buying time today?

In light of such parallels, Mervyn King’s comment can be a two-
edged sword. Just as we may have been a little hurried in our judgment
about the foolishness of our predecessors, are we not potentially also
wrong about the omniscience of our current institutions? One can cer-
tainly make the case that “we” did not see the current crisis coming
either. Consider, for example, what happened at the International Mon-
etary Fund in December 1997, when events unfolding in Asia simply
made its earlier estimates “inoperative.” As reported in the Wall Streer
Journal on December 22, 1997:

The IMF updated its World Economic Outlook, last released in Sep-
tember, to reflect the financial crisis that has enveloped Southeast Asia
and South Korea since then. Gone is the ebullience of the earlier re-
port, which predicted the global economy would enter its best five-
year stretch in the past 25 years. In its place is a new humility—and a
host of downward revisions in global growth."

In September 1997 the IMF simply did not see a crisis that effec-
tively started the very next month. U.S. Treasury Secretary Rubin con-
fessed similar myopia before Congress in January 1998 when, in re-
sponse to a congressman’s question regarding what could be done to
prevent a crisis from happening, he replied, “I think there is [a] . . . limit
to . . . prognostication. [T]he prediction of what is going to happen
either in markets or economies is an extremely uncertain thing at best.”"*
One can only wonder whether Secretary Rubin’s predecessors felt equally
blindsided by events seventy years ago.

The key point is that decisionmakers may never be the masters of
the systems over which they hold sway, no matter how much they de-
lude themselves and the public into believing that they are. More typi-
cally, they are the system’s servants. They are constrained by the preju-
dices of existing theory, the information flow that has developed in the
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bureaucracies they oversee, and the constraints that other decisionmaking
forces impose on them.

That is what makes the process of scapegoating so enticing for a
society. It presumes that the scapegoat was really the master of the sys-
tem in the first place. The system is now safe because a new “master” is
allowed to take his place without any fundamental reforms’ occurring.
Of all the world’s major economies, no one has ritualized the process of
scapegoating better than Japan. Whenever there is a scandal or major
policy failure, a top official simply resigns, sometimes offering a tearful
apology. Japan got rid of its finance minister, Hiroshi Mitsuzuka, and
the head of its central bank, Yasuo Matsushita, early in 1998 once the
public realized that the nation was in the midst of the economic crisis.
Heads rolled. Scapegoats were created. Nothing changed.

Protecting the system is the reason that, in a crisis, complicity in
finding a scapegoat is extraordinarily widespread. Even people (particu-
larly the governing elites) who are closest to the process and who there-
fore know better are often involved. We may make scapegoats out of
those individuals and institutions, but we do not do so because of their
behavior but because of the system’s need to protect itself. Those indi-
viduals, and the institutions they represent, were simply at the wrong
place at the wrong time as the world learned the limits of economic
management. So, for the sake of future historians, as well as ourselves,
let us look at some of the individuals and decisionmaking institutions
that are now in place. If things go badly, will we, the American people,
do the same? If we do, we shall commit the ultimate injustice, for the
responsibility really belongs to us. The men who now hold office are
eminently qualified. They head institutions that have survived the test
of time. Most important, those institutions are behaving precisely as
we, the voters, have demanded that they act.

In Defense of Modern Decisionmakers

As an innoculation against this scapegoating process, we should estab-
lish that our current decisionmakers are neither irresponsible nor fool-
ish, nor ignorant nor impotent, for they patently are none of those things.
To do that convincingly, we need to take a close look at who those
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decisionmakers are and how they operate. While it is probably an exag-
geration to personify the decisionmaking apparatus of a country in the
personality of a single individual, the complexities of individual human
strengths, weaknesses, biases, and objectives often closely mimic those
of the systems in which they operate.

Three men, who over their careers have risen to the top of their
fields in their respective nations, exemplify the various decisionmaking
models around the world. They are the economic puppetmasters. In
this book we shall give them nicknames—the contrarian, the mandarin,
and the historian—which also reflect the paradigms or the systems they
represent. Each of these men, Alan Greenspan, chairman of the U.S.
Federal Reserve, Eisuke Sakakibara, vice minister of the Japanese Minis-
try of Finance, and Helmut Kohl, former chancellor of Germany, have
been the key players in the world economy as the millennium approaches.

Greenspan, the contrarian, is the product of two distinctly Ameri-
can markets for ideas: the political market of Washington and the finan-
cial market of New York. He has been a quintessentially successful en-
trepreneur in both. Sakakibara, the mandarin, conquered the Japanese
academic system, graduating at the institutional top of a system that has
been labeled the educational equivalent of hell in the stress that it places
on students. He then went on to rise to the very pinnacle of the Japa-
nese bureaucracy, not known for its tolerance of either the timid or the
foolish. Helmut Kohl, the historian, was the longest-serving elected chan-
cellor in the history of Germany, until losing office in September 1998.
His years of electoral success were matched by a mastery of statecraft
that is historically exceptional: he managed to reunite a country physi-
cally divided for nearly a half century by the most powerful armies on
earth. He did so without firing a single shot and on terms that can only
be described as his own. No, these men, and those they tolerate around
them, are not fools.

Nor is it reasonable to assume that these men, or the coterie of
individuals around them, are ignorant of global events. This is a world
of instantaneous global communications. Greenspan sits with two com-
puters on his desk from which he can glean any price for any currency,
stock, or bond anywhere, as well as the latest news headlines from the
wire services. He has a small television nearby to get a physical picture



Economic Puppetmasters [ 12

of events and arrives two hours before Board meetings to pore over at
least four newspapers. Should any of that fail to bring him the informa-
tion he needs, he has a staff of hundreds that is recruited exclusively
from the top graduate schools of the country.

Sakakibara sits facing a tote board high on the wall—roughly three
feet by eight feet in size—from which he can observe price fluctuations
from anywhere in his office. Like Greenspan, he is supported by a bu-
reaucracy that recruits only the top university graduates. Kohl, like many
other of the world’s political leaders, dispensed with the computer and
the instantaneous price updates. But the television, which provided the
same view of the world as his electorate received, was politically indis-
pensable. As in the U.S. Federal Reserve and the Japanese Ministry of
Finance, the men and women who serve the chancellor in the bureau-
cracy are among the best and the brightest the nation can produce. So it
would also be unreasonable in the extreme to view those men as either
ill-informed or poorly advised.

Continuing down our list of potential failings, one also cannot say
that these men, as individuals, lack power. Certainly, they are not auto-
crats. But Greenspan is said to occupy a position second only to that of
the president of the United States. Indeed, one of the president’s cam-
paign advisers, James Carville, was complaining because many of the
policies he espoused were vetoed on the grounds that the bond market
would not like them. Carville said he hoped to be resurrected as the
bond market,'® which in turn, waits with bated breath for the very next
syllable to be uttered by Greenspan. By implication of this White House
insider, Greenspan is at least as powerful as the president’s advisers, if
not the president himself. As chairman of the Board of Governors and
the Federal Open Market Committee, he has never lost a vote on mon-
etary policy, nor even really come close to losing a vote.

Sakakibara, like Greenspan, has been known to move markets with
a mere sentence. Unlike Greenspan, he has shown little reticence in
doing so. Nor can one underestimate the powers of the former chancel-
lor of Germany, who, by virtue of his position as chairman of the Chris-
tian Democratic Union Party, headed a coalition that controlled a guar-
anteed majority in the lower house of the German Parliament.

Not only does none of these men lack power, intellect, or informa-
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tion, none of these men, or the institutions they head, has so far failed
in the missions assigned them. Far from it. Alan Greenspan has presided
over a decline in U.S. inflation and unemployment that is unprecedented
in American history. The Federal Reserve is the preeminent macroeco-
nomic institution on the planet, and Greenspan’s own credibility and
prestige are at an all-time high. Eisuke Sakakibara’s pronouncements on
the foreign exchange value of the yen have a credibility that one can
earn only by multiple successes at picking its prospective level. Helmut
Kohl succeeded both in reuniting his country in an alliance with the
West and in linking Germany inextricably closer to the European Union.
By most standards of success, these men not only have attained lofty
positions personally but have used those positions in a manner that their
predecessors could only admire.

If it is not recklessness, ignorance, or a lack of information or power
that can explain current events, what can? We can dismiss the reasoned
underpinnings of any scapegoating theory, but we still run into what
psychologists call the “just-world theory.” Most of us believe that bad
things simply don’t happen—and especially that bad things don’t hap-
pen to us personally owing simply to the randomness of life. Instead, we
seek a reason. If these individuals are such successes, why do we face
even the possibility of a global economic crisis?

The answer lies not with the individuals involved. Powerful in their
own right, the individuals elevated to responsible positions in those sys-
tems are in fact the servants of the systems in which they operate. They
are, therefore, constrained to pursue objectives that are not necessarily
the same ones that are most likely to avert a crisis.

Thus, this book will suggest that it is not these individuals” short-
comings but the limitations inherent in the decisionmaking systems in
which they operate that can potentially lead to global problems. Eco-
nomic management is not, and cannot be, unlimited in its scope. If that
were not the case, the Berlin Wall would never have fallen, for omni-
scient and omnipresent control was what Communism was supposed to
be all about. Instead of celebrating democratic capitalism, we would be
celebrating the triumphant efficiencies of bureaucratic central planning.

So “blaming the system” is not right, either. In a sense, doing so is
no more useful than finding an individual to name as “scapegoat.” The
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system, with all its flaws and weaknesses, is the way it is because we have
chosen it, by trial and error, as the least-worst alternative: “The fault,

dear Brutus, is not in our stars, but in ourselves.”*

The Systems Bequeathed by History

Greenspan the contrarian, Sakakibara the mandarin, and Kohl the his-
torian are the quintessential representatives of their systems because their
personalities embody the traits that the world’s various governing sys-
tems demanded. In turn, these governing systems are successful impro-
visations from the crises that created them: depression, global war, and
cold war. They are the way they are for the most pragmatic of reasons:
they filled society’s need at that time. As a result, each role was demanded
by, or at least had its continued existence sanctioned by, the democratic
institutions of their respective countries, even though, in many respects,
the role being demanded had undemocratic aspects. Democracies de-
manded those institutions and tolerated their undemocratic natures
because they solved a problem for which no other solution was offered.

The contrarian was the product of an Anglo-Saxon wish for eco-
nomic stabilization, a product of the Great Depression. But, by its very
nature, stabilization requires a contrarian—someone to act in a way
contrary to that of the majority. If a society’s stabilizer is within the
public sector, that creates a fundamental conflict between the stabilizer’s
doing its proper job and the wishes of democratic government. Alan
Greenspan is successful at his job because he found a way of taking
unpopular actions without arousing sufficient wrath to cause elected
officials to curtail his power.

That is a remarkable achievement. So impressive, in fact, that many
societies around the globe sought to create domestic Alan Greenspans
and failed. As a result, many chose to hire the real thing—by pegging
their currencies to the U.S. dollar. As we shall see, that expedient action
often proved only temporarily successful. Currency arrangements de-
signed to import the monetary discipline of others are unsustainable
unless governments are also willing to take actions to bring their econo-
mies into line with monetary realities. Where that did not occur, the
seeds of crisis became deeply planted. The challenge of creating success-
ful stabilizing institutions—a global coterie of contrarians—is one fac-
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ing not just Anglo-Saxon voters but all the economies of the world.

The mandarin in his most undiluted form was largely the product
of centuries of Asian political development. Confucius extolled the vir-
tues of the educated bureaucrat governing in concert with other like-
minded souls in the name of the emperor. But conquering armies also
easily coopted the model to meet their own objectives. Certainly, the
British governance of Hong Kong (and earlier of India) was compatible
with that model. Of more direct relevance to our current story was the
relation of that model to MacArthur’s occupation of Japan. Although it
was among the most benign occupations in military history, the politi-
cal institutions MacArthur left behind based their legitimacy on his writ,
not on a popular mandate.

Some advantages offset that lack of legitimacy. The capacity of a
mandarinate to gather and process information, mobilize financial capital,
and stimulate the growth of human capital gave it a potential edge in
this process. An otherwise poor electorate might therefore gratefully give
its democratic blessing to a mandarinate, despite its undemocratic char-
acteristics. Furthermore, the mandarin is not just ensconced in power in
East Asia. Americans and Europeans will easily recognize his function in
political guarantees of “cradle to grave” security in the arms of the nanny
state. But after fifty years of elections, even a mandarinate governs with
democratic legitimacy, although it is by no means itself democratic.

The historian possesses the most democratic persona, at least su-
perficially. The motivating forces behind his governance are not just
personal history but the history of his nation. The personal tragedies in
his own life story may have shaped his objectives and motives, but that
story is one shared by millions. Unfortunately, history is ultimately writ-
ten in grand designs, and grand designs are not easily made by the direct
consent of millions, but by a relative few. Kohl the historian was a pre-
eminent builder of political coalitions, but, in practice, the coalitions
that he built were often coalitions of “princes,” not of people, because
that is what history demands. Further, the focus of a system based on a
reaction to history is by definition backward-looking. It is designed to
make sure that the European past is not also Europe’s future. But Kohl
and his given set of talents were what the people of Germany chose. He,
his successors, and their counterparts in Europe have the democratic
legitimacy to make the choices they do.
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Democratic Triumph—Democratic Default

In America a president who promised to reverse the international focus
of his predecessor and deal with our day-to-day problems was generally
hugely popular despite a vast array of scandals. Similarly, Japanese vot-
ers, for reasons we shall examine later, continuously reelected the status
quo. Even their surprise vote against the long-ruling Liberal Democratic
Party in July 1998 still left the LDP in charge. The German public
elected Chancellor Kohl four times. Now, in the midst of crisis, that
may be changing. The ruling parties of Japan and Germany lost elec-
tions, and President Clinton seems in serious trouble. In this age of
democracy, it is not in the hands of the contrarian, the mandarin, or the
historian to redefine the institutional mission of government. It is in the
hands of the people. Things are the way they are because, as voters, we
wanted them that way. It may be a sad commentary that we voters wait
for things to fall apart before we opt for change.

The historic irony of the current crisis is deeper. Politically, we
discover that just at the moment when democracy seems triumphant
around the globe, popular interest in the affairs of government is at a
low ebb, and our distaste for government soars. Today’s economic crisis
is inextricably linked to a crisis in democratic confidence. We see wide-
spread estrangement of electorates from the institutions that we have
created to guarantee our liberty and our hard-won peace. Trust in
governments ability to solve problems is clearly ebbing, after a century
of accumulating state power. Voter turnout is plummeting in nearly
every established democracy. In the United States the turnout fell from
63 percent in 1960 to 49 percent in 1996. The decline in Japan was
substantial: from 71 percent to 60 percent over the same time period.
Over a comparable period of time, turnout has fallen in England by 12
percent, in France by 19 percent, in Germany by 20 percent, and in
Italy by 9 percent.”

Why? It may be the case that we, the individuals who comprise
those electorates, do not appreciate the variety of our options. Usually
the choices are at the margin, a little bit more of this, a little bit less of
that. Only rarely do we have truly decisive choices, and having made the
big decisions, the rest pretty much fall into place. Consider the case of
Italy. Professor Marco Vitale of Bocconi University argues:
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Italy has really only had one election. It was in 1946. The choice was
whether we wanted to be governed by the Communists, and to the
surprise of many, the Communists lost. After that decision to stick
with the West, we really only had one option, because the big choice
had already been made.'

Voters around the world may well feel that, as in Italy, the important
choices have already been made in some previous election and that par-
ticipation in the current one is not worth the effort. That really reflects
a satisfaction with the existing order, a willingness to let the contrarian,
the mandarin, and the historian continue to lead.

Politicians may also be compliant in this process and by so doing
encourage us to believe that big changes are not possible. In the United
States one of the key questions in polls indicating support for the presi-
dent is whether he “understands problems of people like [me].” This
desire to have one’s national leadership concerned about day-to-day prob-
lems may lead the political establishment to narrow its focus. Successful
politicians will devote their energy and political resources to keeping
cigarette vending machines away from children or deciding how many
days someone with a certain ailment should spend in the hospital. They
will avoid tackling big issues that may not be so easily soluble and for
which finding a solution may not be what the voters say they care about.

We seem to base our electoral choices on relatively minor matters
and not on affairs of state—what the political consultant, Dick Morris,
refers to as “bite-size” or “incremental” achievements. In an October
1994 poll, voters said, according to Morris, that they were “prepared to
believe in [Clinton’s] smaller achievements and these are . . . more than
enough to move their votes back to [Clinton].”"”

As voters, we have rewarded those we elect for ignoring the big
picture of global events and paying attention to our personal concerns.
But we may be about to pay a price. Many in Anglo-American policy
circles seem to have been caught daydreaming. We may have allowed
our leaders to be lulled into a self-indulgent preoccupation with our
own success. Most alarmingly, we have permitted our own political in-
stitutions to neglect the big picture and, in the process, have become
driven by overnight polls and focus groups. We forgot that government
can do only a finite number of things well at any one time. And in the
global context, there are some things that only the American govern-
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ment, and particularly the American president, can do. The economic
principle of opportunity cost—by spending time on one set of concerns
we are, of necessity, neglecting others—may come back to haunt us.

As Brad Delong, former Clinton aide, now a professor at the
University of California at Berkeley, said in a Wall Street Journal story,
“[TThe late 1990s may resemble the late 1920s, when a ‘wave of cur-
rency crises and devaluations that destroyed the financial systems came
as a complete surprise’ to policy makers.”"® DeLong, from his insider
perspective, gives one possible answer to the question about whether
they saw it coming: they didn’t. Just as in the 1920s, the political process
was still committed to “a chicken in every pot,” in addition to two cars
in every garage.

The main reason our systems are the way they are is that they have
worked well over a long period of time. They won the cold war. Today
we must realize that we achieved this triumph of capitalist democracy
because it created institutions that could survive a long-term battle with
Communism. That is a tribute to the system. But being better than the
alternatives does not mean being the “best.”

Today, we must understand that some of these institutions were
compromises: democratic institutions that were less than democratic;
supposedly capitalist institutions that relied on rigged markets. Demo-
crats and capitalists accepted those compromises for five decades be-
cause democracy and capitalism were on a war footing. Today, these
vestigial institutions remain as relics of the cold war, which, along with
Communism, should be relegated to the dustbin of history. They stand
there ready to fight the battles of the late twentieth century but are
incapable of leading the world to a truly capitalist and democratic twenty-
first century. Our societies and systems still possess vast quantities of
political capital and goodwill. The test of them in the present situation
is whether they can move beyond their cold war roles to transcend their
historical mission.

The Ultimate Historic Irony
This discussion of our institutions and the individuals who lead them

highlights the ultimate irony in our current situation. We begin with
individuals of remarkable competence who perform admirable jobs in
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their assigned roles. We then find that these roles, though not demo-
cratic, have a democratic legitimacy well grounded in historical success.
Finally, we note that these individuals and the institutions they head
have just triumphed in a global conflict lasting at least half a century
over a competing model. Democracy and capitalism, the unifying po-
litical and economic principles of the American contrarian, the Japa-
nese mandarin, and the German historian, have triumphed at just the
moment that the world’s democracies find themselves in crisis.

The triumph of democracy in the fight against communism has
left us with a democratic dilemma. Only the voters have the option of
creating a new mission statement for their governing institutions, one
that takes into account the changing world around us. But the voters
are in no mood to issue such a mission. There’s little understanding of
what that mission statement should look like.

Five decades of record-setting economic performance, victory in
the cold war, and talk of “miracle economies” and “New Ages” have led
to a sense of security that is incompatible with requiring change. This
means that our fates are in the hands of systems that we inherited and
did not choose—systems created at another time to meet other chal-
lenges. That fact is politically what puts us all most at risk in the current
crisis. The global triumph of democracy has coincided with a demo-
cratic “default” on how to proceed.

Overcoming that default is the real challenge facing our political
leaders. Our economic puppetmasters are starting to find that their strings
are getting tangled up. Prosperity in a new century will require action to
get them untangled. One must hope that as in the past, democracy has
the ability to produce leaders who will take the necessary steps, for as
former Prime Minister Margaret Thatcher often said, “There is no alter-
native.”



The Contrarian at the Center

[I]deas of economists and political philosophers, both when
they are right and when they are wrong, are more powerful
than is commonly understood. Indeed the world is ruled by
little else.

—John Maynard Keynes'

acted as rather rude hosts to the annual world summit of the seven
industrial nations—the G-7, to which Russia has been added. Ameri-
can participants couldn’t stop lecturing their guests on the success of the

I n June 1997 in Denver, Colorado, the leaders of the United States

American economy. At the summit, one American official rather impo-
litely described the United States as the “world’s only economic super-
power.” While such breast beating is almost certainly inappropriate dip-
lomatically, one of the reasons that the claims were so impolite was that
they had a ring of truth. America (and its philosophical cousin, the
United Kingdom) seemed to have learned some lessons that Japan and
the nations of continental Europe could usefully adopt.

Learning is never easy, and the lessons of political economy can be
particularly painful. The current Anglo-Saxon economic success is all
the more stunning because just two decades ago America and the United
Kingdom were among the economies about which informed opinion
was the most pessimistic. America suffered under record-setting peace-
time inflation and high unemployment, while economic life in the United
Kingdom was dimming visibly under electrical production cutbacks
produced by a nationwide coal strike. When two of the most dull stu-

20
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dents suddenly move to the head of the class, it is quite natural to sit up
and take notice.

One man—Alan Greenspan—has presided over most of the pe-
riod during which America has regained its global leadership. Appointed
in 1987, he has seen America through a sharp, but very short, stock
market crash. He, in large measure, oversaw the reorganization of the
American banking system, which had problems similar to those now
faced in Japan. His conduct of monetary policy during the banking
overhaul turned a potentially protracted economic slowdown into a short
and very mild recession. Furthermore, he has presided over an economy
that has brought both unemployment and inflation to thirty-year lows.
In a world in which so much is going wrong, a good place to start is by
visiting a man who has gotten so much right.

In the 2000 block of Constitution Avenue sits yet another of
Washington’s many imposing marble structures. The close observer would
detect that the exterior is a bit less shabby than the half-vacant Interior
Department building next door and that the grounds are a bit better
maintained. But there is no outward sign that in this building is the
center of American macroeconomic stabilization policy.

Anonymity suits the Board of Governors of the Federal Reserve
System just fine. You will rarely see tourists snapping photos and cer-
tainly no queue waiting for a tour. There aren’t any school buses outside
that have brought in their precious cargo to get a bit of a real-life civics
lesson. In fact, it is sometimes possible to find a parking space on the
street, a feat that is truly rare in the nation’s capital. It’s not that the
Board actually prevents tourists from seeing their government at work.
The Board actually provides a very nice tour, and the grounds outside are
certainly suitable for a photo opportunity. Let’s just say the Fed doesnt
advertise, and the American public by and large missed that chapter in
their civics text (if it was there in the first place) about the functions of
the nation’s central bank.

This lack of knowledge is reinforced by the tour buses that go by
outside spouting their fifteen-second sound bite about the Fed. It’s usu-
ally wrong. Some tell visitors to America’s capital that the Fed is where
their money is stored in giant vaults. It isnt. In fact, the Board of Gov-
ernors building is probably the only building in the Fed system that
doesn’t store any money. Tourists wishing to see stacks of money should
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visit any of the twelve district banks spread around the country or even
one of the twenty-five branches of those district banks. Or, to see the
money printed, visitors should go to another giant stone building down
on 14th Street—the Bureau of Engraving and Printing, which isn’t even
managed by the Fed. Absent stacks of money, the Fed building is just
another office building from a tourist point of view, and the tour guides
quickly turn to more interesting subjects, like the Vietham Memorial,
across the street and set back along the 2100 block of Constitution Av-
enue.

But the view from the Fed is a key one for understanding the de-
veloping global economic crisis and the limits on what current economic
management is and is not capable of controlling. The Fed building has
been likened to a temple,’ and a visit there involves a ritual that can only
reinforce that perception. The guard will check your name at the C
Street entrance, and you will enter a hall that would make a Greek god
proud. As in any temple, the intended architectural effect is to instill
silence and reverence in the guest. High above the visitor is his objec-
tive—the entrance to the hall containing the offices of the Board of
Governors. To get there he must scale either of the thirty-two-step stair-
cases that flank the sides of the hall. Silence is a must unless one wishes
to make his every syllable reverberate off the nearly naked marble walls.
The visitor who makes it to the top then enters “The Oval,” where a
guard will direct him to a large sitting room on the left.

There, you will be treated most courteously by either Pam or Diane.
They will take your coat, get you coffee, and chat about the day’s events
if you like. Or, if you prefer, you can sit and read any number of news-
papers of record displayed on the coffee table. But do sit down. This is
not the hurried pace of Wall Street. It is not the frantic bustle of the
White House or Capitol Hill. Here, at the intersection point of politics
and economics, time moves with the slow, deliberate pace of an eighty-
five-year-old institution that has long ago learned that deliberate ac-
tions work best. After all, what’s the rush when the lags between your
actions and their effects are best described as “long and variable”?

It is not that the Fed isn’'t punctual. Board meetings begin at 10:00
AM., and governors and staff entering at 10:01 A.M. will find the door
closed. Latecomers are not formally reprimanded but given the distinct
impression of interrupting already ongoing business. A new governor
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will quickly learn that it pays to arrive around 9:58 A.M.

Nor will you as a guest be asked to wait long. The businesslike pace
of the institution will ensure that you will be in your meeting with the
chairman at the appointed hour. You will be ushered down the hall, past
the boardroom into the first open door on your left where Anne, his
secretary of many years, will say, “You can go in now,” and signal you to
proceed through the one closed door in her three-door office.

For the uninitiated, entering that door is a bit of a mystical experi-
ence. Here sits a man whose job has been described as the second most
powerful in America. The office is tasteful but nothing spectacular. It
has an L-shaped work area with a desk facing the front of the room and
a computer table with multiple screens at the side. The desk is invari-
ably cluttered, the result of hundreds of pages of incoming documents
and memoranda that the chairman must process each week. Newspa-
pers add to the clutter. Greenspan reads not just the Washington Post and
the New York Times, but the financial press and even the industry pub-
lications that focus on the latest news in the auto, steel, or banking
industries. The office has a small half-bath and a modest walk-in closet,
two large floor-to-ceiling windows, a desk, and a sitting area. In the
kind of logic that makes sense only after you've been at the Fed a while,
the chairman’s office is almost the same as that of each of the other
governors, with a single notable exception, which proves that the chair-
man really is primus inter pares. He, and he alone, has a door that leads
right into the boardroom.

When I mention to Greenspan that he is probably considered the
best Fed chairman in history, he shifts uncomfortably in his chair and
puts on the customary grimace that signals that he doesnt like the way
the conversation is going.* But Greenspan has been successful enough
to have been appointed by three different presidents. He has been ap-
pointed by both Republican and Democratic presidents and confirmed
by both Democratic and Republican Senates. Interestingly, he has man-
aged to appease both parties at the same time, with the president ap-
pointing him always of a different party from the Senate that confirmed
him. His modest answer to all of this is that “I was just in the right place
at the right time. Someone like Volcker went through a really tough
time.”

Alan Greenspan is the thirteenth chairman of the Federal Reserve.
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To most, he is a riddle wrapped in a mystery inside an enigma. This was
Churchill’s view of Russia,” and indeed a whole industry of Fed watch-
ers has emerged, like the Kremlin watchers of old, to parse every syllable
coming from insiders. In that regard, Greenspan is the insider of all
insiders and has developed a style of sentence construction that leaves
the Fed watcher with plenty of syllables, not to mention whole clauses,
to parse.

He is usually described as an intensely private man, even shy. But
few men have a private history that melds so seamlessly into their public
personae. It is the job of the Fed chairman to be above the political fray
of Washington, yet sensitive to its every nuance. That may seem a para-
dox, but it is one that Greenspan, in many ways a paradoxical man,
accomplishes by using a powerful analytic detachment that allows him
an objective view of the economic and political events that swirl around
him.

How does one detach himself from politics in the heart of the
nation’s capital? How can anyone detach himself from the economy when
every news commentator links his behavior to the economy’s perfor-
mance? The starting point for Greenspan is information: “We have
sources of information not available generally. Companies and member
banks, for example, won't speak to their competitors, but they speak to
us.”

Greenspan’s point about information is revealing on a number of
fronts. First, it debunks one of the bases for the scapegoating that we
discussed in the previous chapter—that policymakers simply don’t know
what is happening. They do, perhaps better than anyone else. A wide-
spread claim among the Fed’s critics is that it operates in an ivory tower.
Perhaps, but it is the best—plugged-in ivory tower in existence.

The second revealing point about Greenspan’s reliance on infor-
mation is that /e seeks out an objective confirmation of his superior
position to make judgment calls. Having enormous power is a huge
responsibility. Some men shoulder the burden of responsibility simply
on the basis of their ego. For Greenspan that is not enough. Access to
superior information justifies holding superior responsibility.

The Fed’s relatively omniscient position helps give it some immu-
nity from external criticism as well. Critics often cite the templelike
qualities of the place as useful to maintaining the aura. Perhaps, but the
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aura is real, if in my view, slightly exaggerated. The view in the market
that the Fed is about to move because “it knows something we don” is
regrettably widespread.

At times that view reaches utterly irrational levels. I remember tak-
ing a call on the day of the New Hampshire primary in 1992 from a
reporter who had heard that the Fed was about to cut rates immediately.
Why? The Fed knew that Pat Buchanan was running close to then-
President Bush in the Republican primary votes cast so far that day and
“needed to give Bush some help.” That rumor missed the point on so
many different assumptions that all I could do was laugh. But the most
amazing part of the whole affair was the belief that the Fed “knew” how
people had marked the ballots that were at that time still stuffed in
ballot boxes 450 miles away.

Complete omniscience is not given to man, even to Federal Re-
serve officials. Yet a whole industry has sprung up to track down every
rumor like the one about the New Hampshire primary. The Fed knows
a lot of details that inform its decision and, as we shall see, improve its
timing. But as for acting “out of the blue” because of some inside knowl-
edge, Greenspan was clear: “It may occur sometime that we have no
choice but to act precisely because we know something the rest of the
world does not. But that has not happened since I've been here.”

The Need for a Contrarian

Information may be necessary for achieving detachment, but the de-
tachment is essential because the job Greenspan performs requires one
not only to ignore the winds of political and economic opinion but to
lean against them actively. The job of chairman of the Federal Reserve
Board of Governors has evolved into being a contrarian—one whose
views actively run contrary to established wisdom. Greenspan did not
establish that role. Many of his predecessors—Arthur Burns with his
pipe and air of academic detachment, Paul Volcker with his long cigar
and immovable frame—also cultivated it. But they did not create the
role, either. The role of contrarian is deeply embedded in the culture of
American political economy, and no Fed chairman could successfully
do anything to change that. Different actors may play the role differ-
ently, but the script is an unchanging one, written by the American
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economic experience of the twentieth century.

Central to that experience is the Great Depression of the 1930s
and the resulting rise of the economic thinking of one man—John
Maynard Keynes, who established the contrarian role for government.
Keynes may posthumously need a publicity agent. He is widely per-
ceived by his critics as a starry-eyed idealist, an egghead, if you will. In
practice, he took a remarkably pragmatic view of the events surround-
ing him, actively pushing for realistic government policies against exist-
ing ideologues. He correctly foretold the likely consequences of the pu-
nitive reparations leveled against Germany after the First World War
and opposed them. He made a fortune in the markets as an arbitrageur.
He offered sensible advice at the end of his life for creating institutions
to help rebuild the shattered world economy. While no one has a perfect
record, the investor or policymaker of the first half of the twentieth
century would have done much better heeding Keynes's advice than
ignoring it.

Of course, what he is most known for is his equally sensible advice
to governments confronted by the Great Depression. The business cycle
had been a primary focus of Anglo-Saxon economic thinking, at least
since the days of Alfred Marshall at the end of the nineteenth century.
That intellectual tradition had always ascribed an important role to
pseudopsychological factors such as business confidence and anticipa-
tion of the future. Keynes famously (or infamously) characterized those
psychological factors as “animal spirits.”® It was an interesting choice of
words; one that won Keynes both widespread support in the elite intel-
lectual classes and widespread mistrust among the business classes he so
effectively put down.

One does not know whether Keynes's choice of words was a care-
less reflection of his class bias or was more deliberate. The intellectual
and policymaking classes interpreted it as an appeal for action. After all,
if “animal spirits” could be depressed among the business and commer-
cial classes, then the more observant policymaking class could compen-
sate through increased government spending. That spending could oft-
set the diminished demand from business for investment and maintain
economywide demand and employment. A successful intellectual en-
trepreneur would certainly not shy away from flattering the customers.
The class biases of the upper ranks of the British civil service and their
New Deal cousins were certainly known to Keynes, and classifying the
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business community in a lower order certainly fit.

Whatever the language, Keynes was making a more subtle eco-
nomic point known to economists as the fallacy of composition. Put
simply, it states that what may be a rational action for each individual in
society may be counterproductive for society as a whole when all indi-
viduals act in the same manner. For example, when a businessman con-
fronts falling sales, it is eminently rational for him to cut back on pro-
duction and lay off workers. When all businessmen confront falling sales
and each cuts production and lays off workers, household incomes fall,
sales fall still further, and a vicious downward spiral ensues for the entire
economy.

What is needed is for some economic agent to intervene to halt
that process. In most markets, speculators usually play that role. “Buy
low, sell high,” the expression goes, or, “Buy on the cannon, sell on the
trumpets.” The assorted axioms for success in markets all involve some
version of doing the opposite of what the mob is doing.

At that level, all Keynes was doing was urging government to act
like a contrarian, to do for society what he did for his university’s port-
folio when he managed it as a speculator. In markets, successful specula-
tors—those who buy low and sell high—tend to stabilize prices. Hav-
ing government increase spending in a bust and decrease spending in a
boom is an eminently sensible recipe to any pragmatic policymaker.
Economies, like markets, need contrarians to provide stability and bal-
ance. Mob psychology, left unchecked, is a prescription for extreme varia-
tions in market performance.

Keynes maintained that the total amount of demand in an economy
was inherently unstable, animal spirits being what they are. The dis-
cerning policymaker, above the fray, was to detect any shortfalls in de-
mand caused by drops in consumption, or particularly in private invest-
ment, and compensate for them by creating public-sector demand.
Keyness goal was stabilization, and to achieve that goal required the
public policymaker to act in a manner contrary to the private forces
around him.

Keynes’s minimal prescription was public-sector spending. In a fa-
mous critique of policy he said:

If the Treasury were to fill old bottles with banknotes, bury them at
suitable depths in disused coal mines which are then filled up to the
surface with town rubbish, and leave it to private enterprise on well
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tried principles of laissez-faire to dig the notes up again, there need be

no more unemployment and, with the help of the repercussions, the

real income of the community and its capital wealth also, would prob-

ably become a good deal greater than it actually is. It would, indeed, be

more sensible to build houses and the like; but if there are political and

practical difficulties in the way of this, the above would be better than

nothing.”

The Fed acts as a stabilizer, as a contrarian, by controlling the price
of money. By doing so it is not “filling old bottles with banknotes,” but
by affecting the cost of borrowing to finance economic activity, the Fed
is endeavoring to stimulate more sensible things, like building houses,
to use Keynes’s terminology. The Fed’s role in that is now central to
stabilization policy. The key fact is that, unlike in Keynes’s day,
policymakers like Greenspan, not automatic mechanisms like the gold
standard, affect the price of money. As Greenspan says, “If you had a
gold standard, there would be no need for monetary policy. When we
intervene to affect interest rates, we are acting because we have a system
of fiat money, and there is no automatic mechanism to constrain it.”

Fiat money, money by law or decree, “is legal tender for all debts,
public and private,” as it says on our currency. That currency, Federal
Reserve notes, are the liabilities of the Fed. The Fed decides on a target
rate of interest for overnight money and buys and sells government bonds
paid for by those liabilities. If the economy is booming, the Fed raises
the target rate, selling government bonds to take back some of the money
it has issued. If the economy is falling, the Fed issues more money to
buy more bonds, thus lowering the overnight rate of interest.

Money creation is an admittedly indirect way of affecting the
economy. Keynes preferred direct government spending. But back in
the 1970s it became increasingly obvious that direct spending measures
weren’t working well.

In retrospect, where this otherwise successful recipe probably went
wrong was on its reliance on government and the political process to
play the role of contrarian. In short, politics got in the way of policies
that depended crucially on their timing. Perhaps more fundamentally,
it may be possible for an elite to act as a counterbalance to the prevailing
sentiment but not a democratic government. Institutionally, the kind of
mandarinate that the British civil service had become in the Victorian
era might work as contrarians—hence Keynes’s view. In modern times,
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however, politicians actively adopt the prejudices of mob psychology to
win elections, and the contrarians are the losers.

Keynes’s reliance on elected politicians to be the contrarians in the
economy, while inspired in the desperate days of the 1930s, was too
utopian a solution to work in the long run. Government faces some
practical limitations in its ability to act, all of which damage the timing
of its policies.

Government, particularly American government, is not designed
to act quickly. First, it takes time for decisionmakers to realize what is
going on. Economists refer to that as a “recognition lag.” Typically, a
recession is defined as two consecutive quarters of negative growth. The
data for any single quarter are typically released four weeks after the end
of the quarter. Thus, to recognize a recession officially would mean wait-
ing, typically, seven months until after it began. By contrast, the average
length of postwar recessions in the United States is only eleven months.
So, by the time the politicians recognized a problem, it would be too
late to act.

Next comes a decision lag. In the United States, the budget proce-
dure is a textbook in tedium. The agencies draw up plans in the autumn
of each year that the president approves in late December. He submits
those plans in January, and with luck they will be implemented by the
start of the fiscal year the next October. Thus, in the United States, a
typical recession could have begun and ended between the time agen-
cies make budget plans and Congress appropriates the necessary funds.

Finally, once a tax or spending change is announced, it generally
takes effect over an entire year. That is known as an “implementation
lag.” Tax changes generally take place through paycheck adjustments
(withholding). The impact on the economy is generally slow to materi-
alize. Similarly, spending programs rarely put the appropriated funds
out the door immediately. Complicated bidding and contracting proce-
dures usually must be followed. Typically, the funds are disbursed over
the course of the project being undertaken, which may consume the
entire fiscal year or even longer. Thus, the median dollar of funds in an
intentionally countercyclical policy move is usually disbursed six months
into the fiscal year. By then, the recession may well be over.

How does Greenspan get around those problems? First, he is a
natural skeptic: “I'm not wedded to a Keynesian model that you learn in
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Economics 101. When the economy doesn't behave exactly the way the
model predicts, I disaggregate the numbers.” Of course, not everyone
can have the confidence to form a judgment independent of what eco-
nomic models are saying. For Greenspan, it is a bit like his faith in his
superior access to information. As a basis for his independent judgment,
Greenspan credits a long and varied career:

I've spent all of my working life observing how the economy func-

tions. I was at various times a specialist in virtually every major indus-

try and generally knowledgeable about the remainder. When you go

through every industry over your lifetime, you should know how the

system works.
In short, Greenspan can try to overcome the “recognition” lag by fol-
lowing not only the government’s data, but the tone of individual mar-
kets. That is what all those industry publications are for.

Greenspan’s grasp of the facts can be a bit overwhelming to both
the staff and his colleagues. I remember one instance when spring floods
were making many of the bridges on the Mississippi River unusable. At
the time of the weekly Board of Governors meeting, the U.S. economy
was literally linked together by a single bridge. Greenspan not only knew
the location of the bridge, but also the various reroutings that could be
used to get merchandise there. Those types of facts fit naturally into the
mind of a man who studies statistics on boxcar loadings at all the major
terminals in the country. On another occasion, he humbled the staff
steel expert into silence by discussing the daily output of the various
Midwestern steel mills.

But Greenspan does not rely on private-sector sources alone. As he
said in our formal interview, “Over the years I've learned the National
Income Accounts backwards and forwards. In fact, I used to teach a
class in it.” This also shows up in Board meetings. He frequently in-
structs the staff on the nature of the seasonal adjustment involved in a
particular data series. He knows what is right with it and what is wrong
with it. The staff members whose job it is to follow that segment of the
economy just sit there taking notes.

In short, Greenspan’s mind acts like a computer model of the
economy that is based on an industry-by-industry re-creation of what is
actually going on. That helps him play the Keynesian contrarian with-
out some of the problems of lags that his counterparts on the fiscal side
of government may possess. For Greenspan, whose mind is a real-time
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model of the economy, there is no such thing as a “recognition lag.”

