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As the chairman of Bill Clinton's Council of Economic Advisers, and subsequently as the chief economist of the World Bank during the East Asian financial crisis, Joseph Sitglitz was deeply involved in many of the economic-policy debates of the past ten years. What did this experience tell him? That much of what we think we know about the prosperity of the 1990s is wrong. Here is a revised history of the decade, by the winner of the 2001 Nobel Prize in Economics.

At the height of the 1990s economic boom—a period of unprecedented growth—capitalism American-style seemed triumphant. After sluggishness in the 1970s and 1980s, productivity in the United States had risen sharply, to levels that exceeded even those of the boom following World War II. Globalization was in full swing, and in ways that redounded distinctly to the good of this country. The North American Free Trade Agreement (NAFTA) and the so-called Uruguay Round of international trade negotiations promised to bring untold benefits to our economy. The flow of capital to emerging markets had multiplied sixfold in just over six years—a remarkable increase, driven by the search for ever higher returns. U.S. representatives at G-7 meetings and elsewhere boasted of our success, preaching to the sometimes envious economic leaders of other countries that if they would only imitate us, they, too, would enjoy such prosperity. Asians were told to abandon the model that had seemingly served them so well for two decades but was now seen to be faltering. Sweden and other adherents of the welfare state appeared to be abandoning their models as well. The U.S. model reigned supreme. There was even talk of a radical New Economy, in which incomes would soar and the very idea of a business cycle would be relegated to history.
There is no question that the nineties were good years. Jobs were created, technology prospered, inflation fell, poverty was reduced. I served in the Clinton Administration from 1993 to 1997, and all of us who were involved in U.S. economic policy during those years benefited from a happy confluence of events. We eagerly claimed what credit we could for the prosperity; the American people, wanting to believe that the economic good times were a matter not just of luck but, rather, of good management, willingly gave credit to those responsible for shaping economic policy, in the hope that under the continued stewardship of such policymakers this prosperity could be prolonged….

For seven years, from 1993 to 2000, I was in a position to observe closely what was going on in Washington, first as a member of the Council of Economic Advisers, later as the chairman of that body (a Cabinet-level position), and then as the chief economist and senior vice-president of the World Bank, in the tumultuous years of the global financial crisis and the faltering transition of Russia and the other formerly Communist countries to a market economy.
I could see what effects individual players can and can't have on the behavior of the economy. We in the Clinton Administration took office at the right time. Some of what happened was the consequence of forces set in play well before: Investments in high technology finally began to pay off, leading to increased productivity. Income inequality declined, owing in part to a change in the "education premium" (the difference in income between those with and those without a college education), which in turn was due to ordinary market forces of supply and demand. Some Clinton policies—including increased support for Head Start, an effort to compensate for the disadvantages of some of America's poorest children—will make a difference in the future, but that difference won't show up in the data for years. Future administrations will be the beneficiaries of the wise policies instituted by the Clinton Administration.
Of course, even if the long-term productivity increases were partly attributable to longer-term forces predating the Clinton Administration, its policies were pivotal in the recovery (though for reasons that were quite different from those often cited by Administration officials)…. But at the same time, the groundwork for some of the problems we are now experiencing was being laid. Accounting standards slipped; deregulation was taken further than it should have been; and corporate greed was pandered to—though not to the extremes taken by the Bush Administration. The U.S. economy will pay the price for years to come. Many of the mistakes were debated during my time at the White House; it sometimes seemed that we were arguing mainly over the soul of the Democratic Party. But those debates were also about the future of the U.S. economy.

Lucky Mistakes
Any story of the economic boom of the nineties has to begin with the recession that preceded it, in 1991—a recession brought on in part by the long-overdue bursting of the 1980s real-estate bubble. This bubble was caused primarily by the tax giveaway of 1981 and by the poorly designed financial-sector deregulation carried out under Ronald Reagan. The infamous savings-and-loan debacle—in which the U.S. government had to bail out banks devastated by nonperforming real-estate loans—dearly cost not only the federal budget but also the economy. In its aftermath new banking regulations were put in place, and the flow of capital dried up—as did, in a slowly unfolding way, the economy itself. The Fed failed to recognize the underlying source of the problem. It lowered interest rates, but not quickly enough. The economy went into a recession that was described by many as short and shallow, but it didn't feel that way to those who lost their jobs. Indeed, a closer look at the data shows that the downturn was serious; as measured by the gap between the economy's potential and its actual performance, it was as bad as the average postwar downturn. Bill Clinton was to benefit from this and other economic miscalculations—in ways that go well beyond his election (which itself owed much to the faltering economy).
When Clinton took office, according to the conventional wisdom, he became convinced that before committing substantial government spending to important social programs, he had to restart the economy—and to do that he had to reduce the federal budget deficit. As a result of Reagan's tax cuts and the increases in expenditures that both his Administration and Congress had pushed for, the deficit had soared to close to five percent of the gross domestic product. Though Clinton had to trim his own ambitions, he did the right thing and cut the deficit. Interest rates came down, and the recovery began.
