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PREFACE

financial deregulation pushed mainly by conservatives. Second came the

social engineering in housing pushed mostly by liberals. This book will
look behind the scenes of ideology, theory, and policy to see how and why that
2008 crash took place.

Conservatives pushed deregulation because of their overabundant faith in
the wisdom of free markets. Often called laissez-faire, this faith insists that the
government keep its hands off the economy. And the government did indeed take
its hands off, gradually deregulating the financial sector beginning about 1980 and
ending with the repeal of the Glass-Steagall banking act in 1999. That repeal,

Two things brought down the economy in 2008. First, after 1980, came

along with earlier deregulation, opened the door to speculative excess, and it
promptly ran wild. That excess led to untrammeled greed, to outrageous predatory
lending, and to the loss of fiduciary integrity in the entire financial sector as law-
yers, rating agencies, and accountants joined in to share in the swag. Those profes-
sions had long kept the folks in finance reasonably honest. But once Glass-Steagall
was repealed, these professions lost much of their professional integrity. That loss
was first clearly revealed by the collapse of the Enron Corporation in 2001.

After 1980, one speculative bubble followed another. The final collapse
came in October of 2008 when the subprime mortgage bubble burst wide open,
triggering a global collapse. About two trillion dollars in wealth vanished as the
price of homes and stocks fell sharply. In addition, many “derivative” financial
instruments—derived from those assets—quickly became “toxic waste” and their
market value fell to zero. But the debt incurred to leverage all those bubbles
remained in place to ruin millions.

The subprime mortgage bubble that wrecked the global financial sector got a
big assist from the liberals. For their part, liberals had an overabundant faith
in the duty of the government to provide for the disadvantaged and see to their
welfare. The critical moment here was when a liberal Congress passed laws that
indirectly compelled the banks to offer mortgages to the poor such that they
could buy houses they could not possibly afford. This NINJA (No Income,
No Job or Assets) project went by the ironic name of “affordable housing.”
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That term was doubly ironic. Not only did NINJA loans spark a surge in the
demand for housing by the poor, as expected, it also sparked a surge in demand
from highly leveraged speculators. This double surge in demand drove the price
of housing so high that housing became unaffordable for all but the very rich.
Those outlandish prices forced the bubble to burst in October 2008, and thereby
ruin millions and bring down the global financial structure. Again, this book
sorts out the complex policy interactions and the theories and ideologies behind
them that produced this collapse. We will see throughout that both conservative
and liberal policies and their underlying theories were behind it all.

I write this book as a newly humbled conservative. Yet, I have been a sort of
maverick conservative ever since leaving graduate school. By conservative I mean
that I believed strongly that free enterprise performed far better than communism,
a conclusion I came to in 1947. However, when I left graduate school in 1960 to
take a job as an economist at the Boeing Co., I had concluded that both the
conservative classical theory and the liberal neoclassical theory of economics each
had serious flaws, some of which they shared in common. Those flaws by no
means pushed me toward socialism because I saw that those flaws could be cor-
rected without hurting the free enterprise system. Indeed, correcting them would
actually make the system stronger.

As I saw it early on, both theories contained grossly distorted views of labor
that willfully ignored one simple fact: humans are social animals. As such, they
are driven as much by emotion as by pure reason, perhaps even more. Everyday
experience of life amply proves as much. Moreover, it was clear to me after my
first year at Boeing that neither theory had any understanding about how inno-
vations in technology drive economic growth. One major Austrian economist,
Joseph A. Schumpeter, saw that truth, but neither classical nor neoclassical
theory really incorporated his views. I also concluded that the folks in finance,
whether in business or academia, aside from a few exceptions, were just plain
dumb about economics. I saw why operations managers put down finance people
by calling them “bean counters.” Still, only in the twenty-first century did I see that
the term “dumb” does not come close to describing the folks in finance when a
policy of laissez-faire removes the previous constraints that kept them honest and
allows them to freely express their dumbness.

I also learned while writing an earlier book on cultural and economic evolution'
not only how our innovations drive economic growth, but that they do so in a pro-
cess of cultural evolution that Darwin ignored. If events seriously disrupt a stable
ecosystem, a chaotic new order emerges. The disruption can release the survivors
of it from previous ecological constraints on their behavior. I saw boom and bust
as a core process of both biological and cultural evolution. Release offers new
opportunities with no constraints; a competitive rush results in overexploitation.
A crash follows. Economic history is full of such boom and bust examples. That
includes the Great Depression in 1929, the year of my birth, and the meltdown
of 2008, the year of my retirement.
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Here, let me back up a bit to 1947. In my freshman year at the College
(now University) of Puget Sound in Tacoma, Washington, I took Economics
101. My professor, Dr. Charles T. Battin, described classical economics dating
back to Adam Smith, and I was quickly won over. It was nice to think that people
working on their own behalf to make a living would also produce socially useful
outcomes for others, thanks to the division of labor and the “invisible hand” of
market competition. It seemed such a free enterprise system needed no top down
dictator such as Hitler or Stalin. Moreover, I was horrified by Dr. Battin’s
description of life in communist Russia under Stalin, even though the Cold
War was still a year away.

The following June (1948) I got a job as a crewmember on the USAT Repub-
lic, an army transport ship operating out of Seattle that hauled troops and their
civilian dependents between Seattle and Yokohama. I made two trips to Japan
that summer. It took forever to unload and load transports in those days and to
my delight I had little to do while in port. So my crewmates and I toured the
Tokyo and Yokohama areas, taking advantage of the free train rides available to
the American occupation forces. While the Japanese had cleared away much of
the debris, the massive devastation caused by our B-29 bombers was still
obvious. I concluded that the United States had knocked out Japan as a serious
economic rival for a hundred years or more.

Two years later, in 1950 North Korea invaded South Korea. The minute I heard
the news on my car radio, I knew I could become cannon fodder. As I rushed to
finish my degree, my high school economics teacher, Colonel Peterkin, who com-
manded an army reserve unit, talked me into joining his regiment, the 415th of
the 104th Timber Wolf Division, and applying for a commission. Once commis-
sioned, I requested active duty. I received my orders to report for active duty as a
second lieutenant just a week before my call-up in the draft to report as a buck
private. A close call, that one.

Six months later, I had my overseas orders. I flew to Tokyo for processing to
Korea. The paperwork at Camp Drake in Tokyo took about three weeks, so once
again, to my delight, I spent most of that time touring Tokyo and Yokohama, this
time with fellow junior officers. I could not believe the transformation. Evidence
of bomb damage had largely vanished. It was clear that Japan was rapidly recover-
ing from the war. I was impressed . . . but also deeply intrigued. How could Japan
recover so quickly after such a terrible beating? As I read more about Japan’s his-
tory, other questions arose. How had Japan managed their great leap forward from
a backward and largely isolated, feudal agricultural nation in 1868 to a world
industrial power by 1905—a mere 38 years? Japan’s rise to the status of world
power came about, of course, because in a little over a year, Japan defeated the
Russian army and sank nearly the whole Russian fleet. That, and World War II
had proved to me the Japanese knew how to fight. But to me as an economics
major, the big question was: What force drove Japan to make such drastic changes
in their economy and enabled them to do all that so quickly?
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That question became the topic of my doctoral dissertation when I returned
to graduate school after getting out of the army. What brought the question back
to mind after leaving the Far East was a book by Max Weber entitled 75e Protes-
tant Ethic and the Spirit of Capitalism. Weber claimed the Calvinist work ethic,
often called the Puritan work ethic, had spiritually energized the many Calvinist
entrepreneurs who brought about the industrial revolution and who invented
bottom-up free enterprise capitalism in the process.

Talcott Parsons had only just translated Weber into English and it was an
academic hit. The people studying management at the University of Washington’s
Graduate School of Business, where I was enrolled, seemed as impressed as I was.
But mainstream economists such as Paul Samuelson of MIT dismissed Weber.
Still, having seen for myself Japan’s cultural drive in action, I wondered if some
spiritual or emotional explanation also lay behind Japan’s dynamic success. I con-
cluded there was. So I wanted to entitle my dissertation, 7he Samurai Ethic and
the Spirit of Japitalism. Of course my dissertation committee vetoed that one. They
did agree to the much more prosaic title, Cultural Values and Economic Growth:
A Case Study of Japan. (Case studies had become all the rage in business schools
during that era.)