That a brain wired in such a way is a rare, if not unique, combina-
tion of nature and nurture may give us a clue to Greenspan’s shyness.
One of Greenspan’s comments in our formal interview summed up the
self-image of a man who knows his strengths and his weaknesses and is
content with both:

Of course, there’s also the fact that I've lived enough years to have had
time to accumulate a lot of information. And, I'm not senile yet. Of
course, I may not be able to remember the name of someone I just
met. But, when it comes to numbers and statistics, it just sticks.

Greenspan’s job is also well designed to overcome the “decision
lag” that hamstrings fiscal policy in America. The Board of Governors
can raise or lower the discount rate at which it lends to member banks at
any time. The Federal Open Market Committee can raise or lower the
“fed funds target rate,” which is the rate at which banks lend to each
other on an overnight basis at any time, although the Fed usually does
so only at meetings held every six or seven weeks.

As far as prevailing at those meetings, Greenspan rarely has any
trouble. As he noted in our conversation, the people on the Board are of
a similar mind-set. That does not mean they all agree politically. But all
are problem solvers by orientation. Esoteric and theoretical abstractions
exist, but when it comes to a concrete vote, they rarely play a role. On
average, there is less than one dissenter per meeting—out of twelve vot-
ing members.

Has the chairman ever been swayed by his colleagues? Well, as a
good economist, yes and no:

It’s unlikely that I would be caught off base at Federal Open Market
Committee meetings in the sense that I see things totally differently
from everybody else. Like everyone else, I read the Beige Book and
evaluate the same statistics. But it has happened that certain members
have said certain things about what is going on that hadn’t occurred to
me. I do not recall having changed from yes to no but certainly [it]
moved me from symmetric to asymmetric and back-and-forth in the
meeting.

Furthermore, policy is implemented immediately upon a vote of
the Board or the Federal Open Market Committee. So, when it comes
to the three lags that bedevil policymakers, Greenspan, recognizing what’s
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going on and deciding to act, is in an enviable position. At the Fed, a
real-time monitoring of data eliminates recognition lags. Frequent meet-
ings sharply cut decision lags, and because policy is changed immedi-
ately, implementation lags do not exist. That does not make the Fed
perfect. It takes time for interest rate changes to alter the economy. But,
to the extent that lags are controllable, the Fed has the elected branches
of government beat hands down.

Congress may well recognize that fact. That is the reason it created
the Fed. A story that has made its way into Fed lore about House Bank-
ing Chairman Wright Patman and Fed Chairman William McChesney
Martin provides a further piece of evidence. Patman, as a good Texas
populist, could give some stemwinding speeches blasting the Fed as an
elite institution dominated by bankers. But he never let any anti-Fed
legislation out of his committee. Over lunch, Martin asked him why.
Patman allegedly responded, “If we didn’t have you to blame, what would
we do?”

Politics and the Contrarian

Two more problems with Keynes’s reliance on politicians to act as
contrarians exist. Both are “political.” The major political limitation of
relying on politicians to be economic contrarians is that politicians are
asymmetric in their preferences and actions. Simply put, politicians will
gladly spend to get the economy out of a recession but are less willing to
cut spending to prevent a boom from developing. In a boom, not only
will politicians adopt mob psychology, but some will struggle to get to
the front of the line to lead the mob to even higher expectations. Most
important, many politicians will tie their egos and their political careers
to the continuing success and excess of the economy. America is now in
that situation, with politicians rushing to claim credit for the economy’s
success. But, when it comes to countercyclical action to cool a booming
economy, those politicians are nowhere to be found. The reduction in
the U.S. budget deficit has been almost entirely the result of automatic
increases in revenue, not discretionary moves by policymakers to try to
mitigate the business cycle. In fact, the last discretionary fiscal tighten-
ing occurred in 1993, when unemployment was 50 percent higher than
at present.”
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The human emotions that drive markets to excess and propel busi-
ness cycles into boom and bust are as present in politicians as they are in
the rest of humanity. But the linkage in the public mind made by Keynes
between public policy and economic performance has actually wors-
ened the excesses of those emotions. Politicians’ job performance is now
dependent upon the maintenance of good times, even when the times
are “too good.” The result is a permanent bias of policymakers toward
fiscal stimulus.

The other political shortcoming of politicians as contrarians has to
do with timing. While politicians” egos do tend to want their entire
terms in government to be the best in history, some years are more im-
portant than others. In particular, the periods leading up to elections are
particularly vital. The economics profession noted the existence of a
“political business cycle” more than a quarter century ago. That discov-
ery came during the heyday of Keynesian policy dominance.

The existence of a political business cycle should be of particular
concern to advocates of the Keynesian paradigm. In this case, the poli-
ticians not only shirk their responsibilities as contrarians, they actively
adopt policies that will destabilize the economy to coincide with their
election. Neither this “timing” issue nor the “asymmetry” issue mat-
tered back in the 1930s. But both matter crucially for long-term eco-
nomic management.

Again, Greenspan and the Fed have come to dominate elected gov-
ernment at playing the role of contrarian because they have mastered
that political problem. Interestingly, in our interview Greenspan did
not mention any of his political skills, which are enormous, when I
asked him about the reason for his success. He may never have been
elected to any office, but he is without question one of the most success-
ful politicians of the late twentieth century. That is all the more surpris-
ing given his political views, which are distinctly libertarian. During the
early 1950s, Greenspan was part of Ayn Rand’s salon, known somewhat
ironically as “The Collective.” While he might have shed some of the
more extreme egoism of Rand, Greenspan’s faith in markets and skepti-
cism about government have remained.

Michael Lewis, in a somewhat critical biographical piece, attributes
Greenspan’s political success to his ability to bridge “the gap between
what universities produced and what the world demanded of an econo-
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mist.” Greenspan became an adviser to Richard Nixon’s 1968 campaign
but thereafter turned down offers of formal government jobs. Lewis
notes: “Most people throw themselves into political campaigns with the
vague hope that they will receive an important job in government.
Greenspan’s interest in Nixon seems to have been more purely prin-
cipled.”" To Greenspan, it was one thing to convince those in govern-
ment to do the right thing, but holding a government job was some-
thing else. Later, Greenspan joined the fray and became chairman of the
President’s Council of Economic Advisers under President Ford. Presi-
dent Reagan tapped him to chair the Social Security Commission, which
engineered a difficult bipartisan compromise on Social Security in 1983.
Then, in 1987, Reagan appointed him chairman of the Federal Reserve.
Both Presidents Bush and Clinton reappointed him. A man trusted by
five presidents is not likely to be naive about political considerations.

In Greenspan’s view, handling the politics is actually the hardest
part of the job. Although nominally independent, the Fed is the cre-
ation of the elected branches of government. They can abolish or alter it
as an institution at any time. How does that affect the Fed’s behavior?
Says Greenspan:

We are constrained by an unwritten set of rules. From where I sit, one
of the toughest jobs is to know exactly where we cross the line. We are
a central bank in a democratic society that functions under an existing
set of laws. We have technical independence in the sense that there is
no body that has the legal capability of rescinding an action we take in
the monetary area. But we cannot do things that are totally alien to the
conventional wisdom in the professional community. Of course, if we
simply look to the conventional wisdom to tell us what to do, we might
as well go out of business and have somebody run policy by just con-
ducting a poll.

Not that it would matter, but Greenspan would probably get high
marks, if a poll were conducted, assuming the public-at-large knows
who he is. Interestingly, he would garner high approval ratings for dif-
ferent reasons from those on which the president must focus. Greenspan
doesn't pretend to care about the kind of everyday concerns the ordi-
nary man or woman talks to pollsters about. Instead, Greenspan would
score well with the public because he takes his job seriously and does it
well. He has faced a variety of challenges and persevered—thereby earn-
ing the public confidence.



The Contrarian at the Center [] 35

Most important, he is instinctively the contrarian. In 1987, after
he came to office in August, the stock market cracked that October. His
reaction was to provide unlimited overnight liquidity to the markets.
Then, when the market was safe, he quietly drained that liquidity from
the system. In the late 1980s, just as BusinessWeek proclaimed the busi-
ness cycle to be “kinder and gentler,”"" he led the Fed to a series of
interest rate tightenings to offset the overheating economy. In the early
1990s, the United States went through a complete overhaul of its bank-
ing regulations, and with it, a credit crunch. Greenspan led the Fed to a
historic lowering of official rates and was way ahead of other bank regu-
lators in seeing the pernicious effects of some of the new regulations on
the macroeconomy. He then engineered a preemptive tightening in 1994
that calmed building inflationary pressures, and he eased policy in 1995
and 1996 when the economy cooled.

Not only did he not turn over policy to a pollster or to a focus
group, he showed leadership by continuously leaning against prevailing
sentiment. That kind of political courage is generally lacking in the world.
But, if we are going to make the kind of changes we need, it will have to
become a trait more valued by electorates, for, as we shall see, Greenspan
might have the right temperament to play the role of contrarian, but it
is still an open question whether or not he has the right tools to take on

the job.



Supply Shocks and Creative

Destruction

You have to choose [as a voter] between trusting to the natural stability of
gold and the natural stability of the honesty and intelligence of the mem-
bers of the Government. And, with due respect for these gentlemen, I ad-
vise you, as long as the Capitalist system lasts, to vote for gold.

—George Bernard Shaw'

reenspan’s popularity is no doubt earned by his skill. But a

dark cloud looms on the horizon. The week of my formal in-

terview with the chairman, both the Economist and the Finan-
cial Times ran articles about the development of a bubble in the U.S.
market.” Greenspan mentions both in our conversation:

There are all sorts of parallels to the late 1920s. But you have to be a
litle careful about the 1929-1932 analogies. The problem is that if
actions in 1930 and 1931 were taken differently, we might have had a
fairly significant recession, but we would not have had the deep fall
that we know as the Great Depression. As to the stock market crash, it
could not by itself be blamed for 1932. The effect of wealth destruc-
tion on economic conditions is far more complex.

At this point, we reach something close to the limits of the Fed’s
and Greenspan’s ability to act as a contrarian. And it is worth exploring
what those limits are. The Fed has one tool—its control over the price
of money. That tool must cover a variety of conditions. The Keynesian
contrarian, the role Greenspan plays so well, is one who keeps his eyes
on the desire of people and businesses to spend. If there are insufficient
freight car loadings or if steel ingot production suddenly falls, the most

36
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likely culprit is that there arent enough buyers. If that seems to be the
case economywide, the time may have come to cut interest rates to en-
courage people to buy more and businesses to invest in more plant and
equipment. On the other hand, if so many freight cars are being loaded
that freight rates are starting to rise or if steel ingot producers are serving
only their best customers, it may be time for the contrarian to tighten a
bit.

Observation of and policy reaction to those conditions is standard
fare at the Fed. But Greenspan is very careful to distinguish between
rapid economic growth and “too much” demand: “Basically the domes-
tic economy is now expanding at a very strong pace. But what we need
to pay attention to is internal imbalances developing in the economy,
with inflation being a symptom.” Greenspan’s statement that “there are
all sorts of parallels to the late 1920s” is what is most intriguing. So is his
careful separation of a strong economy from an inflationary one, for
what many observers (including Greenspan) think is happening is not
the traditional Keynesian cycle based on too little or too much demand,
but on a supply-driven cycle. As we shall see, one of the characteristics of
a supply-driven cycle is rapid growth, stable or falling prices, and a boom-
ing market for financial assets like stocks and bonds. Many economic
historians point to the developments of the late 1920s as an example of
another era with our economy driven by a positive supply shock.

Supply shocks are caused by changes in underlying production tech-
nology. If the changes are good ones, they involve a lowering of costs.
But a lowering of costs can imply other changes in economic behavior
that lead to the formation of a financial bubble, trouble in the banking
system, and price collapses in certain industries that create regional eco-
nomic distress, which may grow.

In practice, the process of a supply shift is one of enormous “cre-
ative destruction,” a term coined by Joseph Schumpeter in 1942.% It
sorts out those who can adapt to change quickly from those who can-
not. It also separates those who experiment too dangerously and take
excessive risks from those who are more prudent. This chapter details
the ramifications of a supply shock on an economy. It then returns to
Chairman Greenspan to see how he thinks about that problem.

The usual guideposts of monetary policy might not have their usual
meaning during a supply shock. Creative destruction might cause an
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increase in the equilibrium real interest rate in a society because private
risk factors have increased. That real interest rate is the cost of money
after subtracting inflation. In a supply shock, uncertainty increases. So
lenders should require a higher return for taking greater risks. In fact, a
deliberately stimulative interest rate policy might not work because fi-
nancial intermediaries such as banks are unwilling to take the risks en-
tailed in lending in the uncertain business environment. We certainly
experienced that in the United States in the early 1990s, and Japan suf-
fers from that phenomenon today.

In sum, decisionmaking institutions must pay particular attention
to whether or not the economy is enjoying a supply shock or a demand
shock. Actions that may be appropriate under normal “demand-driven”
conditions might not be appropriate in other circumstances. Certainly,
one reason that the economic decisionmaking institutions of our socie-
ties are having trouble today is that many institutions continue to focus
on demand-side prescriptions in a world in which the supply side is
driving the course of economic events.

The starting point for analyzing how policymakers should con-
front creative destruction is to realize that a supply shock creates an
enormous amount of economic uncertainty for workers, firms, and in-
vestors. The productive arrangements of a generation may be subject to
sudden change. Jobs that seemed secure might suddenly vanish. One
can imagine a father’s telling his fifteen-year-old son in 1880 that “as
long as we have horses, we'll always need blacksmiths.” But, if the son
had elected to become a blacksmith, he would have found himself un-
employed just as his own wife and children relied on him the most. Dad
was right, but his premise about the world’s still utilizing horses so ex-
tensively was faulty. Creative destruction is the market’s way of chang-
ing economic fundamentals to reflect changes in technology and con-
sumer preferences.

Much of Schumpeter’s writing occurred during the first half of the
twentieth century, a time of significant creative destruction in both the
global and American economies. In the United States the emergence of
the automobile and radio brought about profound changes in transpor-
tation and communication that allowed a reduction in costs not unlike
the one the world has been experiencing lately. In addition, millions of
individuals saw their real incomes rise, and with those higher incomes
came demands for new and different products.
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The result was creative destruction in numerous industries.
Frederick Lewis Allen, an astute observer of the 1920s and 1930s, de-
scribes the seeming paradox of failure amidst plenty in his 1931 book
Only Yesterday:

Not everyone could manage to climb aboard this wagon. Few agricul-
tural raw materials were used in the new economy of automobiles and
radios and electricity. And the more efficient the poor farmer became,
the more machines he bought to increase his output and thus keep the
wolf from the door, the more surely he and his fellows were faced by
the specter of overproduction.”

Overproduction means falling prices for much of the economy.
Obviously, some are beneficiaries of that, but others are losers. One
reason grain prices fell so much in the 1920s was the automobile—
more cars, fewer horses. A substantial portion of crop production had
been used to feed the now-obsolete transportation infrastructure. So
not only did crop producers not benefit from the boom in the auto
industry, they actually lost out. One sign of supply shocks is a growing
disparity between those with stakes in the new, growing sector of the
economy and those stuck in the shrinking sector.

Supply Shocks and Capital

The second fact of a supply shock is the need for capital to build the
new technology. A supply shock might mean that the existing capital
stock is suddenly less competitive in international markets, thereby re-
quiring new capital investment by firms to stay competitive. Or it might
be driven entirely by domestic consideration. But suddenly society needs
more capital. Of the three ways to get it, none is easy. The lessons of the
United States during the 1980s, when our supply shock began, provide
some clues as to changes that society might undertake to raise capital.
First, an economy could get rid of rules that prevent its existing
capital stock from being used as efficiently as possible. It could have
internal barriers to the smooth flow of funds to their best use. For ex-
ample, the United States has a variety of special institutions and tax
rules that channel a disproportionate amount of loanable funds into
politically favored industries such as housing and away from business
investment. Or it could have rules that make the efficient takeover of
existing capital by a new management extremely difficult. This “market
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for corporate control” is crucial to making sure that managements focus
on obtaining the most efficient use of the existing capital stock of soci-
ety.

In the United States, many of those bottlenecks were eliminated
during the 1980s. The market for corporate control was revolutionized
by men like Michael Milken who introduced creative means of financ-
ing corporate takeovers and by a more aggressive assertion of shareholder
power by investors like Warren Buffett and the managers of large blocks
of stock in pension funds and mutual funds. But the process wasn't a
pleasant one from society’s point of view. Moving assets to more pro-
ductive uses means that existing labor arrangements must often change,
producing worker layoffs, downsizing, and intensifying economic inse-
curity.

The United States also began to limit its long-standing practice of
channeling capital into the housing industry. Tax law changes and the
reduction of inflation both served to limit the attractiveness of invest-
ment in housing, thus moving capital into industrial use, and the spe-
cial treatment of the housing-oriented savings and loan industry ended.
In 1979 producers’ durable equipment was only 19 percent larger than
residential investment. By 1989 that figure was 60 percent larger, and
by 1995 it was more than twice as big.> Of course, part of that transition
included a housing recession and an expensive taxpayer bailout of the
savings and loan industry.

The second way of getting the capital needed to finance a supply
shock is to increase the savings in a country. That is not so easy as it
seems. The economics profession does not have any good idea about
how to achieve such a policy objective. Complicating that is the fact
that a sudden short-term increase in saving may produce a recession, a
fact stressed by John Maynard Keynes. In the early 1980s, for example,
the U.S. personal saving rate rose from 7.7 percent at the business cycle
peak in 1979 to over 9 percent in 1981, the start of one of the most
severe post—World War I recessions.® Thus, a deliberate policy of trying
to increase the saving rate during a supply shock may only exacerbate
the socioeconomic tensions of the transition.

Another aspect of this process is that the market cost of capital, the
real interest rate, tends to rise. That is a natural process, as the demand
for capital has risen faster than its supply. The higher cost is a way of
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rationing the existing capital to make sure that only those who need it
the most (and are willing to pay the premium price for it) get the capi-
tal. A higher interest rate is the key way a market economy moves capi-
tal from slower growing areas to the fast-growing sectors that are enjoy-
ing the supply shock. But again, high interest rates are painful as they
force belt tightening and occasional business failures on those who can-
not afford them.

The third way of getting the capital that society may need to fi-
nance a supply shock is to import it. In a global capital market, that is a
relatively easy process. If one country or region is enjoying a supply
shock, the real interest rates in that region rise. Investors all around the
world see the more attractive investment opportunity and thus send
their capital there. During the 1980s, real interest rates in the United
States rose, and investors flocked in. The United States had been a net
lender to the rest of the world but became a net borrower beginning in
1976. Throughout the late 1980s, net foreign inflows of capital into the
United States consistently exceeded American investments abroad.”

Again, there is no free lunch when it comes to capital, even im-
ported capital. One consequence is an appreciating currency. If real in-
terest rates are high and foreign investors want to buy into the attractive
yields, they must first purchase the currency of the country involved.
Again, with demand for the currency exceeding supply, the foreign ex-
change value of the currency rises. That may be good for consumers of
imports, but it makes the lives of exporters of goods and services more
difficult. The United States certainly experienced that in the 1980s when
the dollar appreciated 54 percent during the early part of the decade
and exports fell.?

Imported Capital and Exchange Rates

We see that aspect of our current global supply shock in what has hap-
pened to a number of developing countries. Some countries may try to
get around that problem by pegging the exchange value of their cur-
rency to some external value. One way of doing that is a formal peg such
as Hong Kong adopted in 1983 when it set the value of the Hong Kong
dollar at 7.8 to the U.S. dollar. Another way is to establish a link to a
basket of currencies that include all or most of the country’s major trad-
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ing partners. Currency boards are another more formal mechanism that
many countries have adopted during the 1990s and that some advance
as a “solution” to currency crises. In a currency board, the central bank
prints money for the domestic economy in some fixed ratio to the value
of its foreign currency holdings. So, if the exchange rate is two to the
U.S. dollar and the foreign central bank has $1 billion in U.S. dollar
reserves, it only prints 2 billion in domestic currency.

A currency board is really little more than a more formal and re-
strictive mechanism of enforcing an exchange rate peg. To maintain a
peg, the central bank has to intervene in the foreign exchange market,
buying domestic currency and taking it out of the market when the
exchange rate gets too low and selling domestic currency into circula-
tion when the rate gets too high. Usually, a currency gets “too low”
when there is too much of it relative to foreign reserves and “too high”
when there is too little. So, the distinctions here are fairly technical.
Such changes could be due to domestic macroeconomic conditions or
to a shift in the country’s terms of trade.

The key problem with both systems is that the domestic monetary
authority cannot “lean against the wind” during a supply shock. Sup-
pose investment suddenly becomes attractive in a country with a pegged
currency or a currency board. Foreign investors flock in with their U.S.
dollars. The local monetary authority must print local currency to ac-
commodate that inflow. (In a peg they do so to keep exchange rates in
line; in a currency board they do so because the central bank’s foreign
reserves rise.) With local money relatively abundant, domestic inflation
can get started, sometimes in the market for local products, but more
commonly in the local real estate market.

The local boom has the potential for turning into a bubble. At
first, even more foreign capital may be attracted to the country as do-
mestic real estate investments seem particularly attractive. That exacer-
bates the local inflationary problem. Eventually, as domestic prices get
pushed up, investment may become more expensive, and the attractive-
ness of the country may fade. Foreign investors begin to leave, the do-
mestic money supply must shrink, and the local real estate or economic
bubble bursts. This has become a familiar story throughout Asia during
the current crisis.

So an economy has no easy way to finance a supply shock. Making
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more efficient use of domestic saving is probably always a good idea,
but the transition costs can be quite high. Raising the domestic saving
rate may also be a good idea, but it is unclear how to accomplish that
objective, and the short-run effect may be a recession. Foreign borrow-
ing offers another potential source of capital, but it may create difficul-
ties for exporters if a currency is allowed to float on foreign exchange
markets. Foreign borrowing has the capacity for creating a boom-bust
cycle if the currency is pegged.

That does not mean that a supply shock is a “no-win” situation.
After all, society will be better off and have a higher standard of living at
the end of the process. But the transition to a supply shock may be quite
painful. A look at some of the details of the supply shock financing
process shows that the problems are not just at the macroeconomic level
but also affect the process of investment.

Banker Meets Supply Shock

Let us turn this theory into practice by putting you, the reader, on the
spot. 've come up with a cure for cancer. You're a banker. I come to you
to ask to borrow some money to invest in the equipment that will make
the pill that cures cancer. Because you're a banker, you don’t have the
problems of a policymaker who has to figure out what to do with all the
unemployed doctors, nurses, and other care givers who will be out of a
job. All you've got to do is decide whether or not to lend me the money.

Here are the specifics. A machine that costs $100 billion to make
can take $1,000 of raw material and turn it into a pill that will cure one
person’s cancer. The machine will be able to churn out 5 million pills
per year for ten years. The Food and Drug Administration has already
approved the pill, and congressmen are so excited about the pill that
they've banned any lawyers from ever suing me if it doesn’t work. The
only catch is that they don’t want me to make “excess profits.” So part of
the deal for not letting any lawyers sue me involves my promising never
to charge more than $5,000 per pill.

So let’s recap the numbers. I charge $5,000 per pill, which covers
the $1,000 of raw materials and leaves me $4,000 left over per pill to
pay you back. At 5 million pills per year, I clear $20 billion per year for
each of the next ten years. That’s $200 billion. You pull out your calcu-
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lator and find that this investment is yielding a rate of return of a bit
over 20 percent. The cost of funds is running around 6 percent, so the
spreadsheet on your personal computer shows that the bank would more
than break even if it demanded ten annual payments of $13 billion to
service the loan. That still leaves a $7 billion annual cushion, which for
now will go into company “profits” but could be a reserve if something
goes wrong. Besides, the guys in the Public Relations Department would
love it. They could advertise that theirs is the bank that financed a cure
for cancer! Visions of the corner office dance in your head!

O.K., you'e the reader and not just a banker. So you know that
there’s a catch in here somewhere. But it’s not with any of the facts I've
presented. Let’s fast forward to the period when the loan goes bad and
the bank has lost a substantial portion of its capital. You may think that
you have done nothing wrong, and you probably won’t go to jail for
malfeasance (unless you took a kickback from me). But, your decision
on the bank loan, while arguably more exciting than most such deci-
sions, is not atypical of what banks do.

The problem that would doom your bank if you made me the
cancer cure loan described above is that other manufacturers of the pill
would enter the market. The price of a cure for cancer would fall dra-
matically below the $5,000 prescribed maximum. Indeed, given the facts
described above, a distinct possibility exists that the price could fall to-
ward $1,000, just enough to cover the cost of the raw materials. At that
level the borrower would not be clearing anything on the pills that he
was manufacturing and could not service the debt.

Let’s go through the development of this market in a little more
detail. Curing cancer is a sure-fire winner as a product, and it turns out
that the world needs more than one pill factory. As we've seen, financing
probably isnt a problem. Lots of loan officers at lots of banks will lend
the money. Indeed, it is hard to contemplate your holding your job after
your boss found out that you had the bank pass up the chance to lend to
such a guaranteed winner as the Cancer Cure Company. Besides, the
numbers all seem to work. In the first year or so, before many factories
get built, supply simply can't keep up with demand. The problem ap-
pears to be holding the price down to the government-set maximum of
$5,000, as there are not yet enough pills being produced. There are even
signs that a black market in cancer cure pills is developing.
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As long as the price stays at $5,000, everyone who opens a factory
has the prospect of $7 billion in profits over the life of the plant after
paying back the bank, so factories begin to spring up everywhere. At
some point, demand is satisfied at a price of $5,000, and the price starts
to drop. Then, the economics of manufacturing begin to become an
interesting point. Although the price is dropping, bankers running cer-
tain price assumptions through their spreadsheets will continue to find
lending on yet another pill factory a good idea until we reach a point
where the price just covers the costs of putting out more pills. In the
case we have just described, that occurs at a price of $3,600—$1,000
for the raw materials and $2,600 for each of the 5 million pills pro-
duced each year to pay the bank the $13 billion it needs to service the
debt. For the sake of description, let’s call that the “long-run breakeven”
point.

Unfortunately for the industry and the banks, it is quite unlikely
that new plants will actually stop coming on line when the price hits
that point. The problem is most likely to involve the time lag between
when the decision to finance the factory is made and the time at which
it begins to produce pills. In the case of the cancer cure pill, the price is
likely to stay very close to $5,000 until just before the market price
starts to crash. That is so since there is probably very little price sensitiv-
ity for the product—people will pay anything as long as they need it
and pay nothing if they dont need it.

People making the decision to invest in a new plant will therefore
have very little advance warning that demand has become saturated and
a price collapse is imminent. One might have dozens of plants already
under construction around the world, each one with financiers wanting
to be repaid. Quite quickly the price falls to cover just the cost of raw
materials—what economists call variable cost. After all, if you're the
capitalist and can generate at least some money to repay your lenders,
you probably will. So even at a price of $1,010, you can generate $50
million in extra revenue to meet your bank debt. On the other hand, at
a price of $990, you can’t even cover your raw material cost, and so it
makes no sense to begin production. As they say, if you lose money on
every unit you make, you can't make up the difference on volume. So, at
the end of this cycle, the world is left with too many cancer cure pill
factories, each producing output at a price that just covers the cost of



Economic Puppermasters [ 46

production but does not leave enough margin to repay the lenders of
capital. Those who financed the production are out of luck, at least for
now, and the result is an awful financial mess to clean up.

Creative Destruction and Bank Loans

When congressional committees get around to investigating why banks
have made bad loans, they usually tend to look for some sign of fraud.
The press naturally plays up such stories as they come out. But even in
the case of widespread bank failures, as in the savings and loan case,
fraud plays only a very small part. In that case, leading bank analyst Bert
Ely estimated that fraud played a role in only about 3 percent of the
money lost by the industry.” Faced with the facts available at the time of
the deal, the banker and the borrower usually had made a good-faith
agreement.

Widespread bank failures more often result from changes in eco-
nomic circumstances—what we have just introduced as the process of
creative destruction. Consider, for example, the case of Texas in 1986.
Banks throughout the state had based their loans on the assumption
that the price of oil would stay at about $30 per barrel. That was not an
unrealistic assumption. The U.S. Department of Energy made the same
assumption. Instead, the price fell to roughly $10." The economic cir-
cumstances of the state changed drastically, and the great majority of
banks in Texas failed. Today, eight of the top ten banks in the state are
owned by non-Texans."

Those familiar with recent developments in Asia will note a simi-
larity to what actually occurred there and to the financial problems we
now face as a result. This story is also strikingly similar to Frederick
Allen’s description of the farmer in the 1920s. Indeed, this story has a
significant amount of resonance in the writings of many nineteenth cen-
tury economists. Karl Marx, for example, predicted that capitalism would
destroy itself in a process not unlike the story of the Cancer Cure Com-
pany. So, before going on, it is important to stress that this is not an
unusual story, but a very familiar tale in the history of economic devel-
opment and of the business cycle. Recently, this economic argument
has reentered the academic literature under the concept of “increasing
returns to scale.” Paul Krugman, Brian Arthur, and others have pre-
sented a more formalized description of those events.'?
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The Real Estate Cycle—
Creative Destruction without Technological Change

But the banking cycle, which drives that kind of market behavior, is not
limited to new technologies or even to concepts such as return to scale.
The problem comes down to human emotions. In fact, many American
and Japanese readers may have even had close firsthand experience with
one of those cycles: the real estate cycle. It starts when some entrepre-
neur notes that there are not enough office buildings downtown to meet
the growing needs of the community. Usually, the developer wants some-
thing distinctive about the building to draw tenants and makes it taller
or more attractive than existing space. Other developers soon figure out
that maybe the first guy is onto something, and they want to make sure
that their building, not his, is the tallest or prettiest in town.

Banks are often drawn into the deals by having the new buildings
named after the bank. The new construction can be sold to the board of
directors as a form of prestige advertising and market dominance. A
classic case of that exists in Hong Kong, where the Hongkong and Shang-
hai Bank was the tallest in town until just around the time when Beijing’s
takeover of the colony was arranged. Then, the Bank of China built its
headquarters next door, making sure that from the top you could /ook
down on Hongkong and Shanghai. In fact, in many cities around the
world, the tallest buildings are the bank buildings.

But you do not need to name buildings after banks to get a real
estate cycle going. It soon becomes obvious to everyone in town that the
local real estate market is hot. Owners of underdeveloped real estate
begin to raise their own estimates of the value of their property. A few
even sell at those high prices, and the owners are often not shy about
buying some demonstration of their success—a new car, for instance.
That only fans the fires of greed in others, who then go out to pursue
similar deals.

In addition to human greed, the other key element in the play of
events is time. It takes several years for the new offices to come onto the
market. In the meantime, office rents continue to rise, fueled in part by
the need for all the new lawyers, appraisers, and real estate agents in-
volved in the local property boom. There is plenty of time for new deals
to be proposed and approved on evidence of booming market condi-
tions and rising rents. Extrapolations of existing conditions during this
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phase often imply rents’ rising at double-digit rates into the foreseeable
future. Loans to finance new construction under those circumstances
look as secure as loans to finance a cure for cancer.

Gradually, the new office space comes on the market. Rents stop
rising. Then, they start to fall as prospective tenants take a look around
at all the cranes putting up still more structures. Some of those build-
ings turn into “see through” structures with no tenants. An excess sup-
ply of offices drives rents down to levels well below where they started in
the cycle. Many of the developers are wiped out completely. Some of the
banks are forced to take big losses. Some of the auto dealers who sold
the luxury cars to those who spent their prospective profits are forced to
repossess them, and the downward phase of the cycle gets underway.

Back to the Fed

By now a supply shock should have a familiar ring to it. Enhanced eco-
nomic uncertainty in some sectors, with dead-end jobs and falling prices,
afflicts some industries. Other areas boom. The real cost of capital often
rises—greater demand by new industry coupled with falling inflation
enhances the spread given to savers. The spread is defined as the differ-
ence between the market rate of interest and the decline in the purchas-
ing power of their money by inflation. Investors, and particularly banks,
get attracted to new industries (the high-tech sector) and into real estate
in new areas (East Asia). Trouble then begins to afflict those sectors, and
a banking crisis begins.

If that is such a familiar story, what does the Fed do? Consider,
first, the “cost of capital” question.

A new technology has been developed that everyone wants to ap-
ply. All that takes money, so the demand for capital rises, forcing up the
real rate of interest. At the same time, the supply shock exhibits all the
signs of a cost-saving venture. As with other such shocks, the underlying
rate of inflation falls as price pressures are reduced because of falling
costs. The real interest rate rises.

One natural reaction is for the Federal Reserve to accommodate
the supply shock, that is, to provide a stimulus to demand to buy the
new output by cutting market interest rates. The effect of this is that
output and employment will expand rapidly while the cost-cutting ef-
fect of the new technology holds inflation in check. It is worth repeat-
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ing Greenspan’s observation about the current economy: “The domes-
tic economy is expanding at a very strong pace. But what we need to pay
attention to is internal imbalances developing in the economy with in-
flation being a symptom.” In effect, Greenspan is saying that he is will-
ing to provide the funds the supply shock needs as long as inflation
doesn’t develop. The resulting accommodative monetary conditions also
provide access to the capital that investors want. The Fed does that by
money creation. It buys some of the existing debt on the market, pur-
chasing government bonds from the government bond market. It issues
its writ, “money” to pay for that debt. The banking system and private
market participants use that money to invest in the firms that are offer-
ing the new technology.

The result of that may well be a boom in domestic asset prices.
Why? Assets are suddenly a lot more attractive. Recall that the supply
shock increases the level of employment and output. That means that
there are a lot more goods to go around. Society immediately finds itself
wealthier, and if the supply shock is permanent, society is permanently
wealthier. The stock market is there to set the price on claims of flows of
future wealth. If society is permanently wealthier, the value of those
claims on future output should also rise. In short, the stock market should
boom.

When the monetary authority does 70z accommodate the increase
in output, society is also permanently wealthier, but the higher real in-
terest rate means that markets must attach a higher discount factor to all
of that future wealth. Investors must give up more current consumption
to get a claim on those future values. When the monetary authority
accommodates and there is no rise in interest rates, it is creating the
means to buy those claims on future output by printing money. It is
expanding its liabilities to buy the existing assets of others, who, in turn,
buy the new assets that are being created.

At some level, that creation of new assets comes to be known as a
“bubble” or more appropriately as an “asset bubble.” Such an asset bubble
need not be accompanied by a rise in the general price level, although
that might be a long-run consequence. The money creation by the mon-
etary authority goes into buying claims on future output, not on buying
current output, so the existing price level, as measured by the consumer
price index, need not rise.

Isn’t that the situation in which we now find ourselves: stable retail
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prices but rapidly expanding output and a booming asset market? For
Greenspan, its yes and no:

Thats the question I raised back in my December 1996 speech [in
which Greenspan warned of “irrational exuberance.”]*® I don’t know
anything more than I knew back then. Stock prices do seem to be
headed skyward. I don't think you see it yet in overall property prices.
You see some unquestionable acceleration in the prices of some prop-
erties and in certain areas of speculative activity reminiscent of the
1980s, but overall we fall well short of that.

This question of a “bubble” is the real limitation on the ability of
the monetary authority to act. As Greenspan noted in the last chapter,
the monetary authority acts under a set of laws, most notably the Fed-
eral Reserve Act. That legislation and subsequent legislation such as the
Humphrey-Hawkins Act set many objectives for the Fed involving out-
put, economic growth, prices, and employment. Nowhere is the level of
equity prices mentioned as a legally assigned objective of Federal Re-
serve policy. So, in a legal sense, the political mandate for the Fed to act
against a developing asset bubble is limited.

The same might be said of the more common-sense idea of a po-
litical mandate. It is hard to imagine the Fed’s self-consciously announcing
that it is raising interest rates to reduce the wealth of the 40 percent of
American households that own stock. Indeed, the public at large widely
perceives that the Fed would never do such a thing. Greenspan seems to
agree:

There is a fundamental problem with market intervention to prick a
bubble. It presumes that you know more than the market. There is
also a problem of timing. You might prick it too soon, in which case it
comes back, and you may just make it larger the next time. There is
also the very interesting question as to whether the central bank is
intervening appropriately in the market. This raises some fascinating
questions about what our authority is and who makes the judgment
that there actually is a bubble.

What's wrong with a bubble? Don't people just get richer? What’s
wrong with that? At one level, it seems harmless enough, even sensible.
But it may not be the right thing to do. To see this, consider that one of
the key tests of the efficacy of a certain policy action is whether it is
reversible. Let us say that we had a negative supply shock. A classic
example is the oil price shock of the 1970s. For reasons outside society’s
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immediate control, it becomes more expensive, not less expensive, to
produce a given amount of output.

If the Fed were to follow symmetric logic, it would respond to that
negative supply shock by trying to cut demand as well—raising interest
rates. After all, if the positive supply shock was met with an increase in
demand, shouldn’t a reduction in supply be met with a reduction in
demand? Under that logic, the rate of inflation is maintained, and the
adjustment by the economy to the new conditions is conducted purely
on the side of employment and output.

To many, that would be described as a procyclical action, that is,
not acting like a contrarian but acting like the crowd’s “animal spirits.”
It would be taking conditions that caused an increase in unemployment
and making them worse by making business conditions even tougher.
Bug, if that were the case, then isnt the Fed also running a procyclical
policy when it takes the “good” news of a favorable supply shock and
makes conditions even better by accommodating them with an increase
in demand? The only real difference between those two cases is the po-
litical one. Making a good situation better is unlikely to evoke screams
from Congress. Making unemployment rise in the face of an adverse
supply shock is certain to provoke numerous congressional hearings.

But the economics may be worse than the politics, for if the Fed
raises rates, not only do goods cost more because of the supply shock
but the fall in the stock market makes people poorer at the same time.
Remember that one of the problems of the depression was that the col-
lapse in stock prices made everyone poorer, reducing their purchasing
power. With less money to spend, demand collapsed. Less demand for
goods meant that people were laid off, making them poorer still. The
economy cycled downward.

That takes us back to the point at which we started this chapter.
Did the boom of the 1920s lead to the crash of the 1930s? Greenspan’s
answer was that “if actions taken in 1930 and 1931 were taken differ-
ently,” we wouldn’t have had the Great Depression. But we still might
have had “a fairly significant recession,” according to Greenspan. Why?
Why can't the bubble go on forever?

Let’s go back to the point about “symmetry.” If the fall in stock
prices in 1929 made people poorer so they spent less, it stands to reason
that a rise in stock prices makes people richer so they will spend more.
There is no question that in the late 1990s people spent more than they
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otherwise would because of the booming market. If the market contin-
ues to boom and demand continues to rise, at some point the higher
demand will swamp the efficiency gains from the supply shock, and
prices will start to rise. Higher prices—rising inflation—is exactly the
signal that Greenspan said he was looking for to indicate the need to
raise rates.

If the Fed raised rates, the bubble would quickly explode. Higher
rates mean Jower valuations on claims on future output like stocks. Higher
rates also mean lower amounts of economic activity, falling profits, and
hence still lower equity prices. That was the root of Greenspan’s other
observation that “the effect of wealth destruction on economic condi-
tions is . . . complex.”

We have one other very important consideration. The bigger the
bubble in asset prices, the more dependent the economy is on the wealth-
generated spending caused by the bubble. The economy will get a dose
of “the higher they rise, the harder they fall.” Greenspan acknowledges
as much, “Of course there are dangers, and to be sure, we don’t want ro
get ourselves hung up on a very expensive bubble” (emphasis mine).
Greenspan is well aware that this is the dilemma he faces:

If you had a gold standard, there wouldnt be the choice. No matter
what we do, were creating potential trouble. Absent a gold standard,
open market policy should endeavor to create monetary conditions in
the least worst manner.

So Greenspan sits on the horns of a dilemma. On the one hand, if
he tightens monetary policy, he risks disturbing both the political con-
sensus that supports the Fed’s independence and the economic condi-
tions that underpin having society make the most of a supply shock. On
the other hand, if Greenspan does not act to tighten policy, the bubble
simply gets bigger and bigger until the Fed has no choice.

During our conversation, [ raise the point in chapter 1 about the
Fed’s easing monetary policy in late 1927. Like the superlative retainer
of facts he is, he recalls the incident well: “You mean the agreement
between Montague Norman and Benjamin Strong?” Recall that Norman
was the governor of the Bank of England and Strong the president of
the New York Federal Reserve. Mr. Norman’s caricature was in the Chi-
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cago Tribune cartoon at the Bank of England. That agreement moti-
vated the Fed to act as it did in the late 1920s, expanding the U.S. asset
bubble and ultimately producing a crash.

