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The Historical Origins of the Big Mess
I. The need for a “big picture.”

A. It’s a mistake to blame the current mess on George W. Bush – or even Alan Greenspan. 

B. The crisis arose from a 30-year process for the whole U.S. if not most of the world.
1) It was to big for one person to create. 

(a) It’s almost as if an Invisible Hand guided the economy into disaster.

(b) If forced to name enablers, I’d point to Alan Greenspan, Robert Rubin, Lawrence Summers, and Phil Gramm.
(c) But it’s both Democrats and Republicans, both the Clinton administration and the Bush administration.

(i) Under Clinton, we saw the Gramm-Leach-Bliley Financial Services Act of 1999, which allowed such high-finance companies as CitiGroup to get into banking and to use depositors’ insured funds.

(ii) Any new regulation of fancy assets that no-one understands (like credit default swaps) was ruled out from the start.
(d) There was no new deregulation legislation under Bush, just the weakening of the enforcement of existing laws, encouraging financiers to “regulate themselves.”  

2) For me, it’s a matter of political economy, not a blame game.

C. The current Big Mess of the U.S. and world economies is the result of what I call the revival of Calvin Coolidge Capitalism (sometimes called “neoliberalism”). 
1) In this view, as Coolidge himself said, the Business of America is Business:
(a) Give business, the rich people, and financiers what they want, and everyone will benefit.

(b) This view often is called “trickle-down economics.”
(c) This is not “free market economics” because the rich and powerful often get the “fustest and mostest” government help, as exemplified by 2008’s bail-outs.
2) It is often not even “pro-business” in the long run if because it can encourage events which hurt business, such as: 
(a) financial melt-downs or 
(b) global warming and other environmental disasters.  

II. The era of CCC.

A. If forced to attach a date to the CCC’s onset, it would be 30 years ago this coming August when Paul Volcker became chair of the Federal Reserve.
1) In response to the inflationary hard times of 1970s, when the economy grew slowly but inflation was a persistent problem; 
2) And relatively low profitability during that period.
B. The response: 

1) Paul Volcker led a war against inflation and in favor of restoring profitability;
2) The main beneficiaries were the businesses that survived.  

3) Reagan encouraged this with a actively pro-business program. 
C. CCC has grown in its scope since then, 
1) Pushed forward by people such as Reagan, the two Bushes, and Clinton.

2) Sometimes cleaned up and rationalized (Clinton, Bush 41).

D. The main elements of the system that emerged created the current disaster, though it took 30 years to become clear in such a deadly way.
III. Key components of CCC: interrelated elements of a system.
A. Steadily increasing inequality in the distribution of both wealth and income, 
1) as tax and other laws were changed again and again to benefit the rich, 
2) as labor unions were marginalized, the minimum wage is allowed to fall in inflation-adjusted terms, etc. 

B. Financial deregulation: 
1) let the bankers do what they want and 
2) save them when they get into trouble.
3) Central: when banks know this is going to happen, it encourages undue risk-taking (Moral Hazard).  
C. Increasing globalization of the economy, including finance.

1) This is seen today in the fact that the first major bank failure that resulted from the Big Mess was in Scotland, while Iceland, Ireland, Eastern Europe, and many other places are suffering to a large extent. 

D. The Federal Reserve was given almost sole charge of the economy, under Paul Volcker and Alan Greenspan.
1) Fiscal policy (using the government budget to steer the economy) fled to the background, with only minor tax cuts to counteract recessions until now, after the Big Mess started.
2) This occurred even though 

(a) The Fed is unrepresentative, subject to less control by the citizens; and

(b) therefore very responsive to the organized special interests of banks and Wall Street.
IV. The results of this system: 
A. We see a bubble economy, where

1) A “bubble” is an unsustainable rises in asset prices, for stocks and/or houses.

2) The three main bubbles:

(a) the Savings & Loan boom and crash during the 1980s.

(b) the hi-tech/dot-com bubble of the late 1990s.

(c) the housing bubble of the 2000s.
(d) in these bubbles, we see an economy where all the financial investors think that “there’s no place to go but up.”

(i) A self-fulfilling prophecy, since this encourages people to buy assets (stocks, houses, etc.) causing their prices to go up.

(ii) Financial shenanigans (Madoff, etc.) are hidden as long as the market is going up, but are revealed when it falls.   

B. The era of CCC created both the demand for and the supply of bubbles 
1) I’m going to talk about “the demand for & supply of” bubbles, but there is really no market for them. 
2) It’s only a metaphor. 