It was my research on Japan that first led me into a maverick mindset. The
Japanese rejected the West’s construct of “economic man”—a nonsocial, selfish
individualist and also a creature of pure reason who always has complete informa-
tion available upon which to make purely rational but selfish decisions. To them,
the Western belief in such a mythical creature was a prime example of “occidental
inscrutability.” Instead, the Japanese put great value, not just on hard work, but
also on loyalty and family feeling. The first book I read when researching my topic
was James C. Abegglen’s little book, The Japanese Factory: Aspects of Its Social
System. He claimed the closest American thing to the spirit of a Japanese factory
was a college fraternity. That thought blew me away.

Economists, I soon discovered, dismissed all this as a legacy of Japanese
feudalism. Perhaps so, but that did not mean that Japan’s feudal approach did
not work. As my research continued, I discovered that the entire September 1936
issue of Formune magazine was entitled The Rising Sun in the Pacific. In almost
awestruck tones Fortune explained how Japan’s oligopolistic zaibatsu had slashed
prices to maintain output and exports during the years 1929-1933. In so doing
they leaped right over our Smoot-Hawley tariff of 1930. Thus Japan avoided
unemployment during the Great Depression. Japan’s employment, 1929-1933,
actually rose slightly, while ours collapsed, falling 40 percent in the industrial sec-
tor. Total U.S. unemployment was only 24 percent, by virtue of the fact that farm
output and employment rose slightly as farm prices fell 50 percent or more—
roughly the same decrease Japan’s industrial prices experienced as administered
by Japan’s oligopolistic industry. (Here let it be noted that Japan’s financial sector
collapsed in1990 from the same kind of dumbness found in America. But that col-
lapse did not spread to industrial firms.)
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Now my Keynesian economics professors had earlier convinced me that Keynes
had proved the failure of Say’s Law of Markets. Say’s Law held that supply creates
its demand and thus involuntary unemployment was not possible under /aissez-
Jaire. What more evidence did one need than the Great Depression to show that
a self-regulated market could not produce stable full employment as Say’s Law
promised? My Keynesian professors also informed us that Gardiner S. Means
had shown that agricultural prices had conformed to Say’s Law only because farm-
ers are so small and so many in number that they must live in a purely competitive
market, forced to accept an auction price or else get nothing. Oligopolies, accord-
ing to Means, have so much market power they can set (administer) their own
prices and they do so to protect profit margins. But, I asked my professor, what
about Japan? How could the zaibatsu slash prices and protect profits too? “A differ-
ent culture,” he responded, feudal and all that. Japan’s system doesn’t apply here,
he said, so forget it. I did not forget it, but I knew enough not to challenge Herr
Doktor Professor. He regarded Keynes as some kind of god and I depended on
the good professor for a good grade.

I did not reject all of what Keynes said. Still, in light of both our farm sector
and Japan’s oligopolistic industrial sector, I concluded that Say’s Law had not
failed. If costs were flexible his law worked as advertised. Indeed both these quite
different sectors had the same thing going for them. Both sectors had the inher-
ently flexible labor costs of partnership. Say’s Law; after all, promised full employ-
ment only if labor’s unit costs were flexible enough to allow for price cuts in a
slump, and both American farmers and Japanese workers satisfied Say’s criteria
and thus conformed to his law.

I spent the next 20-odd years often wondering why neither liberals nor conserv-
atives ever got interested in a partnership between capital and labor. It is a free
enterprise alternative to the toxic adversarial relationship that only economists
seem to defend. (Operating managers grumble about it all the time.) My research
on this book allowed me at long last to see why most people in the finance sector
did not object. I was stunned to discover that Wall Street actually has a deeply
vested interest in defending the myth of the economic man. They love that adver-
sarial relationship. That relationship and the mythical and nonsensical economic
man both help Wall Street justify the huge bonuses they and their corrupt clients,
both liberal and conservative, suck out of the economy under cover of laissez-faire.
Not only that, it gives their greed a philosophical cover that “greed is good.” I con-
cluded that the folks on Wall Street realized they could never get away with such
gross greed at the top level in a real-world partnership. They needed a mechanistic,
philosophical cover and the commodity theory of labor to justify their work:
unfriendly takeovers, leveraged buyouts, selling off parts or closing them down
and selling off the physical assets, shipping the jobs of hirelings abroad. It is easier
to break out the champagne and exchange high fives when firing thousands of peo-
ple if they can be dehumanized into faceless hirelings or so many undifferentiated
and expendable units of labor now become “dead wood.”
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That behavior could self-righteously be justified under the favorite cover of
increasing shareholder value. People as hirelings just do not count in that equa-
tion, but people as partners would count very much. Working partners who
had a voice in the partnership agreement would never put up with huge bonuses
for senior partners entirely at the expense of the working partners. They would
never stand for the obscene greed Wall Street was promoting for itself and those
at the top and particularly for those in finance. They would not allow contracts
that let guys like Stan O’Neal of Merrill Lynch walk away from the firm he
nearly destroyed with a payoff of $150 million.

That is why, I concluded, Wall Street worked so hard to neutralize the real
reforms American management had been trying to implement during the
1980s and 1990s in response to Japanese competition. The quality reforms were
implemented under Dr. W. Edwards Deming. Deming was an American consul-
tant to Japanese industry who came under our military occupation to help Japan
recover. He later brought those reforms over here to revitalize our operating
economy over the 20 years from 1980 to 2000. But the repeal of Glass-Steagall
in 1999 largely stopped those reforms cold. In fact, many reforms were often
reversed in an orgy of top-level greed run wild. That greed was as always justified
under the high-sounding cover of adding shareholder value. Under that cover,
good companies were pulled apart and thousands of employees fired. Other
times, the hired employees were sacrificed on the altar of globalization as their
jobs were shipped to Mexico, China, South Korea, Malaysia, or India. Working
partners might do some of that, but not on the scale of the last decade.

Still, one other thing needs to be said. While the trade unions often threw fits
about management greed, and especially about jobs going abroad, unions never
came close to advocating that their members become working partners with
capital. The reason is clear enough. Such a partnership would effectively dissolve
the very cause that justifies the unions’ existence. Why would partners need a
union if they were happy with the partnership agreement? The adversarial rela-
tionship, in short, does for trade unions what the commodity theory of labor
does for Wall Street. Ironically, these competing interest groups have thus far
succeeded in blocking efforts at real reform that could benefit both.

So what is to be done to put things right? Let me give my short answer up front.
First, bring back some form of Glass-Steagall to eliminate most of the greed, and
reregulate the financial sector to constrain leveraged speculation. Do that and we
will get no more bubbles that sooner or later must burst. Nor will we get the greed
and the moral corruption that goes with them.

Second, encourage the conversion of corporations to limited liability partner-
ships between stockholders and employees. Given the inherently flexible unit labor
costs of partnerships, our corporations could compete with foreign rivals in ways
they cannot now. Partnerships also provide employment stability that reduces the
need for government welfare. There would be no bout of mass unemployment
as there was in the thirties. To encourage the formation of such partnerships,



PReFACE Xiii

eliminate the corporate profits tax on corporations that convert to partnerships
that conform to the legal definition of one. After all, partnerships have never been
subject to a corporate profits tax. (The partners pay the personal income tax rate
on partnership income.) Meanwhile, continue to levy the corporate profits tax
on those firms that remain cost-rigid bureaucracies staffed mainly with cost-rigid
hirelings. (I discuss other desirable reforms in the five Appendices at the end of
the book.)

Let me end the story of my journey as a conservative maverick on this note.
When things are going well, I now see, there is no realistic hope that such changes
as I just outlined will take place. If we are making money, who needs them? But
now that 2008 has again proved that leveraged speculation encourages untram-
meled greed and investment bubbles destined to burst, I feel some optimism. Most
drunks must crash or hit bottom before they convert to sobriety; thanks to both
liberal and conservative policies, we Americans have come to the end of a 30-year
credit bender, crashing into a huge wall of debt. Perhaps now we will find the
political will to save our free enterprise system and its relative freedoms.

Otherwise, I fear that we will fall into a fascist-like NRA solution that the New
Deal launched in 1933 before the Supreme Court declared it unconstitutional.
(The NRA threw a dry cleaner into jail for three months because he charged
35 cents instead of the NRA’s prescribed 40 cents to dry-clean a suit.)* If not
fascism, then we might well slip into a creeping socialism. Fascist and socialist
economies both take a top down approach. Fascism and socialism came to
Europe by popular demand to restore economic stability and we came close to
doing that in the New Deal. The stability comes, of course, at considerable cost
to personal freedom including the freedom to innovate and start new firms.
Those freedoms must be preserved to maintain a viable free enterprise system,
but such freedoms must conform to the rules of the game or chaos will follow.
Dictatorship usually follows such chaos, and by popular demand.