But there's a basic problem with this story. It is inconsistent with what is taught in virtually every economics course in the country—namely, that deficits are good for employment, and that reducing the deficit during a downturn is a particularly bad idea. (Those of us advising Clinton were, of course, aware of this; that's why we tried, as far as possible, to "back load" the deficit reduction—that is, to have greater deficit reduction in future years. By then, we hoped, the economy would have recovered, because the markets, anticipating this reduction, would bring down interest rates.) But if deficit reduction should have slowed the recovery, to what can we attribute the recovery's vigor? To a series of lucky mistakes, I believe. By lowering the deficit we inadvertently ended up recapitalizing a number of American banks, and this, as much as anything else, refueled the economy.
Here is how it worked. In the aftermath of the savings-and-loan debacle, new regulations required banks to maintain adequate capital on which to draw if things went sour. The amount of capital banks need, of course, is related to how much risk they assume… From this perspective, long-term government bonds are risky, even with no chance of default, because they can decrease in value when interest rates rise. But during the early 1990s the Fed decided to allow banks to ignore this risk and treat long-term government bonds as safe. This made the banks happy by increasing their profitability, at least in the short term, because long-term bonds yielded high returns. By taking deposits and buying long-term bonds, they were able to make seemingly large profits. (In 1991, for instance, long-term government bonds were yielding 8.14 percent while Treasury bills averaged 5.4 percent and rates on certificates of deposit were typically far lower.) This was a dangerous strategy. If interest rates had risen, as they might well have if runaway deficits had continued, then bond prices would have plummeted, and the federal government would again have been left to pick up the pieces. (In other words, the strategy was "profitable" only because of inappropriate accounting and regulatory practices; the banks should probably have been forced to continue setting aside reserves to protect them against the risk of a drop in the price of long-term government bonds, but they were not, and they did not do so.)
Fortunately, owing in part to Clinton's success in cutting the deficit, long-term interest rates did come down. The price of long-term bonds increased. The risky gamble had paid off, and as a result the banks' balance sheets were greatly improved. And because long-term interest rates were now low and long-term bonds were a less attractive investment, banks began to look elsewhere for profits. They went back to their real business, which is lending.
Here the second lucky mistake occurred. The Fed, like many other forecasters at the time, thought that inflation would pick up as soon as unemployment fell below about six percent. This critical rate, below which unemployment cannot go without stimulating inflation, is called the NAIRU—the "non-accelerating inflation rate of unemployment." If the Fed had been able to anticipate the extent to which lending, and hence economic activity, was subsequently to pick up, it would have tightened monetary policy (by raising interest rates) early on, in an effort to thwart inflation before it started. But the Fed didn't foresee the increased economic activity, and so it didn't raise interest rates—to the economy's good fortune. By September of 1994 unemployment had crashed through the NAIRU barrier, falling by December to 5.5 percent—but, contrary to the Fed's model, inflation didn't pick up. Eventually unemployment fell another two percentage points, still without stimulating inflation. This course of events powerfully benefited the poor: the reduction in unemployment reduced welfare rolls as much as any other measure we might have undertaken. It played a major role in other social changes, too, including a drop in the crime rate.
The Fed had not fully appreciated the consequences of rapid changes in the labor market: higher levels of education, weaker unions, a more competitive marketplace, increased productivity, and a slower influx of new workers meant that the economy was able to operate at much lower rates of unemployment without triggering inflation. As evidence mounted that lower unemployment need not mean inflation, Alan Greenspan, to his credit, grasped the new reality. While the inflation hawks at the Fed continued to fret (they said inflation had to be shot before one saw the whites of its eyes), Greenspan raised interest rates more slowly than they wanted. If the hawks had had their way, the period of growth would very probably have been cut short.
Thus the way was paved for the largest peacetime expansion in U.S. economic history by a combination of pragmatism, luck, and fortunate mistakes. But other mistakes turned out to be less salubrious.
Creative Accounting and Crony Capitalism
America has always taken pride in its innovativeness. Not all sorts of innovation, however, lead to higher productivity. Sometimes companies can increase their profits more by figuring out how to avoid taxes than by producing better products; sometimes they can maximize their wealth by gulling unwary investors rather than by actually inventing goods that yield high returns.
It is understandable that business wants to boost profits and that Wall Street enjoys the rise in share prices that comes from these higher profits. But as we have seen with Enron, Xerox, and WorldCom, it is important for the credibility of our stock markets that the profits booked be real, not based on phony accounting. Alas, the U.S. government got involved in options accounting, to the detriment of our financial markets.