Greenspan is optimistic that history will not repeat itself. He an-
swers that historic analogy with another one:

Remember the big one-day decline we had back in October 19872 Its
impact on the economy was not all that great. Then, there was the
severe decline in stock prices in Japan early in this decade. True, it took
growth out of the system, but most of what they have experienced
since is the result of an increasingly corrosive nonperforming loan prob-
lem. There’s no guarantee that even if you get a 1929, you'll end up
with a 1932.

And, if the problems of an asset bubble were not enough, Greenspan
mentioned the other dilemma he faces: Asia. It is certainly true that
tightening the domestic economy might be justified, given the problem
of exceptionally tight labor markets and the prospect of incipient infla-
tion. But in so doing he risks causing further problems on the other side
of the Pacific. One of the limitations facing economic management in
America is that conditions here affect conditions elsewhere. What might
be appropriate for the domestic economy might not be appropriate for
the international economy. It is one thing to be a contrarian, but your
actions should be contrary to what? Lean against the domestic wind and
the world falls deeper into recession. Lean against the international
economy and the domestic economy tightens further and the putative
bubble gets bigger.

But we are getting ahead of ourselves. To understand those inter-
national ramifications, we must go to the other side of the Pacific Ocean.



The Mandarin

The direction in which education starts a man will determine his future
life.
—Plato'

oday, the Japanese economy and financial system are widely

viewed as dragging down the economies of Asia and potentially

the world. A protracted period of slow growth, lasting the bet-
ter part of the 1990s, has turned into a recession that to all appearances
is deepening. The financial system shows signs of severe stress. To meet
the crisis the government released a series of packages designed to stimu-
late the economy, but to no seeming effect. New measures have been
coming forward at the average rate of one every six weeks since the fall
of 1997.

That is in decided contrast to just ten years ago, when it seemed to
many observers that Japan would take over the global economy. “The
Cold War is over and Japan won,” claimed one author and close fol-
lower of Japan.” Today, that notion seems a cruel hoax. While the Japa-
nese system of decisionmaking was a major cause of the country’s post—
World War II success, it is also a major cause of the economy’s current
difficulties. This chapter considers the institutional reasons why Japan
has gone from ichi-ban (number one) to kamikaze in a free fall, seem-
ingly bent on taking the world economy down with itself.

Deep in the heart of Nagatacho, the section of Tokyo where the

54
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government offices are located, sits the Ministry of Finance. It is roughly
equidistant from the Diet, the Imperial Palace, and the American Em-
bassy. But cynics would note that of the three, it is closest to the em-
bassy, and that is probably no accident.

Outside, a handful of riot police stand guard while the bulk of
their comrades sit discreetly in blue and white riot-control buses parked
along the side streets. The passersby look like the least likely rioters on
the planet. Two-thirds are men in suits and ties carrying the ubiquitous
briefcase; the remainder are women in office attire including shoes that
most American women would not consider “practical.” Ties, briefcases,
and high heels would no doubt have to be discarded before any serious
rioting were to take place.

While the Japanese must present identification to gain entrance to
the ministry, a well-dressed gaijin (foreigner) breezes through. A polite
ohaiyo gozaimasu (good morning), followed by the name of the senior
ministry official you are going to meet “Sakakibara-sama” (something
like the Honorable Sakakibara) while doing a motion that implies you
are going to see him, is sufficient to gain entry. One does not know why
the guards are so easy on foreigners. Maybe they assume we won't riot.
Maybe they don't know how to engage us in a long conversation. Most
likely, they’re just following procedures.

The ministry itself would remind many an American baby boomer
of the large high school he attended. Drab tile and faux brick line the
bottom half of the walls in the hallways. The upper half of the wall is an
equally nondescript painted plaster. Some of the floors are “hardwood”
but show living proof that even the hardest of woods succumbs after
decades of constant foot traffic and polishing. The rest of the floors lead
one to speculate whether they are the same tile as the original kitchens
in Levittown, Long Island. Room air conditioners hang from the vari-
ous subdivided cubicles that line the hallway—all this in a hot and hu-
mid climate similar to the eastern Carolinas.

This was General MacArthur’s vision of a public building: func-
tional, up to date (in the late 1940s sense of the word), but certainly not
extravagant. Why it has stayed that way for fifty years remains an open
question. I suspect the reason has something to do with the supposed
power centers that are located around it. The Diet, which is the voice of
the people, certainly demands, like any parliament, some modesty on
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the part of its nominal servants. The Imperial Palace, though majestic
and covering some prime real estate with some much needed (but inac-
cessible) green in the middle of Tokyo, conveys through the emperor a
similar modesty. Although the emperor has no formal power, the Min-
istry of Finance’s bureaucratic tradition has as much to do with the cur-
rent emperor’s forebears after the Meiji Restoration as it does with the
postwar democratic tradition of the Diet.

Finally, and most symbolically, is the nearness of the American
Embassy. In conversation, Japanese officials express a reverence for
American official opinion that one is hard put to find elsewhere on the
planet, especially in Washington. Japanese officials are knowledgeable
about the latest statement of some assistant secretary who is so obscure
that he wouldn’t even be recognized in Washington by a gaggle of re-
porters. The legacy of MacArthur is strong, and to an American, ironic,
given the extent to which many Americans had come to fear Japanese
economic superiority in the 1980s. Maybe the best explanation for why
the Ministry of Finance is still the way it is is that General MacArthur
had not ordered any changes. And the bureaucrats would just as soon
keep it that way. But, make no mistake. Drab surroundings aside, that is
where the power has been located in Japan for most of the past half
century.

On the second floor is the current office of Eisuke Sakakibara, vice
minister of finance in Japan’s Ministry of Finance, where he and his
predecessors have shaped official Japanese international economic policy
for decades. He has risen through the various steps of the Japanese ca-
reer ladder from Tokyo University through most of the key divisions at
the Ministry of Finance to sit at the apex of bureaucratic power at the
age of fifty-seven. Sakakibara is affable, speaks perfect English, and is
exceptionally generous in his willingness to see foreign visitors. In the
international financial press he is called Mr. Yen, because every state-
ment he utters strengthens the value of that currency.

Under the Japanese Constitution, Sakakibara is the servant of the
minister of finance, who in turn serves at the pleasure of the prime
minister. His only power is theoretical—the power to persuade. Today,
the popularity of bureaucrats like Sakakibara is at a historic low, and the
Ministry of Finance is riddled with investigators from the public
prosecutor’s office. But one should not assume that the power has com-
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pletely left the Ministry of Finance. Two vignettes from some of my
recent visits suggest just how powerful the bureaucracy still is.

On November 10, 1997, I entered Sakakibara’s office to find a
dispirited man. Usually effervescent, he sits with his head in the palm of
his hand, his elbow resting on an armrest of the chair. He explains that
he has just returned from a schedule of round-the-world meetings and
is fatigued. But one can deduce the real reason for his depression by
following his line of vision. On the wall opposite his seat is a giant tote
board that carries the current market data. The Nikkei index for the
Tokyo stock market is trading around 15,700 and has been dropping
sharply for a couple of weeks. At that price level, many of the largest
Japanese banks are technically undercapitalized or worse, bankrupt. The
market would continue to drop, hitting a low of 14,664 on January 12,
1998.°

In Japan, direct ownership by banks of shares of stock in Japanese
companies constitutes a significant fraction of bank capital. Although
that is illegal in the United States, the Japanese feel that bank ownership
of some of the shares of the companies to which they lend facilitates a
long-term business relationship. When the international bank capital
standards, known as the Basle Standards, were negotiated, the Japanese
demanded a special recognition of that practice. A portion of the unre-
alized capital gains on shares held by banks was counted as part of the
capital of the bank, even though the book value or purchase price of
those shares might be substantially lower. But by counting those gains,
banks were able to possess a larger capital base and therefore sustain a
bigger volume of loans. The downside of that arrangement was quite
clear on November 10, 1997. When the prices of those shares fall, the
value of the bank’s capital is diminished, and the banks do not have
enough capital to sustain the volume of loans outstanding,.

It certainly seemed in November 1997 that Japan had reached the
limits of management by the economy’s puppetmasters. This most bu-
reaucratically directed of all the Western economies was on the brink of
financial collapse. Long confident of the superiority of its organizational
structure, official Japan had been in a protracted period of denial that
anything was amiss.

In fact, my meeting with Sakakibara on November 10 was the first
time that | had ever heard a senior Japanese policymaker say that signifi-
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cant action was needed. The particular “significant actions” had been
fairly clear to foreign observers for quite some time. For starters, Japan
needed to put public money into its banking system to shore up its
capital position, and it needed a fiscal stimulus package to get the
economy going again. Sakakibara had changed his mind about public
policy and was signaling that in our meeting.

The trouble was, on November 10, both those actions were con-
sidered politically impossible. The ruling Liberal Democratic Party had
just introduced a fiscal consolidation bill that was designed to reduce
budget deficits and put strict limits on government stimulus programs.
The party officials had made clear that a government bailout of the
banks was absolutely unthinkable. When some Japanese banks had dif-
ficulty, the government closed them, protecting their depositors. Inject-
ing capital into the banks to give them a new lease on life was politically
untenable.

Within two months of my meeting with Sakakibara, the Japanese
had announced both a massive bank bailout and a fiscal stimulus pack-
age. The former, worth ¥30 trillion (about $235 billion at the time),
would involve direct purchase by the government of preferred stock and
subordinated debt issued by banks.* The fiscal stimulus package was for
the first quarter of 1998—the last quarter of the Japanese fiscal year,
which ends on March 31. The package combined an income tax rebate
worth about ¥65,000 per household with ¥2 trillion in construction
spending.’ More fiscal stimulus packages were to come later, as the need
to buy time for the economy became more and more evident. But, no
doubt, the whole process started on November 10.

Earlier in this book, we considered the problems with Keynesian
fiscal stimulus in the American context, and we noted three specific lags
in the process: recognition, decision, and implementation. Granted the
recognition lag in Japan was long in coming—it took Sakakibara’s watch-
ing the Nikkei plunge for the recognition of trouble to take place. But,
once recognition occurred at the senior ranks of the bureaucracy, the
rest was like a hot knife going through butter. The decision to make
changes occurred startlingly quickly. Not only did the elected govern-
ment have to decide to act, it actually had to decide to do a complete
about-face in policy, reversing a contractionary fiscal policy and taking
the highly unpopular step of appropriating public funds for a major
bank bailout.
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On January 14, 1998, the Financial Times reported Sakakibara as
saying, “I think we have solved Japan’s problems now.”® When I next
met with him, on January 20, his head was out of his hand; the confi-
dent Sakakibara had returned. The Nikkei was rising, and he confi-
dently told me, “We will take whatever measures are necessary” to make
sure that the Nikkei was at an adequate level when the banks closed
their books and valued their capital on March 31.

Of course, Sakakibara was suitably modest that January day about
what he had accomplished. Like a good public servant, he commended
the elected officials for their wise and decisive action. But we both knew
who was orchestrating events and pulling the strings to power, convinc-
ing the officials that change was desperately needed, and who designed
the program that was adopted.

The capacity for a government to take bold and decisive action is
most often thought of as an advantage. American admirers of Japan and
many advocates of adopting Japanese practices such as “industrial policy”
have certainly stressed that. But the capacity to take such action requires
that decisionmaking power be quite concentrated. The larger the group
that must make its assent, the more delays will be involved. Japan had
finely honed its decisionmaking process and so had the capacity to be
decisive. But even such decisive decisionmaking systems have their dis-
advantages as well, as we shall discover.

Decisive action, if wrongheaded, can lead to disastrous results. That
became clear the week I next saw Sakakibara on March 30, 1998, near
the end of the Japanese fiscal year. True to his promise, Sakakibara and
his colleagues had coaxed (and purchased enough shares) to push the
market up over 17,000. A key part of the program was the price-
keeping operations by which the government purchased shares to keep
values up. The key moment for market valuation was to be the close of
business on March 31.

Midday on March 30, the spokesman for the Ministry of Posts
and Telecommunciation, which controls the vast postal saving system
in Japan, went before the press. He announced that the ministry had
“finished its allocation” for the price-keeping operations and regular stock
purchases for the postal saving system. Everyone in the market knew
that buying by postal savings was a key part of the effort to manipulate
the market as high as possible.”

But if the government had stopped buying, who was going to drive
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the market higher? An avalanche of sell orders promptly followed the
announcement. Instead of being up 271 points, the market closed down
476, a net swing on the announcement of roughly 5 percent.® For the
end of the fiscal year, the bureaucracy’s hoped-for approach to 18,000
in the market had collapsed at year-end—ending almost 10 percent short
of its mark. A single bureaucratic snafu had led to a loss of $86 billion in
market capitalization at a critical juncture.’

The months that followed saw nothing but further market weak-
ness and a continuing slide in the yen. The Japanese currency had fallen
from a high of 80 to the dollar in 1995 to 148 by mid-June 1998. In
other words, it took 80 percent more yen to buy one dollar in 1998
than four years earlier.

Mr. Yen, Eisuke Sakakibara, had used his enormous persuasive
energies to stem the fall at critical junctures. He had even provoked a
few market rallies for the currency. But, in the end, they were what Wall
Street calls “bear market rallies.” The fundamental direction of the yen
was still down.

In the field of economic management, the difference between the
Japanese system’s mandarin and the American contrarian is vast. The
chairman of the Federal Reserve and his colleagues, after all, have the
capacity to take bold and decisive action as well. But their mission state-
ment is altogether different. While the Fed has a mission of being a
shock absorber by moderating the effects of change, the individuals who
head the mandarinate, at least in its most recent incarnations, have the
mission of effecting change. Their collective role is that of the initiator,
not the reactor—of being the leader and decisionmaker, not the legal
executor of decisions made by others.

Why the difference in mission? In my view, the fundamental eco-
nomic principle of scarcity is the best way to explain the evolution of
the Japanese system. When human capital is relatively scarce, those who
possess it have an even more enhanced advantage. The entire Confucian
system of a vaguely meritocratic mandarinate in charge of affairs of state
maximized the skill level of the state while still conserving on human
capital and the resources needed to develop it. Checks and balances are
the luxury of a society where human capital is relatively abundant and
widespread among the population.

One could make the same scarcity argument about the fundamen-
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tal mission of the Japanese mandarins: the mobilization of financial capi-
tal. Japan was a desperately poor society after World War II that indus-
trialized rapidly. When capital is scarce, the commitment of savings nec-
essary to sustain a market model with numerous competitors might seem
wasteful. How much more logical it might seem to rely on a few well-
educated elite to make “wise” choices about the appropriate uses of
society’s hard-earned savings. The rapid industrialization of Japan is in
no small part due to the fact that much of the Japanese bureaucratic
system is linked to the mission of capital mobilization and allocation.

The reason for Japan to adopt the mandarinate model of
decisionmaking can also be said to have deep historical roots. Sakakibara
and his colleagues at the Ministry of Finance and throughout the Japa-
nese bureaucracy can also be thought of as the modern embodiment of
a natural set of social arrangements that evolved over centuries. Two
great shocks cemented that system in place: the Meiji Restoration and
the American occupation. Scarcity of both savings and human capital at
those critical junctures, coupled with roots in Asian traditions ranging
from Confucianism to Buddhism to Japan’s unique Shinto past, can
help explain the choice of model. But all that cannot answer the funda-
mental puzzle about modern Japan: Why is a society that is today among
the richest and most educated on the planet still relying on a system whose
roots are those of a scarcity of human and financial capital? It may be that
those roots run so deep that they are not easily changed. If that is the
case, Japan is in serious trouble because it may be unable to shed itself of
the mind-set that has led it to its present predicament. Let us consider
those roots.

Education and the Bureaucracy:
Meiji, MacArthur, and the Modern Day

Yukichi Fukuzawa, dressed in a traditional kimono, stares out from the
front of the ¥10,000 note (roughly the equivalent of the U.S. $100
bill). One could mistake his solemn expression for that of any of his
Victorian contemporaries. He had a serious purpose: designing an edu-
cational system for the new Japan of the late nineteenth century. In
1868 the last shogun abdicated, and two powerful clans from south-
western Japan, Satsuma and Choshu, restored the emperor to power.
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Technically, the feudal age ended, and the era of modernization began.
Education was central to that task of modernization. In 1871 a Minis-
try of Education (Mombusho) was established. Its continued centrality
of importance may be best indicated by its location: directly next door
to the Ministry of Finance, where Dr. Sakakibara sits.

Fukuzawa, and the rest of the newly emerged leadership class, faced
a massive task of building a sense of nation and national purpose that
centuries of feudalism had destroyed. In 1873 Fukuzawa wrote, “Many
millions of people throughout Japan were sealed up in many millions of
separate boxes, or separated by many millions of walls.”'® He and his
contemporaries sought to develop a sense of kokutai, of nationality or
national essence. In his autobiography he wrote, “[TThe purpose of my
entire work has not only been to gather young men together and give
them the benefit of foreign books, but to open this ‘closed’ country of
ours and bring it wholly into the light of Western civilization. For only
thus may Japan become strong in both the arts of war and peace.”"!

Fukuzawa’s many works in this regard were formidable, including
the founding of Keio University, which even today ranks as one of the
top universities in the country. He and his associates, in an early version
of a “think tank” known as Meiji Six (named after the year of its found-
ing by the imperial calendar), were instrumental in establishing the
postfeudal educational system. The founder of Meiji Six, Arinori Mori,
was minister of education from 1885 to 1889 and was key to organizing
the system of universal education. Mori’s schools were clearly devoted
to nation building, created to produce graduates suitable for the new
task. In one book he defined the appropriate role for the nation’s chil-
dren: “They will be imperial subjects who completely fulfill their duties,
which means that when called upon to do so they will willingly give
their lives to the state.”"?

In a somewhat different but even more critical fashion, the top of
the educational system was devoted to serving the process of nation
building. Fukuzawa and Mori instinctively gravitated toward creating a
governing mandarin class. That mandarin class was elitist by nature, for
it derived its legitimacy not from democratic elections but from the fact
that its members passed through an examination system that certified
them as the best and the brightest. Such superiority was only modestly
camouflaged, if at all. In the Meiji period a slogan emerged to encour-
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age students to study hard and obey the rules: “Exalt the Officials, De-
spise the People.”"?

At the apex of that system was Tokyo Imperial University, founded
in 1886. In 1887 the university’s law graduates were granted the exclu-
sive right to move directly into the upper ranks of the bureaucracy by
imperial decree. Things have changed little since 1887. Ezra Vogel, writ-
ing in Japan As Number One: Lessons for America, notes that the educa-
tional system’s function of supplying top bureaucrats has changed little
since early Meiji days:

Leading bureaucrats invariably have attended the best universities. . . .
Tokyo University students are acknowledged to be at the apex of the
two million students in Japanese universities. Within Tokyo Univer-
sity, the ablest students enter the Law Faculty, which in fact provides
broad training for public administration. . . . The top graduates of the
Law Faculty enter the most prestigious ministries. Of the twenty-odd
students entering a key ministry in the elite track each year, perhaps
fifteen come from the Tokyo University Law Faculty.

So, in a century, the law faculty’s market share has fallen from 100 per-
cent to 75 percent.

Some Americans who have come to admire and respect (and fear)
the Japanese system have placed a great deal of importance on this link
between the educational system and the staffing of the bureaucracy.
William S. Dietrich, in his book /n the Shadow of the Rising Sun, writes
of the Japanese emphasis on serving the needs of the state: “These needs,
from early Meiji Japan to the present, have involved the training of a
self-conscious elite to staff the upper levels of the state bureaucracy.”"

Vogel stresses the role of Japanese bureaucrats as permanent stu-
dents or information managers:

Japan’s elite officials from the various ministries have the preeminent
responsibility for guiding the acquisition of knowledge. They them-
selves are constantly analyzing information and deciding what further
information needs to be gathered. . . . They are expected not only to
keep track of developments in general but to search for examples that
Japan could usefully emulate.'®

But their power goes much further than mere providers of infor-
mation. The bureaucrats of today really are the decisionmakers. Vogel
says:
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The politicians make many important political decisions, but com-
pared to the American government the top politicians have little lever-
age over the bureaucracy. The key decisions in the ministry are made
by the permanent bureaucrats rather than by the politicians of the
Diet and the cabinet."”

A division of labor emerged between the politicians and the bu-
reaucracy that came to benefit both. The politicians focused on elec-
toral issues, the bureaucrats on policy. Members of parliament lack
their own policy staffs. The typical member of the Diet has just two
people in his office, while a member of the U.S. House of Representa-
tives typically has seventeen. Thus, the politician usually turns to the
bureaucracy to write the legislation to be introduced in parliament. Some-
times the bureaucracy writes the script for the entire floor debate, in-
cluding, ironically enough, both the questions asked by the opposition
and the answers given by the ruling party.'®

A career arrangement also cemented such a cooperative division of
labor. Many Japanese politicians got their start and training in the bu-
reaucracy. There they learned what buttons to push to deliver the goods
back home. That continued superiority of an unelected bureaucracy
may seem, at the very least, unusual to Americans and their system rooted
in the balance of power. After all, today Japan is a modern democratic
nation with a highly educated work force and electorate and demon-
strable skills in many areas of technical endeavor. Most striking is that
such a system of undemocratic accountability survived the postwar oc-
cupation.

Following World War II, Douglas MacArthur was de facto dicta-
tor of Japan for more than six years. As occupations by conquering mili-
tary powers go, his was among the most benign on record. He arrived at
the end of August 1945, just weeks after the surrender of the Japanese
government and declared that he would “sever for all time the shackles
of feudalism and in its place raise the dignity of man under protection
of the people’s sovereignty.”” MacArthur wrote a new constitution for
Japan that made the legislature, the Diet, the supreme organ of govern-
ment.

At the center of his attempts to make Japan into a democratic state
was a purge of more than 200,000 government and business leaders on
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the grounds of their responsibility for the war. But the purge left the
civilian bureaucracy largely in place and actually had the net effect of
augmenting its power. Of the roughly 40,000 bureaucrats who were
investigated, just 830 lost their jobs.”” Sakakibara himself notes in his
book, Beyond Capitalism, that only nine officials in the Ministry of Fi-

nance were subject to the purge. Of the early occupation period he notes:

The basic structure of the public sector that was formed between the
late 1920s and the early 1930s was in fact strengthened at this time.
Although professional managers in the private sector were filling the
vacuum left behind by the zaibatsu break-up, the economic bureau-
cracy was consolidating both its pre- and post-war public sector foun-
dations, and putting the finishing touches on its framework for “mutual
understanding” with the private sector.”!

As things developed, MacArthur came to find that he needed the
bureaucracy to run the affairs of the country. After all, his occupying
army had to govern a country of some 75 million people. Among the
occupying forces were few individuals with any knowledge of Japanese
history or culture, few who even spoke Japanese. More, but not many,
had some knowledge and experience of civilian administration. So, while
other areas of public life, including the large corporations, saw many of
their leaders barred from high-level employment, the bureaucracy went
on just about as before.

Thus, an elite bureaucracy, rooted in a Confucian tradition of edu-
cation, nurtured in pursuit of nation building, and sanctioned by a con-
quering military power, holds substantial sway. Sakakibara was just four
years old when Douglas MacArthur landed near Yokohama. Sakakibara’s
career is instructive, both because it is quite typical of Japanese bureau-
cratic success and because he is something new, a bit of a rebel, with
enough deviations in his career to make him very much the kind of man
who will lead in a transition.

Sakakibara graduated from Tokyo University (where else?), but with
a degree in economics, not law. After a brief stint in the Ministry of
Finance, he went abroad to get a Ph.D. at the University of Michigan.
He rotated through the various divisions of the Ministry of Finance:
banking, finance, and most important to his career—international fi-
nance. His assignments also included two positions abroad, at the Inter-
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national Monetary Fund and as a visiting professor at Harvard Univer-
sity. Those foreign rotations are considered a key part of the “informa-
tion gathering” function of the government bureaucracy. But his educa-
tion as an economist and his choice of the international finance bureau
as his base were most fortuitous.

At the time he joined the ministry in 1965, Japan was still a very
minor player on the world financial scene. Its GDP was growing rap-
idly, but in world per capita income tables, Japan still ranked twentieth
with a per capita GDP one-third that of the United States. The yen was
still a minor currency, under tight controls, and pegged at a grossly over-
valued rate of 360 to the dollar.*> One story has it that MacArthur se-
lected the exchange rate while staring at the Japanese flag—a red circle
depicting the rising sun with the exchange rate representing the number
of degrees in the circle.”” MacArthur’s trigonometry may have been flaw-
less, but the choice of 360 gave Japan a decidedly undervalued currency.
Still, even by 1970, well into Dr. Sakakibara’s career, Japan’s foreign
reserves including gold were just $4 billion.” To imagine a career at that
time that would end up with the market-given title “Mr. Yen” and to
have that title be one of reverence and awe must have seemed quite a
long reach—or maybe not for a clever young man.

In 1960, when he entered Tokyo University, the Japanese-
American mutual defense treaty (known as AMPO in Japan) was up for
renewal. Protests led by university students broke out in the streets. Presi-
dent Eisenhower was due to visit Japan that June, and the ruling party,
led by Prime Minister Kishi, wanted the treaty ratified. In the Diet,
opposition Socialist politicians and progovernment members engaged
in angry physical confrontations. In the event, Kishi ordered police to
carry opposition politicians from the Diet and then ratified the treaty in
their absence. Protests then broke out throughout the country, and sev-
eral hundred thousand people surrounded the parliament. The
Eisenhower visit was canceled.

Kishi resigned and was replaced by Hayato lkeda, who immedi-
ately began a program known as the income-doubling plan. The plan
was to increase the incomes of the Japanese people by 100 percent within
a decade.” Clearly, that was a political move intended both to distract
voters from the less than savory circumstances that surrounded the pas-
sage of AMPO and to unify the nation around an objective that would
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prove tangible to the average voter and beneficial to the ruling party.
The move also signified an end to an ideologically based political
process. Japanese politics ceased to be a miniature version of the cold
war battle between a pro-American Liberal Democratic Party and the
pro-Soviet Socialists. Outwardly, Japan sided with America in the sense
that it became sheltered under the American military umbrella. Japan
could thus turn inward to attend to its own needs. The public roundly
endorsed the plan. In the elections of November 1960, Ikeda’s Liberal
Democratic Party won an overwhelming 296 seats of 467.%

One of the key reasons that the Liberal Democratic Party has so
dominated postwar politics in Japan is that the income-doubling plan
proved successful. Japan made Ikeda’s income target three years early.
Rather than the 7 percent compound growth in per capita incomes re-
quired for a decade-long doubling, the Japanese managed 10 percent
annual growth rates.”” But by any historical measure to that time, this
was an ambitious program. For example, it took America twenty-nine
years—f{rom 1959 to 1988—to double its per capita disposable per-
sonal income level.?® To do so in Japan required an enormous concen-
tration of talent and energy into such a single-minded project.

The Foundations of Rapid Japanese Economic Development

Today, that rapid growth period is known as the “Japan model” and has
been copied (with suitable deviations for national differences) through-
out East Asia. But the logic of it stems right from Keynesian economics
and was inscribed by the Keynesian New Dealers who came ashore with
MacArthur in 1945. George Kennan, architect of the Marshall Plan,
also wrote the guidance for the economic management of Japan in Na-
tional Security Council directive 13/2. His prescription: “High exports
through hard work.””

The “hard work” part was self-evident. Japan was in ruins, without
its prewar capital stock. The “high exports” was a demand-side-driven
necessity. The impoverished population could not sustain a high level of
consumption. Investment demand needed both a source of capital and
a market for the final products produced by the investment that the
domestic market could not provide. Exports fit the bill nicely. Foreign-
ers would be the final consumers and would, in return, remit their cur-
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rency to Japan, which would allow the purchase of capital goods.

By 1960 and the launch of the income-doubling plan, things were
a bit less desperate, but Japan was still a relatively poor country, with a
GDP per capita less than one-fifth that of the United States. With capi-
tal still scarce and funds desperately needed for industrialization and
rapid growth, the bureaucracy was in no position to let the market have
free reign in deciding where capital should go. A political promise of
rapid GDP growth had to be kept, and the mandarinate was more than
willing to accommodate. The bureaucracy designed a series of policies
to keep capital in the industrialization process. Or, as Japan expert
Chalmers Johnson put it, “[F]or the bureaucracy to have mobilized re-
sources and committed them to a heavy industrial structure as it did in
postwar Japan, the claims of interest groups and individual citizens had
to be held in check.”®

One of the keys was to provide strong support for certain indus-
tries while letting others wither—a practice that came to be known by
the catch-all phrase “industrial policy.” A 1963 study by the Economist
reported that Japan followed a conscious policy of promoting certain
industries key to what the bureaucracy considered Japan’s stage of mod-
ernization and industrialization and chose to “throw away” other indus-
tries.”’ That, however, is probably an overly harsh description of the
actual practice. Instead, a close and continuous consultation goes on
between the senior bureaucracy and the management of key companies.
That can include private afterhours conversations in restaurants during
which both sides can feel free to discuss their particular needs. In
downsizing an industry, the bureaucracy might take an instrumental
role in arranging mergers, for example.

But the array of instruments at the bureaucracy’s disposal to achieve
its desired end is impressive. The bureaucrats at the Ministry of Interna-
tional Trade and Industry (MITI) might work closely with their coun-
terparts at the Ministry of Finance to determine a company’s allowable
tax deductions or the amount of depreciation of equipment they might
deduct. They also might work with the Ministry of Finance to encour-
age or discourage bank lending to particular firms. That is in addition
to the direct levers of authority over licenses, zoning, and regulatory
waivers that are more typical instruments of bureaucratic control.” The
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bureaucracy groups all that informal power under the euphemism “ad-
ministrative guidance.”

Stretching Financing to the Limit

All that bureaucratic power may imply more formal “public sector” domi-
nance than is actually the case. Today, many Japan scholars are arguing
that the bureaucracy’s actual intervention in corporate decisionmaking
was relatively circumscribed. Consider, instead, an analysis that Ameri-
can scholars would recognize as the “capture theory”: Government regu-
lators tend to adopt the same viewpoints as the industries they are regu-
lating; that is, they become captured by the industries. As we shall see
later, the senior bureaucracy and senior corporate management had a
lot in common, thus making a common viewpoint a likely approach.

The second key to the Japanese development strategy was to make
maximum use of scarce capital by encouraging a corporate debt-to-
equity ratio that American corporations would consider imprudent. Dur-
ing the rapid development period, debt-to-equity ratios in large Japa-
nese companies were three and four to one and higher. Typically, U.S.
companies would use debt to leverage their equity at a one-to-one ra-
tio.” Even the equity positions in Japanese companies might be a dis-
guised form of debt. Japanese banks owned substantial portions of the
shares of their corporate customers. Estimates of that practice suggest
that Japanese financial institutions may hold as much as 45 percent of
the value of Japanese equity on their own books.* As we noted earlier,
when the market was rising, that caused no problems. In the current
environment, it is turning a stock market decline into a devastating bank-
ing and financial crisis.

Such a system also allows for both the rapid creation of capital and
its direction to the use the bureaucracy desires. As Chalmers Johnson
summed up the process, “Large enterprises obtain their capital through
loans from the city banks, which are in turn over loaned and therefore
utterly dependent on the guarantees of the Bank of Japan, which is itself
. . . essentially an operating arm of the Ministry of Finance.”®

This is such a powerful system for the rapid accumulation of capi-
tal because it harnesses the entire financial system of the country to the
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industrial process, from the creation of money to every nook and cranny
of the balance sheet and regulatory check on the banking system. Start
with money creation. The central bank, in this case, the Bank of Japan,
issues currency (or its equivalent) in return for a government bond. That
currency is, in effect, an interest-free loan from the holder to the Bank
of Japan. For a variety of reasons, most deliberate, currency holdings in
Japan (at roughly 8 percent of GDP) are many times what they are
elsewhere. (In the United States, for example, currency represents about
5 percent of GDP, but roughly 70 percent of U.S. currency circulates
outside the United States, lowering the effective ratio to just 1.5 percent
of GDP).* Thus, a system with a high reliance on currency generates a
substantial interest-free loan to the central bank, which in turn lends to
the government through the purchase of government bonds.

When the government spends money for a project, the proceeds
are deposited in the banking system. Of that amount, most is re-lent.
Through a process known as the “money multiplier,” in which the re-
lent money is itself redeposited in the banking system, an initial deposit
in the bank can ultimately expand the balance sheet of the banking
system—and its lending capacity—by many times. The size of the money
multiplier depends on the fraction of each deposit that is re-lent. The
more that is re-lent, the bigger the multiplier.’”” A system that relends 80
percent of all deposits has a money multiplier of five. One that relends
90 percent has a money multiplier of ten. One that relends 95 percent
has a money multiplier of twenty.

Obviously, the more money a bank can relend, the bigger the frac-
tion of each deposit on which it can earn interest. For the system as a
whole, the higher the fraction that can be re-lent, the greater the lend-
ing capacity of the system. If you are trying to rebuild the industrial
infrastructure of a society, a highly geared banking system, one that re-
lends a big fraction of all deposits, is certainly a great way to operate.

One has three things to worry about when it comes to lending
“too much” that keep this explosive growth of the banking system in
check. The first is the fear that your depositors will want to withdraw
their money and that you will not have enough money in the bank to let
them withdraw their funds. One can minimize that concern in two ways.
First, if your bank is part of a rapidly growing economy, on net, the
amount of money on deposit in the system is growing quite rapidly as
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well. So the chances are that if one depositor wants to make a with-
drawal, someone else is making an equally large or larger deposit. Sec-
ond, the central bank can lend you, the bank, the cash to cover your
temporary shortfall. That happens in all major economies today, and it
certainly happens in Japan. The Bank of Japan will gladly extend tem-
porary credit to a bank if it runs short of cash.

In most of Japan’s postwar history that was not a cause for concern,
chiefly because the economy grew rapidly. Today, that practice is caus-
ing a real problem. In late fall 1997, depositors began a “run” on their
banks.” That is, they began to withdraw their deposits and demand
cash. That put enormous strains on the system. First, the commercial
banks found that they had to stop lending and even began to call in
loans because they needed the money to pay back their depositors. That
put enormous strains on the commercial economy, which needs bank
loans to survive. Second, it put enormous strains on the Bank of Japan,
which had to expand the currency it issued at the rate of 1 percent per
day. By way of comparison, most monetary authorities expand their
currencies by a few percent per year. That money was transported to the
banks and paid out to depositors. It was said that one could not obtain
either a safe-deposit box or even a home safe in Tokyo during Decem-
ber. They were all purchased to hold the resulting cash hoard.

The second concern you should have as a banker is that your bank
has some capital, or net worth, to absorb some losses. After all, not all of
the loans you make will prove profitable. The economy might have an
economic downturn that might cause a whole group of your borrowers
to have to renege on their debts at the same time. Capital requirements
in Japanese banks were lower than those of almost all their international
competitors. As a result, Japanese banks were expanding at a rate that
far exceeded that of other countries, and in the late 1980s that lending
was becoming international in its scope. So dramatic was the effect that
in 1988 the large industrial nations got together to create international
capital standards. One important ulterior motive was to restrain the
rapid growth of Japanese institutions.

Those were the “good old days.” Fear by the competition has now
been replaced by terror on the part of the Japanese banks. Those institu-
tions are now finding their capital positions in jeopardy. As I mentioned
earlier, the situation is so bad that the government has proposed that it



Economic Puppetmasters [ 72

directly purchase ¥30 trillion (U.S. $235 billion) of bank preferred stock
and subordinated debt to maintain the banks’ capital positions.

The final concern a banker should have is the profitability of his
loans. Even if he has no worries about depositor withdrawals or about
capital adequacy, too aggressive a lending pattern might lead to a sur-
plus of loans that cannot be repaid. Under normal bureaucratic behav-
ior, no one wants to admit that he made a bad loan. The incentive is to
assume that the borrower’s circumstances will change and that he will
be able to repay at a later date. That fiction is most easy to maintain if
the borrower is at least paying interest; those loans are known as “ever-
green” loans.

The role of bank regulators is to “blow the whistle” on that kind of
covering up of bad loans. Standards of regulatory supervision certainly
vary among countries and, over time, within particular countries. It is
fair to say that the Japanese authorities have been known to be extremely
permissive by most standards in that regard. As Charles Calomiris noted
in his international comparison of bank lending standards, “The Japa-
nese banking system has hidden its losses behind a veil of regulatory
forbearance for several years, hoping that improvement in economic
performance will pay for bank loan losses.”

Thus, undercapitalized companies borrowing from undercapital-
ized banks became a key producer of capital for industrialization in Ja-
pan. Readers might make the analogy that the Japanese system was set
up to create as many of those Cancer Cure plants as possible that we
discussed in chapter 3. As the current problems in Japan suggest, the
analogy hangs together. That said, the system worked quite well for
many years. William Dietrich, who as the head of an American steel
processing company had to compete with the Japanese, wrote approv-
ingly of that system in 1991:

The strengths of the Japanese financial system go well beyond provid-
ing low-cost capital. Given the overborrowed position of industrial
companies and the overloaned condition of the city banks, the govern-
ment, as the lender of last resort, is able to direct investment toward
areas that will yield maximum benefits to the economy. . . . The Japa-
nese financial system is so structured and operated that it is a powerful
and effective instrument of state policy.®

That may have been the case when all was going well. Today, that
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house of cards is crashing down. The unrecognized bad loans are clut-
tering up the banks’ balance sheets. While a bank can hide a small amount
of bad loans, a bank full of them cannot lend. Why? While “good loans”
are repaid, allowing the bank to relend the money to new customers,
bad loans never repay their principal. So no new lending can take place.
No new lending means that new economic activity is hard to finance.
Eventually, the entire bank balance sheet comes to represent loans that
financed economic activity that occurred years before. Recession sets in.

Lifetime Employment

The final key for building capital for rapid industrialization was the
lifetime employment system. That system has received a lot of praise
from foreign observers, particularly on the political left, but it was the
real basis of Chalmers Johnson’s notion that “the claims of individual
citizens had to be held in check.” The system had three elements: life-
time employment with virtually no mobility between firms, promotion
with the firm by seniority, and compulsory retirement at age fifty-five.
In essence, a school leaver makes a lifetime commitment to a firm and
has very little freedom of choice after making that decision.

While the individual gives up freedom, an economic system that
has just been ravaged by war and is desperately short on capital gains a
lot from such a permanent employment system. The most obvious ben-
efit is that the working-life compensation of such a system is “backloaded,”
that is, it occurs late in the worker’s life. The firm can begin with an age
pyramid dominated by younger workers and, at first, “underpay” them
relative to the average compensation the worker expects over his work-
ing-life. That shortfall in wages can go directly into profits and therefore
capital formation. A second boost to capital formation comes in the
form of the early retirement age. While firms promise pensions, few
pensions are sufficiently high to maintain an adequate lifestyle. In a
society that has as high a life expectancy as anywhere on the planet,
retirement at fifty-five or sixty requires significant saving during one’s
working life to provide for a long and idle period after retirement.

Those two boosts to capital formation are rather explicit in such a
labor market arrangement. But two, more subtle, supports exist. The
first is that a lifetime employment arrangement makes the cost structure
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of the firm more variable, reducing the risk of lending to the firm. La-
bor becomes a variable cost tied to profitability as firms more easily
obtain wage concessions from workers who have nowhere else to go.
That lower risk environment helps sustain the high debt-to-equity ratio
described above, in which capital, paid for with interest, not dividends,
is a fixed cost.

The other subtle support comes from a lack of options for the
highly skilled and highly competent worker. In the U.S. market, par-
ticularly in a high-tech area like the computer industry, a dissatistied
group of top-ranking workers might think nothing of leaving the com-
pany and starting their own firm. That gives them enormous leverage
over management, which must either pay them more (diverting capital)
or face a severe disruption. The potential for such types of mutinies also
makes lenders much more cautious and makes high-debt finance im-
possible. Most high-tech firms rely heavily on equity financing. In
constrast, in Japan, with a financial market dominated by bank debt
and no room for employment except through a lifetime system, these
“malcontents” have no options, and the existing firm is a “safer” place.

Of course, all those arrangements carry side benefits to a society.
Many Western admirers of Japan have noted the lower disparities of
income, particularly lifetime income, in Japan relative to the United
States. Of course, in a society where a single lifetime employment choice
is made available, pay is set bureaucratically, and promotions are based
solely on seniority, disparity of income can be sharply reduced. Most
important, the high income outliers in the American income distribu-
tion, often entrepreneurs who left the corporate culture to start out on
their own, are a much greater rarity in Japan. It is also obvious to the
Western visitor that Japanese society manifests its inequalities not through
income but through interpersonal relations. Hierarchy and status are
continuously reinforced in every interpersonal encounter—from bow-
ing as a form of address to where one walks in relation to one’s boss.