NOTES

1. Wallace, William McDonald. Zechno-Cultural Evolution: Cycles of Creation and
Conflict. Dulles, VA: Potomac Books, 2006.

2. Goldberg, Jonah. Liberal Fascism. New York: Broadway Books, 2009, p. 155.
Goldberg also gives a fascinating account of America’s near fascist episode under
President Woodrow Wilson, during and shortly after World War 1.



This page intentionally left blank



INTRODUCTION

2008. It is the strategy for getting rich quick by using other people’s money
to leverage your own money by a factor of as much as 10, and recently by a
factor of 100. That prospect clearly ignites excitement, or in the words of Alan
Greenspan, “irrational exuberance.” As it happens, when you leverage your

Leveraged speculation brought down the whole global financial structure in

own money, you also leverage your own greed to get rich quick. Leveraged greed
often causes us to suspend common sense. Seeing a chance for getting rich quick
often amplifies our greed by addictive injections of our own adrenalin. Lustfully
hyped up, we resist seeing the truth. We want no rain on this fantasy parade of
great wealth and we are thus prone to dismiss storm warnings of danger.

Leveraged speculation drives up asset prices artificially by pushing prices well
beyond the asset’s underlying value. Let us be crystal clear. Such price rises are
not the normal workings of a rational market. If the price rises far beyond the
rational point of underlying value then a price bubble is created that Aas to burst
sooner or later. When it bursts, the illusion of rising wealth vanishes at once, but
the very real build up of the debt that drove up those prices so far beyond reason
remains. That remaining debt, minus the now vanished artificial value of the
assets, caused the 2008 collapse of the global financial structure.

All that had happened before, in 1929. After that crash, few doubted the dan-
gers of leveraged speculation. Moreover, the whole idea of /aissez-faire then lost
its appeal because of all the ruined lives and suicides. It could no longer serve as
the supreme ideal of free-enterprise capitalism. For the next 40-odd years /zissez-
Jaire was viewed not as serious theory, but rather an antique conception dating
back to the eighteenth century of Adam Smith, before most of the complexities
of the industrial revolution had surfaced. Congtess for its part had put severe con-
straints on leverage and the banking system in general. Today, some conservatives
argue that those constraints slowed our recovery from the Great Depression. There
may be some truth to that charge, because the economy did not recover to its 1929
level until we entered World War II. But, having entered that war, the newly stabi-
lized financial system immediately proved its worth. The nation had absolutely no
trouble financing the war, unlike the difficulties it encountered with the far lesser
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challenge of World War L. At the end of the war, many economists and business
leaders expected a resumption of depression. But instead of depression, the nation
began to experience a boom that lasted undil the eatly seventies with only a few
mild recessions. By 1958 Professor John Kenneth Galbraith had published his
best-selling book, The Affluent Society. During all that time /lzissez-faire was under
a cloud and the banking system was tightly regulated.

By about 1980, however, laissez-faire came roaring back as serious theory.
After all, Keynesianism, the god that replaced /aissez-faire, had itself begun to
fail. Stagflation (rising rates of both inflation and unemployment) had surfaced,
a condition supposedly impossible under Keynesianism, since, according to stan-
dard definitions inflation is caused by too much demand and unemployment is
caused by too little. So how could we have both at the same time? Many liberals,
moreover, were also getting sick of too much regulation and Jimmy Carter’s
presidency had seemed to fail. The entrepreneurial spirit seemed dead and the
high tax rates Keynesian theory had justified seemed to squelch that spirit of
enterprise. Many of us conservatives began to feel that we had been far too hard
on laissez-faire. It deserved another chance.

So, Adam Smith neckties suddenly appeared (I still have mine). The cry for
tax cuts went out under Reagan, for whom I voted. Ronald Reagan inspired a
renewed energy among conservatives, and that included me. But as far as financial
regulation was concerned, something else happened, largely out of public view.
In 1973, two young PhDs, Fischer Black and Myron Scholes, published a technical
paper featuring a highly complex mathematical formula that described how to
price stock options (a form of financial derivative) using leverage.1 They claimed
that the use of their formula would reduce or even eliminate the risk of leveraged
speculation (buying options is speculating on what will happen to the stock price
from which the option is derived).

Before that paper came out, speculating in options had been a minor part of
the game in financial markets. After that paper came out, action in the market
for options and other derivatives skyrocketed. Now, suddenly, the game had
supposedly changed. Mainframe computers had allowed Black and Scholes to
formulate sophisticated mathematical strategies to manage and reduce the
implicit risk of leverage. And if leverage was no longer terribly risky, why not
deregulate the financial sector? Why not allow much greater freedom to innovate
many new ways to speculate? If you can avoid the risk, then leveraged specula-
tion can indeed increase wealth. Everyone benefits. So, in a rush of broadly based
enthusiasm, America began the process of financial deregulation that brought
back a version of laissez-faire.

That deregulation was the very disruption that created a chaotic new order
in finance that included release from the constraints on leveraged speculation.
A competitive rush to exploit these opportunities soon began. (Ecologists refer
to this as “ecological release.”)
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Speculative bubbles appeared almost at once, beginning with the savings
and loan banks. In 1987, as that bubble was bursting, the stock market collapsed.
A year later, Myron Scholes, who had now won a Nobel Prize, saw his own Long
Term Capital Management Hedge Fund collapse following the default of Russia.
Meanwhile, the dot-com boom was in full force, only to go bust in 2000-2001.
Despite this dismal record demonstrating that the dangers of leverage had not
been mathematically contained, the leverage band kept on playing, louder than
ever. The top command of the financial sector continued to insist they could
manage the risk implicit in leveraged speculation. We were assured that these
geniuses backed by brilliant academic nerds and geeks could use leverage to cre-
ate ever expanding wealth even as savings all but vanished into debt. Thus the
call for reregulation was dismissed. Had it ended there, we still might have
avoided the super collapse in 2008. (By 1990, after the explosion of junk-mail
credit cards that featured revolving credit, I had become skeptical about free-
wheeling finance.)

But another “disruption” to the ecology of finance took place in the mid-
nineties that spelled doom in 2008. In the interests of social engineering and
“social justice,” this disruption was suspending financial common sense in the set-
ting of standards, terms, and interest rates for mortgage loans. For example, tradi-
tional guidelines held that a borrower should put 20 percent down, pay closing
costs with cash, pay about 6 percent interest, and limit the mortgage to about
two and half times annual income. In the interest of social engineering, these stan-
dards were cast aside to make it possible for the poor and disadvantaged to buy
homes in what came to be called the “subprime market.” Borrowers in many cases
did not need to prove they even had an income; these were the so-called NINJA
loans for No Income, No Job, or Assets. Some borrowers got approved for loans
with nothing down and the closing costs rolled up into the mortgage itself. Many
loans had very low interest rates for the first few years before being adjusted
upward. In some cases only interest had to be paid for the first five years before
payments began on the principle itself. NINJA lending (as shorthand for the
whole array of such approaches) was mainly a creature of liberal thinking. We will
explore it later in the book, but we see here a sort of Faustian bargain between lib-
erals and conservatives. Liberals in Congress implicitly agreed—despite deep reser-
vations—to accept financial deregulation and the unbridled use of leveraged
speculation if conservatives—despite deep reservations—agreed to go along with
NINJA lending in the interests of social justice. What came about were the very
worst features of both ideologies, a perfect storm.

Thus began the killer housing bubble that burst in 2008. When it burst, it
brought down the entire global financial structure. Depending on the course of
future events, 2008 may come to be seen as capitalism’s extinction event. Even if
capitalism—or at least free enterprise—survives in some form, 2008 will almost
certainly put a black cloud over lzissez-faire.
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Just before writing this introduction, my wife and I listened to a talk in Indian
Wells, California, by a Nobel Prize winning economist, Professor Paul Krugman.
He gave a good partial overview of the events and decisions leading up to 2008.
But he ignored much of importance. Professor Krugman did not mention the
Black and Scholes equation or even refer indirectly to it. Krugman clearly came
across as a quant kind of guy and said John Maynard Keynes was his hero.
Krugman did not even mention the word leverage. Of course he referred to the
bubbles that burst, but did not go beyond Alan Greenspan’s famous euphemism,
“irrational exuberance” to explain them. But it helps to know why such exuber-
ance comes about in the first place. What is the psychology behind it? To answer
that question let us consider why @// speculation based on high leverage tends to
generate “irrational exuberance” and the amplification of greed.