C. The demand for bubbles:

1) The problem: 

(a) Increasing inequality means that wages have been stagnant,

(b) So consumer spending based totally on wages would be stagnant, too.
(c) Since consumer spending is 70% or more of GDP, this means that GDP could not grow very well unless a substitute for current incomes is found. 

2) The solution: bubbles. Consumer spending could increase if:
(a) There was a abundant supply of credit and
(b) Consumers had sufficient assets to use as collateral for making loans.
(c) Figure 1 first shows the rise of income inequality, which began in 1980 or so and leaped upward from 1992 to 1993.
(i) Inequality rose ( increased demand for credit.  

(ii) “Income inequality” is measured  by the ratio of the share of total income  received by the richest 5% of households to that of the poorest 20% of households.

(iii) Census data: http://www.census.gov/hhes/www/income/histinc/h02AR.html.

(d) After 1992 or so (the thick vertical line), we see 
(i) a steady rise in the ratio of consumer debt to after-tax income.
(ii) And the ratio of debt-service to incomes.

(iii) Federal Reserve data: http://www.federalreserve.gov/releases/housedebt/ 
Figure 1: Rising Inequality, Rising Debt
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D. The supply of bubbles: an abundant supply of credit
1) Encouraged by policy: keeping the dollar exchange rate high meant 

(a) that the dollar could buy lots of foreign goods, especially from China (which helped keep the dollar high) and 

(b) put a lid on consumer price inflation in the U.S.
(c) cheap goods – as exemplified by Wal-Mart – helped take the sting out of increasing inequality and stagnant incomes for most. 
(d) China and some other countries 
(i) benefited from having foreign trade surpluses and then 
(ii) turned around and lent money to us, supplying us with a lot of the needed credit.
2) Encouraged by Financial deregulation & innovation.
(a) Both of these occurred, creating a gigantic “shadow banking system” that had 

(i) made an “end run” around regulations by creating new ways of borrowing and 

(ii) lobbied the politicians to decrease regulations and their enforcement.

3) The problem, of course, is that finance needs regulation to be successful over the long run, 

(a) This is seen with what happens when people get away with Ponzi schemes and the like.

(b) The problem is that finance and banking are based totally on promises. Regulation is needed to 

(i) Make sure that people don’t make promises they can’t keep (Madoff) and

(ii) Live up to their promises.
(c) A specific problem is that unregulated financiers 
(i) can earn a higher return by taking more risks, often by leveraging more (using borrowed money rather than one’s own). 
(ii) Usually, they “balance risk and return” in a prudent way; but

(iii) If other financial institutions are successfully taking risks and paying high returns, competition pushes them to follow.
(a) The market tends to be dominated by excessive risk-taking (adverse selection).
4) Origins of the much of the collateral for consumer borrowing: an unsustainable rise in house prices.

(a) Which allowed households to engage in excessive leverage,

(i) Borrowing – and using up – equity on their homes to buy consumer goods, pay off credit-card debt, etc.

(ii) Under the assumption that there was nowhere for  housing prices to go but up.

E. Bringing supply and demand together was not a market but the Federal Reserve. 

1) Its main goals have been:

(a) Avoiding increases in inflation of the sort that prevailed during the 1970s. 

(i) The Fed increasingly followed a strategy of “inflation targeting,” using its monetary policy to keep the inflation rate at about 2 or 3 percent per year.

(b) Keeping the gross domestic product growing at a reasonable clip;

(i) To avoid unwanted political pressure on the Fed. 

(c) Keeping the US dollar high. 

2) This meant Greenspan ignored the existence of bubbles (asset-price inflation), 

(a) Believing that markets could do know wrong (Ayn Rand, the spirit of CCC). 

(b) Faith that the Fed could steer the economy if things went wrong.
3) This attitude toward bubbles encouraged them to happen.

Figure 2: Home Equity Falls Off  a Cliff (2006 & After)
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(i) The ratio of homeowners’ equity to household real estate was about 70% in the early 1980s. 

(ii) It generally was at 58% or so from 1992 to 2007 – but this was increasingly based on unsustainably high house prices.

(iii) As the bottom fell out of the market, home equity fell drastically compared to house prices.
(b) The rise of debt, the fall of equity has meant a massive retrenchment of consumer spending.
(i) Before this, consumer spending had been the anchor which had stabilized the economy’s gyrations.

(a) Reducing the magnitude of the 2001 recession, for example.
(ii) The current retrenchment has reinforced the effects of other facts in causing the big recession.
(a) fall in private fixed investment

(b) state & local government cut backs.
(c) The fall in net exports due to the problems of the rest of the world, due to a CCC and financial shenanigans exported originally by the U.S.    
1
6
3