The Bureaucracy as Ruling Class
In such an environment, little doubt exists about who really is boss.

When a MITTI official meets with the head of a company to discuss
affairs informally, the MITT official is typically ten or fifteen years younger
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than the corporate chief. In a hierarchical society dominated by
seniority-based promotion, that would be similar to a junior vice presi-
dent in one company being the counterpart of the chief executive of-
ficer in another. Albert Craig quotes a young bureaucrat, Masuda Yoneji,
in a most candid comment regarding his treatment by businessmen much
his senior. His treatment was “with such a combination of respect and
deference that for the first time in his life he felt the ‘indescribable
pleasure’ of embodying in himself the ‘power of the state.””*!

Why does the rest of Japanese society, in particular, the business
community, tolerate such a concentration of power? Of course, the most
obvious reason is that the bureaucracy holds enormous power. The de-
velopment model described above gives the bureaucracy a substantial
amount of control over the success and failure of an individual com-
pany. But that is somewhat circular: the bureaucracy has power because
it has power. First among the reasons is a factor that all students of
bureaucracy, dating at least from Max Weber, would recognize: the bu-
reaucracy is cohesive in asserting its power.

Furthermore, the background, training, and recruitment of the
bureaucracy serve to create a degree of homogeneity of perspective that
allows the bureaucracy to maintain that cohesiveness of purpose. But,
for practical reasons, the “bureaucracy” as a class is much larger than the
upper reaches of public-sector employment. The informal ties between
senior civil servants and their private-sector counterparts are vast. His-
tory goes a long way in explaining that development, and Sakakibara
himself tends to give substantial credit to the U.S. occupation, at least
indirectly. As noted earlier, the economic bureaucracy was left intact
after the war’s purges. The current structure of the Ministry of Finance
remains virtually unchanged from that of 1937.*> But the bureaucracy
may also have had an easier time because its compatriots were taking
over the corporate sector as well, thanks to MacArthur. Many of the
individuals who provided the intellectual basis of the occupation were,
naturally enough, American New Dealers. They argued that the owners
of the prewar companies were largely responsible for Japanese aggres-
sion. The head offices of the major private firms were all purged. In
contrast to the untouched government bureaucrats, even the minor chil-
dren of major industrial families were subject to the purge. In the case
of Mitsui and Mitsubishi, any two former employees of either of the
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firms were prohibited from ever going into business together.”’

When the entrepreneurial founding families of the industrial con-
cerns were eliminated from the scene, professional managers took over.
In effect, the governing structure of the corporate sector of Japan also
became bureaucratized. Or, as Sakakibara says, “GHQ’s [General Head-
quarters’] extremely tough antimonopoly-anticapitalist policies, how-
ever, firmly established professional management power, which eventu-
ally was to act as a sturdy foundation for large Japanese corporations.”*
Interestingly, financial institutions were not subject to the general breakup
of prewar industrial concerns. That allowed a shift to the bank-based
capital lending described earlier that was not intrinsic to Japan. Before
the war, direct financial markets, particularly the bond market, were
flourishing. After the war, they were replaced almost entirely by the
banks and their more bureaucratic and regulatory practices.

Thus, the occupation cemented bureaucratic control of the corpo-
rate sector as well as the government and put in place a system of corpo-
rate finance that reaffirmed the arrangement. That change meant that
the system also concentrated power in a very small and cohesive group.
In 1963, for example, roughly 65 percent of the top bureaucrats at the
economic ministries were graduates of Tokyo University. The same was
true for 40 percent of the top business executives in the country. Of
course, individuals enter those exalted ranks solely on the basis of a
meritocratic examination system. While that may mean that the family
backgrounds among this ruling group vary, their skill sets and socializa-
tion have been ruthlessly homogenized by the process of gaining admis-
sion.

William Dietrich, who by and large is an admirer of the Japanese
system, summarizes that homogeneity well:

In the United States the social-selection process may extend over a
lifetime, allowing for several variables: “late bloomers,” inheritance,
class, family connections, the exercise of skill and cunning in lieu of
formal education, and even a fair role for Lady Luck. In the much
tighter Japanese social system, the importance of these factors is greatly
diminished. The educational system, for better or for worse, carries
the bulk of the burden of assigning each member of society a function

and status, and thus his or her “proper place.”

Thus, a business leader questioning the legitimacy of the bureaucrat in



The Mandarin 10 77

making a decision, as is often the case in the United States because of a
lack of experience in the “real world,” would mean that leader’s ques-
tioning the legitimacy of his own position.

As the bureaucrat and the business executive in Japan share a simi-
lar past and outlook on life, they also share a similar future. The Japa-
nese have a special name for the signal that it is time to leave, “kata-
tataki,” or patting on the shoulder. But early retirement in the bureaucracy
means that the business community ends up attracting a large number
of former bureaucrats into high positions of authority. In fact, the Japa-
nese have a most telling name for retired bureaucrats moving into top
positions in private corporations—amakudari—literally, descent from
heaven. In a system in which knowledge of the bureaucratic
decisionmaking process is financial life or death, recruitment of those
individuals is a most sensible policy for the company.

Bureaucracy and Politicians

What is more remarkable than the acceptance of the bureaucracy by the
corporate sector is the acceptance of the bureaucracy by the political
sector. Again, though, the bureaucracy finds itself in a peculiarly influ-
ential position and thus is, by and large, able to influence the political
process for much the same reasons as it influences corporate
decisionmaking. This extent of power and influence makes it largely
invulnerable from attack.

Members of the Diet have no independent policy staff and so are
required to rely on the bureaucracy for all phases of their work. But the
most important adage for any bureaucracy is that information is power.
A recalcitrant politician who may seek independence from his nominal
subordinates will soon be punished by them. An “inadvertent” but still
critical omission during a briefing might leave the official unprepared
for parliamentary debate. That form of discipline helps keep the indi-
vidual politician in line.

But, as with the corporations, it is history and particularly the oc-
cupation by MacArthur that really cemented the dominance of the bu-
reaucracy. That resulted from MacArthur’s following a very natural
path of least resistance in seeking talented men, relatively untainted by
the war, to hold senior positions. Who else in 1946 had both the talents
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to govern and the absence of disqualifying military involvement in the
war but the upper echelons of the civilian bureaucracy? Step one in
bureaucratic ascendancy in politics was the bureaucrats’ becoming the
top politicians.

The first man MacArthur picked to be prime minister, Shigeru
Yoshida, exemplified that. Yoshida had graduated from Tokyo Univer-
sity (of course) and pursued a successful career in the prewar Foreign
Ministry. He was an acceptable prime minister because during the war
he took an early and forceful position in seeking peace with the United
States, for which the Tojo government had imprisoned him. Although
he held office for seven years, Yoshida was still a Tokyo University—
educated bureaucrat turned politician, hardly a “man of the people.”
Where else would he turn to staff the top political jobs in his adminis-
tration but to men with similar backgrounds?

After he was forced from office, Japan had a brief interlude of pro-
fessional politicians’ holding the office of prime minister. But in 1957
Nobusuke Kishi took power. Just like Yoshida, Kishi was a former bu-
reaucrat. Indeed, he had been a key member of the cabinet for eco-
nomic mobilization during the war. So important was his bureaucratic
role that the occupation declared him a class A war criminal. It was
probably his bureaucratic arrogance that caused him to push the AMPO
through the Diet in 1960. But, during his regime, former bureaucrats
continued to hold most of the top political posts. He was followed by
Hayato lkeda (of income-doubling fame). Ikeda had been a top official
in the Yoshida administration and had become famous for noting that
“bankruptcies [of medium and small companies] were inevitable” and
that poor Japanese families unable to afford rice should “eat barley.” His
bureaucratic arrogance had gone too far in 1952, when as minister of
industry he was quoted as saying that it “cannot be helped” if some
bankrupt business owners were “driven to suicide.” Next in line came
Eisaku Sato, who, like the others, was a graduate of Tokyo University
and a career civil servant. To show how tightly knit the fabric of the top
classes was, Sato actually was the younger brother of Prime Minister
Kishi. Thus, from 1946 until 1972 the political establishment was in no
position to challenge bureaucratic rule. Indeed, a virtually seamless web
existed between the upper echelons of the bureaucracy and the top elected



The Mandarin [ 79

officials in the land. The close alliance between the bureaucracy and the
ruling Liberal Democratic Party continues to exist to the present.

In 1972 the first cracks began to emerge in that system, and they
are cracks that are part of the undermining of the system to which we
now turn. But even today, if we look to the mandarin to reform the
system, we are looking in the wrong place, because, in Japan, the man-
darin s the system.



Mandate of Heaven Withdrawn

Hell hath no fury like a bureaucrat scorned.
—Milton Friedman'

oday, with the Japanese economy and financial system in the

midst of severe crisis, we can easily criticize the mandarin sys-

tem. But we should first acknowledge its successes. Not only
did Prime Minister Ikeda’s income-doubling plan succeed, but Japanese
GDP continued to expand at an extremely rapid rate. Today, Japanese
per capita GDP is roughly equivalent to that of America or Europe.?
Furthermore, if that sincerest form of flattery, imitation, is any guide,
the Japanese created a model that has been imitated throughout East
Asia. When America’s leaders lecture Japan, as they did at the G-7 sum-
mit in 1997 and, as they regularly do when they visit Tokyo, they should
bear in mind that before taking office, some of them were recommend-
ing that the United States imitate Japan in areas ranging from labor
markets to industrial policy to fiscal affairs.’

Nor should any criticisms of Japan reflect negatively on the hard
work and sacrifice of the Japanese people, for it is they, not the bureau-
crats, who really rebuilt Japan. There is absolutely no reason why Japan,
with a hard-working, highly educated, and talented population, cannot
again be the envy of the world. But to do so, Japan must recognize its
weaknesses. Furthermore, as the current financial crisis unfolds, we on

80
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the outside must understand why Japan has trouble acting the way we
think it should to minimize the crisis. As we saw in our examination of
America, the contrarian may have been successful, but he has limita-
tions on his freedom of action. So, too, does the mandarin.

So we turn not to the programmatic changes that the Japanese
government and bureaucracy might implement, but to the structural
features of the Japanese paradigm that keep it performing the way it
does. Those structural features grow from the choices Japan (and the
occupation) made after the war, although some have even deeper roots.
Until the political economy of Japan changes, and with it the assump-
tions that underpin its governing structure, Japan will continue to make
the same types of choices that have characterized its postwar history.
Understanding that structure of choices is key to determining the bold-
ness of the Japanese response and evaluating whether the system will
continue to be paralyzed in the face of the financial crisis in which it is
now mired.

Structural Feature #1: Pork vs. Policy in Politics

One of the supposed strengths of the Japanese paradigm had been that
highly trained and educated bureaucrats made policy. William Dietrich
and others have contrasted that professional management of policy with
the narrow “political” focus of American decisionmaking. In essence,
“nonpolitical” means “beyond debate.” While Americans may argue
whether a government is “probusiness” or “proconsumer,” or whether
government should help business or be laissez-faire, the Japanese have
settled those issues, especially with regard to trade and industrial devel-
opment. In Japan, the bureaucracy is the guiding hand of business, and
those issues are beyond debate.

But politics must be based on something. Politicians do not go
before their constituents and ask them to toss a coin. Nor is it credible
for a politician to go before the electorate and say, “Vote for me and I'll
leave the bureaucrats alone to do the great job they’ve been doing.” Suf-
fice it to say that, as in other countries, politicians must justify their
existence or they will be turned out of office.

The bureaucratic emphasis on policy setting meant, effectively, that
national policies were not the realm of the politicians. That left an un-
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due emphasis on what all politicians everywhere try to deliver: pork. No
one imagines that pork-barrel projects are unique to Japan. They exist
everywhere, and all politicians try to produce projects back home paid
for by the central government. We have no more a concrete (literally)
symbol of what a politician did for his voters than cutting the ribbon on
a new highway or a new building paid for by the government.

In America, former Speaker of the House Tip O’Neill was famous
for his saying, “All politics is local,”* by which he meant that delivering
the goods and services to the constituents back home was crucial to
electoral success. But that did not stop O’Neill and his colleagues from
playing an active role in national policymaking and in using those policy
issues to sway voters back home. In America and in most other democ-
racies, we expect the politicians to take stands on “the issues.” Nor do
Japanese politicians completely ignore “the issues.” A Japanese electoral
campaign has some ideological content. What is different is the empha-
sis. When the bureaucracy makes all the key decisions, the emphasis on
issues is misplaced. If a typical American campaign is five parts pork
and five parts policy, one in Japan is nine parts pork and one part policy.

The constitution that General MacArthur bequeathed to the Japa-
nese contributed to that deemphasis of policy. MacArthur had as his
principal objective prohibiting the rise of a strong militarist leader and
so designed a representation system to make that difficult. Instead of
the single-member system of seats in which the largest vote getter is
elected, MacArthur created multiseat districts in which the top three,
four, five, or six vote getters enter Parliament. A national party with 55
percent of the votes might sweep Parliament in a single-member sys-
tem. In the multimember system, the party would have to fight hard
and carefully control its supporters to hold three of the five seats in a
multimember district.

That system worked well at MacArthur’s objective. But it also meant
that members of the same political party were effectively competing
against one another at election time. It is hard to run an issues-driven
campaign when one or more of your competitors have endorsed exactly
the same political manifesto as you have. The “marginal voters” to whom
each politician naturally appeals are likely in such a system to be those
of the politician’s own party who may be tempted to vote for another
candidate of that party. So the incentive to appeal on ideological grounds
is replaced by the question, Who in my party has done the most for me?



Mandate of Heavan Withdrawn [ 83

The rise of one of the most successful mavericks in Japanese post-
war history—Kakuei Tanaka—drove that point home to the Japanese
political system. In 1972 the bureaucracy got the biggest surprise of its
postwar stint in power when Tanaka bested Liberal Democratic Party
rival Takeo Fukuda to succeed Sato as prime minister. Fukuda was clearly
the favorite of the establishment, not only a graduate of Tokyo Univer-
sity, but first in his class at the law school. Tanaka, by contrast, never
graduated from college. Fukuda rose on the fast track as a bureaucrat at
the Ministry of Finance. Tanaka was a self-made man with a background
in construction. In short, Fukuda was a mandarin, Tanaka was a man of
the people.”

To pull off a coup like that against the policy-driven bureaucracy,
Tanaka had to succeed famously at building a career on that other leg of
politics: pork. Tanaka represented Niigata, the western Honshu prefec-
ture where he grew up. It is on the “wrong” side of the spine of moun-
tains that runs down Japan and thus is dominated in winter by bliz-
zards, originating in Siberia, that gain moisture as they blow off the Sea
of Japan. Tanaka, who learned the construction business from the ground
up in his youth, founded the Ezsuzankai, “the Association for Crossing
the Mountains,” which became the core of his political machine. He
made sure that every village in his prefecture got the road, or the bridge,
or the snow plow that it needed.

That tendency to deliver the goods persisted throughout his ca-
reer. In his stint as postal minister he controlled licensing of new televi-
sion stations. Before his ascendancy, the bureaucracy had granted only a
handful of licenses. In a single weekend Tanaka overruled the bureau-
crats in the ministry and gave out forty-three new permits, saying, “This
is the time to make history in Japan’s electronic waves.” In 1965 a crack
in the stock market threatened a collapse in the securities sector. Tanaka,
then finance minister, arranged a direct loan from the Bank of Japan to
one of the four large brokerage firms of the country. It is a historical
footnote that the firm in the most trouble during the Tanaka bailout
was Yamaichi, which finally collapsed in 1997, during the current eco-
nomic crisis.

It should surprise no one that this process creates a close tie be-
tween money and politics. Tanaka, a businessman and not a bureaucrat,
had few compunctions about making the role of money more explicit in
his new-found business. He is alleged to have told supporters that he
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got his cabinet job in 1958 by giving Prime Minister Kishi ¥3 million in
cash. In his 1972 election as prime minister over Fukuda, he was ru-
mored to have spent some ¥5 billion—the equivalent of U.S. $16 mil-
lion at the time. At another juncture, Tanaka is reported to have taken a
television announcer to his home to persuade him to be a candidate.
There, a pile of cardboard boxes sat next to a safe. He opened a box,
filled with yen, and handed it to the prospective candidate saying, “You
can’t be a politician if this amount of money makes you nervous.”

Money and favors created a powerful political machine. They in-
evitably undermined the bureaucracy as well. When Tanaka was suc-
ceeded as finance minister, his successor was reportedly told about the
need to distribute midyear and year-end presents ranging from cosmet-
ics for telephone operators and neckties for clerks to wads of cash for
those of higher rank. The typical semiannual gift to the top 200 officials
was ¥500,000 (about $3,500 today).®

Of course, one of the problems with delivering such money is the
need to raise it. What ultimately brought Tanaka down was the so-called
Lockheed bribery scandal. Tanaka urged All Nippon Airways, a private
firm, to buy Lockheed planes for its fleet. In return, Lockheed paid
Tanaka a ¥500 million commission. Of course, that was all part of the
same system that began with his formation of the Etsuzankai. As was
once attributed to him in another “deal,” he said, “I don’t want a bribe,
I just want to receive political donations from the contractor who wins
the bid.”

The scale of corruption only grew after Tanaka left office and per-
haps reached its peak in the 1993 arrest of Shin Kanemaru, a great po-
litical fixer of the 1980s. When his homes and offices were raided, po-
lice found more than $30 million in cash and bearer bonds and more
than 200 pounds of gold bars."

Sakakibara notes that tendency as well:

The role of politicians in this process is to tend to the funding needs of
their local “enterprises” and to lobby the central government on their
behalf. In this sense, Japanese politicians have a much stronger “entre-
preneurial” side than their European or U.S. counterparts. This trait
owes largely to the nature of the Japanese public sector, which is domi-
nated by public works and financial operations."

Some commentators, particularly Japanese critics of the system,
identify such corruption and money politics as the problem. While un-
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savory, the Japanese economy and political system could well survive
side payments between politicians and bureaucrats and winning con-
tractors and politicians. No, the root of the problem is that politics has
been reduced to the delivery of pork—or, as Sakakibara so delicately
put it, that the “entrepreneurial” side of Japanese politicians stems from
the public works nature of the Japanese public sector. Those side pay-
ments are just a natural outgrowth and supporting pillar of a system in
which too much money is simply wasted on pork barrel projects.

Japan is world-renowned for having a high savings and investment
rate. But a substantial portion of that investment is devoted to public
works and private-sector projects related to those public expenditures.
In 1985, for example, Japan spent 4.8 percent of its GDP on infrastruc-
ture projects, three times the share of GDP spent in the United States
and roughly twice the share spent in Europe. Fixed-capital formation
comprised 28 percent of total GDP compared with about 18 percent in
the United States and Europe.'

Those two facts are related since the government spending is often
only a portion of the “development” that happens when a new infra-
structure project is laid. Sakakibara summed that point up nicely:

In the process of implementing public works, the state plays an over-
seeing role as fund supplier rather than acting as the direct instigator.
Even in the area of roads, where the share of the state and public cor-
porations is comparatively large, it still only accounts for 30 percent.
This state role is extremely important when subsidies and other direct
funding are combined with the previously mentioned indirect fund
supply of investments and loans."

In short, much of the extra 10 percent of GDP that Japan spends
on fixed investment is infrastructure-related. Japan has reached the situ-
ation where it has one construction company for every 200 people, where
10 percent of all jobs are in construction. Today, that extra 10 percent of
GDP spent on infrastructure amounts to roughly $450 billion per year."*
The real question is, What do the Japanese get for all that extra money
spent on infrastructure? The answer is far from clear.

Despite Japan’s vast financial wealth, typical Japanese workers live
in small apartments and are forced to commute standing up, packed
like sardines, for sixty to ninety minutes each way to get to work. Surely
those extra infrastructure funds have not bought better housing or bet-
ter rail service. To get to a golf course on a weekend (assuming one has
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the $200 green fee and can get a reservation), the golfer must set out
extra early for the two- to three-hour drive. Surely those extra infra-
structure funds have not gone into parks and recreation.

Thus, one of the most fundamental problems caused by the politi-
cal emphasis on “pork” is a low return on public-sector investments.
The key issues—adequate rail service, particularly at rush hour, better
housing, and better recreation facilities—have managed to get pushed
to the back of the agenda. Furthermore, because government infrastruc-
ture spending attracts private spending, much of the investment by Japa-
nese companies gets tied into similar low-return projects. The politi-
cians and the bureaucrats who control those funds benefit from this
system—so the system is resistant to change. The people and economy
of Japan pay the price.

Of course, everyone realizes that the political system is dysfunc-
tional and corrupt. So everyone regards investigations of money politics
and corruption as the “problem,” much as they are viewed in the United
States. Scapegoating, as we noted before, is an inevitable part of a sys-
tem trying to save itself. But American political reformers should take
note. Despite all the money floating around in Japanese politics, the
government bans political advertising on television and strictly limits
individual and corporate contributions. The problem is not the corrup-
tion but rather the issueless nature of the Japanese political scene. As
long as the bureaucracy makes policy, the politicians have only one job
to do: bring home the pork.

Structural Feature #2: Excessive Debt Finance

As we discussed in the last chapter, the highly leveraged approach to
Japanese finance was one of the keys to its success. By relying on debt
finance and a highly leveraged banking sector, an impoverished Japan
was able to take full advantage of the scarce capital that was available to
it. Unfortunately, that important part of the postwar growth paradigm
was left unchanged, even though Japan became one of the richest soci-
eties on the planet. The result was a hyperabundance of capital that
created a frenetic asset boom followed by a financial collapse.
Consider again the process described in chapter 3 by which an
asset bubble gets going. An initial shortage of land or buildings leads to
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a variety of new investment projects. Land prices and existing space get
bid up in price. People feel richer, borrow against the higher value of
their land, homes, and offices, and invest the proceeds. Some of the
investment is in still more capacity; some simply results in ever higher
prices for existing real estate. At some point, the process comes to a halt
when too much real estate is on the market and prices collapse.

The Japanese experience of the late 1980s—the “bubble”—devel-
oped along the same psychological lines that exist everywhere. What
was different about Japan was the extent to which the banking system
force-fed capital into the bubble to make it one of the most explosive in
history. At one point during 1989, analysts estimated that the land of
the Imperial Palace grounds in the middle of Tokyo had a theoretical
value more than the entire state of California.” Typically, the rate of
growth of land valuations fairly closely tracked the rate of growth of
nominal GDP in Japan. Beginning in 1984, the trend began to diverge.
At the peak of the trend, commercial land prices in Japan traded at a
level over three times what would have been their normal level. Resi-
dential land prices were at two times the “normal” level.'®

The Japanese economy has languished ever since the bubble burst.
That too is an outgrowth of the highly leveraged bank-debt-driven fi-
nancial system that was key to the postwar Japanese economic miracle.
To understand that process, imagine yourself as the typical bank officer.
You have just followed standard procedure and approved a loan of ¥95
million to match the ¥5 million a developer has put up to build an
office building. You assumed that real estate prices would continue their
historic trend upward and therefore had no trouble with the high debt-
to-equity ratio in that loan.

Now imagine that instead of rising, real estate prices fall by 20
percent. The ¥100 million property in question is now worth ¥80 mil-
lion. The borrower comes in and says, “I am so sorry, but I am unable to
repay the loan as the property is now worth less than what I owe.” What
should you, the banker, do? Consider your options.

The first option is to foreclose on the property. A number of rea-
sons unique to Japan, including its bankruptcy procedures, make that
an unlikely option. But that option looks unattractive for another rea-
son that has little to do with the details of Japanese law. Remember, not
only was the borrower highly leveraged, but so was your bank. The bank
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would have to take a ¥15 million loss if it foreclosed on the property
and would reduce the value of its capital by that amount. Following the
highly leveraged procedures of Japanese banking, the bank had extended
its loan-to-capital ratio at a twenty-to-one ratio. Taking a ¥15 million
reduction in capital would eliminate not only the capital standing be-
hind that ¥95 million loan, but behind loans totaling ¥300 million! In
effect, the bank would have to start calling in more of its outstanding
loan portfolio to keep up its capital-to-loan ratio. The trouble with call-
ing in all those other loans is that most of the other borrowers are in
similar difficulties and would require further write-downs of capital. So
foreclosure is not an attractive option.

The second option is to offer the borrower a deal. As a lending
officer, you have long valued this customer’s business, you explain. It is,
after all, a Japanese tradition to believe in long-term business relation-
ships and not short-term profit. So the bank will not foreclose on the
loan. All it asks is that the borrower continue to pay interest on the loan.
That way, with interest coming in, the bank could continue to classify
the loan as “performing.” It would not have to write down a loss on the
loan, reduce its capital, or call in other loans. Oh, and by the way, if the
old interest rate should prove unaffordable, we can be flexible on terms
as well. As long as the interest rate covers the cost of funds, the loan will
still generate a cushion. Over time, the bank can use that cushion to
build up a loan-loss reserve to cover the eventuality of foreclosure.

Japanese banks went for that second option, arguably a very sen-
sible call in a difficult situation when considered on a case-by-case basis.
But remember the famous lesson of Keynes—the fallacy of composi-
tion. The balance sheets of the Japanese banking system began to fill up
with loans like the one described above. They continued to pay interest
and so were never counted as “bad” loans, but the bank was in no posi-
tion to get rid of them and free up either the money or the bank capital
it had committed to the loan. To do so would require the bank to take a
loss and mark down the value of its capital.

Consider, for example, what happened to the portfolios of the eleven
city banks, what in the United States we would call commercial banks.
In 1985 they had outstanding real estate loans worth some ¥6.9 trillion.
Ten years later, their real estate loans totaled ¥26.7 trillion.” The trouble
was, the value of Japanese commercial real estate in 1995 was actually a
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bit lower than it was in 1985." Virtually the entire ¥20 trillion increase
in the banks’ real estate exposure probably represented loan commit-
ments not unlike the one described above.

On top of that, banks also lent to construction companies and
other financial conduits. The latter were part of the financial pyramid
scheme that helped the Japanese system gain access to cheap capital.
The former were naturally good customers during the boom period.
But, after the bubble burst, all those industries were in trouble. Of the
twenty-one big banks in the country, including the commercial, trust,
and long-term credit banks, total loans to those three industries expanded
threefold between 1985 and 1995, from ¥32 trillion to ¥103 trillion, an
increase worth $680 billion. Roughly one-third of the balance sheet of
the twenty-one largest Japanese banks comprised loans to those three
sectors in 1995, up from just one-fifth ten years earlier."”

What is the harm in this? Not foreclosing on someone whose in-
vestment just happened to go bad seems like the kind of bank with
which many readers might like to do business. As long as the original
borrower still promises to repay the loan sometime, is there any harm in
this practice? After all, this resembles somewhat the way many Ameri-
cans treat their credit cards, just paying the interest and letting the prin-
cipal sit.

Not foreclosing on such loans has two problems. The first is that
those funds are essentially “dead” when it comes to funding new eco-
nomic activity. Imagine a small businessman walking into one of these
banks to fund his expanding enterprise. “Sorry,” he would be told, “but
all of our funds are lent out and our capital committed.” For an economy
nurtured by bank capital, that is slow strangulation. All the economic
activity that the banking sector finances had already taken place years
ago when the bad-loan office buildings were constructed; the banks have
no room to finance new activity.

The second problem has to do with the property market itself, for
it too is dead in this circumstance. None of the owners of any of the
property purchased during the bubble years can sell. The proceeds from
the sale would not cover the bank loan on the property. Buyers also
recognize the problems in the market. When everyone knows that all
those bad loans are underwriting property that has to be liquidated somze-
time, why would anyone want to buy 7ow? The overhang on the market
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is quite substantial, and its eventual elimination would keep prices de-
pressed for a long time to come. No one should want to buy in such a
structurally depressed market.

So Japan sits and languishes, drowning in bad debt, with its banks
paralyzed. A highly leveraged capital market driven by bank debt works
fine when an economy is booming along at record rates of growth.
Maximum use is made of scarce capital. The other key advantage of
bank debt over bond debt is that it is more easily subject to regulation.
Just as the political system is set up to give mandarins, not politicians,
control over policy, so the capital markets are set up to favor bureau-
crats, not capitalists.

Structural Feature #3: The Revenge of Lifetime Employment

Just like bureaucratic control and a highly leveraged banking sector, the
third pillar of the Japanese success story—its labor market—has also
turned into an economic ball and chain. Much of this was eminently
predictable. Recall that one of the key advantages of lifetime employ-
ment to firms rebuilding after the Second World War was that an
employee’s lifetime compensation (the only issue that mattered when
you have lifetime employment) was back-loaded. That allowed firms to
load up on a relatively young work force at an artificially low labor cost.
But time passes, and the age structure of the Japanese work force is
decidedly unfavorable to the traditional age-based wage structure.
Demography has also been punishing. Like many countries, Japan
enjoyed a baby boom just after the war. But the baby boom collapsed
much sooner than in other countries. For example, 46.5 percent more
babies were born in the five-year period centered on 1950 than in the
five-year period centered on 1960. Today, the Japanese birth rate is well
below the replacement level.?* In such a demographic structure a
seniority-based system of wage compensation produces a high-cost, not
a low-cost, system. Indeed, in one important respect, the labor market
system is quite like the bank debt system. Once the period of rapid
economic growth stops, the institution is left with a large stock of older
loans and workers that produces subpar returns but cannot be replaced.
As a result, the institution has no room for the new and the profitable.
But a lifetime employment system also creates an inefficiency for
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an economy in transition. Today, the market is changing very rapidly
and demands nimble firms that are able to redeploy their productive
assets—capital and labor—very quickly. The contrast with America is
quite striking. There, every week roughly 325,000 people apply for un-
employment benefits, even as total employment grows at the rate of
50,000 per week. Total new job creation therefore amounts to some 20
million per year, more than making up for some 17 million jobs that
disappeared.”’ On net, roughly one job in six in America is “new” every
year.

Also missing from the Japanese lifetime employment system is a
vibrant entrepreneurial system. A Bill Gates (cofounder of Microsoft)
has very little chance in a society that favors meritocratic advancement.
After all, Gates dropped out of Harvard. In Japan he would have had no
access to capital. Yet the Bill Gateses of the world are key to a dynamic
economy. In the first quarter of 1998, for example, the rise in the mar-
ket capitalization of Gates’s company equaled roughly half the growth
of American GDP** Granted, that may say more about irrational exu-
berance in the stock market, but the virtual absence of such firms in
Japan is a real problem. Cultural biases certainly do not help. It is hard
to imagine a Bill Gates succeeding in a society where a popular expres-
sion is, “The protruding nail gets hammered down.”

If one had to select a word to describe the Japanese labor market,
like so much else in Japan, it would be bureaucratic. How else would
one assess a system that places its newcomers on a career path dictated
exclusively by their performance on a written test? Or in which that test
examined factual knowledge rather than aptitude? Where but in a bu-
reaucracy does one find promotion and compensation based solely on
seniority?

Interestingly, like the political system and the capital market, such
a labor market helps maintain the bureaucratic status quo in the
decisionmaking process. The key to bureaucratic domination is that it
be clear to all that the governmental apparatus attracts the best and the
brightest. That would tend to produce a higher quality of decisionmaking,
of course. But, probably more important, that is the key to the
bureaucracy’s legitimacy as well. If high fliers were to go elsewhere, one
might tend to think that they could make decisions at least as well as
individuals in the government. By making the entire private labor mar-
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ket universally unattractive to those high fliers, the attractions offered
by a career in the elite civil service suffer no competitors.

It probably also helps in this regard that the Japanese tax system is
particularly punishing on high earners. The top tax rate is 65 percent. It
is very difficult to become independently wealthy as an entrepreneur
when the Ministry of Finance is a two-thirds partner in any success you
might have. Making money is therefore diminished as an alternative. It
is much more sensible to be the bureaucrat in the Ministry of Finance
who collects the 65 percent while letting others do the work and take
the risks.

But now the Japanese lifetime employment system faces another
challenge that no one dreamed of after the war—emigration. Today,
nearly three-quarters of a million Japanese citizens live abroad, a figure
that has risen 50 percent in a decade.” Many corporations make sure
that they rotate some of their most promising managers through foreign
assignments. Exposure to the world outside Japan gives individuals ex-
posure to an alternative their parents and grandparents never dreamed
of. It is not simply a choice of lifetime employment by one large corpo-
ration or another—but of an entirely different working life.

Exposure to an alternative lifestyle is particularly corrosive for one
key element of the population—educated women. Employment pros-
pects in Japan for professional women exist, but only if the individual is
prepared to make extraordinary sacrifices. The great majority of Japa-
nese women face truly dismal prospects in the work force and therefore
stay home, focusing on the children’s education and managing the fam-
ily finances. But, when their husbands are stationed abroad, they are
exposed to American or European upper-middle-class living standards,
especially housing, that would be considered palatial in Tokyo. Nearly
all the younger Japanese who have been exposed to life abroad have a
common goal—returning to live abroad. They also share a common
motivation: pressure from their wives.

The potential threat this poses to the Japanese economy should
not be underestimated, for Japan now faces the possibility of a brain
drain. Educated women and men are both likely to find their immedi-
ate postgraduation prospects brighter abroad than at home, particularly
if they are already fluent in a foreign language. Freshly minted MBAs
can well earn more in New York or London than they could expect to
earn on the traditional career ladder in Tokyo until they were well into
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their thirties, or perhaps later. And, if those MBAs are female, their
lifetime earnings, lifestyle, and professional prospects are much higher
abroad. While that threat to the system is still limited, its menace will
grow in the years ahead, siphoning off the very workers a revitalized
Japan will need the most, unless the Japanese substantially modify the
traditions established in the postwar labor market.

Structural Feature #4: Bureaucratic Attitudes

The labor and capital markets are foundering because they were estab-
lished along lines that are no longer the best suited to a thriving modern
economy. The political system prevents a rapid change in policy because
the politicians have essentially been eliminated from the process, leav-
ing most matters to unelected mandarins in the bureaucracy. All this
means that if one is going to find the key to the challenges facing Japan,
he must return to examining bureaucratic behavior and attitudes. Given
the entrenched position of the bureaucracy in Japanese politics and the
Japanese economy, it is quite reasonable to argue that if change is to be
made, it will be made by the mandarins.

Sakakibara, our quintessential mandarin, is quite confident: “As
we have done for the 130 years since the Meiji Restoration, we will
quickly absorb what needs to be absorbed and become fully competitive
with the Anglo-Saxon and other systems.”** The term we can be subject
to two somewhat different interpretations, we the Japanese and we the
elite bureaucracy. After all, the elite bureaucracy did the absorption af-
ter the Meiji Restoration. Suffice it to say that Sakakibara believes in
reform from the top down. In ruminating on Japan’s immediate pros-
pects, he states:

[The history of reform is surprising;: it has often been tough conserva-

tives who have implemented genuine reforms. Edmund Burke spoke

of radical reform to preserve nationhood, and it is exactly that type of

reform that the Hashimoto government has set about implementing.

L, for one, have long defended the Japanese-style market economy, and
my position remains unchanged.”

What exactly is the “Japanese-style market economy” that
Sakakibara is defending? It may be quite different from what we now
think of as a market economy. Certainly, different countries will adopt
political and economic systems that are suited to their histories and par-
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ticular circumstances. (This book in fact is an effort to explain the dis-
tinct political and economic paradigms of the United States, Japan, and
continental Europe.) Sakakibara goes further:

However, a more fundamental issue is whether or not democracy and
neoclassical capitalism are the only or ultimate goals, or even whether
any goal needs to be established. China has set its sights on establish-
ing a socialist market economy, and relative to Russia . . . (which ex-
perimented in shock therapy aimed at swiftly establishing democracy
and neoclassical capitalism) . . . has so far succeeded in introducing
many facets of market mechanisms without major economic or politi-
cal upheaval.*

Sakakibara tends to agree with Samuel Huntington’s argument that
the cold war was largely a Western civil war between the conflicting
ideologies of socialism and neoclassical economics. Those ideologies, in
Sakakibara’s view, were different versions of progressivism, which sought
“a rapid increase and fair distribution of material welfare.” Today,
Sakakibara says, “Progressivism, which has been the dominant ideology
for the past 200-odd years and particularly the past 50 years, has to be
and is, in fact, ending.””’

The first threat to progressivism is the rise of the multinational
corporation whose interests “and those of workers and consumers start
to diverge and the cohesion of the nation-state as an economic unit
disintegrates.””® Sakakibara concurs with former U.S. Labor Secretary
Robert Reich’s view that the relatively free movement of financial capi-
tal and the globalization of markets lead to strategic trade rather than
free trade, undermining the progressivist global trading order.

The second threat to progressivism is the environment, and in this
regard he also departs from advocates of economic progress:

Optimists argue that the causality between greater human activity and
environmental destruction is not well established, and that environ-
mentally friendly technological innovation will eventually solve these
problems. This is a typically arrogant progressivist view. . . . The pro-
gressivists' confidence in human competence and technology could
propetly be termed a myth because there is no logical reason to believe
such path-breaking technological change will occur.”

Sakakibara sees this collapse of Western progressivist ideology as
leading to a new nationalist impulse, away from the dominance of the

West and its alleged universality:
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The reemergence of civilization consciousness is directly related to deep
disillusionment with the ideology of progressivism. . . . Not universal-
ity but domination has produced the ascendance of the West. The
clash of civilizations is not the unavoidable result of coexisting civiliza-
tions, but rather the result of contact with Western progressivism.*’

It would, of course, be a mistake to ascribe the views of Sakakibara
to that of the entire Japanese bureaucracy. Nor are his views uniquely
Japanese. His views of the shortcomings of neoclassical economics might
well be echoed in the upper ranks of American academia and bureau-
cracy, for example. But it is striking that this man is not likely to turn
Japan over to unbridled markets. Nor is his view questioning democ-
racy as an ultimate goal and praise for “market socialism” in China a
particularly ringing endorsement of government by the common man.

Someone seeking a single word to describe that view might well
choose “Confucian.” His views are nationalistic, anticapitalistic, and
bureaucratic. He emphasizes that “premodern philosophies and religions,
particularly Eastern ones, respect nature and the environment. In Japa-
nese Shintoism there is no clear-cut demarcation between nature and
human beings.””' He takes pride in what has been achieved in Japan
and in particular, “that there are virtually no capitalists, that an extremely
egalitarian pattern of income distribution has been realized, and that
competition via an efficient market system exists in Japan.”

Japan, he argues, is a system of “true equality and participation.”
The question is whether it “can be maintained as the system becomes
more open and transparent in response to the trend toward deregula-
tion and internationalization.”® The skeptic can wonder about the term
true equality, which has a regrettably Orwellian ring, and about whether
the office ladies and late bloomers stuck in dead-end jobs—bowing from
the waist—fully appreciate just how extremely egalitarian Japan really
is. But that is arguably a cultural difference.

Sakakibara is willing to make reforms, but no one should doubt
that his objective is really to defend the status quo. Those wondering
what path Japan is likely to take in the future take the following words
by Sakakibara quite seriously:

It is precisely in order to uphold the basic tenets of the system and to
maintain the prototype that its antiquated parts should undergo an
extensive overhaul. . . . Instead of trying to turn Japan into some cheap,
capitalist society in the name of deregulation and internationalization,
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for example, bold, structural reform is required to maintain the impar-
tiality of the public sector and the democratic features of the Japanese
firm.*

The question for Japan, Asia, and the world is whether this type of
conservative reform, led by the bureaucracy and instituted from the top
down, is really the solution or whether instead it will perpetuate the
problem. At the moment, we wait for the answer. But one thing is cer-
tain: the bureaucracy is unlikely to reform fundamentally a system of
which it is the central part. The Ministry of Finance will not voluntarily
go out of business. Either those Burkian reforms succeed or Japan may
risk a political upheaval that will place more than its economy at risk.
Neither eventuality is likely to be painless.



The Dictates of History

Whosoever desires constant success must change his conduct with the times.
—Attributed to Niccolo Machiavelli*

o far we have seen how the American system of political economy

sought out a contrarian to play the role of economic stabilizer.