Let us begin by assuming a normal (rational) housing market with normal
terms of credit (how much down, how long to pay), credit standards (who can
qualify for the loan), and mortgage interest rates. Now we disrupt that normal
market by easing credit terms (nothing down, etc.), abolishing credit standards
(if you say you have a job, we believe you and will not check), and offering very
low initial interest rates. In short, we set up conditions for letting leveraged specu-
lation run loose and that makes it much easier than before for poor people to enter
the market to buy a home. These new customers (some solid, to be sure, but as a
matter of statistical certainty, many of them deadbeats) can now buy homes. As
they come rushing into the market to do so, their new demand pushes up the price
of existing housing. Current homeowners are soon delighted to see they now have
much more equity. They can (and many did) use that equity to get a home equity
loan to buy that new car, take that vacation, send the kids to college, or do an
extensive remodel. This immediately converted equity into more debt. Meanwhile,
the low rates and soft terms quickly began to attract investors and speculators as
well as prospective homeowners. Stocks had dipped, so money moved out of the
stock market into housing. Stories began to circulate about the killings some peo-
ple were making in the housing market. “Gee, I bought a $300,000 house with
nothing down on a low adjustable rate loan, and in six months the market had
pushed the price up by 15 percent!! I could afford that on unemployment
compensation!!”

Those stories brought in still more investors, bidding up prices even further.
And so on. One guideline to the underlying value of a house or condo is how
much rent it can fetch. (When pressure pushes rents higher, it makes sense that
house prices will rise as well.) The traditional guideline is that the capital value
of a house is about 100 times what it will fetch as a monthly rental. By 2005, this
ratio had gotten way beyond reason. Some houses that would bring in only
about $2,500 as a rental were selling for $1,000,000, suggesting the price of
the house was four times too high.

By 2005, housing prices were so high that people earning a middle-class
income could no longer afford a modest house. And since property taxes
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increased as the assessed values of houses rose, more and more older homeowners
found themselves hard pressed to pay the higher rates. Smart investors who saw all
this began to sell off. They paid off their broker or other loans, took their net prof-
its, and ran. Once that happened, the game was up. Again, the logic of leverage—
that is, betting with other people’s money—requires ever ascending asset prices to
sustain the bubble once prices rise above the underlying fundamental value. Greed
encourages many to believe this will happen indefinitely. (This is a whole different
kind of market they assure themselves.) But when prices stop rising, fear almost
immediately replaces greed. Stark terror soon sets in among investors who have
borrowed heavily. Instantly, they are in trouble; the first to see that truth begin to
sell off to limit their losses. Panic begins. The bubble has now burst and the invest-
ors who thought they had gotten rich quick are suddenly broke and often deeply
in debt to boot. They are left with a now huge debt and no assets to support it.
Many are ruined along with the many highly leveraged banks, business firms,
hedge funds and other investment funds, insurance companies, and stock brokers.
They all crash. Here we see the truth of Greenspan’s complaint that once a bubble
began to form, the Federal Reserve Board (the Fed) could not stop it without
collapsing it. The trick of course is not stopping it, but preventing it.

And all that is more or less what happened in 2008, culminating in October.
Huge debt remained, minus trillions of dollars of vanished asset value needed to
sustain the debt. All that happened thanks to the subprime market brought about
by that Faustian bargain. It left the global financial structure in ruins, loaded with
debt sustained by now vanished assets.

Here, let us note the difference between a boom that goes bust and a bubble
that bursts. It is important to understand that boom and bust is an integral part
of natural evolution. But bubbles that burst are not: they are man-made events
driven by greed that is nourished by false theory or assumptions and that set his-
torical precedent aside by noting, “This time it’s different.” The setting may, of
course, always be different. But the behavior remains constant.

The main difference between bubble and bust, however, is that after the
bust a great deal of asset value remains. Boom and bust became descriptions
of economic evolution only after sufficient innovations had come into being to
bring forth the industrial revolution and capitalism, both based on new technol-
ogy. A good example comes from the railroads, the nation’s first “big business.”
As technology continued to advance, the railroads continued to grow and expand
for about 50 years beginning from about 1830. Much of the financing came from
Europeans who purchased stocks and bonds in the railroads. But by 1890 the rail-
roads now spanned the United States from coast to coast and border to border.
Indeed, they had rather seriously overbuilt the network. Many railroads went
bankrupt after this overexploitation and were absorbed by the larger or stronger
roads. Many Europeans and other investors lost money, sometimes a great deal
of money. Still, the rail network and most of the rolling stock remained in place
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and provided the infrastructural base upon which yet more new industries
could grow.

The stronger roads at once began to curtail the dog-cat-dog, all-out laissez-
Jaire competition that had left them nearly exhausted. They immediately began
to form cartels and other price-fixing agreements as well as local monopolies
where they could charge all that the traffic would bear. But very quickly, they were
confronted by an outraged public used to paying competitive prices. Congress was
soon pressured into passing the Sherman Antitrust Act, outlawing trusts and car-
tels along with price-fixing agreements. They also created the Interstate Commerce
Commission to regulate fares and freight rates. In that way, Congress saved capital-
ism and allowed innovation to continue, but it did so by sharply curtailing lzissez-
Jaire for the common carriers. We will expand on this history in later chapters.

With this overview, let us now describe the rest of the book. In Part One, we
will explore the collapse of 2008 in more detail. Chapter 1 will begin with how
Black and Scholes claimed to have found a mathematical formula that would
allow investors to avoid the risks implicit in leveraged speculation. In Chapter 2
we see how that hope played a big part in the financial deregulation of the late
seventies and early eighties. Chapter 3 shows how deregulation engendered
a new embrace of laissez-faire, which later led to the amplification of greed and
a suspension of common sense and historical wisdom. Chapter 4 takes us
through the preliminary series of bubbles and bursts after deregulation, includ-
ing the savings and loan banks. We will also look at the explosion of revolving
credit cards, and the dot-com boom and bust. Outside the United States we will
see the big Japanese stock and real estate bubble of 1980 that went bust in 1990.
In Chapter 5 we set the stage for the Faustian bargain. We will see why Congress
decided to empower the Association of Community Organizations for Reform
Now (ACORN) to pressure banks to soften credit terms to avoid accusations
that traditional terms were simply a racist mechanism to deny blacks and other
deserving minorities access to home ownership. In Chapter 6 we come to the
Faustian bargain itself. We will see how an ill-considered liberal social engineering
program and an equally ill-considered conservative embrace of leveraged specula-
tion conspired to form, and ultimately explode, the subprime mortgage bubble.
In Chapter 7 we drill down into the detail of the bubble’s formation and its later
bursting wide open. Included are the roles played by Congress, Fannie Mae, Freddie
Mag, the hedge funds, and the Federal Reserve Board. We will see a pervasive toler-
ance by both conservatives and liberals for rampant greed in the financial sector.
This chapter completes the story of the October 2008 collapse.

In Part Two we return to Darwin’s Gap. Chapter 8 looks more closely at
Charles Lyell’s geological theory of uniformitarianism that Charles Darwin
embraced thus to obscure how evolution actually works and help set the stage
for bubbles that burst. In Chapter 9 we see how Steven J. Gould and Niles
Eldredge developed the evidence to disprove uniformitarianism in evolution

allowing us to identify the FROCA process that governs both cultural and



INTRODUCTION XXi

biological evolution. Chapter 10 looks at why different behavior patterns emerge
in the punctuation phase compared to the equilibrium phase of evolution.
We will see why we often set aside the rules in punctuation of frontiers of sur-
vival, while we demand close observance of the rules in equilibrium. We will
see that most of the social sciences do not yet see how such behavioral differences
arise from evolution. We will also see why economists and business managers need
to be very clear about these differences, but also why they often do not want to.
In Part Three, we look at the future possibilities. In Chapter 11 we look at what
we need to do to Get It Right. We will see how we need to reregulate the financial
sector along the lines of 1935-1980. We will see how we need to switch from a
labor force made up mostly of cost-rigid hirelings, to cost-flexible partners. We will
see how we need to apply antitrust laws in a way to limit the size of firms so that
they do not become “too big to fail.” If we take these steps, we can get beyond
untrammeled /zissez-faire and its bursting bubbles. We will also see how, at the
same time, we can avoid the usual alternative of a highly authoritarian government
such as fascism or socialism.