….Misleading accounting practices, along with tax incentives, encouraged companies to reward their executives with stock options rather than with incentives that might have improved the companies' true performance in the long run. This created a vicious circle, in which executives had even more reason to engage in misleading accounting practices. The executives were being rewarded not on the basis of their companies' performance but on the basis of stock prices.
The examples of Enron and Global Crossing prove that incentives matter, and that markets do not always provide the right incentives. That is why government has an important role. Every game has to have rules, and government sets the rules of the economic game. If the rules promote special interests, or the interests of corporate executives, then the outcomes are not likely to promote general interests, or the interests of small shareholders.
[bookmark: _GoBack]…It is no coincidence that three of the sectors involved in today's economic problems—finance, telecommunications, and electricity trading—were all subject to deregulation. Almost every major episode of deregulation gives rise to a bubble-and-burst cycle, and the progression of events in these three sectors proved to be no exception. In telecommunications a new regulatory regime was required; the previous one, sixty years old, was clearly unsuited for the New Economy. No matter what legislation was passed, problems would have arisen. But as market forces were unleashed, it became part of the conventional wisdom that whatever company established itself in the marketplace first would be able to make untold profits. The race began. Naturally, the race required money, and deregulation in the financial sector played a central role here.
The complexities of the new economic world—new technologies, new financial instruments, a more integrated global economy—were putting strains on the old regulatory system. Change was clearly needed. Accounting had to learn to deal with new financial instruments, such as derivatives, and the myriad of techniques by which liabilities could be moved off the balance sheet; regulatory bodies had to cope with globalization and new technologies. But special interests, their power augmented by an unwavering faith in markets, remained dominant in policymaking and continued to chant the mantra of deregulation.
Deregulation policies did help to fuel the economy in the short run. They created a stock-market bubble that made some investors into millionaires overnight. But they also fed an irrational exuberance (to use Alan Greenspan's famous phrase) that eventually led to a huge misallocation of resources. Money that could have gone into basic research, to improve the country's long-term prospects; money that could have been spent to improve the deteriorating infrastructure; money that could have been invested in improving both dilapidated inner-city schools and rich suburban ones, instead went into useless software, mindless dot-coms, and unused fiber-optic lines….
Myth and Consequences
Our emerging understanding of the 1990s requires that we admit, to ourselves and to the world, that we were engaged in a misguided attempt to achieve growth on the cheap. Instead of curbing consumption to finance our boom, we borrowed—heavily, year after year—from abroad. We did this to fill the widening gap between what we were saving and what we were investing—a gap that opened in earnest under Ronald Reagan but grew under George H. W. Bush and Bill Clinton, and has reached new dimensions under the new President Bush. (At least during the Clinton years borrowing went to finance investment, rather than—as in the Reagan and first Bush Administrations—a national consumption binge.) Borrowing cheaply for high-return investments makes sense, of course, if all goes well: returns are more than sufficient to pay what is owed, with interest. For years we were extraordinarily lucky.
However, in the 1990s we began to test our luck, not to mention that of the countries we told to follow our example, and we continue to test that luck. We have put ourselves deep in debt, not to finance productive investments but, rather, to finance wasteful projects: in the 1980s empty office buildings; in the 1990s fiber-optic systems that will not see light for years, and software that has interfered with business productivity rather than enhancing it; today a tax cut that disproportionately benefits the rich, fueling a consumption extravaganza that, though it may have prevented a greater slowdown, has not provided the foundations for future economic growth. It is still not clear how much of the private so-called investment of the 1990s was sheer waste; but even if we consider that only a fraction of the erosion in stock values is attributable to bad investments, the figure must be in the hundreds of billions of dollars. We are still so well off that we may not suffer immediately from this diminution in our wealth, but the consequences are already becoming clear: a loss of confidence not only in markets, and especially the stock market, but in government; a suspicion that the system is rigged to be an insider's game; a blow to America's moral leadership abroad. The attack on American-style globalization may be driven by Luddites and protectionists—but it is fed by a perception of American hypocrisy and the unfairness of the new global regime…
In many ways the fundamentals of the U.S. economy are strong, and they were strengthened during the 1990s. The New Economy is real, even if its significance has been exaggerated. New technology has engendered increases in productivity that will continue to make an enormous difference in our living standards. Conditions that sustain low rates of unemployment have both fueled economic growth and given us an opportunity to address important social problems—particularly those involving the exclusion of less skilled laborers from the job market.
The fact that the New Economy is real, however, doesn't mean that we've understood it. In explaining our success in the nineties to ourselves and the world we have largely drawn on a set of myths that desperately need debunking: that deficit reduction by itself led to the economic recovery of the 1990s; that the brilliance of our economic leaders created our newfound prosperity; that deregulation and self-regulated markets are the key to sustaining that prosperity, and should thus be exported to the rest of the world; and that American-style globalization is based on high-minded principles of equality and social justice and will inevitably lead to global prosperity, benefiting not only financial markets in America but also the poor in the developing world…
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