The system appears to have found him in Alan Greenspan, care-
fully monitoring the dials and levers of the U.S. economy. In Japan, a
Confucian bureaucracy, inadvertently entrenched in power by the Ameri-
can occupation half a century ago, wrestles with a major economic cri-
sis. Both systems are products of historical development, the depression
and Second World War having pruned and shaped the institutions of
political economy. But, in both cases, history has left its mark and then
has been left behind. That is not the case in Germany, where historical
memories not only influence policy through the shaping of institutions
but live on as the driving thoughts of today’s decisionmakers.

The city of Bonn sits on the west bank of the Rhine River far from
the center of Germany in any sense of the word: geographic, demo-
graphic, or economic. As capital cities go, it is far from impressive, with
just 295,000 people; it ranks as Germany’s twentieth largest city. But,
for nearly half a century, Bonn has been the capital of Germany not
because of its size or centrality, but because of historical dictates. Two
historical facts converged to tell how Bonn happened to become the

97
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capital. First, in the final competition between Frankfurt and Bonn,
Bonn won owing to the fact that Konrad Adenauer, Germany’s first
chancellor, had his home in Rhondorf, a cozy twenty minutes away by
car. Frankfurt, being a bankers’ place, got the Bundesbank, the central
bank of Germany, and the Bundesverfassungsgericht, the Supreme Court,
was located in Karlsruhe. The Allies were obsessed with preventing a
concentration of power; hence, the three principal pillars of political
power were neatly decentralized, one in the British zone and two in the
American zone, and each in what today we would call a different “media
market.”

The second, and most pragmatic, historical fact was that Bonn
was as far away from the Red Army as possible, putting the Rhine, the
only significant natural barrier in Northern Germany, between the capital
and the most likely would-be invader. As late as the 1970s, that was a
serious issue, as described in the best-selling book 7he Third World War,
by the British NATO General Sir John Hackett.

For the forty-four years before 1989, the prospect of invasion from
the east was a central fact of German life. NATO planning indicated
that Russian tanks could cross most of Germany in a matter of a few
days, before support from across the Atlantic was possible. Universal
conscription was therefore a fact of life for German teenagers. But casu-
alties would likely go far beyond males of military age. Tactical nuclear
weapons, as well as biological and chemical agents, were all potentially
in play in the event war broke out. That a war could leave much Ger-
man territory essentially uninhabitable was not impossible.

That deep-rooted fear expressed itself in the emergence of Europe’s
largest peace movement in the 1970s. Ultimately, the peace movement
and the environmentalists merged to form the Green Party. Today, the
German Green Party is the largest of its kind in the world and has be-
come a coalition partner in the national government.’

These sobering facts would focus the mind of any leader. Helmut
Kohl, Germany’s chancellor from 1982 until October 1998, also shared
most of that history from personal experience. His home, the chancel-
lery, sits in Bonn, just a short drive from the parliament building. But
the prospective war that Kohl successfully avoided during his tenure—
and on terms of which he (and Germany) should be justly proud—was
not just an isolated prospect of the future. It was a logical extension of
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the past. Germany had been through three major wars in the century
before Kohl became its leader.

The first, against France, whose frontier sits roughly 150 miles
southwest of Bonn, was successful and led to the creation of a modern,
unified Germany. (Bonn is just sixty miles from the Belgian frontier,
which the German armies used as a crossing point into France.) The
second, against France and Britain to the west and Imperial Russia to
the east, led to the collapse of Russia and the rise of the Communists.
That war also led ultimately to a German defeat at the hands of the
Western powers. The third war, again on both fronts, ended with Ger-
many effectively partitioned among four victorious powers: America,
Russia, Britain, and France. The blessedly avoided fourth war would
most likely have resulted from Russian attempts to push its zone of
occupation further west.

Kohl’s vision of how to prevent a fourth war involved change on
both the eastern and western fronts. In the west, it involved linking a
reunified Germany inextricably into a unified European framework. In
the east, it involved a reunified Germany, linking the eastern zone un-
der Russian occupation to the rest of Germany. That paradox is high-
lighted by the fact that Kohl would have vetoed unification if the price
had been German neutrality. All Soviet pressures to trade unification
for Germany’s NATO membership were fruitless. Thus, surrendering a
measure of German sovereignty to a (Western) pan-European decision
process was a logical consequence. Given the shared border with nine
neighbors, a nonintegrated, unified Germany would become unbear-
able for the continent.*

That geopolitical reality had long shaped the views of West
Germany’s leaders. Former Chancellor Konrad Adenauer, recognizing
the dictates of history, dubbed “Westintegration” as the cornerstone of
his philosophy. When the Federal Republic was fully integrated in the
West as NATO member and cofounder of the European Economic
Community, former Chancellor Willy Brandt opened a second front
known as “Ostpolitik.” Former Chancellor Kohl took the Western vic-
tory in the cold war—triumph on the eastern front—to establish a deeper
integration with the West. Reunification had only made the integration
of Germany into something larger all the more imperative.

An important piece of that merger of sovereignty—the establish-



Economic Puppetmasters [ 100

ment of a single European currency—plays an important role in our
story of global economic developments and the development now tak-
ing place in the international economy. That is what brings us to Bonn.

Personal History and Monetary Union

One of the greatest monetary experiments in history is being under-
taken today in Europe. Chancellor Kohl was the key economic
puppetmaster who pulled the strings on this one. But, as we shall see,
historic necessity pulled the psychological strings on Kohl. What is most
difficult for a non-European to understand is German motives in such a
process. After all, it would appear that Germany is dealing from strength
and yet sacrificing so much. Its currency, the deutsche mark, is the envy
of Europe and, along with the Bundesbank, the pride of Germany. In
effect, Germany’s monetary policy dictates the monetary policies of its
European neighbors. Under the arrangements that Kohl worked out
with his compatriots, the deutsche mark would disappear and be sub-
sumed by a pan-European currency: the Euro. On the board that will
determine European monetary policy, German nationals will have just
two of seventeen votes. That does not, at first blush, seem an attractive
tradeoft.

The answer to understanding German (and Kohl’s) motivation lies
not in the parliamentary buildings of Bonn, but in a modern building
near the Rhine about a half mile from the chancellery. It is the Haus der
Geschichte der Bundesrepublik Deutschland—the History Museum of
the German Federal Republic, also known as the Bonn Republic, that
Kohl played an instrumental role in building. On display are the arti-
facts of everyday life through the past half century, from 1945 to 1995,
artfully used to tell the story of the country from a viewpoint seldom
seen by the Western world. Chancellor Kohl, who led his party for
roughly half that period, of course figures prominently, but the displays
are decidedly nonpartisan in their presentation.

Here you can see the dictates of history as they bear down on a
modern Germany. But when you hear members of the Kohl family speak,
you realize that the story told in this museum is also the story of their
own lives. And among the most important parts is the German history
before Helmut Kohl became chancellor. That early piece explains why
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Kohl became chancellor and why he acted the way he did once in office.
The history in this museum is not some abstraction gleaned from text-
books. Some of its most moving moments were lived by many of the
same people who are making Germany’s choices today and offer an ex-
perience that extends across all political parties and social groups.

Since the museum depicts the history of the Federal Republic of
Germany, the story in the museum begins with the Allied armies” occu-
pying German soil in 1945. The details of the war are left behind. So
the most dramatic impression one encounters in the museum is just
how miserable an experience it is to be on the losing side of a war. To
older readers, that may sound trite. But to Americans and to the vast
majority of Germans who are under age fifty, defeat in war is something
that they have never personally experienced. Granted, the Western oc-
cupation of Germany was far less draconian than that which Germany
had earlier inflicted on Europe. But that is batting in a weak league.
Even in the best of circumstances, defeat necessarily entails destruction,
which in Germany was vast. It also means the end of many of the most
cherished relationships in one’s life. Further, despite the Western
occupation’s relatively benign character, it still had its decidedly puni-
tive aspects.

At first, the Western occupation seemed to be governed by the
Morgenthau Plan, named for its creator, U.S. Treasury Secretary Henry
Morgenthau. That plan was designed to turn Germany into a harmless
pastoral demilitarized zone in the heart of Europe. The population was
put on rations of 900 calories per day. Those rations are exhibited in the
museum along with a comment on them at the time: “Too little to live
on, too much to die on.” Even British Field Marshal Lord Montgomery
noted that the average rations given to the Germans in the British zone
were the same as had been given to the inmates of the Belsen concentra-
tion camp during the war.®

The population was put to work cleaning up the devastation from
the war. A leading occupation was scraping the dried mortar off bricks
in the rubble, so the bricks could be reused. And there was a lot of
rubble to clean up, mostly from the civilian infrastructure. An analysis
by the noted Harvard economist John Kenneth Galbraith examined the
effects of Allied bombing. He concluded that virtually all the destruc-

tion had been meted out to the civilian sector, while the German war
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machine had been virtually untouched by the relentless Allied carpet
bombing. The study points out that German military production peaked
in December 1944, right at the height of the strategic bombing offen-
sive.”

Though the bombing did little to win the war for the Allies, it did
ruin the German civilian economy. And with wartime production with-
out a market, the country was broke and starving. That experience also
had an important psychological effect. Though Germany was flattened,
its economy came back quickly once the economy was freed from war-
time controls. The Germans who lived through that subsumed an im-
portant lesson: They understand the difference between physical de-
struction and an economic problem. In the 1920s they had experienced
the latter without the former; now it was the reverse.

One is also reminded, walking through the museum, that the po-
litical hatreds of Europe are deeply embedded. Konrad Adenauer, who
eventually became the first chancellor of West Germany, had to flee his
temporary refuge in a Benedictine monastery in the French zone of oc-
cupation and move to the British zone to escape arrest—and possibly
worse.® Despite his later policies at rapprochement with France, the post-
war French government clearly viewed him as an enemy.

If life in the zone of Western occupation was bleak, the behavior
of the Russians was truly ghastly. As the Soviet army advanced, native
Germans were displaced and forced to flee westward. Some fled on the
ice of the frozen shores of the Baltic. Black and white file footage of that
exodus across the ice is played on a screen at the museum, along with
scenes of Soviet aircraft strafing those fleeing unarmed civilians and drop-
ping bombs around the group in an effort to break up the ice and drown
them.” In total, more than 12 million people, roughly one German in
every five, were displaced wanderers, forced to flee their homes on foot."

One of those 12 million was Hannelore Kohl, the former
chancellor’s wife. An attractive and petite woman who looks far younger
than her sixty-five years, she and her family fled from their home in
Saxony to escape the advancing Red Army. When she arrived in the
West, emaciated and exhausted, the Red Cross officially classified her as
“unsavable.” She recounts how an American GI, the first black man she
had ever seen in her life, gave her a large container of strawberry jam as
she and her family lay exhausted on the side of the road. She repackaged
the jam and proceeded to sell it on the black market, earning enough for
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the family to buy the food they needed to live."!

Also striking to an American listener is the absence of a sense of
“victimhood.” These stories are told matter-of-factly. One also gets a
strong sense of Germany’s having been in the wrong, particularly in the
case of the Second World War. Kohl, despite his position, but perhaps
because of his sense of history, does not fully trust Germany on its own.
As one walks through time in the museum, one sees pictures of Adenauer
and other early German leaders attempting to make amends to the State
of Israel through contributions to Jewish refugees who settled there.
That sense of having been historically in the wrong, accompanied by a
continuing sense of guilt, is the reason Kohl feels that Germany must be
inextricably linked to Europe—that it cannot be on its own. That thus
explains the twin purposes of German policy—a reassertion of sover-
eignty in the East through the reunification of Germany coupled with a
partial surrender of sovereignty in the West as Germany becomes inex-
tricably linked to Europe.

To the outsider this seems a paradox, a puzzle. But the answer to
the puzzle about what motivated Chancellor Kohl to make the deals he
made is here in the “history” museum, which was built at his instiga-
tion. For to Kohl, and to his family, this is not history; it is the story of
their lives. It is also the story of the lives of the generation of voters who
returned Kohl to power—against the odds—in four successive elections.

Generational Shift

Born in 1930, Kohl represents the generation that was just a bit too
young to serve during the war, but old enough to have had the war and
its aftermath shape their lives. He lost his older brother in the war. His
father, who had seen service in the First World War, was called up in the
reserves and returned to his family in 1943 after having seen service in
Poland." Making sure that the suffering that marked their youth is not
experienced by their children and grandchildren is a powerful and highly
personal motivation.

On September 27, 1998, Chancellor Kohl was defeated after six-
teen years in office. The election appeared to hinge on economics. Ger-
man unemployment, although it has fallen somewhat since, began in
the spring of 1998 at a postwar record. Dissatisfaction, even angst, has
been the dominant mood for several years. Once again, Germany has an
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economic problem, but no destruction. Doubts about the economic
deal Kohl made in 1990 to merge the former Soviet sector into western
Germany are frequently voiced. Much quiet opposition still exists to
Kohl’s plan to bind Germany to Europe so tightly economically through
monetary union and to sacrifice the deutsche mark in the process. The
view is widespread that the unemployment and economic difficulties of
modern Germany are in large part the result of these two mergers: of the
two Germanies and of Germany into Europe.

So, on the surface, the election may well have hinged on econom-
ics. But much deeper down, it hinged on history. Mr. Kohl’s opponent,
now chancellor, was the fifty-three-year-old leader of Lower Saxony,
Gerhard Schréder. He has no memories of the war or its immediate
aftermath. Although his father was killed in the war the year of his birth,
in his memory Germany has always been a prosperous economic power.
And, for the first time in Mr. Kohl’s political career, the majority of
German voters also shared no memories of the war or the occupation.
What the typical voter had was a sense that the German economic miracle
had come to a halt. And the story of that miracle takes us back, once
again, to the history museum.

Roots of German Postwar Success: Free Markets and Hard Money

The Germany that the Allied armies occupied in the spring of 1945 was
a land of bombed-out buildings and a subsistence level of economic
activity. With the production and transportation systems largely de-
stroyed, the prospect of widespread starvation loomed for Germans in
the winter of 1945-1946. But genuinely severe economic deprivation
continued for three long and seemingly endless years after the Allied
armies entered Germany. Why? In large measure, the occupying forces
did not know what to do, so inertia took its course. Wartime price con-
trols were continued and rationing provided the skeleton of the distri-
bution system for what little there was. Commerce existed only on the
“black” market, at prices and under terms that the occupation rules
technically prohibited.

Then, on Sunday June 20, 1948, one of the most amazing policy
coups in economic history took place. Ludwig Erhard, the occupation-
appointed minister of economics, issued an order that immediately abol-
ished nearly all controls on wages and prices. Erhard was fond of telling
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visitors that he acted on Sunday because the offices of the occupation
armies were closed. Given their predilection for wanting to control ev-
erything, he felt sure that they would have countermanded his order.
The next week, when he was called before the military authorities to
explain on whose authority he had issued his price-liberalizing decree,
he answered, “My own.”"?

Within days the shops were full of goods, and within months the
German economic miracle was underway. The success of the Erhard
reform was so obvious that the American occupation authorities de-
cided to let the process proceed. By 1950 production reached its prewar
high, and by 1958 West Germany passed Britain to become the world’s
second largest exporter. Three years later, Germany became a fully em-
ployed economy with an unemployment rate under 1 percent.'* Thus,
on one Sunday in June, one of the key cornerstones of the German
economic miracle—a market-based economy—was firmly implanted.

But, though Erhard was in many ways a radical reformer, he and
his fellow citizens had learned another lesson of history that is distinctly
conservative: the need for a stable currency. In Erhard’s view, monetary
stability deserved a place among the “basic human rights.”"> By 1948
the German population had endured two hyperinflations that had wiped
out the savings of the middle class. The first, in 1923, was the result of
the postwar problems of meeting the reparations payments dictated by
the settlement terms of the First World War. The government issued
debt, which the central bank purchased with freshly minted banknotes.
The purchasing power of the currency naturally declined, leading to the
necessity of printing still more currency. By August 1923 the central
bank was printing 60 trillion marks per day, the equivalent of 500 times
the total money supply of just two years earlier. On November 23 the
bank stopped the presses and issued a new mark worth 1 trillion of the
old. Tt was backed by a mortgage on the property in the country.'® Things
stopped getting worse. But an entire generation had been wiped out,
among them Helmut Kohl’s father.”

Today, history leaves little doubt that this crisis contributed to
Hitler’s rise to power. It undermined respect for the Weimar govern-
ment and created a desperate situation for millions of Germans who
sought strong leadership. A political commitment to not making the
same mistake again was clear-cut. The vice president of the Reichsbank,
the Nazi central bank, wrote to Heinrich Himmler in 1939, “We em-
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body the iron commitment not to defraud the German people through
inflation.”"® But the dictates of war and the mistakes of the individuals
in charge did not permit them to carry out that pledge. Through a sys-
tem known as “noiseless financing,” the central bank could extend short-
term loans to the banking system collateralized by short-term govern-
ment debt. By using the banking system as an intermediary, the central
bank left no large stock of long-term government bonds in the public’s
hands. But the system still led to a sixfold increase in the money supply
during the Second World War."

Making the inflation situation worse was a collapse in the amount
of goods available for purchase. One report indicated that per capita
industrial output during the winter of 1946-1947 had been reduced to
the level established in 1865, a sharp drop even from levels attained late
in the war under around-the-clock bombing.* For all intents and pur-
poses, the German middle class had been wiped out for the second time.
That economic destruction through inflation, having happened to two
generations in a row, has left an important mark on German economic
psychology.

In addition to the lifting of controls by Erhard on June 20, 1948,
a dramatic currency reform was put in place. Assets denominated in the
old money supply were written down drastically. For example, savings
accounts were written down by a factor of roughly sixteen to one. In
addition, each West German was given DM 40, with an additional DM
20 to be paid out later that summer.”’ That meant a massive redistribu-
tion of wealth as well as the reestablishment of a strong currency. But
Erhard summed up the necessity for change very well: “We heard al-
ready during the time of the Nazis that monetary stability was based on
the work of the nation. But, this was only a half truth, and therefore a
lie.”** In money, as in government, Germany got a new start. This time
it was determined not to make the same mistakes as before.

A Stable Currency in a Continent of Instability

Thus, one must add a third dictate of history. The first is reunification
of Germany. The second is German integration into Europe. Third,
Germany must have a stable currency. The monetary history of Ger-
many taught a number of lessons about how inflations get started. It
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begins when the politicians seek to use the central bank for their own
ends. That clearly happened during the Nazi years when wartime fi-
nance used the central bank’s controls over the commercial banking sys-
tem. It also happened in 1923 when the government relied on the cen-
tral bank’s money creation to cover a host of sins. So rule number one
became ensuring the independence of the central bank.

The 1948 law setting up the Bank of German States (forerunner
to the Bundesbank) was quite explicit. The new bank “shall not be sub-
ject to the instructions of any political body or public nonjudicial
agency.”” The result was an institution that was far more independent
of political forces than America’s contrarian or even the bureaucracy in
the Japanese Ministry of Finance. As early as 1950, Wilhelm Vocke,
president of the directorate of the bank, said: “The central bank is forced,
depending on circumstances, to take unpopular measures. It must be
better for the government, from a political point of view, that these
measures do not have to depend on the outcome of parliamentary de-
bates.” He added that “[t]he cardinal question determining the fate of
the currency is the independence of the central bank.”*

The politicians had a somewhat more restrained enthusiasm for
that independence. Adenauer said in 1956: “The central bank is fully
sovereign in its relationship with the government; it is responsible only
to itself. We have a body which is responsible to no one, neither to a
parliament, nor to a government.” At times, the relationship bordered
on jealousy, as one finance minister told the Bundesbank council, “You
see, we live in the realm of politics, we do not have it as easy as you.”
That jealousy also bordered on frustration, as when former Chancellor
Helmut Schmidt derided the job of some of the more hawkish regional
presidents: “What is his job? He has to discount one bill and travel to
Frankfurt every other week and raise his finger and say no.”*

The second lesson of these twin inflations had to do with the state
of public finance. To the great majority of Germans it seemed that, in
both the Weimar and Nazi inflations, deficit spending by the state was
the cause of central bank monetization of the debt. That dislike of ex-
cessive deficits explains German attitudes toward the behavior of some
of its neighbors.

Nonetheless, whatever the reasons, nothing succeeds like success.
The German mark quickly became the stable monetary anchor of Eu-
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rope. When the Bundesbank was founded in 1957, the German mark
had already been pegged at 4.2 to the U.S. dollar. Today it trades at
more than twice that rate of exchange—roughly 1.8 to the dollar and
has traded below 1.5 to the dollar. By contrast, the French franc was
forced into a major currency reform when the Fourth Republic col-
lapsed in 1958. The franc that emerged was pegged at about five to the
dollar and now trades around six to the dollar. Stated differently, in the
past thirty years the franc has fallen 63 percent against the mark, even
though the two countries are closely linked economically and politi-
cally. In the case of Italy, the next largest economy on the continent, the
change has been even greater. Thirty years ago, a deutsche mark would
have bought you 156 Italian lire. Today it will buy 990 Italian lire, a
decline in the lira of 84 percent relative to the mark. In the case of the
British pound, the decline has also been dramatic. The pound was forced
to devalue by 30 percent shortly after the war. After that devaluation the
mark traded at roughly eleven to the pound. In the past thirty years the
pound has weakened still further, and today a pound will buy you only
three German marks, or 73 percent less.*®

Such massive devaluation does not instill confidence in the aver-
age German citizen about the resolve of Germany’s neighbors. So when
former Chancellor Kohl announced that he wanted to integrate Ger-
many more closely into Europe and use money to do it, he made a lot of
Germans nervous. What we have seen is essentially a conflict between
two of the important dictates of history: a need to be integrated into the
rest of Europe to avoid war and a desperate political need to provide a
currency in which the typical German citizen can have confidence.

In December 1991 the European heads of state met in the Dutch
town of Maastricht to see whether they could bridge that chasm. Their
approach was to make the other European nations more like Germany
with regard to their monetary and fiscal regimes. A prerequisite for join-
ing the single currency regime was to have a central bank that was inde-
pendent of the government. To meet the fiscal concerns that dominated
the German experience of 1923 and 1945, strict limits on the size of
government budgets deficits were agreed to—3 percent of GDP and
overall government debt not to exceed 60 percent of GDP. In addition,
the inflation rate and long-term interest rates of prospective members
had to be brought down to Germanic levels.
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The assembled heads of state provided one other key concession to
the Germans: the new European Central Bank was to resemble the
Bundesbank in its structure and particularly in its independence from
political pressure. Each country would establish an independent national
bank that would have one seat at the European Central Bank. Those
heads of independent central banks would then select six other mem-
bers that would be the members of the central directorate. Furthermore,
the statutory aim of the new European Central Bank was to be price
stability, just as the statutory objective of the Bundesbank is to “safe-
guard the currency.”

Europe Becomes Preoccupied

The mandate of Maastricht was clear. The nations of Europe were to
embark on a historic mission—uniting their currencies, and in so do-
ing, uniting their economies. But, as a prerequisite, each member state
had a lot of work to do to get its own fiscal health in order. One is
reminded a bit of a wedding in which both the bride and the groom
decide they like the other just fine, with a few minor problems. But
each expects that marriage will change these bad points into good ones.
In addition, the partners are trying to make themselves as attractive as
possible for that “big day” when all the families will assemble to bless
the union.

Maybe it was just bad luck, but the economic fates threw a curve
ball at the would-be wedding partners. In much of Europe 1991 turned
out to be a business cycle peak. By 1993 the level of industrial produc-
tion throughout the European Union had fallen more than 4 percent
from its 1991 level. The decline in the core of Europe was most pro-
nounced—>5 percent in France and 10.5 percent in Germany. It took
until 1997 for Germany to reestablish its 1991 level of industrial pro-
duction.” Unemployment soared into double digits, with roughly one
worker in eight unemployed in both France and Germany.”®

As a result of those economic misfortunes, the fiscal situation in
just about every European country began to deteriorate. By 1994, the
fiscal deficit in France was 6.0 percent of GDP; in Italy it was 9.0 per-
cent. The same was true for the smaller countries of Europe, including
Belgium at 5.3 percent and Spain at 6.6 percent.”” To adhere to the
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Maastricht Treaty’s guidelines, those countries had to shrink their defi-
cits to 3 percent of GDP by the end of 1997.

It was here that the lessons of John Maynard Keynes began to come
into play. To shrink those deficits to meet a prescribed target, the gov-
ernments were forced to raise taxes and cut spending. But those fiscally
contractionary measures had the effect of slowing the rate of growth of
the economy. With less economic activity, tax revenues fell below their
expected levels, and with more unemployed, social welfare benefits rose.
The net effect was only extremely slow progress on deficit reduction.
That “demand-side” feedback of fiscal contraction on the budget was
particularly pronounced in Europe because of the high tax rates and
generous social welfare programs. Typically in Europe, the government
claims between 40 percent and 50 percent of GDP* and social welfare
spending often replaces 70 percent of a laid-off worker’s pay. A fiscal
contraction worth 2 percent of GDP might push unemployment up
one percentage point. Therefore, on net, the government might lose as
much as half the “deficit saving” in the form of lower tax revenues and
the majority of the other half owing to higher social welfare spending.
Europe has been in that fiscal trap for most of the 1990s as it has tried to
pursue the Maastricht Treaty’s deficit criteria.

If fiscal policy was of little help, monetary policy also had to be
contractionary. The Maastricht Treaty required consumer price infla-
tion to converge toward the lower end of European inflation rates. In
effect, by 1997, that meant a consumer price inflation rate of less than 3
percent. Many European governments were modestly above that target
in the 1990s. Some, particularly Italy and Spain, were significantly above
that target.” That required major monetary contractions in those coun-
tries and the process of forgoing monetary stimulus in the rest of Eu-
rope. Thus, for much of the 1990s, Europe was experiencing a
Maastricht-mandated backward shift in its aggregate demand curve.

Europe: Free Trader or Economic Fortress?

Europe was turning inward to deal with its historical problems. In many
ways former Chancellor Kohl and other students of history should be
satisfied with the results. A free trade zone had been established within
Europe, and intra-European trade now dominates trading patterns across
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the continent. In Germany, for example, exports comprise 29.5 percent
of GDP, and in France the figure is 22.5 percent.”” But a closer look at
that trade shows that the apparent openness of individual countries within
Europe merely reflects trade to other European countries, not an expo-
sure of Europe to the outside world. For example, roughly two-thirds of
total German exports were destined for other European countries. In
this case, roughly 8 percent of German GDP was actually traded with
“the outside world,” roughly the same percentage as in the United States.”

Part of Europe’s problem is that its companies are also focused on
history. According to the Organization for Economic Cooperation and
Development, expenditure on research and development as a percent-
age of GDP in Europe is consistently running below levels in both
America and Japan. According to the Economist, Europe’s comparative
advantage in exports seems to be in medium- and low-tech export sec-
tors, in marked contrast to America and Japan. In 1995 America had
one computer for every three people. Germany had one for every six.**

It is certainly not the case that Europe is incapable of high-tech
development. For example, Germany has a reputation for being on the
cutting edge in design and engineering. But an overly rigid set of labor
relationships that seem to date from another age limits that advantage.
Recently, on a visit to Munich, I was taken to a German automaker’s
state-of-the-art design facility. It was midafternoon, around 3:30 p.m.,
and virtually no workers could be seen. Those that were visible were
running for the time clock. Labor rules mandate that those individuals
can work only seven and a half hours a day. Violating the rules might
mean that the union fines the worker for breaking union rules. So if
those high-tech engineers are right in the middle of a hot idea, they
must lay down their calculators and run for the exits. The flexibility of
work arrangements that so dominates the high-tech sector in America is
a world away.

But history has left its mark elsewhere as well. Consider shopping.
Recently Germany “liberalized” its store hours. Instead of having to close
at 6:30 p.M., stores can now stay open until 8:00 p.M. But you still have
to forget about shopping on Sundays, and Saturday hours are still some-
what curtailed.”® An American visitor might wonder when Germans are
able to do their shopping, particularly two-career couples. Why have
such rules? The answer is to protect the small shopkeeper who is not
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able to hire the help to stay open for extended hours, again a bow to the
historical shape of the business world. During the past election cam-
paign in France, President Chirac denounced supermarkets as a major
threat to the French way of life.*® Recently, the Italian government de-
cided to increase store hours (not, of course, on most Sundays), but in
return promised not to give licenses to any new “hypermarkets,” or large-
sized supermarkets. Italy, a country with 57 million people, has 230 of
those supermarkets.” Shoppers in Europe, like so many others, have
their lives run by the dictates of history. They have short hours because
they have always had them—probably since the time of Napoleon.

Thus, while Europe clearly has demand-side problems imposed by
Maastricht, it also has serious supply-side problems. By American stan-
dards, the notion of Reaganite solutions—supply-side improvements—
is philosophically abhorrent. Consider, for example, the action taken by
the French National Assembly on February 10, 1998. Faced with double-
digit unemployment, the French decided to cut the legal workweek from
thirty-nine hours to thirty-five. The government is using rather me-
chanical reasoning: if you cut working hours by 11 percent, you create
11 percent more jobs. But one opponent of the plan in the French Na-
tional Assembly, Alain Madelin, noted, “[W]hen you are in trouble, it is
not by working less that you get out of it.”*® Even without this reform in
place, the typical French worker works about 300 hours per year less
than his American counterpart—1,650 versus 1,950.%

It would seem that ideologically Europe is out of step with the
changes that have shaken Anglo-Saxon economies. Madelin is a rare
exception in his advocacy of free-market principles in the French Na-
tional Assembly. Many continentals look longingly across the channel
at the United Kingdom and particularly with favor on the type of poli-
tics practiced by Prime Minister Blair. But, as Le Figaro noted shortly
after Blair’s election, “la gauche frangaise n’aura son Blair que si la droite
francaise a d’abord sa Thatcher [The French left will have its [Tony]
Blair only if the French right first has its [Margaret] Thatcher].”*

With rigid rules in place throughout so much of business and in-
dustry, and a political process seemingly hostile to change, one might
wonder whether a supply-side revolution is possible at all in Europe.
Stated differently, is Europe so wedded to its past that it is incapable of
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moving forward? An analysis by CS First Boston provides one measure
of the cost of European inefficiency. The firm estimates that European
companies have consistently failed to earn enough to cover the true cost
of their capital. The total market value of large European firms’ capital
position is roughly 13 percent less than the money invested in their
business.”" If true, that speaks of a capital market that is also backward
looking, not one that is interested in correctly accounting for costs or
one that is interested in maximizing shareholder value.

The prospect of a Europe that continues to look backward—a con-
tinent that still produces 30 percent of world GDP—is an unpleasant
one.”” But there is also a bright side. It could be that the decision to
move to a continental system and a continental currency is just what
Europe needs to get its supply side in order. If that is the case, the possi-
bility of very steep gains in European productivity may lie before us. We
shall turn to this experiment with Maastricht and the possible gains and
possible problems with a single currency. But it is important to keep in
mind that supply-side reforms have their impact over an extended pe-
riod of time. The transition to a more robust economy usually involves
pain before the gain.

The net result is not a pleasant one. From a growth perspective, for
example, Klaus Friedrich, chief economist of Dresdner Bank, told
BusinessWeek, “1 don't see Europe or Germany being any kind of growth
engine for the world economy.” BusinessWeek concludes, “The most prob-
able scenario is that Europe—which had a $100 billion current account
surplus with the rest of the world last year—will continue to count heavily
on exports for growth. As will Asia. The jackpot question: Who'’s going
to do the buying?”® So, even if it turns to solving its problems, Europe
will continue to be inwardly focused. That likely scenario puts even
more strain on the decisionmaking structures in Japan and the United
States to meet world crises.

It is probably inevitable that Europe would turn inward at this
time, for that is where the dictates of history compel attention. A gen-
eration is dying off that, because it is the last one with memories of the
war, also feels that it is the last to remind its successors that the past
century is not one that should be repeated. And that is not just a Ger-
man view, but more broadly, a European one. Dominique Moisi, editor
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of Politique Etrangére and deputy director of the Institut Frangais des

Relations Internationales, expressed a French concern about Germany
without Kohl:

Deep down, a Germany without Mr. Kohl will be a Germany led for
the first time in its recent history by someone with no significant per-
sonal or emotional links with the second world war. Here the loss of
Mr. Kohl would be felt. For it would mean that a country with roo
much history would be led by a man with too short a memory, a man
without enough of a past. Mr. Kohl has been a great chancellor be-
cause he provided a bridge between Germany’s past and its future. It is
because he had living memories of the sufferings and destruction of
the war that his commitment to Europe’s cause has been a matter of
personal faith, not simple political dogma.*



Europes Great Experiment

A nation's monetary system mirrors everything that that nation wants,
does, and suffers.
—Attributed to Joseph Schumpeter'

s we learned in the last chapter, Europe is in a hurry to deal with

its past. Historical necessity is driving it to cement together a

much tighter political and economic union before the last gen-
eration with memories of World War II passes from the scene. But cyn-
ics would note that Europe is really in a hurry to go nowhere. At the
very least, its efforts are inwardly focused and are being driven as much
by the fears of the past as by hopes for the future.

But even a Europe in a hurry to deal with its past can have a pro-
found effect on the economy of the rest of the planet. For example, the
Bank for International Settlements estimates that European banks have
$180 billion loaned out to troubled Asian countries.” If that money
were suddenly to come back into Europe by regulatory fiat, undoubt-
edly there would be trouble in Asia. Or, if Europe sought to move its
aggregate demand curve by stimulating exports to the rest of the world,
say doubling its current account surplus to $200 billion, who would be
the buyers and what countries would see their current account deficits
rise because they couldn’ sell as much in the world market?

But the most direct question with which the Europeans confront
the rest of the world is the introduction of their new currency. The
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political and historical motivations that underpin this move are clear.
But, as is so often the case, the devil is in the details. Those details have
been scrutinized and negotiated in a thirty-six-story skyscraper about
eighty miles up the Rhine River from the Haus der Geschichte der
Bundesrepublik Deutschland—the History Museum of the German
Federal Republic. While Bonn is a quiet town, Frankfurt, headquarters
of the new European Central Bank (ECB), formerly the European Mon-
etary Institute, is a booming city of 655,000 and the financial center of
Germany.

The ECB draws the best and the brightest from all the central
banks of Europe, especially from across town at the Bundesbank. The
politics of the institution are intense, as they are in any international
bureaucracy. To get around some of the most obvious of those prob-
lems, the first head of the European Monetary Institute was Alexandre
Lamfalussy, an émigré from his native Hungary who fled the commu-
nists just after the war. Now, Wim Duisenberg, former head of the Dutch
central bank, presides. He will head the bank once currency union takes
place, but intense competition from the French has caused him to agree
to resign before his term is over.

The view from the ECB is definitely inspirational. The rather low,
fortresslike buildings of the Bundesbank can be seen in the distance
across the river. They seem to belong to the age of a divided Europe.
The ECB high-rise is symbolic of the modern, hopefully soon-to-be-
united Europe. But analogies can be painful as well. Although this is the
center of town, with the very traditional Frankfurter Hof just a block
away, some of the vacant storefronts that are seemingly endemic in
recession-torn Germany are also in evidence around the ECB.

A ride down in the elevator from the top of the building just after
close of business is also instructive in highlighting the challenges facing
the new central bank. Most of the bureaucrats converse in one common
tongue—English. That is, everyone but the French, who hold to their
lingua franca, resisting this obvious assault on French culture by the
seeming universality of English in the field of banking and commerce.
On this day, the men in the elevator are happy. They speak of just hav-
ing ironed out all the details on a key protocol. It is one of hundreds
that they must conclude before the monetary union can get started.
Talk of champagne on the twenty-third floor elicits universal interest
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from the glassy-eyed who are carrying their stacks of briefs from what
must have been an extended afternoon meeting.

Is the Euro a Strategic Threat?

The endless sets of details that form the reality of launching a new cur-
rency seem far from the high-minded thoughts of those who will launch
it. Certainly, the new currency will be a proud moment for those Euro-
pean federalists who, for half a century, have been trying to steer the
continent toward a United States of Europe. Some of these federalists
already display signs of a new nationalism, although in some cases, it is
merely a transformed anti-Americanism. Among them are some Euro-
pean policymakers, who, to some extent, see the Euro as a strategic
weapon that could potentially pose a threat to the current dominance of
the dollar as a global reserve currency. In late fall 1997, the Europeans
floated the rumor that the central bank of the People’s Republic of China
would sell some of its dollars and move toward holding the Euro as their
reserve currency.” That was ultimately denied. But it does indicate at
least a potentially disruptive force for the world financial scene in the
years ahead. Is this a challenge that the rest of the world should take
seriously?

Probably not. In the foreseeable future, the most likely scenario for
the relative importance of the dollar and the Euro is that the dollar will
continue with its current relative position and the Euro will assume the
cumulative relative importance of the currencies that the Euro replaces.
At present, the dollar constitutes about 62 percent of world currency
reserves, the deutsche mark 15 percent, and other European currencies
5 percent.” Thus, the dollar should remain about three times as impor-
tant as the Euro after it becomes an official currency on January 1, 1999.

Two potential reasons for deviations from that ratio deserve com-
ment. First, aggregation of currencies into a larger zone is most likely to
reduce the demand for the new Euro relative to the currencies it is re-
placing. This is so because the precautionary balances held by central
banks, clearing houses, and others involved in transactions in a number
of European currencies will no longer be necessary.

The second reason for a change from the status quo is that the
Euro will come to perform a store-of-value function that will make it a
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desirable asset to hold. Yet a European currency that plays that role cur-
rently exists—the deutsche mark. We would have to assume that the
Euro will be an even better store-of-value than the deutsche mark for it
to rise above current world demand for the latter. While many may
argue that the Euro will be as good as the deutsche mark, few argue that
it will be better.

But we have another reason why we would be quite surprised if the
Euro were suddenly to increase its importance as a global currency: it
would require a major change in European exchange rate policy. Con-
sider for a moment how you, a citizen of the planet, get to hold a cur-
rency. Someone had to give you that currency in exchange either for
some of your own currency or in return for some goods that you sold
him. Now, if all we witness is the exchange of one currency for another,
then the relative importance of one currency over another doesn't change.
But, if a currency is to increase its circulation around the planet relative
to others, then the issuing country must buy more goods from others
than it sells to them. In this case, Europeans must buy more goods from
non-Europeans than they sell to them. In other words, Europeans must
start to run a current account deficit.

The problem with this scenario is that Europeans are now running
a current account surplus—they are selling more goods abroad than
they are buying—and few observers expect that to change much. Con-
sider the effect of any change on aggregate demand. A country’s exports
have a positive effect on aggregate demand because someone is buying
the goods that the country produces. Imports have the opposite effect.
This means that to turn their currency into a reserve currency, the Euro-
peans would have to see yet another adverse factor in their demand
equation—a reduction in exports or a surge in imports. That would
only keep Europe in recession longer, certainly not an attractive policy
prospect for any economic puppetmaster.

Lessons for Europe from American History

Thus, the most likely challenge that the new Euro will impose is on
Europe, not on the rest of the world. Europe is imposing on itself the
discipline of a one-size-fits-all monetary policy. That is an extraordinary
challenge both economically and politically. By and large, Europeans
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have been underestimating the challenge they face by pointing to the
United States as a successful experiment in a continent-wide single cur-
rency. But the so-called success of America masks a host of problems.
The first of those is historical. The surprising fact is that a single discre-
tionary monetary policy in the United States is a fairly recent develop-
ment and has created enormous political and economic problems along
the way.

One of the key issues faced by America’s founding fathers was that
of a single currency, and they made a key decision in Article VI of the
U.S. Constitution: “All Debts contracted and Engagements entered into,
before the Adoption of this Constitution, shall be as valid against the
United States under this Constitution, as under the Confederation.” In
short, the new government promised to pay the debts of the old govern-
ment, and Alexander Hamilton, the secretary of the Treasury, set up the
Bank of the United States to facilitate that process. Hamilton’s action,
in fact, helped cement the credit of the new government, but it was
perceived as a transfer of wealth from the citizens of the largely rural
parts of the country to the monied interests of the cities. The unpopu-
larity of that plan was a major cause of the collapse of Hamilton’s party—
the Federalists. The political side effect was to give the concept of a
central monetary authority a bad name.

After the bill to renew its charter was defeated and Hamilton’s bank
went out of business, the commercial interests of the East agitated again
for a central bank. The Second Bank of the United States was chartered
in 1816. But the political process was repeated in the 1830s when a new
bill was introduced to recharter the bank. The Senate supported the
measure. President Jackson opposed it. So intense was the feeling over
that issue that Jackson commanded that the Treasury Department be
built in the middle of Pennsylvania Avenue to block his view of the
Senate, so he wouldn’t have to see “that damn place.” Jackson won.
Except for a brief interlude of wartime finance by the Treasury’s minting
of greenbacks, the United States lacked both a central bank and a mon-
etary policy until 1913. And even then, that central bank did not really
have the authority to run a truly discretionary monetary policy, since
the country was on the gold standard until 1934.