We then take a look at several issues that did not directly contribute to the col-
lapse of 2008, but nevertheless require solutions if we are to achieve a free-
enterprise system that avoids the extremes. Appendix A shows us that real health
care costs less, not more. It explains why both liberals and conservatives deliberately
obscured this fact with a semantic trick by calling medical insurance “health
care.” Next, Appendix B looks at post-2008 globalization, at the threats it poses
as well as how to deal with them. Appendix C examines the need for immigra-
tion reform to resolve the problem of illegal immigrants. Appendix D considers
how to deal with environmental protection without trashing the economy.
Appendix E looks at the connection between energy independence and Islamic
terrorism, and how political correctness strives to obscure the truth.

The bottom line, however, is that unless we make the reforms outlined in
Chapter 11, we will not likely cope effectively with health care, globalization,
immigration, energy, or the environment. And failing to solve those problems,
we will likely become a nation in steep decline, beset with internal political grid-
lock, an inability to compete with China and other countries, and growing inter-
nal corruption and discontent. But it is not too late to reverse the “decline and
fall of the American economy.” We can put it right, but first we have to learn
from our mistakes. We have to look at the real world and what has actually hap-
pened. We must take off the ideological blinders that have led both conservatives
and liberals to create often disastrous policies.

NOTE

1. For a good description of the Black and Scholes Model, see Ferguson, Niall.
The Ascent of Money: A Financial History of the World. New York: The New Penguin Press,
2008, pp. 320-328.
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Chapter 1

BLack AND ScHOLES's Risk
MANAGEMENT FORMULA

Times interview with Deborah Solomon on May 14, 2009: “It is an equa-
tion that prices options on common stocks and provides a methodology

D r. Myron Scholes defined the Black and Scholes theory in a New York

to value options on securities generally. It can be used to measure risk and trans-
fer risk.”

When she followed with another question—"In retrospect, is it fair to say that
the idea that banks could manage risk was a total illusion?”—Scholes responded:
“What you are saying is negative. Life is positive too. Every side of a coin has
another side.” I interpret Dr. Scholes’ evasive response to Ms. Solomon’s very clear
question as a yes: it was a total illusion. The crash of 2008 was resounding proof.

But it was an illusion born in the context of the times. So, before we go further
with Black and Scholes, it is first necessary to set the stage for their work, to flesh
out the cultural context of the times. They did not construct this stage, or create
the culture. Rather, in the classic way of evolution, they merely adapted to it.
The construction of that stage and the onset of a new culture celebrating debt
began under the influence of Britain’s John Maynard Keynes, later to become Lord
Keynes, to many, the most famous economist of the twentieth century. Keynes
helped create a new economic context by inducing a paradigm shift from
eighteenth-century classical to twentieth-century neo-classical economics. In so
doing, Keynes single-handedly created a new discipline called “macroeconomics.”

John Maynard Keynes made mathematical analysis of economic events aca-
demically popular. His 1936 book, The General Theory of Employment, Interest,
and Money was an abstract analysis of the Great Depression. That book was des-
tined to be Keynes’s masterwork. It made Keynes the twentieth century’s most
influential economist by far, according to many economists, among them Nobel
Prize winner Paul Krugman, who holds Keynes as his idol.

Briefly, Keynes argued that Say’s Law of Markets fails to apply in a slump.
Say’s Law states that given flexible costs and prices, free markets assure full
employment of all resources. In effect, if prices are not fixed, supply will create



4 THE DecLINE AND FALL oF THE U.S. Economy

its own demand. More on Keynes’s critique later. Here we should note that
Keynes made his case not on the basis of actual data of the Great Depression,
but by mathematical logic applied to his assumptions. Like Ricardo and Marx
before him, he let abstract logic trump actual data. (Keynes’s theory falls apart
when applied to the actual data of that time. That data actually confirms rather
than refutes Say’s Law. I developed this analysis in my 1995 journal article
“The Great Depression Reconsidered and Its Implications for Today.”)" We will
look at this in more depth later.

His General Theory was difficult to read and follow because, as we see later
when we look at Black and Scholes’s famous equation, most of us bog down if
confronted by thickets of algebra not of our own making. That is why it was
not until about 1948 (after Keynes had died at a fairly catly age) that Keynesian
theory began to motivate economists to adopt his “macroeconomic” approach.
(Macroeconomics did not exist until Keynes created it.) It was not just the passage
of time, however, that led to this conversion. A good part of this shift occurred
because of the wartime invention of the mainframe computer. As early mainframes
improved and their software became more sophisticated, wannabe math majors by
the hundreds began to shift to an economics major. (“Pure mathematicians” in
those days looked down on powerful computers claiming that using electronic
computers to crunch numbers by brute force would seduce mathematicians to
grow lazy in thinking about the underlying mathematical logic.) (They actually
had a point. Shortly before I retired from Bocing, the USSR imploded and the
Cold War ended. For the first time, Boeing engineers could freely travel to Russia.
Many were eager to go because Boeing engineers had learned that Russian mathe-
maticians, lacking the easy access to computers of Americans, had made some
major breakthroughs in basic math concepts important to engineers.)

From about 1948, when Paul Samuelson first published his landmark text,
Economics, people who liked math began shifting to economics without feeling
guilty about using computers. It was just too tedious to create any complex
mathematical or statistical model for economic forecasting. Even a simple least-
squares trend analysis can be tedious and time consuming if done by hand. (With
a computer and the right software, you can enter the data, then hit the button, and
before you can blink, you have the R2 and trend line.)

The big rush came after 1960, when Robert McNamara, after rising quickly
up the ladder at Ford Motor Co. using quantitative methods, and just becoming
president of the company accepted newly elected President John F. Kennedy’s
invitation to become Secretary of Defense. McNamara introduced his quantitative
methods at the Pentagon, where, already, during World War 11, he had served the
Air Force as a quantitative “whiz kid.” He insisted on expressing everything in
numbers and using computer models to solve all problems. Many of his reforms
were certainly needed; some were long overdue; and in the end, Pentagon opera-
tions were markedly transformed. But McNamara disdained any wisdom that
could not be expressed numerically. He was clear about all that. McNamara was
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a self-confessed neo-positivist, a school of philosophy claiming that if you cannot
express your position numerically it has no useful meaning.

McNamara was also clear that the mainframe computer made this level
of quantification practical for the first time in history. He was convinced that
the awesome computing power of the mainframe had finally made it possible
to make detailed and accurate forecasts. Given the power to forecast accurately,
it becomes logical and necessary to plan according to that forecast. In business,
such plans include the scheduling of production, and that schedule calls for
allocating money, men, and material according to that plan. Only top manage-
ment can perform this job McNamara insisted. Having made the forecast and
planned accordingly, management must issue the commands to implement pro-
duction and then monitor for compliance by the use of controls to assure that
the plans are followed. Forecasting, planning, command, and control became
the name of McNamara’s computer-era game. Given all that, McNamara also
fele that the burgeoning human relations school then prevalent in many univer-
sity business schools and in some business firms, was just so much touchy-feely
fluff.

That “fuff” came into being when researchers discovered in the now famous
Hawthorne Studies at Western Electric that workers had far more influence over
productive efficiency than the adherents of Frederick Winslow Taylor’s school of
scientific management had suspected.”

For example, workers were routinely able to frustrate the “time and motion”
studies designed to improve their productivity. Moreover, workers were easily able
to bring pressure to bear on their peers either to enhance or retard productivity.
The human relations school as such emerged when Harvard Business School pro-
fessors took this and similar findings to heart and urged worker participation in
decision making. They insisted that workers deserved far more respect than the
time and motion studies ever considered necessary. People, in this new human
relations view, were to be seen as a business firm’s most important resource and
treated as such.

McNamara did not put down human relations as crudely as I have suggested,
but he thought the mainframe had made such thinking outdated and largely
irrelevant. After all, if the top command has all the information needed to make
the plans, what use is input from the lower levels who themselves have no access
to such information except through top management? Elsewhere I have para-
phrased his argument as follows:

I know that people do not like to be told what to do or that their input is
irrelevant. But now that we have the means to make accurate forecasts, this new
power allows management to make plans that can avoid such catastrophes as the
Great Depression, when millions were thrown out of work. By following those
plans, everyone will have far better job security. Consider, for example, if a ship
must leave port at high tide to pass the bar and get out to sea, and we already know
when high tide comes, what good does it do to debate the time of departure?
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Once again, only top management and their professional staff can make these
forecasts and see the Big Picture.’