But the economic ramifications of a single currency zone for a
continental economy still exist. In any dynamic modern economy the
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size of the United States or the European Union, significant regional
differences in economic performance are bound to exist. Economic policy
tries to assuage such differences and set up automatic stabilizing mecha-
nisms by which they become self-correcting. At present, movements in
exchange rates can act as such an automatic stabilizer in Europe. A
country’s exchange rate varies with the business cycle. A recession de-
presses a country’s real interest rate, lowering the attractiveness of its
currency and thus making its exports more attractive. In a boom, the
higher real interest rates raise the currency’s value, cooling off the do-
mestic economy by reducing exports and encouraging imports.

Under a single currency, an alternative mechanism is needed. If a
particular region becomes depressed, then one way of attracting new
economic vigor is for the price of factories and homes in that region to
fall. When prices get low enough, workers and businesses relocate to the
depressed area. The United States experienced such difficulties through-
out the 1980s and 1990s. When oil prices collapsed in the mid-1980s,
so did the price of real estate and other assets in Texas. The same was
true after the collapse of the so-called Massachusetts miracle of the late
1980s. In the early 1990s a similar collapse occurred in California’s real
estate prices.

Had the United States had a Texas dollar, a California dollar, and a
New England dollar, those particular currencies would have declined,
absorbing much of the shock. The effective price of homes and factories
in those regions would have fallen because of the decline in the exchange
value of the currency operating in those regions. Instead, the U.S. dollar
price of homes, factories, and commercial property had to absorb the
entire decline. The result was a collapse in real estate prices and the
consequent stress on the banks that had done the lending to underpin
the regional real estate markets. In Texas virtually the entire state bank-
ing system was wiped out. Somewhat smaller, but still significant de-
clines in the New England and California banking sectors also occurred.

The Start of a Monetary Party
Although the currencies of Europe have just recently been locked to-

gether, parts of Europe are already entering the “boom” phase of the
monetary cycle. For example, in the year ending in December 1997, the
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German money supply had increased 4.5 percent while the Italian money
supply had increased nearly 10 percent.” Growth during early 1998 ac-
celerated even more. The result has been an explosion in Italian equity
and land prices, as well as in land prices in other parts of Europe far
from the central Franco-German core, such as Ireland. The reasons for
this are very similar to those discussed earlier in the book when we con-
sidered financing creative destruction.

The supply shock now hitting Italy and other parts of the periph-
ery of Europe stems directly from monetary union. Since the end of
World War II, Italians faced the constant specter of politically man-
dated inflation finance. The result, as noted in the last chapter, was an
84 percent depreciation of the lira relative to the mark over that period.
Capital markets in Italy were forced to compensate for that risk in the
only way they can—lenders charged borrowers a higher price for their
money. In 1991, the year the Maastricht agreement was signed, the
German government could borrow at 8.6 percent for ten years while the
Italian government had to pay 12.9 percent to borrow for the same time
period.®

Monetary union essentially does away with that risk. Interest rates
in Italy must fall toward their German level. Consider what happens to
real estate prices and all other asset prices (like stocks) whose pricing
mechanism is much like that of the real estate market. Let’s say you're a
prospective homeowner in Italy who can pay only a certain amount per
month for a mortgage, and the mortgage rate is 12.9 percent. Suddenly,
the interest rate on a mortgage drops to 8.6 percent. For the same amount
of monthly payment, you're now able to take on a mortgage that is 41
percent greater. If you and all those in the market are in a similar situa-
tion, it is fairly easy to see how a rise in real estate prices can get going.
(By the way, stock valuations are usually computed on a similar basis in
which the flow of future profits or dividends is discounted by the pre-
vailing ten-year interest rate. When interest rates decline by that magni-
tude, the present discounted value of a given stream of profits or divi-
dends rises by 50 percent.)

Now consider what happens when foreign investors hear that Ital-
ian real estate prices are on the move. They do the kind of calculation
that we have just performed and see the prospect of a large capital gain.
So the amount of increased demand for Italian real estate (and stocks) is
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not just the additional ability to pay for existing units by Italians, but by
foreign investors hearing about a boom taking place as well. So money
begins to pour into the market, which causes the ultimate price to rise
by much more than what is justified simply by the “ability to cover a
mortgage” calculation done above. The result is (and will be in much of
Europe in the next few years) a real estate bubble.

Then the next phase of the real estate—banking cycle gets under
way. Prices of assets are bid up to levels that are “too high” by domestic
market conditions. By “too high,” we mean that the homeowner who
used to be able to pay 100 million lire for his apartment and could then
pay 141 million lire owing to lower interest rates now faces a price of
180 million lire because of the “bubble conditions.” The fact that prices
are so high will choke off demand by new home buyers, eventually stop-
ping the market from rising and beginning a decline in prices to more
affordable levels. Once such a reverse cycle gets underway, however, not
only does domestic demand decline, but as soon as prices start to fall,
they will fall below the equilibrium level of 141 million lire as foreigners
rush to get out of a falling market.

That will pose a particularly difficult situation for the central bank.
Commercial banks will have financed many of the home purchases (and
other investments) during the boom that the borrowers can no longer
afford. If monetary policy was made exclusively for Italy (or any other
bubble region), the authorities could have taken action to stop the bubble
from growing. But, in the case of a large continental currency, a “re-
gional” problem—Ilimited to Italy, Spain, or Ireland—is not of suffi-
cient import to cause the entire continent’s monetary policy to be af-
fected. So both the local commercial banking system and the local real
estate and investment market will suffer, without any help being avail-
able from the monetary authorities.

The Importance of Labor Mobility and Fiscal Transfers

The banking and real estate cycle is only one of the areas in which mon-
etary union creates a potential economic problem. More politically sen-
sitive is the question of unemployment. As already noted, exchange rate
variations often tend to smooth the business cycle as economies in de-
cline tend to see their currencies weaken, thus providing an external
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stimulus. But, if that stimulus does not occur, something else must take
its place. In addition to changes in real estate prices, one would usually
expect either migration or fiscal transfers from the central government
to play such a role.

The United States, for example, has a constant migration of people,
much of which is economically related. In any given year, roughly one
American in six changes his residence, and 3 percent, or 7.7 million
Americans, change the state in which they live. During the California
recession in the early 1990s, for example, an estimated 1.2 million people
left the state. Many of those people went to the rapidly growing Rocky
Mountain states. Utah saw its labor force grow 24 percent in just four
years, for example.” In Europe, cross-national migrations occur but are
largely secular in nature, not cyclical. While we see a constant flow from
poorer regions to richer ones, we rarely see individuals depart a rich part
of Europe for another rich part simply because of swings in the business
cycle.

America also has an important automatic stabilizer in its national
tax system. For example, during the boom and bust in California in the
late 1980s and early 1990s, the state’s marginal contributions to federal
receipts fell from 17 percent in the boom to just 8 percent during the
bust. In the case of California, that difference meant a net fiscal injec-
tion of roughly $11 billion in 1994 alone, or more than $350 per resi-
dent of the state. The effect of that automatic stabilization process was
even greater in the case of Massachusetts, which saw a $550 swing in per
capita tax payments from peak to trough, or roughly 2 percent of per-
sonal income.®

Europe now has neither an automatic stabilizer such as the federal
income tax nor a tradition of widespread migration. The tax system in
Europe is still based on a nation-state level. Although contributions to
Brussels are somewhat sensitive to economic activity, being tied to value-
added tax receipts, that sensitivity is much lower than in the United
States. Furthermore, linguistic and cultural differences present much
greater impediments to migration between member states than in
America. Thus, the forces that tend to cushion the effects of regional
recessions in the United States are far less present in Europe.

In addition to those economic problems, Europe faces two critical
political problems with the creation of the central monetary authority.
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The first involves the nature of decisionmaking within the European
Currency Union; the second involves democratic accountability.

Institutional Challenges

On its surface, the European Central Bank, which will make monetary
policy decisions for the new European Currency Union, resembles the
structure of the U.S. Federal Reserve’s Federal Open Market Commit-
tee (FOMC). Both the ECB and the FOMC have roughly the same
balance between the center and the regions. On the FOMC are seven
“national” members, members of the Board of Governors, who are ap-
pointed by the president of the United States and confirmed by the
Senate. In addition, there are twelve regional bank presidents, one from
each of the Federal Reserve districts.” In the ECB there will be six offi-
cers at the center joined by the heads of the national central banks whose
governments have joined the European Monetary Union, which at
present number eleven. Thus, on paper, it would appear that the bal-
ance between the center and the regions is almost identical.

But consider how the various individuals are picked. In the United
States, the presidents of the Reserve Banks are jointly selected by a board
of directors in their region and by the Board of Governors in Washing-
ton. In addition, three of the nine members of the regional board of
directors are selected by the Board of Governors, including the regional
board’s chairman and deputy chairman and a majority of the “search”
committee for the president. It would not be too much of an exaggera-
tion to say that the regional bank presidents are effectively selected by
the Board of Governors.

It is also important to stress that in the U.S. model, local political
authorities have absolutely no say over the selection of those regional
bank presidents. The regions do not conform to any of the political
subdivisions of the United States, as all twelve regions include parts of
several states. The state governors and their legislatures have no input
into the selection of the board of directors. In addition to the three that
are chosen by the Board of Governors, the rest are elected by member
banks in the region. That process produces individuals who tend to be
strongly apolitical and interested in the national, as opposed to the re-
gional, economy.



Europe’s Great Experiment  [1 125

By contrast, the ECB is built up from the regions. What are now
the national banks of the members of the currency union will each send
their heads to Frankfurt to sit on the ECB governing council. Those
individuals will then be crucial to the question of who will be selected as
central bank officers. The six center-based candidates are therefore re-
sponsible to the individuals from the regions, while at the Federal Re-
serve, the regional representatives are responsible to the individuals at
the center. In addition, and in contrast to the United States, in Europe
member governments select the regional representatives. While the cen-
tral banks are technically independent of those governments, they are
selected by and accountable to the elected governments of their coun-
tries. It is only natural that they will reflect the political views of the
governments that select them.

Therefore, an important operational difference between the Fed-
eral Reserve’s Open Market Committee and the European Central Bank
will exist. While the Fed tends to act like a collective CEO or corporate
board of directors, the ECB is designed to work more like a legislature.
This point was brought home in 1997 at a summit including Prime
Minister Tony Blair of the United Kingdom and President Chirac and
Prime Minister Jospin of France. The French leaders assured Blair that
if the United Kingdom chose to join the European Monetary Union,
the United Kingdom would get one of the six seats at the center in
addition to its seat as a member state.'” The press conference following
the summit was not even subtle on that arrangement.

Such a deal simply reinforces the legislative functioning of the ECB.
First, this summit showed that the political leaders of France and the
United Kingdom thought that it was in their purview to decide who
would be on the ECB board. Needless to say, that was not the arrange-
ment specified in the Maastricht Treaty. Second, it showed that those
leaders felt that what mattered was how many seats each country would
have, not the qualities of the individual who would fill the seat. If the
ECB were really to function as a board of directors, the political leader-
ship of the member states would have to care more about whether such
a member was a “hawk” or a “dove,” or whether he was from an aca-
demic or business background. Where the individual came from would
be of minor import if policymaking were really going to be European in
its scope.
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Accountability and Independence

The second problem that the new European Central Bank will have is
political. It will lack democratic legitimacy or accountability. The mem-
bers of the Federal Reserve Board of Governors derive their power from
the elected leadership of the country. As noted, members are appointed
by the president and confirmed by the Senate. Their independence de-
rives from the fact that their terms are quite long—fourteen years—and
thus the board is not subject to the current electoral environment. But
that independence from the electoral cycle is different from account-
ability to the electorate that sustains and supports all political institu-
tions. Failure to be accountable to the long-term desires of the elector-
ate will ultimately undermine any monetary policy body.

No mechanism for accountability to elected European institutions
exists. While the head of the ECB may, from time to time, appear be-
fore the European Parliament, his job tenure is not dependent on its
pleasure. Governors of the Federal Reserve are continuously asked to
testify before Congress on a variety of subjects. Not only is their job
tenure dependent upon the national legislature, but the existence of the
Federal Reserve can be changed by legislative action at any time. By
contrast, the European Central Bank is created by treaty among the
member states and has no “escape clause” or process for amendment
except by amending the treaty itself, which would require ratification
by every EU country.

What conclusions can we draw about the likely behavior of the
new European Central Bank and its effect on the European economy
and political decisionmaking in coming years? The first is, as already
mentioned, that Europe and its economic policies are likely to be in-
wardly focused. Establishing an entirely new currency is not an easy
task. The Europeans have decided on a three-year phase-in period for
the introduction of the currency. At first, domestic currency will con-
tinue to circulate, and the Euro will be used only for the largest of pay-
ment settlements and for the issuance of new government bonds. Then,
during a short transition and no later than January 1, 2002, the econo-
mies of Europe will switch over to the new Euro-denominated notes
and coins. The technical details of that transition, particularly the estab-
lishment of a new Euro settlement system, are likely to consume a ma-
jor portion of decisionmakers” time.
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The second likely behavior is that the new central bank, once it is
tully in charge, will stress that the Euro be viewed as a “hard” currency,
not a “soft” one. The key challenge will be to establish credibility in the
new regime. A failure to do that at the inception would be catastrophic
for the new currency because credibility, once lost, is virtually impos-
sible to regain. This should mean that, within a certain band of discre-
tion, monetary policy will tend to be restrictive. But until the ECB is
fully in charge, a window of monetary irresponsibility exists. National
central banks will be in charge of money creation but will not be around
to take responsibility for its consequences. In the short term that should
mean easy monetary conditions.

One of the difficulties in that regard is determining the correct
standard for judging the effectiveness of monetary policy. Under the
Maastricht agreement, the objective of the new European central bank
is to maintain price stability. Unfortunately, at present, Europe has not
a single market basket whose price can be stabilized. Instead, the mon-
etary authorities will have to deal with a variety of different national
market baskets, each collected under different methodologies.
Decisionmakers might set out to target the price level of each market
basket, which would create a very difficult situation, inasmuch as they
have one policy instrument to control eleven or more policy targets. Or
they might seek to stabilize a weighted average of all the market baskets.
Bug, in either event, what does one do if some of the member states are
enjoying inflationary booms with full employment while others are in
recession?

Furthermore, the markets will be inexperienced in reading the
policymakers’ response to whatever price level target might be chosen.
In that event, markets might misjudge the actions of the European Cen-
tral Bank. The way to avoid that confusion would be to rely on a yard-
stick with which the markets have substantial experience: the exchange
rate. An exchange rate of one Euro for one dollar corresponds roughly
to an exchange rate of two deutsche marks for one dollar. Recently, the
deutsche mark has fluctuated in a band of roughly 1.6 to 1.9 to the
dollar, suggesting a Euro-dollar exchange rate of one Euro to U.S. $1.20.
Even if the European Central Bank were formally to choose not to tar-
get the exchange rate, it would have to pay some attention to the ex-
change rate. If the rate were to approach a one-to-one parity with the
dollar, it is virtually certain that the markets would assume that Euro-
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pean monetary policy is too loose and the Euro was becoming soft.
Thus, a significant amount of attention is likely to be paid to maintain-
ing the exchange value of the Euro in the $1.10 to $1.30 range.

A third probable challenge for the new European monetary ar-
rangements involves the health of the European banking system. The
Asian crisis is not coming at an auspicious time for the start of the new
system. The estimated exposure to Asian economies in distress of some
of the European national banking systems, particularly those of Bel-
gium and the Netherlands, may prove to be considerable. In addition,
as we've already mentioned, Europe seems to be developing a prospec-
tive banking crisis itself due to the sudden run up in real estate and
equity prices in the peripheral sections of Europe. While this particular
banking cycle is still in its early boom stage, the history of such cycles,
coupled with the transition in currency and monetary authority going
on in the affected region, is not a cause for optimism. The combination
of losses both in Asia and in peripheral Europe showing up on the books
of the European banking system in the next few years would create a
genuinely rocky start for the new currency.

One of the most confusing aspects of the currency union is that it
creates a split in the role of the supervisory function in the banking
system. Under the Maastricht rules, national bank supervisors will con-
tinue to oversee the books of the banks. But the European Central Bank
would have to be the lender of last resort in the event of a liquidity
breakdown. Of course, it is not impossible for that division of labor to
exist, but it would require an enormous degree of acceptance by the
ECB of the judgment of the national banking supervisory agencies. One
of the basic rules of central banks acting as lenders of last resort is that
the affected banks be illiquid but not insolvent. That is a judgment that
only the supervisory agency can make. So one can expect still more
introspection within the European monetary regime as the natural ten-
sion between supplier of liquidity and bank supervisor comes to the
fore.

Monetary Marriage and Divorce
The final point to watch for in Europe is a closer political union. Many

of the supporters of monetary union do so in the expectation that a
single currency will make a single government for Europe inevitable.
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We have already noted that the fiscal transfer mechanism is a key substi-
tute for variable exchange rates when it comes to stabilizing regional
recessions. In terms of political economy, those fiscal transfers represent
a form of “log rolling.” The richer area makes a payment to the poorer
area to make up for the costs of staying in the monetary union, which
presumably benefits both.

History has not been kind to monetary unions that do not include
the prospect of political union or at least the subsidies they involve. Of
course, the most common time for a monetary union to take place is at
the time of political union. In European history two instances of that
were the unification of Germany under Bismarck and the unification of
Italy by Victor Emanuel in the latter half of the nineteenth century. It
also occurred when Scotland and England were joined in 1707. Hamilton
pulled off a monetary union at the time of the Constitution, but the
politics that followed indicate that there were not enough side payments
in the fiscal equation to appease the “losers” on the frontier, and so they
outvoted the commercial class and got rid of the Bank of the United
States. By contrast, the Federal Reserve has survived as a monetary union
for eighty-five years, but in an era of enormous side payments through a
very active fiscal transfer mechanism.

In an extensive search of monetary unions, Gerard Lyons of DKB
International found two that have survived despite the absence of po-
litical union. The first is in Africa, where the West African currency
zone (CFA Zone) was established in 1948 for French colonies in that
region. It has survived intact, including a major devaluation in 1994.
But here is a case of subsidies’ taking care to smooth over any economic
difficulties. The French government subsidizes the members and keeps
the CFA zone on a close peg to the French franc, largely for reasons of
national pride. The only other example of a surviving currency union
sans political union is the one between Belgium and Luxembourg, es-
tablished in 1923." While no formal fiscal transfers occur between the
two, the 400,000 people of Luxembourg were spared the cost of main-
taining an independent central bank. One might call this an “econo-
mies of scale” monetary arrangement. Besides which, if monetary union
in Europe succeeds, the union between Belgium and Luxembourg will
be subsumed in the wider union. Or perhaps some of the more proud
locals in those two countries could claim that their monetary union has
been expanded to cover the whole continent.
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In any event, the most likely scenario is a greatly increased interest
in deepening the political bonds among the members of the single cur-
rency area. That will tend to maximize the chances for their collective
success, as well as work to smooth out any political difficulties caused by
having a single monetary policy. That move toward tighter political union
is not without its potential difficulties. Indeed, some commentators have
been concerned about monetary union because of the political risks in-
volved. Whether political integration is successful or not, the rest of the
world is likely to be on the sidelines, as an entire continent wrestles with
the dictates of its history.



On a Clear Day

You Can See Forever

At present, the peace of the world has been preserved, not by statesmen, but
by capitalists.
—Benjamin Disraeli'

ur tour of the corridors of power has left us with a sense of

three major economic powers, each confronting its own limi-

tations. In America, the successful integration of Keynesianism
and Reaganomics has produced a remarkable economic performance,
but at the same time it may be producing an equity asset bubble. The
contrarian in charge lacks a clear mandate to prevent the bubble from
expanding. In Japan, bureaucratic management is on its last legs. Des-
perate attempts to buy enough time to reform confront a well-entrenched
system that finds change difficult. In Germany and most of Europe, the
ghosts of the past drive contemporary policymakers to institutionalize
solutions before a new generation takes charge.

But how do all these pieces fit together? Can you go to any single
place to sort out what all this means for the world economy and finan-
cial markets? We shall make two stops—one with a leading market player
to get his perspective, the second, a return to academia to look at a more
formal explanation of why things are the way they are.

If there’s any place on the planet where you can get a good global
view of markets, it would have to be on the thirty-third floor of 888
Seventh Avenue in New York. That is the headquarters of Soros Fund

131



Economic Puppetmasters [ 132

Management, investment advisers to one of the largest and best-known
hedge funds anywhere in the world, the Quantum Fund. George Soros
and the Quantum Fund became globally famous in 1992 when they
forced an embarrassed British government out of the European exchange
rate system. That move marked the beginning of a new era of market
dominance over political considerations. It also netted Quantum quite
a profit. It takes money to make money, but it also takes brains, infor-
mation, and in this case guts. Someone like this can “round out our
view” of the corridors of power.

The view from here is spectacular in every sense. The urban pio-
neers who developed the New York skyline set out to impress, and even
now, more than half a century after their heyday, the effect is still the
same. Today, probably only Hong Kong exhibits a more audacious dis-
play of man’s efforts to reach skyward in an effort to again touch the
hand of his Creator. But the global boom of the 1990s has created many
would-be competitors, as the combination of financial wherewithal and
the unrestrained ego that boom creates became more widely dispersed
on the globe.

At Soros, the best vista is from the north side of the office suite,
where one views a spectacular and unobstructed panorama of Central
Park. In the days before Rudolph Giuliani became mayor, a quirky but
patient spectator with binoculars could observe the muggings for which
the park was infamous. Today, it overflows with pedestrian traffic as the
midtown financial community and their families go about their daily
lives. To the west, one can see the Hudson River and New Jersey, though
in this case, somewhat obstructed by the competing skyscrapers going
up on the Upper West Side. In the northwest corner sits the office of
George Soros, creator of the Quantum Fund. When I mention the view,
Soros modestly nods and says, “That’s one of the nice things about work-
ing here.”

But the view that really matters here is not of Manhattan but of
the world. Soros, and his colleague Stan Druckenmiller, chief invest-
ment strategist of the Soros Fund empire, are responsible for managing
some $20 billion in assets. To do so successfully, they maintain one of
the best global intelligence networks anywhere. Information flows in
from a wide variety of contacts and analysts all around the world, in-

cluding the companies in which the fund invests. Unlike the CIA, the
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foreign service bureaucracy, or even the staffs of central banks, this in-
formation network is subject to a test of profitability. If the fund doesn’t
make money, the information network gets pruned.

Just as for Greenspan, Sakakibara, and Kohl, the offices here are
designed for the information age, with computer screens dominating
the executives’ desks and intermittent interruptions from a “squawk box”
in the background. Of course, these people live and breathe the devel-
opments of the market, and so their focus on market-breaking news is
both intense and immediate. But the world is certainly full of informa-
tion sources. Financial publications are proliferating. Global broadcast
networks are being added that cover just financial news. What makes
the information network here so much better, or to continue the anal-
ogy, why is the view from the thirty-third floor reputed to be better than
anywhere else in the world?

The Value of Information

Finance is an information-based industry, and Soros and top-ranking
professional investors like him have three advantages that most ordinary
investors do not and for which ordinary investors pay a premium to
have Soros do their investing. The first is global reach. Much of the
information flow is in the public domain but may not be universally
known. Many investors in the United States feel that if they read the
Wall Street Journal, they're up on events. A more rarefied group also
reads the Financial Times. Few read Corriere della Sera, Le Figaro, and
the Asahi Shimbun or have people who report to them who do. When
you have a global network, the valuable tidbits from each of these make
their way into the hands of someone who can use them.

The second advantage is context. The phrase, “All the news that’s
fit to print,” means that some news is not fit to print. Who decides?
Often it’s the reporter himself. To write intelligently about a story, a
writer must know much more than what he conveys to his reader. Some-
times, the editor is the information arbiter. Each column inch must
justify itself. Today, one can make both ideological and financial justifi-
cations. As a result, anyone who talks to a reporter will learn far more
than he can possibly learn from reading a story. Just because there is
news that’s not fit to print does not mean that it isnt valuable. At Soros,
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not only does all the news flow in, but the consumer of the information
knows the biases of the reporter and can place the information provided
in the proper perspective.

The third big advantage is process. At Soros, there isn't any. The
news flows directly to the top. No fancy reports to impress the clients.
No bureaucratic staff and no committees to review and approve the
information flow. No bureaucracy to justify its existence. The ultimate
consumer of information decides its value.

How do Soros and other hedge fund investors make their money?
Essentially, a hedge fund is very much like a mutual fund. Investors buy
shares in the fund, and the firm’s managers invest those pooled funds.
One important difference is the level of risk. While most mutual funds
simply buy stocks dollar-for-dollar with investors’ funds, hedge funds
use “leverage.” That is, they take a position several times that of the
amount of funds invested with them. That can lead to spectacular re-
turns—or spectacular losses.

Another key difference is that the hedge fund may go aggressively
“long” in one position and aggressively “short” in another. A short posi-
tion involves borrowing an asset and then selling it. This shorting can
also contribute to the leveraging of the portfolio. For example, a fund
may borrow yen and pay a very low interest rate, say 1 percent. It may
sell those yen and buy dollars, which it in turn uses to buy Treasury bills
yielding 5 percent. Now, as long as the exchange rate between the dollar
and the yen stays unchanged, the fund does extraordinarily well, mak-
ing a profit of 4 percent on each yen borrowed. Because the fund is
leveraged, this means a big return on investors’ capital. For example, a
ten-to-one leverage position on that play will mean a 40 percent return
to the investor.

Of course, if the yen were to rise in value, it would be more expen-
sive to pay back the borrowed yen, and the total return could fall rap-
idly. The fund might choose to cover or “hedge” that risk by making an
offsetting investment in the foreign exchange market. Or the fund might
choose to bet that the dollar would rise and the yen fall, leaving the
fund’s position unhedged. If the fund is right, it makes money both by
“arbitraging” the difference between U.S. and Japanese rates and by
making a correct guess on foreign exchange movements.

With billions of dollars of initial investment and a leveraged posi-
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tion on each of those dollars, the hedge fund has a high premium on
seeing world events clearly. Hence the premium on information.

But, having said all that, the bottom line is that Soros cannot “buy”
any information that others cannot. A central bank or finance ministry
can certainly afford the global information network—indeed, most gov-
ernments maintain extensive networks at a cost several hundred times
what Soros expends. Certainly, a central bank governor or finance min-
ister can call up any information source and get the whole story from a
reporter as effectively as Soros can. Indeed, the reporter would be flat-
tered. And, at least in theory, decisionmakers should be able to define
the process by which they get information.

The Center of Conspiracy Theories

Still, the aura that these men can get something that no one else can is
pervasive. Global conspiracy theorists spin tales of all kinds of evil machi-
nations stemming from offices like this one. Indeed, in the recent crisis,
Prime Minister Mahathir of Malaysia took on Soros and those like him
directly, appealing to age-old prejudices of anti-Semitism and fears of
conspiratorial manipulations. Why do these conspiracy theories gain so
much ground? Soros himself has a two-part explanation: “First, a lot of
people find it difficult to believe that events occur without anybody
specifically intending them. So, if something happens, somebody must
have done it.” Soros goes on to note that in the current crisis, we seem
to be having a severe financial disruption from which the West seems to
be actually benefiting: “Moreover, the problems in Asia are going to be
cured by the disruption of the Asian model and the penetration of the
international banks and other multinationals into those markets. So, it
stands to reason that those who benefit must have manufactured the
crisis.”

It is certainly the case that anti-Western and particularly anti-
American sentiment is on the rise in countries such as Thailand, Indo-
nesia, and even Korea. Interestingly, efforts to resolve the crisis do in-
volve the Western, particularly American, purchase of indigenous as-
sets. Soros is observing that those forced to sell will naturally feel that
they have been “cheated” and look to the West as the cause.

While that all may make some psychological sense, Soros feels the
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reason that the conspiracy view is particularly popular is that the alter-
native explanation that the West—and particularly the economics pro-
fession—advances is completely implausible:

The conspiracy theory actually is a much easier explanation than the

one we hold in the West—the efficient markets, rational expectations

view. If that is the only alternative explanation, then only a conspiracy

could have done it. In my opinion, the real explanation is that finan-
cial markets are inherently unstable.

The efficient markets hypothesis, particularly in its extreme form,
holds that all information about the future is “in” the market at any
given time. Supposedly, rational actors take the available information
and price assets accordingly. Skeptics like Soros wonder how any sup-
posedly rational process could produce the kinds of price volatility that
we have seen recently.

It is more than a little ironic that this master of markets is himself
a market skeptic. Soros’s view as to why the central banks and finance
ministries “didn’t see it coming” (to use Mervyn King’s phrase) is that
they are predisposed to view markets as self-correcting and rational.
Economists and economic policymakers tend to rely on economic theo-
ries in which systems move toward equilibrium. Soros, by contrast, is
always looking to exploit instability profitably because he believes that
instability is the inherent condition of markets. Certainly, most eco-
nomic analysis focuses on the point at which markets reach equilib-
rium. But the process of getting to equilibrium may be a very unsettling
one for markets and thus a potentially profitable one for Soros.

His theory, which he has dubbed “reflexivity,” is the economic par-
allel to the Heisenberg uncertainty principle in physics. Heisenberg held
that simply by measuring something you affect it, and therefore it can-
not have the same value that you measured. The name of the main
Soros fund, “Quantum,” comes from that analogy to physics. Soros elabo-
rates on this point:

You have reflexivity in financial markets because you are always dis-
counting future values. But the future is not something that is out
there independent of how you discount it. So the present valuation of
a stream of future earnings can vary in the present, not in response to
what happens in the future, but simply by the act of discounting it
today.
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At one level, that is very much like the story of the real estate cycle
we told in chapter 3. A speculator shows interest in a lot on which to
construct a skyscraper. Immediately, all those around the lot in question
revise their net worths upward. That leads to a local consumption boom.
All of this is not based on any “reality” but on the perceptions of, or
rumors about, one of the players in the market.

As to the reason for his success, Soros says:

What I know is that the situation is reflexive. I don’t know the out-

come, because nobody can know the outcome. I'm ahead of the other

guy because I know that there is nothing to be discounted; that there

is, in fact, something contingent, and therefore my discounting will

change what is being discounted.
Again, the focus is not on the objective reality of the situation but on
what others are thinking. In this case, the market may be like a card
game in which each player must guess how others are assessing the odds
to know whether to bluff, to hold, or to fold.

That Soros views others as understanding the world the same way
he does certainly helps him play the “game” this way:

I think that central banks, and certainly Greenspan, understand reflex-
ivity. His statements are exercises in reflexivity. Take “irrational exu-
berance,” for example. What business does a central banker have talking
about that stuff if markets weren't reflexive? And the Japanese under-
stand it even better because the Japanese have actually pursued a re-
flexive policy. They have been exploiting reflexivity as a way of
manipulating the economy.

That latter comment no doubt reflects his many experiences being
lobbied—or bullied—Dby Japanese officials. Japanese bureaucrats have
been known to call hedge fund operators and threaten them with inter-
vention designed to wipe out their position. The bureaucrats make an-
nouncements of policy moves, often ones on which they never ulti-
mately need to follow through, to get markets to move in desired
directions. Again, the model is one of the mandarin imposing his will
through a well-placed bluff at the card table, not of market forces” pro-
ducing a reasoned outcome.

The view from 888 Seventh Avenue is therefore not so much the
perspective of a rational calculator as that of a game theorist. Each of the
players in the game has his own objectives; each will try to influence the
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outcome by his own behavior. But in this view no “efficient” market
outcome—no “true” equilibrium—exists. At the same time, no single
player can manipulate the outcome by himself. Consider, for example,
the Japanese officials, who, according to Soros, have so efficiently been
exploiting reflexivity. They not only are playing by those rules, but they
have an enormous stack of “chips” with which they can enforce any
bluff. Why are they now in trouble?

Soros acknowledges that they were quite talented and had enor-
mous resources at their disposal but adds:

Where they made their mistake is that they believed in their own om-

nipotence. They got very cocky, and they thought that, in fact, you

can manipulate the market. But the fact is that actions have unin-

tended consequences. The Japanese exploited the reflexivity of mar-
kets but didn’t recognize their own fallibility.

This is something less than a statement that an ultimate reality
comes back to bite the speculator who bets wrong. It is more the admis-
sion that even the smartest poker player can find that his opponents can
wise up to his tricks. On the other hand, it is certainly not a reccommen-
dation that public policy be run on the basis of game theory.

Here is a major dilemma for policy. Japanese (and other)
policymakers who intervene in markets are zor driven by the profit
motive. This can be liberating, as the profit motive requires one ulti-
mately to “buy low and sell high.” Thus, whatever reflexive actions may
result and whatever side signals or game-theoretic maneuvers might be
undertaken, the market player driven to make profits must move the
market toward equilibrium or lose money.

A policymaker “playing” the market may pursue some other objec-
tive: raising or lowering the exchange rate, for example. That behavior
may move the market away from long-run equilibrium and toward the
politically desired target for the market. But such an outcome is not
free. It costs the policymaker financial resources to keep a price at some
level other than market equilibrium. It also contributes to the “reflex-
ive” behavior that Soros and others contend leads to unstable (and there-
fore potentially profitable) markets.

What is the right course of action for policymakers faced with
markets that they can manipulate and that may be inherently unstable?
Soros contends: “You don’t want to eliminate instability; you cannot
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eliminate instability. The only thing you want to do is to prevent ex-
cesses.” In short, he sees a role for decisionmakers in injecting stability
into markets. That certainly carries echoes of a Keynesian need for an
economic contrarian. In that regard, he gives policymakers a high grade:
“We have effectively avoided a meltdown in the center since 1929, and
we've had at least four occasions when, without proper action by the
authorities, it could have happened—1982, 1987, 1994, and 1997.”

Unfortunately, Soros does not see the 1997 crisis as necessarily
having ended completely: “I think that our financial markets have lost
their moorings. We are far from an equilibrium now. I think that we’re
in an asset bubble and every bust is preceded by a boom; now we are in
the boom phase.” To Soros, the best analogy is what happened after
1987, when the U.S. stock market crashed:

Then, Japan decided to be banker to the world. I remember a Japanese
politician telling me that Wall Street is no longer the center; we will be
the center. We are going to provide liquidity to the world. And they
were there and they did it and they saved the world. Today, America is
going to do the same thing. Asia is in trouble. We will keep liquidity
flowing to Asia to be bailed out. I think if it hadn’t been for Asia and
the resulting liquidity we created, our market would have stopped. So
it is because of our reaction to Asia that the current bubble is forming,.
That is just like 1987, when Japan’s reaction to events here caused
their bubble to form.

Soros does think that we are improving our ability to handle such
crises. In that regard, he not only is complimentary of Greenspan, but
sounds like him. Like Greenspan, he sees the potential bubble forming
here. But he also thinks that the policy world has learned from past
mistakes. Therefore, the kind of megacrisis with disastrous consequences
is unlikely, and the current bubble need not end the same way as 1929:
“The Japanese bubble was the first bubble in history that was deflated
and didn’t burst. So it’s possible that the same thing would happen here.
This bubble can also be deflated, but you might have some sort of ongo-
ing malaise for a decade, just like in Japan.”

Greenspan said virtually the same thing. He argued that, while
there were plenty of parallels to the 1920s, it did not follow that we were
headed to the depths of 1933. Greenspan argued that we had learned
something—that the Japanese did much better in the years after their
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crash in 1989 than we did after our crash in 1929. By way of compari-
son, both Soros and Greenspan think that the next bubble may well be
deflated with even less pain.

Soros has a tremendous amount of respect for the central bankers
and their ability to control events. He has particular respect for
Greenspan. Greenspan understands the tools of “reflexivity” but seems
to be using those tools to help stabilize global conditions, not to impose
a politically determined outcome on markets. Soros also has a remark-
ably clear prediction about how all of this is going to end:

I think the Asian crisis will be a victory for the global capitalist system.
It will cause the demolition of the Asian model, which is still based on
national politics with the individual political regimes’ effectively con-
trolling the economy. It also means the end of family-based ownership
in which families did not want to give up control and so took on enor-
mous amounts of debt. Absent a crisis at the center, the Asian crisis
will take a couple of years, maybe even less, to be corrected.

He continues, “The essential characteristic of global capitalism is the
free movement of capital. Worldwide, the balance has swung in favor of
capital because it can move freely and everybody needs it and has to
compete for it.”

But this quintessential global capitalist does not necessarily think
that the victory of global capitalism is necessarily a good thing: “When
it comes to saying there should be absolutely free convertibility of cur-
rency, I think that developing countries should not have totally convert-
ible currencies. They should maintain capital controls until they are
fully developed.” If he feels that way, why does Soros have the job he
has? After all, much of the Soros fortune had been made exploiting
currency markets: “If I didn’t do it, somebody else would.”

But perhaps Soros is being too hard on himself and his profession.
Soros himself made both money and a good deal of his reputation for
his activities in forcing the Bank of England to leave the European ex-
change rate mechanism in 1992. Largely as a result of that decision,
Britain has had the best economic performance of any of the European
countries. In fact, Stan Druckenmiller, the fund’s chief investment strat-
egist, has an ersatz certificate of knighthood hanging at his country house
for his service to the British economy.

Don’t hedge funds serve a useful purpose by making errant
policymakers behave? Answers Soros:
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Yes. They make their economic position untenable. The hedge funds
force discipline on the central bank. Actually, [in that case] the central
bank acted irresponsibly by selling futures beyond their capacity. So
they actually lost all their reserves. They should have acted much sooner.
The crisis turned out to be much bigger because it took them so much
longer to react to it than they should have.

The United Kingdom was not the only case of the hedge funds’
forcing a country to face up to economic reality. Another good example
was Sweden, which had borrowed heavily in deutsche marks, converted
those into Swedish krona, and lent the krona domestically. The Swedish
banks did that because rates in Sweden were higher than in Germany.
The exchange rate between the krona and the mark was fixed. So the
banks saw that as a one-way bet—an opportunity to borrow cheap and
lend at a much higher rate. The result was an enormous bubble in Swe-
den. Says Soros:

The Swedes were very slow to devalue. They had to protect their banks.
In the end, they effectively nationalized the mistake that the banks
made. They were trying to hang in there to allow their own banks to
act with their own favorite people to make a little extra money. That’s
why they got in such a big hole. So it would be fair to say that the
hedge funds keep the central banks honest. They impose the disci-
pline.

Why then aren’t hedge funds more popular? After all, as a citizen
of a country and not one of the elite in the central bank or in the gov-
ernment, wouldn’t I want the hedge funds there to keep my government
honest? Maybe it is modesty, and maybe it is realpolitik, but Soros can-
not imagine himself or his profession ever being popular, even if they do

the right thing:

I think that as a citizen of a developing country I would be pretty upset
if the mistakes of a central bank could be exploited by fund managers.
I would find it galling. It is always easier to deflect blame to the for-
eigners than to accept the blame yourself. Recall the French finance
minister who wanted to hang speculators from the lamp posts? So,
even in a country like France, there is a very strong prejudice against
speculators.

Even in his own mind, Soros is quite ambivalent about the role
that hedge funds play in stabilizing the world economy. He acknowl-
edges that on some occasions they provide a valuable service, when the
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institutions of government default. But, by and large, he is not a fan of
the role he plays. He would much prefer an alternative. His ambiva-
lence comes through loud and clear. On the one hand, he says:

Of course, it would be better if the authorities were responsible to
their own citizens. But in many of these countries you don’t have a
proper democracy. You don’t have newspapers that can criticize. What
keeps central banks honest is that they have to interact with the mar-
ket. So, if they ban the market, they have nothing to interact with and
they don't know when they are making a mistake. That is the argu-
ment for our keeping central banks honest.

On the other hand, Soros continues:

But the discipline that we impose is a discipline of instability because
the markets are inherently unstable. By imposing market discipline,
you are actually imposing an instability. Society cannot take instability
beyond a certain point, particularly in systems where you do not have
social safety nets in place. I mean, what have coolies got to do with
decisionmaking? Why should they suffer for the mistakes of the cen-
tral bank? So you need discipline, but market discipline isnt the right
sort because markets are unstable. That's where democracy comes in—
free discussion, self-discipline, the search for the truth.

George Soros is not a man one thinks of as a starry-eyed idealist.
But in many respects he is. He sees the victory of global capitalism com-
ing out of the current crisis, but it does not cheer him. His sentimental-
ity does not get in the way of his investment decisions. The path ahead
to him is clear, if not exactly desirable:

There is an element of validity in the Asian model. But it cannot with-
stand the forces of global capitalism. It’s like Western civilization com-
ing into America and destroying the Indians. Who is to say that Western
civilization is superior to the Indian civilization? They had a very happy
relationship with nature but couldnt withstand the intrusion of fire-
water and firearms. So it is with the global capitalist system. It con-
quers. It overcomes domestic resistance, and it sweeps it away.

One can almost hear a “cultural relativist” speaking. But unlike many
such relativists, Soros does not necessarily condemn capitalism either.
Capitalism is part of a process of reflexivity, which by itself will cause
other changes:
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Thats the way it is. It doesnt make it a horrible force, and it doesn’t
make it a good force either. In the Asian model, states have consider-
able authority that’s now being swept away. Global capitalism will con-
quer all, at least for now. But unless we also recognize the flaws in our
system, our system will collapse. I think global capitalism could be a
viable and continuing system, but it needs to recognize that it is not
stable; it is anything but stable. It will expand, it has to expand, but it
also has to be controlled and limited, because if it doesn’, it will de-
stroy itself.

Is it in the process of destroying itself now? Maybe. But let us not
jump to any hasty conclusions. It is important to separate the financial
markets in which Soros operates from the underlying economic trends.
Recall from chapter 3 that creative destruction is a generally positive
long-term economic trend. But it can be a disastrous short-term event
in financial markets. Soros is focused on the bumpy ride that moves us
from one equilibrium to another. But let us not forget the ultimate equi-
librium to which we are moving. We explore that distinction in some
detail in the next chapter and see how the policymakers we met earlier
in the book are influencing both the economic trend and the financial
market.



An Intellectual Confusion between
Supply and Demand

“What is the answer?”
“In that case, what is the question?”
—Gertrude Stein'

ur tour of the world’s three largest economies brings us back

to the question we began with: So, this is a global economy?

Not much seems to be global about it. America is driven by
its contrarian to a near-perfect economic mix but runs the risk of “too
much of a good thing” and the creation of an economic bubble. The
financial processes that accompany creative destruction lie in the back-
ground. In Japan there is very little creative about the economic de-
struction taking place, at least on the surface. A well-entrenched bu-
reaucracy is trying to hold things together and keep the system in place
while market forces demand a major market restructuring. Meanwhile,
Europe seems to be moving forward focused squarely on its rear-view
mirror. Yet, as a fairly open economy, Europe cannot be isolated from
the events in America and Asia.

One of the instances in which this confusion is most apparent is
when world leaders give each other advice. For example, the U.S. ad-
ministration is constantly advising the Japanese to increase their budget
deficit, which is already large. Yet at home the same administration is
claiming that the reduction of the American budget deficit is the proof
of its economic success. The Japanese might have every reason to be
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suspicious of advice based on the notion, “Do what I say, not what I
do.”

This chapter explains the basic economics behind such apparently
paradoxical advice and the reasons why we really do have a global
economy. The chapter provides a way of understanding how sound policy
in one country may be disastrous for another. It also helps us under-
stand why certain economies are not performing so well as others in the
current environment. At its root, much of the current misunderstand-
ing among world leaders and among investors comes down to knowing
the difference between supply and demand. To resolve the confusion,
this chapter takes us back to my days as a professor at Harvard Univer-
sity. The lessons we taught our undergraduates there have direct appli-
cability to the variety of economic circumstances around the world.

The previous chapters told us why each country made the choices it
did. This chapter gives us the means for seeing that the consequences of
those choices are predictable. That is the role of economics as a discipline.
It is not to say, “Do this,” or “Do that,” but, “If you do this, then such
and such will happen.”

Just reading the popular press gives an indication of how wedded
our society is, intellectually, to a particular world view and a focus on
demand. For example, the New York Times said on September 18, 1997,
that “inflation is almost nonexistent despite steady growth and an un-
employment rate hovering near a quarter-century low.”” The Zimes uses
the word despite because low inflation and low unemployment seem
contrary to much post—World War II economic experience. So profound
is that change that some suggest that we may be in a new era in econom-
ics. In fact, the “laws” of economics have not been repealed. Actually, all
the quotation indicates is that the reporters and their editors have all
been schooled in a correct, but limited, view of economics. The focus of
their education was on shifts in demand.

Ever since the Second World War, the focus of economic policy in
most countries has been on the question, Will there be enough buyers
for the output of society to ensure that firms will be able to sell what
they produce and therefore not have to lay off workers? That is a
demand-side question. It assumes that plenty of goods are available to
buy. Ask an official forecaster in the United States, Europe, or Japan
how fast the economy will grow in the next year, and he will go through
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a story about each of the major components of demand: how fast con-
sumption spending by households will grow, how fast investment by
firms will expand, what will happen to government spending, and what
will happen to the net export position of the country. In short, how
much more will people demand or choose to buy?

We have two good reasons why that has been the approach most
forecasters have taken. First, from an empirical point of view, such
demand-side analysis has generally been a good way of making an eco-
nomic forecast. So it passes a kind of “market test”—it works. Second,
the analysis proves especially useful for a very particular kind of mar-
ket—the economic policymaker. The legacy of economics since the de-
pression and the Second World War has been to convince governments
that they can—and should—manage demand. If demand is falling short
of its policy goals, it is widely believed that government can remedy the
problem by changing a policy either to stimulate or to restrict one or
more of the components of demand. Too much demand? Raise taxes to
cut consumption or cut government spending directly. Too little de-
mand? Why not give firms a special tax credit to stimulate investment?
Whether the policy is actually effective, that gives congressmen, parlia-
ment, and cabinets something to do to appear to make things better.

As a result, such a policymaker approach has really come to domi-
nate public discourse on economic performance. Voters have come to
expect that policymakers should act. In turn, policy decisions drive much
of the volatility in the business cycle. So, private-sector interest groups
developed an incentive to obtain the same kind of information that
policymakers use so they could at least guess what policymakers were
going to do and, one hopes, influence their actions. A kind of intellec-
tual market monopolization resulted, with virtually all economic dis-
cussion and thinking focused on which demand-side levers the
policymakers would pull.

The problem with that analysis is that it ignores the “supply side”
of the economy. Suppose we guessed exactly right as to how many goods
people wanted to buy but then found that a different quantity of goods
was produced. If too few goods were produced, shortages would de-
velop, and buyers would bid up the prices of what was available. In
macroeconomic terms, we would characterize that as inflation. If too
many goods were produced to sell at the existing set of prices, sellers
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would have to cut their prices to clean out their inventory, and “defla-
tion” might develop.

Chairman Alan Greenspan was one of the first global policymakers
to comment officially on the existence of a supply surprise—what econo-
mists call a “supply shock.” In the mid-1990s, he spoke in congressional
testimony about the effect of lags in technological dissemination and
cautioned that this might be a major reason why current economic policy
was not producing the results most economic models had predicted. By
1997, Greenspan was theorizing that the kind of changes we were wit-
nessing in the economy could be a “phenomenon” one might encounter
only “once or twice in a century.”

The events that were helping move the supply curve were wide-
ranging. In the domestic economy, the development of microprocessor
technology led to a rapid decline in information processing and tele-
communications costs. Those cost reductions affected not only the of-
fice but the assembly line by allowing firms to economize on inventory
and in effect letting the bits of information carried on electrons substi-
tute for precautionary stores of intermediary physical product. Globally,
the entrance of hundreds of millions of workers into the world’s labor
market after the collapse of Communism meant that firms could reduce
the cost of labor if they diversified production globally. Not only did the
collapse of Communism allow workers in Eastern Europe, Russia, and
China to compete, but it also discredited the communist approach in
third-world countries as well. Economic openings occurred from Latin
America to the Indian subcontinent. On top of that, the cost of trans-
portation fell rapidly, allowing globalization of production without the
attendant risks. Augmenting that has been the reduction in barriers to
trade all around the world.

Each of those events, viewed in isolation, would have to be consid-
ered a good thing. Indeed, we would generally view an increase in sup-
ply favorably by most normal standards. Aren’t more output, lower in-
flation, and lower unemployment good? Yes, probably. It is important,
however, to realize that economic analysis per se is not about “good”
and “bad.” The actions that policymakers take in response to a supply
shock are critical to the outcome and, indeed, will determine whether
most people’s normative judgments describe the outcome as “good” or
“bad.” To understand such a policy construct, let’s consider how econo-
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Figure 9-1
The Phillips Curve: Inflation and Unemployment, 1958-1969
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Source: Data are from the Economic Report of the President (Washington, D.C.:
Government Printing Office, 1997), tables B-40 and B-61.

mists developed a supply and demand context for looking at the economy.

Back in the days when demand-side analysis had a monopoly on
policy, the policymaker’s view of economics came to be characterized by
a useful analytic picture known as the Phillips curve, developed by
A. W. Phillips in 1958. The Phillips curve traced out the combinations
of unemployment and inflation that prevail at different levels of
economywide demand. Figure 9-1 presents the levels of consumer price
inflation (vertical axis) and average annual levels of unemployment (de-
creasing as one moves rightward along the horizontal axis) in the United
States from 1958 to 1969. What was most remarkable was how well the
Phillips curve seemed to work empirically. The original work of Phillips
pertained to the United Kingdom. But his analysis produced the same
type of picture as figure 9-1 illustrates for the United States. In social
science, when one has a theoretically plausible story that empirical ex-
perience validates, the result is as close to “scientific” proof as one can

gCt.
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What emerges is something resembling a standard supply curve
that one would introduce as a professor in an introductory micro-
economics class. But that supply curve is macroeconomic for the economy
as a whole.

The logic behind the shape of the Phillips curve is not at all dis-
similar from the logic behind the shape of a microeconomic supply curve.
For purposes of this discussion, we shall call it an aggregate supply curve
because it reflects the supply of a// goods and services, not that of a
single product. In the Phillips curve, a nation can obtain higher levels of
employment and output only at the price of higher levels of inflation.
In the typical microeconomic supply curve, an industry can produce
higher levels of output of a particular product only by charging a higher
price for the good in question. Higher prices for a product are not quite
the same as higher rates of inflation for the whole economy. But one can
imagine that if an economy were experiencing a given level of inflation
anyway, bringing more workers into the work force and producing more
output could be done only with prices’ rising even faster than people
thought they would—in other words, under a higher rate of inflation.
So the logic is quite similar, if not identical.*

It may seem odd that a demand-side-based policy world would
put so much faith in what is effectively a supply curve. But remember,
what actually matters is not the curve but the point of intersection be-
tween supply and demand, which economists call the “equilibrium.”
Phillips argued that the supply curve (the Phillips curve) was fixed in
place. Thus, all that mattered was what happened to demand since that
would determine the economy’s equilibrium. And demand is therefore
all that mattered to the policymaker.

One can see the policies of the 1960s traced out in figure 9-2.
Note that what is moving is nor the Phillips curve, not the aggregate
supply curve, but the aggregate demand curve. The figure shows two
aggregate demand curves—one for 1960 and one for 1969. But one can
imagine a similar curve for each year. Those aggregate demand curves
depict how much all buyers, consumers, businesses, and government
wish to purchase. The period started with the rather cautious policies of
the late Eisenhower period. Balanced budgets and a stern monetary policy
were the order of the day. Nobel laureate and MIT professor Paul A.

Samuelson termed that period “an investment in sadism.”® Under newly
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Figure 9-2
Aggregate Supply and Demand: Inflation and Unemployment, 1958-1969
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Source: Data are from the Economic Report of the President (Washington, D.C.:
Government Printing Office, 1997), tables B-40 and B-61.

elected President Kennedy, the new economics of Samuelson and others
were tried. A major tax cut that took effect in 1964 during the Johnson
administration stimulated demand. Later, Johnson sought to conduct
both the war in Vietnam and the War on Poverty simultaneously with-
out a hike in taxes through borrowing and money creation. The result
was a very dramatic rightward shift in aggregate demand between the
early 1960s and the later 1960s. Viewing that as a policy choice, one
could argue that Johnson chose to run a more inflationary policy later
in the decade to reduce unemployment and achieve other national ob-
jectives.

In the late 1960s and early 1970s, the view of the bulk of the
economics profession was that the role of the policymaker was like that
of a restaurant customer choosing from a menu, albeit at an establish-
ment with a chef who was very strict about side dishes. The menu was
given by the Phillips curve—or aggregate supply curve—and was fixed
in place. The policymaker could select the unemployment rate at which
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he felt the economy should operate, but he would have to put up with
the inflation rate that accompanied that level of unemployment. He
would implement the choice by manipulating the tools of demand man-
agement to move the aggregate demand curve. For example, cut per-
sonal taxes to stimulate more consumption, or increase government
spending to boost the public sector. He could use investment tax credits
or other forms of corporate tax relief to stimulate investment. He could
throw each of those policies into reverse if he desired less aggregate de-
mand.

One other very important policy tool came to be added to that
mix as the 1970s progressed: interest rates. To understand that link,
think of interest rates as the price or rental cost of money. At high inter-
est rates, borrowing costs more, and fewer investment projects are prof-
itable for borrowers to undertake. That is true both of investment in the
business sector and of household investment in new housing construc-
tion. High interest rates also tend to depress the wealth of consumers by
driving down the value of stock and bond holdings. That lowers con-
sumption, particularly the purchase of consumer durables like autos and
appliances. The central bank can influence short-term interest rates by
controlling the supply of money available to the banking sector. As a
practical matter, most central banks in the world choose an interest rate
at which they wish overnight transactions to trade and supply enough
money to meet the market demand at that interest rate. While we have
different economic models to describe how the money supply and in-
terest rates affect the economy, it is sufficient for this analysis to note
that monetary policies (affecting money and interest) can also be used
as policy tools to move an economy’s aggregate demand curve.

Some economists have argued that these government policies could
manipulate not only the level of demand but also the composition of
demand. If the policymaker thought that consumers were living too
well and that more resources should be devoted to public goods like
roads and health care, then he could combine higher taxes and higher
spending. He could stimulate investment by biasing any tax policy change
toward the corporate side.

The mix between monetary policy and fiscal policy could also help
influence the composition of demand. A great deal of debate occurred
in the United States, for example, about the relative merits of an easy



Economic Puppetmasters [ 152

monetary—tight fiscal policy versus a tight monetary—easy fiscal policy
stance. Some argued that the former was more conducive to stimulating
investment because it produced lower interest rates. Others argued that
tax-based incentives were more important and advocated the latter stance.

Thus, it appeared as though a multifaceted policy debate could be
undertaken not only about the leve/ of aggregate demand in an economy,
but also about the composition of that demand. In a world in which
policymakers (and those who sought to understand or influence them)
were the ultimate market for economic modeling, that was an ideal para-
digm. Our institutions came to reflect this richness of approach. Budget
policies were established with explicit economic forecasts in mind. In
the United States, both the executive and the legislative branches devel-
oped institutions (the Office of Management and Budget and the Con-
gressional Budget Office, respectively) to link formally fiscal policies
with the projected level and composition of demand. The Federal Re-
serve established a process of monetary policy evaluation that took fiscal
policy as a given and then targeted the level and path of demand that
met its price level and employment objectives.

But the world turned out not to work this way. We learned that
the Phillips curve, our aggregate supply curve, was remarkably unstable,
contrary to our expectations. That became increasingly evident during
the 1970s, when jobs were hard to get and prices skyrocketed. The un-
derlying inflation-unemployment tradeoff was worsening continuously,
as figure 9-3 illustrates. By the early 1980s, the inflation-unemployment
tradeoff had reached wholly unacceptable levels. Double-digit inflation
(which peaked at 13.3 percent in 1979) was corresponding with levels
of unemployment, which a decade earlier would have been considered
to be at recession standards.

At this point we must note that demand management would still
work. Policymakers could still choose from a menu of unemployment-
inflation tradeoffs. But that must have been of little solace. In each suc-
cessive period, the quality of the menu before the policymaker got worse.
In the space of a decade, the menu of choices confronting policymakers
had deteriorated from those worthy of a Michelin Guide to those of a
low-quality, fast-food joint. Instead of inflation at 1 percent and unem-
ployment at 5.5 percent, which was the case in the mid-1960s, by 1980
policymakers would have to tolerate 12 percent inflation just to hold
unemployment near 7 percent.
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Figure 9-3
The Worsening of Aggregate Supply: Inflation and Unemployment, 19581983
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Source: Data are from the Economic Report of the President (Washington, D.C.:
Government Printing Office, 1997), tables B-40 and B-G1.

We shall consider the reasons why this happened and how the proc-
ess reversed when we examine how the U.S. economy augmented its use
of Keynesianism with Reaganomics in the next chapter. We shall also
note that these shifts in supply are reversible by using the correct policies
and that governments therefore need supply-side policies as well as de-
mand-side policies. Analytically, both the demand curve and the supply
curve shift. As a result, the usual presumption, as evidenced in the New
York Times quotation earlier in this chapter, that lower unemployment
necessarily means higher inflation, is incorrect.

Some commentators have even argued that falling unemployment
and inflation mean that the “old laws of economics have been repealed.”
In practice, what those commentators forgot was that the “laws of eco-
nomics” or, more precisely, the principles of supply and demand allow
for four possibilities, which we set out in figure 9-4: increased demand
with higher inflation and higher employment; decreased demand with
lower inflation and lower employment; increased supply with lower in-
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Figure 9-4
Supply and Demand Possibilities
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Figure 9-4 (continued)
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flation and higher employment; and decreased supply with higher infla-
tion and lower employment.

We can use such analysis today to provide the economic context
from which to make sense of the wide variety of economic circumstances
that exist in the industrial world in the late 1990s. Today’s supply shock
is global in nature and stems from events that are largely outside the
control of national policymakers: cheap labor in Asia and new tech-
nologies in transportation and communication. But most of the world’s
policymaking institutions have focused on the demand-based possibili-
ties: increased demand with higher inflation and higher employment or
decreased demand with lower inflation and lower employment. That
policy mismatch means that our current global increase in supply was
met differently in different countries. The result: different economic
performance. Consider the three options policymakers faced—increase
demand, decrease demand, and resist the supply shock—and the results
in America, Japan, and Europe.

Option 1: Increase Demand. Figure 9-5 illustrates how such an increase
in demand would affect an economy undergoing a positive supply shock.
The actual results would depend on how much policymakers chose to
increase demand in the face of an increase in supply. For the sake of
discussion, one could imagine the entire supply shock’s being trans-
formed into increased output and higher employment levels. In this
scenario, the authorities offset the downward pressure on the infla-
tion rate that results from the supply shock by increasing purchases.
Their objective would be to take the “mix” of news—lower prices
and higher output—and emphasize the “higher output” part of the
policy outcome.

Consider how that would work in practice. Suppose a supply shock
came along that lowered the cost of production in a number of key
sectors of the economy. The policymakers could take advantage of those
lower costs in some areas by allowing labor markets to be somewhat
tighter than usual, thus creating rising costs and higher prices in some
other sectors. The key would be to focus on the overall price level in the
economy—allowing falling prices in some areas to offset rising prices in
others.
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Figure 9-5
Increased Demand and Increased Supply
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An increase in the size of the work force that competes in the glo-
bal marketplace causes part of the current supply shock hitting the glo-
bal economy. Workers in China and southeast Asia now produce many
of the labor-intensive, low-value goods such as apparel, which low-wage
workers in the more developed countries used to produce. Those low-
wage workers are unemployed as a result of the competition from Asia.
But by running a stimulative demand policy;, other sectors of the economy
that are not subject to import competition, such as health care and home
construction, can expand. The expanding sectors not only can absorb
all the workers laid off from the import-competing sectors but also can
absorb new workers without causing higher inflation because prices are
actually falling in the industries that those workers are leaving. The total
number of jobs in society can rise, and the unemployment rate can fall
without producing an acceleration of inflation.

Of course, pushing unemployment down below the levels that tra-
ditionally cause inflation does produce increased wage pressure. At first,
that increased wage pressure is held down as the workers laid off in the
import-competing industry seek work. That pressure may be held down
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further as workers who are not traditionally employed decide that jobs
are available. But a tighter labor market is eventually bound to put up-
ward pressure on wages. Even that can be absorbed, however, without
increasing the underlying rate of inflation. True, prices will rise more in
the sector that does not compete with goods produced abroad. But prices
will rise less (inflation will be falling) in the import-competing sector.
So the average rate of inflation in the economy could remain unchanged.
We can tell a similar, but somewhart different, story about a favor-
able supply shock when an economy deregulates, cuts taxes, and thereby
makes more productive use of its existing capital stock. Aggregate sup-
ply increases. If it is accompanied by an increase in aggregate demand
(which may happen automatically with a tax cut), then the total level of
employment in the economy may rise without putting any upward pres-
sure on the overall rate of inflation. That results because disinflation, a
widespread phenomenon of falling inflation rates, is occurring in the
sectors that the supply shock favorably affected. Such a situation tended
to characterize American policy in the 1980s and is what probably pre-
disposed policymakers to follow the same course in the 1990s.

Option 2: Decrease Demand. Figure 9-6 illustrates how cutting demand
would affect an economy undergoing a favorable global supply shock.
As in the case above, the actual results would depend on how much
policymakers chose to decrease demand in the face of an increase in
supply. But, as a limiting case, one could imagine the entire supply shock’s
being transformed into a reduction in the rate of inflation. In this sce-
nario, the authorities offset the upward pressure on employment and
output that results from the supply shock by manipulating the demand
policy tools at their disposal.

Consider how this would work in practice. A supply shock comes
along that lowers the cost of production in a number of key sectors of
the economy. But unlike the case above, the policymakers take advan-
tage of those lower costs in the disinflating sectors but do not allow
labor markets to be any tighter than usual. If they simply left demand
alone, labor markets would tighten somewhat because the real wealth of
consumers in the economy had increased. In effect, when the goods in
the sector affected by the supply shock fell in price, consumers would
have more money to spend on other goods. That would allow employ-
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Figure 9-6
Decreased Demand and Increased Supply
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ment to expand in those sectors in which consumers spent their higher
real incomes.

Of course, policymakers could leave demand unchanged and take
that compromise between higher output and lower inflation. But they
could also take advantage of the increased real wealth of consumers by
tightening demand policy still further without producing any additional
unemployment. They could, for example, raise taxes just enough to off-
set the greater spending power consumers had from the supply shock.
That would allow the underlying inflation rate in the economy to fall
still further without noticeably increasing the rate of unemployment.

It is important to stress that we should not yet reach normative
judgments about whether that is a good or a bad policy. I'm sure that
many Anglo-Saxon readers would consider option 2 to be so “bad” from
a political point of view as to be unthinkable in practice. But different
paradigms of political economy might approach that option differently.
As a practical matter, policymakers in both Europe and Japan followed
that option to varying degrees.

Generically, a number of reasons may make it reasonable to cut
demand, even as supply increases. One possibility might be that infla-
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tion is higher than policymakers like but that those same policymakers
might find the political cost of reducing inflation through any increase
in unemployment unthinkable. In effect, those policymakers might view
the favorable supply curve as manna from heaven. Here is the opportu-
nity they have been waiting for to obtain their policy objective of lower
inflation without the political cost of higher unemployment.

In the United States during the mid-1990s, for example, the Fed
discussed a policy of opportunistic disinflation.® The argument was that
monetary policymakers should not take any action (such as causing a
recession) to drive inflation down further but should take advantage of
such a drop in inflation if the drop came along, even if a recession caused
the drop. The opportunistic disinflation discussion really came in the
context of a world in which only the aggregate demand curve moved
and the cut in demand that lowered inflation resulted from a nonmon-
etary factor. But opportunistic disinflation during a supply shock is an
even more attractive option since there is no sacrifice at all in terms of
higher unemployment. If such a possibility were entertained in the United
States during a period in which inflation was running about 3 percent,
we can certainly easily understand the motivations of policymakers in
countries in which the inflation rate was much higher.

The Maastricht Treaty, which is driving policy, includes a
Europewide agreement to move to lower inflation rates. That agree-
ment constrained European policymakers to adopt a strict disinflationary
course of action in the past few years. We discussed that in detail in
chapters 6 and 7. In practice, global trends allowed Europeans to have
both lower inflation and a tighter fiscal policy with less loss in employ-
ment than would otherwise have been the case. The Maastricht Treaty
left little choice except for Europe to adopt option 2 during most of the
late 1990s.

The second reason that policymakers might opt to tighten demand
in the face of a supply shock has to do with fiscal policy. Policymakers
may want to move their national treasuries closer to balance. But, as in
the case of unemployment, it may be politically impossible either to cut
government spending or to reduce the real living standards of voters
through a tax increase under normal circumstances. But a favorable sup-
ply shock increases the real incomes of the electorate. Policymakers may
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appropriate that increased real wealth of their society to improve the
fiscal position of their governments.

Recall that a good deal of the development of aggregate demand
policy has to do with the composition of demand as well as its level.
Policymakers established institutions to monitor the fiscal position of
the government, and it became increasingly fashionable to consider lim-
iting the government’s fiscal deficit as an objective in itself. In the United
States, attaining a balanced budget became one of the core objectives of
both political parties. In Europe, the Maastricht criteria on growth con-
vergence placed a limit on the allowed size of national fiscal deficits as
well as on inflation rates.

In Japan, the Ministry of Finance saw restraining fiscal deficits as
one of the key long-term planning objectives of society—notably in-
volving the aging of the population. The Ministry of Finance thus pushed
for a big increase in taxes—a two-point rise in the sales tax and an end
to a temporary income tax cut. Those measures took effect in March
1997 and were central to the sudden collapse of the Japanese economy.

On an international basis, it became quite common for the Inter-
national Monetary Fund and the World Bank to advocate deficit reduc-
tion as a part of the economic reform and development process. Not
only had the Keynesian notion of fiscal deficits as a stabilizing force
been discredited, but balanced budgets came to be considered a positive
objective in their own right. Given this, a reduction in demand to im-
prove the government’s fiscal position in the face of an increase in sup-
ply is a natural outgrowth of that traditional demand-management de-
bate. Thus, even though we may view the choice of demand policy as
wrongheaded, societies certainly had many reasons to decrease demand
in recent years.

Option 3: Resist the Supply Shock. The final option available to
policymakers is to implement policies that limit the impact of the sup-
ply shock on the economy. Again, the actual outcome of that policy
depends on the extent to which the supply shock is offset. In the limit-
ing case, we could imagine the economy’s returning to its situation be-
fore the supply shock. In practice, that would be very difficult, but set-
ting up that possibility as a limiting case shows what could happen; the
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degree of implementation is all that is in dispute.

Again, the reader might ask whether, as a practical matter, any
government would ever do such a thing. Why would a government pro-
hibit implementing a lower-cost alternative to existing production ar-
rangements? The plain answer is that governments do this all the time.
Indeed, economic history suggests that with rare exceptions (mostly in
the past 200 years), the dominant economic objective of government
has been to protect the economic status quo and limit the options avail-
able to both producers and consumers. The objective of ancient emper-
ors, medieval guilds, and modern despots is the same.

Today, even in most modern “market” economies, the state is al-
most invariably a force against change: quotas, tariffs, regulations on
corporate ownership, price controls, employment standards, and the like.
By and large opinion makers consider such policies on a case-by-case
basis. So even in a market-oriented economy such as the United States,
where leading opinion is rhetorically “promarket,” policymakers may
adopt such measures as increasing the minimum wage and may make
well-intentioned exceptions to the general disposition to let markets work.
In the early 1980s, improvement in automobile production technology
was met with de facto import restrictions by the promarket Reagan ad-
ministration as Japanese producers had a head start over their American
counterparts.

But there is another reason as well. We should recall the challenge
Alan Greenspan now faces: mastering the process of creative destruc-
tion. The tale is a cautionary one. Sure, a new technology or a new
product is a good thing. But as we saw in chapter 3, fear and greed
create enormous financial and economic damage, even from a positive
development.

First comes the growing disparity between those lucky enough to
be in industries benefiting from the supply shock and those in dead-end
jobs in industries left behind. Then we see the speculative excess and the
example of people getting rich just by being in the right place at the
right time. We experience the regional recessions, which turn into re-
gional depressions unless handled with care. Widespread bank failures
develop that end either with depositors’ being wiped out or taxpayers’
financing a “bailout.” If that is such a familiar tale, why do we never
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learn? It would seem eminently rational to “resist” the supply shock if at
all possible.

One can already hear the critics of capitalism claiming that unre-
strained markets and speculative lending have caused our current prob-
lems. Those voices will get louder as time passes. Many of the loudest
voices belong to despots, near despots, or would-be despots who don’t
like market forces’ challenging their cozy view of the world in which
they pull all the levers. Be it a Suharto of Indonesia, a Mahathir of Ma-
laysia, or a Jean-Marie Le Pen in France, the opponents of market-based
change are ascendant. We can easily see then why existing governments
try to resist a supply shock. The economic change it brings also threat-
ens social and political upheaval.

Bad As It Is, Consider the Alternative

We capitalists should also admit that those critics of capitalism are not
totally wrong. The decisions of individuals drive markets, and emotions
as well as rational calculation drive individuals. One does not have to be
as skeptical as George Soros about markets. But even if Soros himself
acts as if markets are reflexive and not rational, then by definition an
element of something other than rational calculation exists in their be-
havior. All that markets can do is to hold the individuals who made the
failed decisions responsible after the fact for their judgment. That may
be cold comfort to those who find their hopes and dreams disrupted by
these boom-bust cycles. The critics of capitalism make their pitch to
those disaffected people.

But those who advocate that governments implement rules to pre-
vent that process from happening miss two important points. The first
point is that the evidence is overwhelming that the state would not have
done that job any better. State planning in the former Soviet Union and
Eastern Europe created excess steel and other industrial plants in such
abundance that there was no market for the output. The human emo-
tion of greed and dreams of grandeur do not disappear simply because
someone becomes an employee of the state or carries a party card.

Nor are such problems limited to communist systems. Much of
the problem we have witnessed in Asia results from government poli-
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cies’ carrying on the creation of ever more productive capacity well be-
yond the period when the markets—imperfect though they are—would
simply have said no. Some of the critics of capitalism in Asia are really
the cause of their country’s problems, as they foisted grand but noneco-
nomic projects on their economies.

In Japan, as we saw, the mandarin system created an economy that
was far too overborrowed. Firms borrowed too much from banks that
were themselves overextended. That was not the product of capitalism
but the deliberate strategy of the mandarins who ran economic policy.
In part they chose that course because it made the most of scarce capital
after the Second World War. But the mandarins kept that system in
place long after Japan became a capital-rich nation. They did so not just
for economically sensible reasons, but because doing so extended and
enhanced their control.

Many of those same people now resent the supposedly ruthless
consequences of the market. Do they feel sorry for the powerless losers?
Or is it for themselves, who are now seeing the reins of power slip from
their grasp? Those individuals had their chance, and they could not do
any better. In fact, they did demonstrably worse.

The second reason the critics of capitalism are wrong is that they
miss a very important, although somewhat subtle, point about capital-
ism and its process of creative destruction. Would we have been better
off if those cycles had never occurred? In the case of the Cancer Cure
story of chapter 3, critics would say that the product was fine but the
market should have been developed in a “controlled” fashion. Controlled
by whom? When those critics are pressed, the answer is by the critics
themselves, of course, since “controlled” would have naturally meant
that fewer cancer pills would have been produced and that the market
would have developed more slowly. “Controlled development” would
have meant more cancer deaths.

But, of course, we aren’t talking about a cancer cure in the current
Asian crisis or in any number of real estate cycles, are we? Instead, we are
talking about microprocessor chips, automobiles, shoes, children’s clothes
and toys, and office buildings. So controlled development (assuming
the market’s critics could actually do a better job) would have meant
that millions of newly middle-class people around the world would have

had to wait for their first PC, their first car, or for toys and clothes for
their children.
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Consider one of the most poignant tales I saw last year in my trav-
els around the world. In the shopping district of Buenos Aires, I saw
$30 children’s toys on sale for ten monthly installments of $3. It is cer-
tainly heart-wrenching to imagine having to purchase toys for children
“on time.” But would the advocates of controlling the market suggest
that these parents simply say no to their children as they have had to for
countless generations before? Or would they walk away as I did, wish-
ing for even faster growth and more unbridled capitalism, so that toys
need not be bought on the installment plan? Like democracy, creative
destruction is a messy process. But it is not just as Churchill once said of
democracy as a form of government: that all the other systems are so
much worse. It is also true in the positive sense—the world is incompa-
rably better off because of creative destruction.

We can make the same case for real estate cycles and their “creative
destruction” counterparts. Nearly all the buildings in our cities, particu-
larly those sporting the architecture of which we are most proud, were
constructed during one of the up phases of those cycles. Because hope
springs eternal in the human spirit, someone is willing to take the risks
and go through the headaches involved in building something new and
uplifting. The key point that the critics miss in all such cycles is that
there is no alternative to creative destruction for fermenting economic
growth in our societies.

What Should the Puppetmaster Do?

What this highlights is one of the key limits to economic management:
often there is no “right” thing to do. Exactly what lever of power would
you, the reader, have an economic decisionmaker pull to make things
different? Would you raise interest rates to make the development of
new office buildings—or new cures for cancer—Iless affordable? Or cut
rates, thus ensuring that the resulting economic bubble got larger, with
ever greater downside consequences once the bubble burst? Would you
raise taxes so fewer people could buy the cancer cure or have a massive
health care scheme to ensure unlimited demand? If so, what would you
do with the extra pills and pill factories?

If you follow this logic far enough, you ultimately find yourself at
a classic fork in the road. The path to the left is to reestablish bureau-
cratic control. Much of the world opted for this in the 1920s and 1930s.
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The state could make sure that disruptive innovations did not upset the
plan. It could control every facet of economic life as in Stalin’s Russia or
Hitler’s Germany. Or it could simply control the commanding heights
as in pre-Thatcher Britain or postwar India. But, if we have learned
anything from the past seventy years, it is that this path ends in tears.

The path to the right looks vaguely like a capitulation to endless
boom-bust cycles and rule by predatory robber barons. If the path to
the left looks like a smoothly paved superhighway, which we know thanks
to Friedrich A. Hayek as the Road to Serfdom, the path to the right looks
deeply rutted and full of obstacles, even though it is the road to freedom
and prosperity. One does not opt for that course if he believes in Uto-
pias or the omniscience of planners. Freedom requires that one build a
vehicle with a strong set of shock absorbers before beginning. In par-
ticular, one should establish the role of the contrarian in the economy
and pick some sober and sensible drivers like Alan Greenspan. That is
the course on which we now seem headed.

Summing Up

The world seems to be in the midst of a supply shock of the kind Chair-
man Greenspan said occurs one or twice in a century. This supply shock
produces enormous benefits and higher living standards. But, in the
short run, creative destruction increases the risks to society. Sensible
monetary and fiscal policies are needed to maximize the benefits to so-
ciety from the process of a supply shock. But even those sensible policies
cannot change the central fact that fear, greed, and changing economic
circumstances create a dynamic over which even economic puppetmasters
have only limited control.

Without any question, the economy that seems to have best recog-
nized that fact is the United States. We now take a closer look at Ameri-
can economic policy and how it evolved to produce its current relatively
successful arrangements. But we should not forget that those arrange-
ments are only relatively better. The road ahead is bumpy, indeed, and
while we have a strong set of shock absorbers, we also need leaders with
clear vision who keep their eyes on the road for the dangers ahead.
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The Criteria for Successful Economic
Management

If not us, who? And if not now, when?
—Ronald Reagan’

imitations on the economic puppetmasters of our world seem to

I have become the order of the day. In each of the major econo-

mies of the world, policymakers have reached the point where

the clear-cut management options of the past no longer seem to suffice.

One can no longer just pull some strings to accomplish one’s policy

objective. Often, those limitations are institutional. Existing arrange-

ments for economic management have reached a point where the

puppetmaster simply lacks the right strings to pull by himself or with

his institution. While that shortcoming is not necessarily fatal, it does
increase the overall risk to the national and global economies.

In the United States, which has by far the most successful economy
at present, a modus vivendi of economic policy had been established to
meld those institutional limitations with the political demands of soci-
ety. Fiscal policy, hamstrung by a complex constitutional process, has
been abandoned as a method of fine-tuning the economic engine. In-
stead, that role has been left to the monetary authorities. Although im-
mensely capable, those authorities find themselves limited in their abil-
ity to provide both economic stability and stable financial markets. A
financial market bubble developed, and the policymakers seem to lack
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the mandate to end the bubble without sacrificing their more tradi-
tional missions.

In Japan, the entire panoply of economic institutions, which were
designed to make maximum use of available capital and labor in the
headlong rush to rebuild after the war, are still in place. But it is increas-
ingly obvious to all that many of those institutions are anachronisms.
Unfortunately, the decisionmaking structure has a vested interest in
maintaining the status quo, and no obvious alternative is in sight. While
the dominance of economic management by the bureaucracy is increas-
ingly unpopular, the political arrangements by the Japanese that can
end that dominance are far from apparent. So Japan suffers under both
political and economic ennui.

A lot is at stake. Even under relatively optimistic assumptions, Ja-
pan is likely to suffer an entire decade of subpar economic growth. Dur-
ing most of the 1980s and 1990s, the decisions of the Japanese bureau-
cracy were subject to only the most muted of market-based tests. Strict
limits existed on the international capital flows of the yen, but they have
been eased over time. The government also made massive interventions
in both the foreign exchange and equity markets to control and mute
the price signals being given by investors. As a result, a continuous mar-
ket test was lacking, and the result was a significantly worse set of eco-
nomic choices than could have been made.

The loss to the typical Japanese citizen is potentially enormous.
For example, had the Japanese enjoyed American levels of economic
growth in the 1990s, instead of what actually occurred, they would have
been much richer. Even under an optimistic set of assumptions about
the course of Japan over the rest of the 1990s, that difference will amount
to roughly $5,000 of annual output per capita by 2000. Furthermore,
even if growth returns to its normal pace, the loss in terms of living
standards will be permanent. So a baby born in Japan in the year 2000
will have lost, in present value terms, the equivalent of $150,000 in
wealth owing to the economic policies of the 1990s.

In Germany, at the heart of Europe, two of the political impera-
tives of history are coming into conflict. On the one hand, the need to
prevent yet another war among the various European powers is causing
them to develop political and economic arrangements that will bring
them closer together. The current unifying force is the single currency.
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Yet Germany has had nothing but bad experiences with a politically
managed currency. The thought that politicians—particularly non-
German politicians—will control the currency is anathema to the Ger-
man middle class. The result is going to be, at least in the short run, an
enormous increase in the uncertainty regarding the bases under which
European economic policy is run.

Meanwhile, Europe continues to suffer from near-record-high un-
employment. The loss in long-term well-being to the typical European
from the mismatched policies of the 1990s is not so different from the
typical Japanese. Collectively, the world is losing trillions of dollars of
output owing to poor economic management.

While economic management truly is of great aid and comfort if it
is well conducted, it can become a heavy cross borne by the workers,
taxpayers, and consumers of a country when it is mismanaged. Markets
now have the power regularly to second-guess decisionmakers and score
their performance. But that does not make the increased power of mar-
kets to second-guess policymakers’ decisions popular with the govern-
ments that are open to question. Politicians would much prefer that
their performance be subject to only occasional tests, at the ballot box,
under conditions with which they are familiar and rules that they have
mastered. They are decidedly uncomfortable with a world in which their
decisions are subject to a constant and instantaneous judgment by mar-
kets.

In chapter 8, George Soros expressed a view that any believer in
good government would share: “Of course, it would be better if the
authorities were responsible to their own citizens.” Today, with the tri-
umph of democracy and economic freedom, we may have thought that
we had solved our economic and political problems. We plainly have
not. We have yet to find a way of making authorities “deliver the goods”
in terms of sound economic policy.

But we do know some things. First, the evidence is clear that
America has a huge advantage over its counterparts in knowing how to
get policies right. We can attribute that success to establishing the
contrarian role in government. If American policy has any potential
shortcoming, it is that contrarian power is centered among unelected
officials at the Federal Reserve. They face legal and political constraints
(as well as economic doubts) that limit their ability to deal with a pro-
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spective financial bubble and the process of creative destruction.

Second, it would be far better if those with direct political author-
ity exercised some contrarian behavior. It would be useful to have an
elected official act as contrarian because he would be far more credible
as someone out to change things, given an electoral mandate. Unfortu-
nately, America’s leader has chosen the exact opposite tack—to stay popu-
lar by elevating empathy to be the main presidential emotion.