By the mid-sixties McNamara’s thinking had largely swept the field in both
corporate and academic America. [ witnessed the beginning of this shift while in
graduate school at the University of Washington. When I enrolled in 1956, the
human relations school was all the rage. It remained so in 1957 as well. But in
1958 human relations was suddenly put on the defensive when other departments
began getting access to new mainframes. “You can’t use human relations to schedule
production,” the operations folks insisted. “You can’t use it to make financial plans,”
the finance folks chimed in. Fierce debates among the faculty erupted—which
I tried to dodge because professors on both sides of this issue could have torpedoed
my doctorate.

By the time I went to Boeing in 1960 the quantitative approach had seized the
high academic ground. Once mainframes had become widely available, the
quant folks began to run research circles around the suddenly outdated human
relations school, which was all case study method and taught few principles.
Cynics from trade unions put it down as “more milk from contented cows.”
Finance cynics said the whole thing could be summed in three words, “Don’t fire
Mary.” I had been converted to the human relations view, so I had to lay low.

McNamara’s success turning Ford around in the fifties (after the awful mess left
by old Henry in his dotage) was widely cited as proof of the power of the quanti-
tative methods. The Depression aside, economic history soon became a backwater
among academic economists after Keynes, and much the same thing happened to
the human relations faculties in Business Schools after the mainframe computer
revolution.

McNamara’s defense of top down command and control in part mimicked the
defense Frederic Taylor and his followers had long made for scientific management.
“We are not your enemies; we are trying to improve your job security and that
can come only from improving your productivity.” But now instead of calling it
“scientific management” the quantifiers called it “management science.” Either
way, it was billed as something management is doing to you for “your own good.”
Assuming that computers did enable economists to make accurate economic
forecasts, McNamara’s insistence on top down command and control through
management science was plausible. The assumption proved false, of course, but
McNamara’s conclusions followed logically from the premise.

Today as a matter of science, we know that a linear and mechanistic world exists
only as a fantasy of logic, dependent on various false assumptions to make the logic
work. Still it is a fantasy. And in fact, a new scientific paradigm that destroyed
rigorous linear positivism had already emerged 33 years earlie—quantum physics.
Ironically, quantum physics is the very science that made electronic computers
possible, those marvelous machines that led McNamara to put such great faith in
positivism. Still, it now seems naive to have ever fantasized such a mechanistic
world. It was to be a world of rational objectivity where linear programming,
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queuing theory, critical path scheduling, and decision trees would give us accurate
answers all the time. In this highly rational world, subjectivity and intuition are
banished. In strong mechanistic determinism, there is no room for free will.
Indeed, as an undergrad, I half convinced myself, based on Pierre Laplace’s
thought experiment (see below), that we human beings were simply mechanistic
automatons whose lives had been predetermined but who lived under a delusion
of free will because, in accord with Darwin’s process of natural selection, that delu-
sion improved our chances of survival. Even today, some Darwinists continue to
make that argument.

But of course determinism had always had its critics. One of them poked fun
at it with a limerick.

There once was a man who said damn!!

It seems I most certainly am

a creature that moves in determinant groves;
I’'m not even a bus,

I'm a tram.

Such determinism owes much to Pierre Laplace, a noted mathematician and
early positivist of the French Enlightenment. He claimed that if we had a com-
puter big enough to track the velocity and position of all the material particles
of the universe, we could use Newton’s three laws of motion, inverse square law
of gravity, and his method of calculus to forecast everything that will ever happen
because present conditions will determine future conditions. We could also,
working backward, lay down the complete chain of causality of everything that
ever had happened to bring the world to the present moment. In this view, my
writing this book and your reading it was predetermined by the initial arrange-
ment of matter at the time of the Big Bang. Laplace of course did not imagine
that such a computer would ever exist; he was merely conducting a thought
experiment. McNamara, however, seems to have looked upon early mainframe
computers such as the IBM 360 as the marvel that had brought Mr. Laplace’s
linear and mechanistic world into being.

A central tenet of quantum physics is Heisenberg’s uncertainty principle. It states
that to determine the velocity of a particle, one must disturb its position, and to fix
its position one must disturb its velocity. In short to observe something at the sub-
atomic level changes its future in one way or another. Heisenberg put forth that
principle in 1927, decades before McNamara went to Ford or became Secretary
of Defense. We might concede Heisenberg’s principle as a truth for subatomic
particles, but surely Newton’s laws must continue to rule in the macro world in
which we live. That, at least, had been my view. In the early seventies, however,
a new theory was emerging, a nonlinear theory of chaos in our macro world.

Chaos theory explores the real nonlinear world neither Laplace or McNamara
ever acknowledged. In the classical Newtonian world of modern science, math
was seen as almost entirely linear. But it gradually became apparent that a nonlinear
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world also existed, a world entirely foreign to Lyell and Darwin’s uniformitarian-
ism, or to Laplace and McNamara’s world of positivism. In this chaotic world of
turbulence, nonlinear chaos is the routine stuff of life. Here, the tiniest change in
initial conditions can, via positive feedback loops, keep on amplifying to bring
about huge changes in later outcomes. Meteorologists at MIT coined the whimsical
term “butterfly effect” to describe it.* (If a butterfly flaps its wings in the Amazon
under the right circumstances, a positive feedback loop can continue to amplify
the slightly disturbed air current until it has become a tornado in Kansas six months
later.) The implication is that, to forecast the weather accurately six months out,
you need to track every butterfly on earth, which would so load the earth up with
sensing instruments, they themselves would change the weather.

But before chaos theory came to light, the linear quantitative rage swept
through business and academia, powered by an explosive development of main-
frame technology and software beginning about 1960. Almost at once, econo-
mists, corporate staff planners, linear systems analysts, and similarly skilled
professionals were recruited in great numbers into the large corporations, promis-
ing they could make accurate linear predictions. Needless to say, chaos theory was
not greeted very warmly by these cadres when it first came out. They ignored it as
long as they could because this new science told them the one thing they did not
want to hear, namely that the future was inherently uncertain. It was a tropical del-
uge threatening to rain down on their deterministic quantitative parade and wash
itaway. Chaos theory clearly blew away Mr. McNamara’s rationale for an arrogant,
know-it-all policy based on a rigorously linear system of top down command and
control. His whole approach depended on the certainty of predicting the future,
and that certainty is something that chaos theory precludes.

But with so much at stake, the new science showing that nonlinear turbulence
precludes accurate predictions of the future at first got a cold welcome at best.

I know, because I went through this crisis while still at Boeing. Unwittingly, we
had all become infected with McNamara’s positivism. We had tried to use some
aspects of chaos, or complexity, theory at Boeing to make better forecasts—but
without success. And, I must confess, up to that time I implicitly assumed a deter-
ministic future. That is to say, if, in 1980, I had to forecast airline traffic for 2000,
I accepted as given that the 2000 traffic level had already been determined, in the
sense that it was subject to certain determination in 1980. My job was to come up
with clever and plausible forecasting algorithms to get us from here to there. Even
s0, I was also aware that most of my forecasting successes had come not from the
quantitative methods per se, but from insights rooted in “backwater” historical
analysis.

Thus it was a shock to me when in the mid-eighties I read James Gleick’s book,
Chaos Theory. The first chapter, “The Butterfly Effect,” laid me low. I felt deeply
depressed that I had spent most of my professional career in what amounted
to false practice. The future, I learned, is not deterministic, it is contingent. More-
over, since 1980, the economy was in turmoil because of the second oil price crisis.
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We had adjusted our forecasts to show ever rising oil prices, and then the price col-
lapsed. Economists had no sooner adjusted to rising oil prices than they had to
adapt to an abrupt change to much lower oil prices. Most were left hanging out
there with forecasts of oil prices well north of $40.00 per barrel when the price
of oil plummeted to a low of $7.00 before settling in for a while at $16.00.