The far more severe problems in Japan and Europe are too deeply
rooted in the past to be solved by anything other than an elected official
acting credibly as a contrarian. Getting one is not so simple. America
produced such a leader in Ronald Reagan. It would be useful consider-
ing his legacy as a model on how to effect needed changes. Lest readers
“on the left” take offense, it is important to note that a key reason for
Reagan’s success was his adoption of an essentially Keynesian role for
himself, including a willingness to use a key Keynesian tool—deficit
spending—as a temporary expedient.

The last chapter ended by observing that the statist road to the left
has been discredited. The market-oriented road is the only alternative,
but it is bumpy, and proceeding on it will require strong shock absorb-
ers. Remarkably, Reagan did just that in 1981 in America. He took the
bumpy road to the right, but in a vehicle modified with an extra strong
suspension system. Obviously, Reagan was a man who is not replicable
and might not even be the right man at a different place or time. We
consider the details of his policies not because of their complete applica-
bility but because they give us the best road map in existence on how to
proceed.

Reagan as a Credible Contrarian

Ronald Reagan turned out to be that elusive product that Keynes really
felt an economy needed at a time of crisis: a politician who was willing
to act as a contrarian. Reagan did not abandon Keynesian economics,
but he reshaped it in a way that allowed the government the capacity to
regain its contrarian role. That was the cause of substantial misunder-
standing, particularly by the economic and political establishment.
According to the received wisdom of the time, one of the key cen-
terpieces of Reagan’s campaign, an across-the-board tax cut, would be
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Figure 10-1
Reaganomics and a Positive Supply Shock: Inflation and Unemployment,

1980-1996
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Source: Data are from the Economic Report of the President (Washington, D.C.:
Government Printing Office, 1997), tables B-40 and B-61.

yet another increase in the aggregate demand curve and thus only make
things worse. William Miller, Jimmy Carter’s Treasury secretary, argued
against then—candidate Reagan’s policies during the 1980 campaign.
“Hasty tax cutting now could be counterproductive. It would be a great
hoax on the American people to promise a tax cut that sets off a new
price spiral,” said Miller. Walter Heller, a leading Keynesian economist,
warned, “[A] $114 billion tax cut in three years would simply over-
whelm our existing productive capacity with a tidal wave of increased
demand and sweep away all hopes of curbing deficits and containing
inflation.”

But the views of Messrs. Miller and Heller had ceased to be those
of economic contrarians and instead had become a predictable set of
policymaker reactions. It is undoubtedly the case that the tax cut pro-
posals of Reagan increased aggregate demand. But, as figure 10-1 makes
clear, the Reagan era was also one in which the aggregate supply curve
stopped its headlong retreat of the 1970s and reversed direction. The
administration accomplished that by reversing many government poli-
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cies that had hard-wired the predictable path of a guaranteed-demand
safety net. The result of this was exactly what policymakers in Europe
and Japan most desire today: an improvement in the menu of choices
between unemployment and inflation.

That Reaganomics proved successful is best illustrated by two key
economic indicators: inflation and unemployment. Reaganomics reversed
the long deterioration of the aggregate supply curve during the 1970s.
By the time Reagan left office, the rate of consumer price inflation had
fallen to 4.6 percent from 12.5 percent the year he was elected. The rate
of unemployment fell from 7.1 percent to 5.3 percent. Reagan was the
first president since World War II to complete his term in office with
both inflation and unemployment lower than when he was first elected.*
Furthermore, important structural changes in both policy and the
economy have meant that continued positive supply-side developments
outlasted his tenure in office. As of mid-1998, unemployment was nearly
a full point lower than when Reagan left office, and inflation was over
two and a half points lower.

But the reinvigoration of a contrarian role for policymakers is evi-
denced by the fact that Reaganomics also seems to have been successful
at stabilization policy, which was supposed to have been Keynes’s forte.
In terms of mitigating the business cycle, the period since 1981 was
even more remarkable than the period between World War II and the
start of the Reagan administration. If one includes the 1982 recession in
the analysis, in the past seventeen years we have seen only two years in
which real disposable personal income per capita was lower than the
year before: and one was a decline of less than one-tenth of a percent.
The 1945-1980 period had seven such years, plus two more years in
which incomes rose but not enough to recover their levels two years
prior. Even if you exclude from that record the Truman administration,
which had to deal with the demobilization from World War I1, the United
States still had four one-year declines plus a fifth year in which income
didn’t rise to its level two years prior, all in a span of twenty-seven years.
While real per capita disposable personal income grew at roughly the
same 1.7 percent annual rate in both parts of the post—World War II
era, the years since 1981 have unequivocally seen a diminution of the
variations in the business cycle.’

Those figures understate the actual performance of Reaganomics.
The recession of 1982 was primarily an economic detoxification from
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the inflationary effects of earlier policies. Since then, we have had a
continuous sixteen-year period of sustained economic expansion bro-
ken only by a single short and relatively mild recession. Such a perfor-
mance is unprecedented in American history and is far better than the
1945-1980 period. The key question is why.

A good deal of that improvement might well be credited to a change
in expectations. But we cannot ascribe that change in expectations to a
simple change in demand-management policies. Reagan’s critics pre-
dicted that his policies were likely to worsen inflation. What Reagan did
was to attack some of the key structural rigidities in the economy in
taxation, regulation, and labor markets that were impeding the smooth
functioning of markets. The essence of Reaganomics was that well-
functioning markets, free of privately created or governmentally im-
posed barriers to entry and trade, would cause society’s resources to be
used most efficiently. An improvement in the efficiency with which
society’s resources are used will mean that we can enjoy a higher rate of
resource utilization and lower unemployment without creating pricing
pressures.

Making underlying structural changes facilitates the process of
changing the expectations of decisionmakers. As economists in the late
1970s noted, the more rapidly expectations adjust to new realities, the
less painful will be the ultimate adjustment. A new and very important
word crept into the economic jargon of the time—credibiliry While the
neo-Keynesians in the Carter administration had talked about a variety
of anti-inflation strategies, the markets simply did not believe them.
The aggregate supply curve continued to shift backward, reflecting the
private decisionmakers’ view that the same old policies would remain in
place.

Reagan was different. His rhetoric was different. No one would
ever confuse him with the established or conventional view. While this
meant that he was criticized by some as a simplistic ideologue, his image
helped lend him a credibility that no one else in the political or eco-
nomic establishment could project. Dinesh D’Souza, best-selling au-
thor and John M. Olin Fellow at the American Enterprise Institute,
recounts a story in his book Ronald Reagan: How an Ordinary Man Be-
came an Extraordinary Leader, which shows that this contrarian image
was precisely what Reagan intended.

A few weeks into the start of Reagan’s administration, Alexander
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Haig, the secretary of state, was seeking to have the president’s blessing
for continued discussions for the Law of the Sea treaty, which had been
going on for many years. Reagan said that he would not support the
treaty and asked for negotiations to be suspended. Haig tried his best,
noting how both parties had been working for many years on that treaty:

“Well yes,” Reagan said, “but you see, Al, that’s what the last elec-
tion was all about.”

“What?” Haig sneered. “About the Law of the Sea treaty?”

“No,” Reagan replied. “It was about not doing things just because
that’s the way they’ve been done before.”®

This exchange conveys the essence of a policymaker determined to
break with the conventional wisdom and to use that break to alter the
expectations of economic decisionmakers throughout the nation. Reagan
chose a set of key structural changes likely to have a major impact and
coupled them with a credible resolve that proved immensely successful.
Two particular issues—attitudes toward labor markets and tax index-
ation—are particularly important to consider, because they indicate an
analytic break with the past as well as a difference in policy.

Labor Markets. One of Reagan’s most decisive acts in his first year in
office had nothing to do with demand management or even the supply
curve per se. It was the firing of the Professional Air Traffic Controllers
Organization (PATCO) workers, the air traffic controllers for the na-
tion. The union was demanding a bigger wage settlement than the gov-
ernment was prepared to meet. The union felt, not without good rea-
son, that it was in an immensely powerful position—its members were
vital to the air traffic system. That system was of enormous importance,
not only to the economy, but to a segment of the public that was prob-
ably key to the political constituency of the incoming president: the
flying public in general and business travelers in particular. Further-
more, PATCO had been one of the few unions that had supported Reagan
in the general election.

The union called a strike, an illegal act under existing public em-
ployment law. All air traffic controllers, as government employees, had
signed an oath never to strike against the government. Reagan gave them
an ultimatum to return to work and fired all those who did not. The
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strike gradually fizzled out, and union demands switched to rehiring
the fired workers. Reagan stood firm despite enormous public pressure.
No single act could have established more credibility for the president
as being serious about inflation or undermined the sense of wage in-
creases as a ‘one-sided bet” than this one. Wage psychology changed
virtually overnight, and inflationary pressures rapidly abated.

The data on the number of strikes bear this out. The number of
work days lost to strikes exceeded 20 million in each year of the Carter
administration. It averaged less than 10 million during Reagan’s eight
years and has continued to decline ever since.

Reagan also failed to increase the minimum wage, allowing it to
decline in real terms by 36 percent during his administration.® That was
an interesting policy decision. On the one hand, some of Reagan’s eco-
nomic advisers certainly believed that the minimum wage was an im-
pediment to a smoothly functioning labor market and was artificially
creating unemployment, particularly among younger and lower-skilled
workers. That led those advisers to consider repealing the minimum
wage.

But refusing to increase the minimum wage while keeping it ac-
tively in place may well have had a greater effect on anti-inflationary
psychology. Here was a key price in the economy, posted in the newspa-
pers, actively being discussed on television, that was not going to be
automatically increased with inflation! Under normal political and eco-
nomic dynamics, the minimum wage was a natural to be “indexed,”
because it took the issue off the table. Low-income workers would get
an automatic increase, but employers did not risk having to pay an even
greater increase that was legislatively mandated. Repealing the mini-
mum wage would have looked like an act of ideologues and not one of
trying to hold the line on wages and prices.

Tax Policy. The centerpiece of Reagans first-term economics policy was
the Economic Recovery Tax Act, an across-the-board reduction in per-
sonal rates coupled with saving and investment incentives for both busi-
nesses and individuals. Today, a general consensus exists that tax rates
were too high before the Reagan reductions. It is worth recalling, for
example, that in 1980 a family of four earning $60,000, or about twice
the median income, was in the 49 percent federal income tax bracket.
Just fifteen years earlier, a similarly situated family was in the 22 percent
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tax bracket.” The high rates induced a wide variety of distortions in
labor-supply decisions, type of compensation, and in the level and form
of saving.

But the debate over income tax indexing in 1981 gives the prime
example of how an antiquated mode of analysis can impede reform.
Keynesian demand siders simply refused to understand how high rates
and a progressive tax structure combine to exacerbate wage negotiation
decisions. In an inflationary environment, the resulting dynamics create
pressures for a cost-push inflationary spiral and a constantly upward-
shifting aggregate supply curve.

Consider a worker earning $1,000 per week in the 50 percent
marginal tax bracket with an average rate of 30 percent. In other words,
he is taking home $700 per week but keeps only half of any pay in-
crease. Suppose a “real” productivity increase of 2 percent is the norm
and that inflation is running at 8 percent. If this worker were to get the
10 percent nominal wage increase to $1,100 per week that economic
theory suggests, the government would take half, leaving him with just
a $50 increase in his take-home pay. But he would have needed at least
a $56 increase in his real take-home pay to keep up with the 8 percent
inflation, with no room for a “real” pay increase. To get what he feels he
deserves, the worker would need a 14 percent wage boost, or $140. The
government would have taken $70, leaving him with a 10 percent after-
tax increase, $56 to cover inflation and $14 to cover his real 2 percent
wage hike.

That provides a tax-driven explanation of why the aggregate sup-
ply curve was shifting back even more quickly than the aggregate de-
mand curve was increasing. If you think of that worker’s position, he
needs a pay boost well above the inflation rate just to stay even. To get
compensated for the fact that he is more productive, he needs a pay
boost dramatically above the inflation rate. As the aggregate supply curve
shows, how much of a wage increase that worker (and the millions like
him) needs to supply just as much labor and output as before clearly
requires an upward shift in the curve.

Thus, the most important structural reform in the Economic Re-
covery Tax Act was the indexing of personal income tax brackets for
inflation. In the case described above, the worker would need only an 8
percent increase in nominal wages—the same as the inflation rate—to
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maintain the purchasing power of his take-home pay. This removed the
incentives for a tax-induced, cost-push inflation spiral that were a regu-
lar part of wage negotiations before the enactment of indexation.

All of this was completely lost on the Keynesian-oriented economic
establishment. Indeed, no issue differentiated the Reagan emphasis on
structural distortions in markets from the purely Keynesian emphasis
on aggregate demand more than did indexation. Actually, the Carter
administration saw the /ack of indexation as an anti-inflationary tool. It
reasoned that after-tax compensation would rise more slowly as a result
of bracket creep, and that would put a damper on consumers’ ability to
spend. The Carter administration’s 1980 Economic Report of the Presi-
dent stated:

Fighting inflation continues to be the top priority of economic policy.
... Since individuals will be moving into higher tax brackets as their
incomes increase, the share of personal income taken by Federal in-
come taxes will rise. . . . The resulting rise in effective tax rates, com-
bined with limited growth of Federal outlays, will cause the Federal
budget to move significantly toward restraint in the next fiscal year.'’

Here was a group totally lost in a demand-side analysis of the
economy. Their view was that a shrinking federal deficit was the key
measurement of the effect of government policies on the underlying
rate of inflation. The Keynesian ideal of the government’s acting as a
nimble contrarian had metamorphosed into a government with rigid
rules that helped hard-wire private-sector decisionmaking. The income
tax indexing issue is merely an example of how true believers in the
status quo can be blind to the actual consequences of their actions.

Direct Applicability to Japan and Europe

As noted earlier, today policymakers in both Japan and Europe are also
totally lost in demand-side analysis. Both economies suffer from exces-
sively high tax rates. Both societies refuse to cut them for a host of rea-
sons that echo Reagan’s many critics. In Europe and Japan, successful
people must often share more than half their income with the tax collec-
tor. Similarly, both societies have labor markets in desperate need of
restructuring. Again, no leader is willing, as Reagan was, to face down
those who wish to maintain noneconomic work rules. I suggest that those
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wishing to change their systems take a close look at the PATCO strike.

At different times in the past, both Germany and Japan have taken
drastic measures to rebuild. Ludwig Erhard, minister of economics in
post—World War I Germany, was as much a credible contrarian as Ronald
Reagan. He defied not just conventional wisdom, but the military pow-
ers occupying his country. The same can be said of early post—World
War II Japan.

At the end of the Second World War, the per capita GDP levels in
Japan were just twice those in India."" In fact, India had more natural
resources and a larger intact industrial base. India would also gain po-
litical independence before General MacArthur left Japan. Though both
countries were effectively controlled by bureaucratic elites that demo-
cratic governance only lightly checked, those elites chose different growth
paths: Japan was outward-looking and capitalistic; India was inward-
looking and socialistic. Within two generations, per capita GDP levels
in Japan were fourteen times those of India."

Though geopolitical tact prevents the frequent statement of the
obvious—that the Indian model was a failure—imitation remains the
sincerest form of flattery. While many nations sought to import the
Japanese model as a basis for their own development, no leader has ever
told his electorate that he is going to bring them the glories of the In-
dian model. In the short run, politically correct spin may paper over
results. But, over time, which system is economically dynamic and which
is not become abundantly clear to all observers.

All that may sound like a recipe for just letting markets do their
damage unmitigated by government. Laissez-faire works in markets.
Markets still need the strong shock absorbers of a sound macroeconomic
management, however. While the current global supply shock is largely
driven by forces outside the control of policymakers, Reagan’s was not.
It was deliberate. Change in Europe and Japan will, in fact, require that
a policy-induced supply shock be loaded on top of that which is occur-
ring anyway. Indeed, that makes the key lesson from Reaganomics even
more applicable to Europe and Japan today. If you're going to have a
supply shock, use an aggressive fiscal policy.

The “Keynesian” side of Reagan’s fiscal policy was to provide a
demand-side insurance policy in case the economy were to suffer a sud-
den collapse while undergoing a rapid transformation. In Reagan’s case,
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disinflation was clearly needed, but recent experience had suggested to
policymakers that it might prove extremely costly.

Consider what happened in America in early 1980. In January
consumer prices rose 1.4 percent, a rate of monthly increase that ex-
ceeded even the average annual rate during most of the 1950s and early
1960s."” Had it continued at that pace for the year, inflation would have
been 18.2 percent. President Carter urged consumers to stop using their
credit cards. Some limited credit controls were imposed. Demand col-
lapsed. In the second quarter of 1980, GDP fell at an annual rate of 9.9
percent, exceeding the average rate of collapse during the Great Depres-
sion." The number of unemployed rose 1.4 million in just two months."

With deflationary risks of that magnitude, some kind of demand-
side safety net was a useful precaution. Structural changes, including
disinflations, can often be quite disruptive. Investments that were made
based on ever-rising prices of fixed assets ceased to be profitable. The
debt that often financed such investments was unsound. Supply shocks,
even favorable ones, can cause their share of economic disruption. As
we learned earlier, the government could respond to those supply shocks
by either expanding demand or contracting demand. The expansive
demand-side policies of the 1980s made the economic transition of that
decade to a more flexible, low-inflation economy far easier than it oth-
erwise might have been.

One can never rerun history, and so it is impossible to know what
would have happened had this demand-side insurance policy not been
taken out. But we have some striking evidence that even the Reagan
administration failed to appreciate just how quickly inflation would come
down. That is, the administration underestimated how quickly the posi-
tive supply shock it initiated would take hold. Shortly after coming to
office in 1981, the administration issued its Program for Economic Re-
covery, outlining its fiscal policy and underlying economic assumptions.
Later, it was called the “Rosy Scenario” because the economy simply
had not grown as fast as expected. While nominal GDP grew 35 per-
cent in the five years from 1982 to 1986, the administration had ex-
pected 68 percent growth. As things turned out, both real growth and
inflation were much lower than the administration expected: real growth
turned out 9 percent lower and inflation was 14 percent lower than the
administration forecast over that period.'
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During the 1980s, Reagan was criticized for having put such a
supposedly aggressive fiscal policy into place: his budget deficits were
too large. A fair question would be, What if he hadn’t? If there is any
validity at all in Keynesian theory—and the postwar results at economic
stabilization suggests that there is—we know that nominal GDP growth
(the combination of inflation and real growth) would have been even
lower. Furthermore, both supply-side and Keynesian analysis of the lagged
effects of policy suggest that most of the lower growth would have been in
real GDP In short, the wrenching transition to a lower inflation economy
would have been far worse had the Reagan administration not taken out
a Keynesian-type fiscal insurance policy.

True, that policy had one key difference from any of the pre-Reagan
stimulus policies. With the Fed tightly controlling the rate of growth of
money, and therefore nominal GDD, the chance that this fiscal stimulus
could get out of hand was remote. The “upside” part of fiscal policy was
therefore truncated. Prohibitive interest rates would quickly choke off
an expansion that got too far ahead of itself. But the demand-side insur-
ance policy still was in effect in case the disinflationary and other struc-
tural changes threatened the economy on the downside. Today, inde-
pendent central banks around the world still can play the key role that
the Fed played in the 1980s.

Interestingly, Keynes would have probably understood all that per-
fectly well. But his self-proclaimed disciples in the 1980s were part of
the establishment that Reagan was attacking. Furthermore, the Reagan
people could never dare say anything kind about Keynesian policy be-
cause Keynes was the name associated with the failed policies of the
1970s. Politics conspires to keep that lesson from America a secret, so
we need to repeat it here so that Japanese and European policymakers
have no doubt: Ifyoure going to have a major supply shock, use an aggres-
sive fiscal policy as some economic insurance.

A Deemphasis on Crisis Management

My travels around the globe have led me to another conclusion about
the corridors of power: a marked deemphasis on crisis management per-
vades. One of the key lessons that East Asia will be learning from its
current travails is that no matter how dynamic an economy, major crises
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can wipe out years of hard work and economic development. To give
some idea of what’s involved, consider the effect of the Great Depres-
sion on the United States. Real per capita incomes in the United States
reached a peak in 1929, fell thereafter, and did not regain their 1929
level again until 1940, when the Second World War had already begun
in much of the world. In the decade before that time, real per capita
incomes had been growing at roughly 2 percent per year."” The effect of
the depression was therefore not only to cause a decade of misery, but to
permanently lower the incomes of the American people by 25 percent
from their predepression growth path. While those extrapolations are
perilous, one could conclude that per capita incomes in the United States
might be $7,000 higher today had the Great Depression not occurred.
Stated in terms of economic dynamism, it would take an extra six-tenths
of a percent real growth in each year of a forty-year working life to get
back what was lost as a result of that major economic crisis.

No wonder, then, that so many of the economic institutional ar-
rangements of the United States are in place to attempt to make sure
that the Great Depression never happens again. Rational calculations of
that sort indicate that a society should demand roughly as much atten-
tion to the ability of its economic managers to limit successfully the
damage of a crisis as they do to making sure that their economy can
grow up to its potential.

The capacity for crisis management is much more difficult to moni-
tor effectively than is the growth rate of an economy. Fortunately, major
crises do not happen frequently. An electorate often doesn’t know how
its system can handle a crisis until it’s too late. Of course, minor crises
happen a bit more frequently and give some indication of a nation’s
capacity to handle a crisis. One could consider the effect of the oil shocks
of the 1970s as a test of different countries’ abilities to handle a severe
economic shock. The same could be said of military threats, either to
the country or to its vital economic interests. The 1990 Gulf War was
certainly one of those situations.

Of course, both economic dynamism and the capacity to handle a
crisis are not easily quantifiable. But a look at postwar history in the
world’s major economies gives some good indication of the rough direc-
tion in which those economies have been headed. For illustrative pur-
poses, we shall consider the analysis of each country graphically, with



Economic Puppetmasters 182

Figure 10-2

Economic Dynamism and Crisis Management in the United States
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our two objectives—crisis management potential and economic dyna-
mism—on the axes of a single graph. The most desirable direction is to
move “northeast,” to a point where an economic system can both be
more dynamic and handle crises as well as possible.

The United States

Figure 10-2 depicts economic dynamism and crisis management in the
United States. In the late 1950s, the capacity of the United States to
handle a crisis was probably at a historic peak. History demanded that
this be so. Economically, memories of the Great Depression were still
dominant in the minds of the electorate. More important, the country
was fighting for its life in the midst of the cold war. Universal conscrip-
tion of young males coupled with defense expenditures equal to nearly
one-tenth of national output produced a country not only ready to deal
with a crisis but expecting one to happen at any time."®

Most important for estimating crisis management is the capacity
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of the system to recognize a crisis, make the necessary decisions, and
implement its actions in a timely fashion. In the context of the U.S.
government, that really boils down to the relative ability of the presi-
dent to make tough decisions quickly and get the cooperation (or at
least the noninterference) of Congress. We have little doubt that this
was the case in the late 1950s. The president could and did commit
troops as he saw fit. A nonpartisan foreign policy meant that having
Congress controlled by a different party than that of the president did
not inhibit his freedom of action. And, on the economic front, the an-
nouncement of a major change in economic direction (as occurred in
1963 with the passage of a massive package of tax cuts) was still possible
and could be led only by the president.

The price for this was that the president did not interfere in
decisionmaking about issues that were not viewed as central to national
economic or foreign policy performance. Eisenhower permitted the
Democratic Congress to maintain and even expand much of the New
Deal orientation of government. Even on pressing national concerns
such as civil rights, action by the president (both Eisenhower and
Kennedy) was quite limited and only took place when a national crisis
was looming, such as defiance of a Supreme Court decision on segrega-
tion. One can clearly view that as a limitation or drawback to those with
an expansive view of the presidency. It would have been unthinkable for
Truman, Eisenhower, or even Kennedy to have taken a leadership role
on the kind of lifestyle issues, ranging from teen smoking to school
uniforms to how long a mother should stay in the hospital after deliver-
ing her newborn child, that now preoccupy the president. The current
emphasis on having an “issue of the day” would have been unthinkable.
There simply were not 365 issues worthy of presidential attention. If a
list that long were produced, most commentators would have consid-
ered most issues on the list beneath the office.

The presidency, and with it the ability to manage a crisis, reached
a peak during the Kennedy administration when the new administra-
tion mastered television as a way of moving public opinion in a crisis.
Crisis management then was put in a long decline as the costs of an
“imperial president” in foreign affairs became evident in the Johnson
and Nixon administrations as the Vietnam War dragged on. The appar-
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ent failure of Johnson’s domestic program and Nixon’s Watergate prob-
lems hastened that progress. By the time of the oil crisis of the late 1970s,
the inability of the U.S. president to act decisively was televised to all
when President Carter addressed the nation in a heavy sweater. Later,
when inflation seemed to be rising out of control, his prescription was
that we all stop using our credit cards. Sadly, even the ability to take
decisive foreign policy action seemed to have hit a new low when Ameri-
can helicopters, on a mission to rescue diplomatic hostages in Tehran,
crashed in the Iranian desert.

The dynamism of the economy also declined during that period.
Economists measure that with a marked reduction in the rate of pro-
ductivity increase. A good deal of that was due to the change in
energy prices. More was attributable to regulations designed to “pur-
chase” items such as cleaner air and water, which are not measured cor-
rectly in the GDP accounts. Still more was attributable to regulations
designed to redress social imbalances. By the late 1970s, the U.S. economy
was in a deep malaise.

The changes that followed have been lumped together under the
rubric “Reaganomics.” To a large extent, Reagan restored economic dy-
namism. Measured productivity changes, which do not happen imme-
diately when policy changes are made, have begun to accelerate. Small
business creation, technological innovation, and even real wages began
to increase starting in 1983. That increase in economic dynamism seems
to have continued to the present, although the rate of increase may now
be slowing.

The decisive actions in the areas of fiscal and monetary policy in
the early 1980s seem to suggest that the ability of the country to deal
decisively with a crisis increased. Similarly, ability to take decisive mili-
tary action in the midst of a crisis was renewed with the positioning of
intermediate-range missiles in central Europe—and ultimately by the
successful defeat of the Soviet empire. In the foreign policy arena, the
success of President Bush at organizing an international coalition to
combat Iraqi aggression against Kuwait indicated that the power of the
presidency in the midst of a crisis was higher than it had been under
Carter.

But that revival of the presidency had its limits. After 1986, Con-
gress and the presidency were once again in the hands of different par-
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ties. That led to an increase in tensions and a return to a Watergate-style
congressional emphasis on checking the executive through scandal. Faced
with the Kuwaiti crisis, Bush elected to imitate the implicit compromise
of the late 1950s, letting Congress have the upper hand on domestic
issues, while he used the presidency to resolve a foreign crisis. Congres-
sional acceptance of that arrangement was only grudging, and narrow
approval of a resolution supportive of the war effort occurred on a highly
partisan vote."” Even after successful conduct of the war, the president was
unable, some might say unwilling, to regain the policymaking initiative.

The capacity of the president to confront a major crisis has re-
mained untested since the Gulf War, but the signs are not auspicious.
During the 1992 election campaign, President Clinton promised to re-
focus the presidency away from foreign policy matters and onto the
domestic situation, and we have every indication that he has more than
tulfilled his promise. In addition, the partisan positioning of Congress
and the presidency—in both institutional and philosophical conflict—
which was established in 1986, has continued. Not only is the political
scene inauspicious, but the tangible measures of power, including mili-
tary readiness, are in jeopardy.”

On the economic front, policy has taken on a remarkable degree of
passivity. While both Congress and the president remind voters that the
federal budget is balanced for the first time in thirty years, they neglect
to mention that most of the improvement in the budgetary situation
was due to factors outside of policy. According to the Congressional
Budget Office, some 60 percent of the budgetary reduction was due to
“technical” or “economic” factors.” Although the direction of the trend
is favorable, the fact remains that the direction of fiscal events is largely
randomly determined and is not under the control of policymakers.
Thus, from the view of crisis management, nothing has changed on the
fiscal front.

On the monetary front, we have discussed both the success and
the limitations of current monetary policy. While Greenspan and the
Fed have been enormously successful at their mission to stabilize the
U.S. economy, their capacity to act as a contrarian with regard to finan-
cial markets is still in question. On that front is the “crisis management”
potential of current American policy arrangements most likely to be
tested.
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Figure 10-3
Economic Dynamism and Crisis Management in Japan
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Figure 10-3 depicts economic dynamism and crisis management in Ja-
pan. In the late 1950s Japan was still trying to regain its bearings as a
nation. The turning point came in 1960 when Prime Minister Kishi left
office and the new prime minister, Ikeda, announced the start of the
income-doubling plan. We have little question that the economic dyna-
mism of the Japanese economy began to climb, as annual growth rates
in the 10 percent range became commonplace. What is unusual is that
this corresponded to an increase in the ability of the economy’s
decisionmakers to manage crisis. Stated differently, this was the heyday
of the bureaucracy and the maximum extent of its capacity to “adminis-
tratively guide” the economy.

Under most circumstances, bureaucratic control and economic
dynamism do not mix. But it is worth recapping the conditions in Ja-
pan that made such a combination possible. Many factors come to-



The Criteria for Successful Economic Management [I 187

gether to make economic growth—capital formation, the training and
use of skilled labor, and technological innovation are the three catchall
terms that economists use to sum up what is involved. Bureaucratic
control greatly assisted the process of capital formation, particularly the
harnessing of the banking sector and the money-creation process. A
well-educated labor force had long been a Japanese asset. The develop-
ment of the lifetime employment system gave firms (and indirectly the
development process) a leg up in its utilization. Again, the bureaucratic
control of the economy assisted that. The final factor, technological in-
novation, was less important as Japan could obtain key technologies
from abroad.

Bureaucratic control, particularly if such control is centrally ad-
ministered, can have other advantages. Obstacles to growth can arise in
the form of local opposition to major national objectives. We now call
this the NIMBY phenomenon—not in my back yard. Bureaucratic con-
trol can overcome NIMBY since the central authority can overcome
local democratic and private property interests. At the stage of economic
development in which large infrastructure projects and production fa-
cilities are important—a point at which Japan found itself in 1960—
that can be particularly crucial. It was symbolic of the reassertion of
NIMBY that, in the 1970s, the construction of Tokyo’s Narita Interna-
tional Airport was a very costly and time-consuming victory for the
central government. Today, bureaucrats shy away from taking on simi-
lar projects for the same reason. Even at Narita, local opposition blocked
construction of a second major runway for an extended period.

The crisis management potential of the Japanese also became ap-
parent during the oil shocks of the 1970s. Although far more depen-
dent on imported oil than the United States, Japan was able to rebound
from those shocks more easily than the United States. While the special
economic interests of various regions, industries, and consumers kept
the United States attempting to protect its economy from the effects of
higher energy prices, the Japanese bureaucracy was largely able to resist
such pressures. The result was that Japanese industry quickly adjusted
to new global energy realities while the United States dragged out its
own adjustment process.

On our graphical depiction of those trends, it is instructive that
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the overall direction of the United States was to move “southwest” on
our chart, while Japan moved in the optimal “northeast” direction. That
led to an enormous sense of exuberance about the Japanese model, in
both Japan and the United States. Japan watchers such as Herman Kahn
and Ezra Vogel began to proclaim the Emerging Japanese Superstate and
Japan As Number One. The extrapolation of the trends of the 1960s and
1970s certainly might justify those conclusions.

But, beginning in the 1980s, the limitations of the Japanese model
began to affect the country’s performance. The key is that centralized
bureaucratic control can impose costs, as well as benefits, on a society.
Among the biggest problems Japan faced was its enormous excess sav-
ings rate. The bureaucratically designed capital allocation system had
been a net asset to Japanese development during the 1960s and 1970s.
By the 1980s, the large captive pool of saving began to become a prob-
lem. But nothing was done—for probably two reasons.

First, that captive pool of saving was not recognized as a “prob-
lem,” because the excess saving found an outlet in the creation of a large
bubble in both equities and land prices. Decisionmakers, as well as the
public at large, considered that rise in the value of Japanese assets to be
a tribute to Japan—just compensation for the hard work and talents of
the Japanese people and for the sound management of the Japanese
bureaucracy.

Second, even if some had recognized the excess saving as a prob-
lem, the bureaucracy would have been quite reticent about making fun-
damental changes because the existing arrangements were the key to its
power. We saw in chapter 5 how the attitudes of one of Japan’s leading
bureaucrats stressed next steps that involved the need for continued
bureaucratic control—not what he considered unbridled capitalism—
to reform the system so as to save it. Those attitudes are entirely under-
standable, even if they might not be the solution to Japan’s current prob-
lems.

The failure to recognize the problem and a deep-seated reluctance
to deal fundamentally with it have precipitated a decade-long plunge in
Japanese economic performance. After the bubble burst at the start of
the 1990s, Japan found both its crisis management capability and the
dynamism of its economy retarded. The effects on economic dynamism



The Criteria for Successfiul Economic Management [I 189

have been somewhat muted because of the large backlog of global tech-
nological advantages that Japan had amassed. But that dynamism is be-
ing eroded because of the banking difficulties and a hangover from the
highly leveraged policies of the past that continue to prevent the forma-
tion of new businesses. Unless changes come soon, the decline in the
dynamism of the Japanese economy is likely to accelerate.

The biggest effect of the problems of the 1990s has been on the
decisionmaking institutions of Japan. As we noted, the Mandate of
Heaven has been withdrawn from the bureaucracy. At present, nothing
has taken its place, however. So, as the crisis deepens, the ability to deal
with the crisis has diminished. Existing decisionmaking institutions are
continuously discredited as new failures emerge and old practices are
exposed. Today, Japan finds itself in as deep a decisionmaking crisis as it
did when Prime Minister Ikeda assumed power in 1960. The problem
is that an Tkeda does not seem to be waiting in the wings to take over.

In the near term, that is likely to have one salutary effect. The
dynamism of the Japanese economy is likely to increase. With the hand
of the bureaucracy removed from many of the levers of control, new
ideas are beginning to emerge in both the capital and labor markets.
Foreign enterprises are slowly buying their way into the Japanese
economy——particularly its financial sector. Gradually, the dynamism of
the Japanese economy will increase. Unfortunately, the lag between the
start of that process and the point at which the Japanese economy as a
whole will turn around will be long. The Japanese still have to make
enormous changes in many of the arrangements that have guided their

country during the past fifty years.
Europe

Figure 10-4 depicts economic dynamism and crisis management in
Europe. One of the problems with evaluating Europe is that it is not a
single political or economic entity, although that is changing. The highly
refined power of the centralized state to manage a crisis in DeGaulle’s
Fifth Republic contrasts with the situation in most of Italy’s postwar
history, in which the term lzalian government became an oxymoron.
The term dynamism certainly applied to the German economy during
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Figure 10-4
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the 1950s and 1960s. No one would ascribe the same term to the Brit-
ish at that time.

The unification of Europe and the centralization of decisionmaking
also produce conflicting objectives. Most Italians see unelected gover-
nance from Brussels as a salvation from elected government from Rome,
in terms of both dynamism and crisis management. On the other hand,
most post-Thatcher Britons have the opposite view, as probably do most
Germans.

Complicating that issue is the role of the United States. Many
Europeans looked to Washington for leadership in a crisis during the
postwar period. That is certainly less true today. It is therefore hard to
compare Europe’s ability to manage a crisis in the 1950s—when much
of what was involved was following Washington’s leadership—to a mod-
ern European summit in which the heads of state of fifteen separate
nations must reach a consensus.

By and large, economic dynamism on both sides of the Atlantic
ran in close parallel. The rise of social regulation and the breakdown in
labor-management cooperation during the late 1960s and 1970s cer-
tainly produced less dynamic economies on both sides of the Atlantic.
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Similarly, the challenge to overcome those problems led to increased
dynamism in much of Europe during the 1980s and 1990s, although
the trend on average was certainly much less dramatic than in the United
States. Today, Europe’s double-digit unemployment rate stands in marked
contrast to America’s full employment and is ample testimony to the
relative decline in the dynamism of Europe.

What of the future? The integration of Europe is likely to continue
to produce a mixed trend. For example, the single currency is certain to
produce some clear-cut advantages in the area of trade. After all, the
need to convert currencies, even if such currencies are trading at fixed
parities, imposes a cost on intra-European trade. On the other hand, as
we discussed in chapter 7, the need to reach a monetary policy compro-
mise for the widely diverse economies of Europe should, on net, pro-
duce less flexibility and, therefore, greater costs for regional business
cycles. On net, it is probably best to give Europe the benefit of the
doubt on those arrangements and look forward to a modest increase in
European dynamism in the near future.

On the other hand, it is difficult to see how the new arrangements
can facilitate crisis management. The scope of the consensus necessary
to take bold and decisive action has certainly increased. The need to
assemble the leaders of widely diverse electorates and for them to agree
on a course of action reminds one of the arrangements under the Ar-
ticles of Confederation in the early history of the United States. Cer-
tainly, that is a halfway house to some other arrangement—either a genu-
ine continental government or a return to nation-based decisionmaking
on many issues.

The capacity for crisis management on the monetary front has also
been reduced. The official mandate of the new European Central Bank
is extremely narrow—focused exclusively on price stability. That sharply
circumscribes the official ability to intervene in a financial crisis. The
central bank has no capacity to intervene in a regional (that is, national)
financial crisis, either. Some of the provisions of the Maastricht Treaty
strictly circumscribe such behavior. In addition, the political forces are
already forming to have substantial input into the decisionmaking of
the central bank, thereby further constraining dramatic action. Those
arrangements may make a banking crisis in Europe extremely painful,
should one ever develop.
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Conclusion

George Soros saw the current economic situation as a victory for global
capitalism. Perhaps. If that is the case, then the world will clearly benefit
from having a more dynamic economy. But global capitalism by itself
cannot prevent crises from developing or from spreading. The essence
of global capitalism is a disaggregation of economic decisionmaking into
many hands. It is the economic parallel of democracy. But having power
in many hands means that reaching a consensus is more difficult.

Globally, the limits on economic management may be reaching a
new high. Alternatively, one might see this as a new nadir in the capac-
ity to manage a crisis. While this analysis of the economic dynamism of
the global economy has shown some ups and downs over the past fifty
years, the trend for crisis management has been virtually unremittingly
downward.

If correct, that trend means that economic growth today is the
least of our worries. We have an abundance of new technologies that
will improve the lives of all of us. The introduction of those new tech-
nologies into the real economy is not going to be riskless. In all likeli-
hood, the path of introduction is likely to follow the model driven by
highly leveraged bank loans that we described in the story of the cancer
cure pill. When the world is introducing new products in a wide variety
of areas—biotechnology and medicine, communication and informa-
tion processing, transportation, and energy production—the chances of
a financial miscue in one of those industries is high. At the same time,
the entrance of many new nations into mainstream global commerce is
likely to increase the chances that a regional financial crisis will emerge.

We may therefore be entering an era not unlike the period before
the First World War. Then, an earlier version of today’s global capital-
ism was spreading. New technologies were emerging. Banking crises
were frequent. Global economic progress, at least in those areas of the
world that were participating, was one of two or three steps forward and
one step back. From the point of view of the “typical” citizen, it was a
time of enormous promise and improvement in living standards, but
also a time of significant risk. It was a time of growing personal liberty;
one could travel worldwide virtually unobstructed by regulation—and
in many cases even without a passport. It was also a time in which the
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economic difference between those participating in the global market
and those who were not was growing. Politically, it was felt that govern-
ments could not do a lot about economic crises, although the demand
that they do something was growing.

Today, electorates have significantly discounted the need for crisis
management skills in their officials. Politicians are responding by focus-
ing on their ability to deliver the goods to the local constituency—to
assert that they care about things that matter in people’s everyday lives.
That is as true in Japan, where Tanaka’s Construction State still exists, as
itis in the United States, where the president must feel the typical citizen’s
pain, and as it is in Europe, where much of the electorate is choosing to
waste its vote on extreme parties with no chance to govern, simply to
register a protest. In all three areas participation is declining, a trend
that reflects a further disinterest in politics.

In part, those trends result from electorates’ feeling that the politi-
cians cant do much about the big issues. In part, those trends emerge
because things have been quite good (that is, relatively crisis-free) for a
long time. If, in fact, the world is headed for a period of increased crisis,
that myopia will turn out to be unfortunate and much regretted. Then,
the search will be on—for new leaders—or failing that, for scapegoats
on whom to blame the deepening crisis. In an age of limited capacity for
decisionmakers to manage and in the age of ever-expanding democracy,
the main relevance of Mervyn King’s comment at the Bank of England
was that it was “we,” in the broadest sense, who didn't see it coming.
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