The economy, rocked by unexpected—unpredicted—shocks, had just gone
through a full decade of one failed forecast after another. The first shock was
OPEC I of 1973 following the Arab attack on Israel in October beginning on
Yom Kippur. Oil prices shot up from about $2.50 per barrel to $14.00. That jump
immediately ruined every national economic forecast in the nation. The big
macro-model forecasting firms such as DRI and Wharton fell all over themselves
explaining why no one could have expected them to forecast the Yom Kippur
War and its political and economic aftermath.

Quite true, but it is just as true that unexpected and unforecastable events
are the actual stuff of life in the real, nonlinear world of turbulence. Shock num-
ber two was OPEC II in 1978. Once again, you cannot blame forecasters for
failing to foresee that the Shah of Iran would contract terminal cancer, leave
the country for treatment, and thus make it possible for the Ayatollah Khomeini
to return to Iran, take it over, and then take the entire diplomatic staff of the
American Embassy hostage. Again every national forecast was vitiated as oil
prices shot from $14 to $34 per barrel. Shock number three was Japan’s sudden
post-sixties ability to penetrate deeply into so many American markets such as
electronic equipment and automobiles. Again, forecasts had to be quickly
revised. When Lee Iacocca was asked what the solution to Japanese competition
was, he offered a one-word quip—submarines.

But worse than Japan’s success was the reason for it. Their success stemmed
mainly from a system of labor relations that avoided the impersonal approach
of using hired labor. Japan had explicitly rejected the assumption of an asocial
economic man concerned only about maximizing personal profit. That was utter
nonsense, the Japanese insisted. Instead Japan depended on family-like partner-
ships between stockholders and employees. It was clear that Japan’s economic
success in manufacturing depended heavily on bottom-up esprit de corps and
teamwork that was natural in their family-like partnerships.

Economists, however, had consistently downplayed the significance of that
approach, calling it a feudal legacy. American economists argued that this legacy
was nonrational, thus temporary, and that sooner or later, Japan would be forced
to embrace the West’s more “rational” model of industrial relations. (While
researching my doctoral dissertation on Japan’s early economic history, I discov-
ered this claim by Western economists dated from as early as 1940. For their
part, the Japanese seemed more than willing to let their Western competitors
mislead themselves on the labor-relations secret of Japan’s industrial success.)

Business managers, however, were clearly aware of the importance of self-
motivated teamwork. Many tried to create a sense of “family” in their organizations.
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But economists, who had no responsibility for getting out quality production,
ignored all that. Years later, when I was back in academia teaching Econ. 101,
I made my students this offer: Find me a principles of economics textbook
from any publisher that contains an index that mentions any of the following
words: teamwork, team spirit, esprit de corps, camaraderie, or the equivalent
and I will pay $10.00 cash. I have never had to pay off. (In the summer of 1980,
Dr. W. Edwards Deming, an American quality consultant whom the Japanese
credited with revolutionizing their product quality, presented a documentary on
NBC television entitled, “If Japan can do it, why can’t we?” In it Dr. Deming
was scathing about the dysfunctions of American top-down command and con-
trol style of management. Deming predicted Americans could not catch up with
Japanese quality unless they could match Japanese teamwork.)

Shock number four came in 1986 when oil prices nose-dived from over $30 a
barrel to $7.00 because Saudi Arabia suddenly decided to quit being the swing
producer maintaining the high price of oil. The Saudis wanted the other OPEC
members to cut back on their production to help sustain the $34 price. The
others said they would, but actually did not. So the Saudi’s who had cut their
production to dangerously low levels in sustaining that price, decided to up their
own production and let the market decide the price. The sudden collapse in oil
prices caught all the major forecasters off guard: they had forecast a more or less
continuous price rise for the next several years, not precipitous collapse.

Shock number five was the sudden collapse of the Soviet Union. Most Kremlin
watchers (including Henry Kissinger) never doubted that Russian communism
would endure . . . right up to the day the USSR collapsed in August 1991.

One result of this string of forecasting failures was an almost simultaneous
rejection by American top management of the notion that powerful computers
enabled economists to make accurate forecasts. Only fools, many top managers
began saying, could believe such nonsense. The trouble was, the folks in finance
did not get the word, as we shall shortly see.

Economists themselves hardly let those shocks and failed forecasts dissuade
them. They stuck with their linear world of false assumptions in which they had
an enormous vested intellectual interest. Business managers, however, were heavy
users of those economic forecasts. By 1985 they saw they had been sold a bill of
goods on the forecasting power of mainframe computers. American corporations
fired over two-thirds of their economists. In Seattle where I lived at the time, every
last economist in every Seattle bank was sacked. The Seattle First National Bank
went bankrupt (though subsequently rescued by Bank of America) trusting their
economists’ claims of ever rising oil prices. Bill Jenkins, the CEO, issued orders to
lend multi-millions to oil-well wildcatters based on those forecasts. When oil prices
collapsed, the wildcatters promptly went bust, walked away from their loans,
handed over their now worthless drilling equipment and left Seafirst insolvent.

Boeing had already let go of all their economists in 1982 except for yours
truly. I survived in part because by then I had become an increasingly vocal critic
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of the mainstream theories. I had also warned that based on historical prece-
dents, oil prices could collapse. They soon did. But, again, academic economists
sailed along without much concern, wed as ever to their linear way of thinking,
ever unwilling to rethink any of their major assumptions.

So here we come at long last to the logic of the Black and Scholes equation.
It became a basis for claiming that linear mathematics could largely rid us of risk
in leveraged speculation. Again, however, let us be clear: neither of these two
gentlemen bears any responsibility for creating the conditions that caused this
intellectual environment in economics. They were simply being as creative as
they could within that environment. They were both brilliant men working
within that well-accepted paradigm. Moreover, the formula worked in individual
cases within limits. It failed when it became the norm and everyone jumped
aboard. Individuals could pass the risk on but the risk was still out there.

THE BLACK AND SCHOLES OPTION PRICING FORMULA

Fischer Black and Myron Scholes created the formula below that aimed to
price an option to buy a particular stock on a particular day in the future,
and took account of the price movement of the stock during the intervening
period. They concluded the value, C, of the option depended on five variables:

1) S = the current price of the stock

2) X = the future price at which the option could be exercised

3) T = the expiration date of the option

4)  r= the risk-free return in the economy as a whole (often taken as the rate on a

30-year U.S. Treasury Bond)

5) o [the Greek lower-case letter sigma] = the expected annual volatility (price
fluctuations) of its price between the time of purchase and the expiration date
of the option

Taking all this into account they deduced the value, C, of the option to the
following formula:

C = SN(d,) — Xe "' N (dy)

where

_log(§) + (T +5)T

T anddzzdl—aﬁ

d

If you feel somewhat intimidated by all this, rest assured, most of us do.
That is why many economists call it a “black box.”
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Even many economists and finance managers would, at first sight of Black
and Scholes’s equation, either read right past it or shut the book. That was just
fine with the folks who could read the equation, understand it, and then act
upon it. They were suddenly the enlightened ones. These high priests of finance
were now in possession of a new and crucial secret of the financial temple. That
secret insulated them—the ones in the know—from those prudes calling for the
money-changers to be thrown out of the temple. This time it was different
because risk had been taken care of by the black box of Black and Scholes. The
money-changers had now become the high priests of the temple. If you followed
their advice these priestly and sophisticated money-changers could make you
rich and do it quick. By all means let us keep them around and celebrate their
virtues. The lay world soon celebrated them as financial geniuses who now gave
greed their divine blessing. Yes!!! Greed is good.

Here we come to a major cross current of economics and business. By 1990,
American operating management had taken a decisive turn away from the old
linear and mechanistic model. In good part influenced by Japan and Dr. Deming’s
part in their quality success, many corporations began embracing teamwork, team
spirit, and a new respect for labor. But the finance folks, those in Wall Street and
even in many corporations were not really buying in. They wanted to stick with
the old ways because the new ideas presented by Black and Scholes made it reward-
ing to do so. They believed that mathematics, wed to powerful computers, would
eliminate the risk of leverage. And while innovations in computer technology
and its software were coming fast and furious, so were innovations in ever more
sophisticated financial derivatives and debt instruments. These lent themselves to
leveraged speculation and were enormously successful in converting American
savings into debt.

Deming’s ideas helped the manufacturing sector recover quickly from its
1980 low point. Quality improved sharply, and hoards of irrelevant staff plan-
ners were redeployed as a wave of antibureaucratic re-engineering programs took
place. Teamwork became a new mantra and employees all over the country were
no longer “hired hands”; they suddenly became “associates.” Real progress was
made . .. that is up to about the year 2000. But in various ways both subtly
and overtly, those clever folks on Wall Street—whose predecessors helped engi-
neer 1929—were laying the groundwork for 2008, either blocking or even
undoing much of the real, recent progress in quality, better customer service,
and in work-place human relations, all, of course, to create more shareholder
value. What the operations folks had been constructing, the Wall Street finan-
ciers, in cooperation with corporate bean counters, began deconstructing, and
with a vengeance. They could not see beyond accounting numbers. They could
not really get it that satisfied customers were the best way to earn profits and the
best way to get satisfied customers was to motivate employees to work with that
satisfaction in mind. They saw employees not as instruments of profit creation,
but as costs to be got rid of.
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Thus Wall Street financiers were perfectly happy considering employees as
impersonal hirelings to be hired and fired at will. They liked the ethic of the
“economic man” because it enabled their greed, while partners would likely pose
a constraint on their greed. That Wall Street ethic justified their taking over
healthy companies, hollowing them out, dismantling and selling off the parts
with nary an afterthought of the effect on morale, management continuity, the
local community, product or service quality, or simply on people’s lives. Wall
Street often breaks out in cheers when, after a takeover, the acquiring firm sacks
thousands of the employees. Make no mistake, neo-classical economics fully
justifies such hip-hip-hooray thinking. So what was it to be? The exploitation
of labor in the interests of enriching financial capital? Or a corporate partnership
between capital and labor that constrains greed and shares the fruits of free enter-
prise in an equitable way between the two stakeholders and makes customer
satisfaction a major goal for both partners?

By about 2000, the lure of greed had clearly won the day. Suddenly, corporate
CEOs could see the prospect of bonuses rising from, say, half a million dollars or
so to hundreds of millions of dollars, even if the company lost money, and espe-
cially after they had laid off workers by the thousands. Enron has become a prime
example of this ethic of greed. In the end, such greed drove Dr. W. Edwards
Deming’s ethic of customer service, product quality, teamwork, esprit de corps,
and shared rewards right out the door. Subconsciously, mainstream economists felt
relieved. By holding on to a discredited eighteenth century theory, no matter
what its problems, academic economists could count on Wall Street for enor-
mous intellectual support, and more directly, for jobs. So the academicians, with
a deeply vested interest in it, no longer felt much pressure to revise a theory that
justified greed. Black and Scholes’s extended thesis of risk-free leveraged specula-
tion had swept aside Deming’s challenge. They could continue to look for new
ways to use leverage to get rich quick. We will dig deeper into this and related
issues again in Chapter 3.

But here is a truly sad outcome. From the average professor’s viewpoint, his or
her vested interest in the neoclassical model is not personal wealth. They simply
want to be able to teach economics as if it were a branch of linear marhematics. Thus
when those professors pose test questions to their students, they can demand and
expect to get precise numerical answers. For example, how many more angels
will dance on the head of a pin if the price of pins drops by 10 percent?

So now let us turn to the financial deregulation that began in 1980. Black and
Scholes’s thesis that the risk of leverage could be much reduced became the
strongest intellectual support for financial deregulation. Deregulation began just
as Dr. Deming’s quality revolution appeared on the scene. This revolution arose
from bottom-up teamwork actively pursuing total quality management in order
to put the customer first and provide fair shares for all who achieved that goal.
The two visions clashed, and greed soon got the upper hand.
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Chapter 2

FINANCIAL DEREGULATION
OF THE EARLY EIGHTIES

ardly anyone outside Wall Street had heard of Black and Scholes until
H quite recently. Yet these two gentlemen played a major role in getting

financial deregulation accepted. Congress had put comprehensive con-
trols on the financial sector during the Great Depression following Wall Street’s
1929 crash. It recognized that leveraged speculation, by making it easier to get
rich quick playing the market, dangerously amplified greed while injecting much
greater risk into the system. That lust too often trumped rational behavior. When
the lust for wealth powered explosive trading, asset prices escalated beyond reason,
creating a bubble that was bound to burst. And when it did, it would wipe out all
the new-gained wealth but leave behind the debt that had financed the speculation.
In the hindsight of the thirties, it was clear that once a bubble starts, it is politically
very difficult to control. If the Fed pushes up the rate of interest or otherwise con-
strains credit, prices stop rising and that is all it takes to pop the bubble. Few pol-
iticians or central bankers want to be responsible for blasting investors’ hopes.
Thus Central bankers waffle and tend to let the bubbles keep going until they
burst, but always hoping they will not.

The trick is to prevent bubbles from starting in the first place. The best way to
do that is to make it difficult to speculate with borrowed money, or else to place a
heavy tax on such transactions. Bubbles rarely form when people speculate with
their own money. But politicians often welcome bubbles in their early stages
because they give off an illusion of prosperity, the sense of a rising tide that will
lift all boats. Politicians are eager to take credit for such “prosperity” and often
do. Of course, nothing more encourages such early irrational exuberance than a
laissez-faire conviction that the government should under all circumstances let
the free market do its own thing. And clearly, without the freedom of competi-
tion that laissez-faire entails, the high tech modern world could never have
evolved. Lacking such freedom, the entire ancient world on all continents saw
very little innovation arise undil after the fall of Rome, and then only in Western
Europe where a new freedom to innovate arose following the end of central con-
trol from Rome."
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Unconstrained freedom, however, can give license to addictive greed, to a lust
to get rich quick that can generate bubbles that must ultimately burst. All com-
petitive sports need rules of engagement to control competition and thus avoid
competitive self-destruction. So does speculation. Speculation can perform a real
economic service, but only if it remains rational and within reasonable bounds.
Rational speculation occurs when speculators use their own money. Irrational
and excessive speculation often emerges when investors can speculate on credie—
using other people’s money (OPM). You could say OPM is the opiate of the inves-
ting, or speculating class.

By 1980, thanks to Black and Scholes, it seemed that we could now use
sophisticated mathematics wed to powerful computers to greatly reduce the risk
of speculating in the stock market. In the context of the times this seemed to be a
plausible conclusion. In business, engineering and in government, computers
were allowing us to do things we could never do before. Certainly the idea that
computers would allow us to minimize the risk of leveraged speculation was
coherent with McNamara’s quantitative approach to management at that time.
As mentioned earlier, a widespread feeling had arisen by 1980 that the web of
regulation had gotten too pervasive, too complicated, and at times, contradictory.
And 45 years after the Great Crash, many of its lessons had been forgotten. Most
of the players of 1929 had passed from the scene, taking their personal memories
with them. And it was not just finance that cried out for deregulation. Much
resentment centered on the overregulation of the shipping and transportation
industry—railroads, trucks, buses, and airlines. By the late sixties, for an airline
to get a new fare authorized or a new route implemented meant jumping through
a frustrating and expensive nightmare of bureaucratic hoops. Such regulation
seemed to yield little more than paralysis through never-ending analysis.

On the financial scene some of the Depression-era regulations had clearly gotten
out of sync with other changes that took place. Consider the Savings and Loan
Banks, often called the thrifts. They, along with FHA (Federal Housing
Administration) Fannie Mae and Freddie Mac, had been created as “chosen instru-
ments” to make and service home mortgages. The Federal Reserve Board had been
given authority under Regulation Q to regulate the interest rates paid to depositors
and the rates charged for mortgages. The Fed allowed the thrifts to pay out a slightly
higher rate on savings deposits to encourage savers to put their money into the
thrifts. That edge assured the thrifts sufficient funds to lend out for mortgages—
the only kind of loan they were allowed to make. For many years this made for a
very stable situation. One wag called it the 3-6-3 system. The thrift paid depositors
3 percent, charged 6 percent on the mortgage loan, and by 3:00 p.m. the bank
president was out on the golf links.

This very stable system, however, was disrupted during the Vietnam War.
President Kennedy had convinced Congress to make cuts in marginal income tax
rates in 1963, shortly before his assassination. But soon after, in 1965, we began
to get heavily involved in the Vietnam War. (And war, with few exceptions,
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introduces inflationary pressure into the economy.) The Fed asked President
Johnson to convince Congtess to repeal Kennedy’s tax cuts as a way to curb con-
sumer spending, and thereby prevent inflation. But President Johnson refused; he
fele support for the war was tenuous at best and he did not want to further alienate
the taxpayers. The Fed responded that since their job was to prevent inflation,
they would have to raise interest rates in lieu of higher taxes in order to damp
down demand. This was a significant change in itself, since interest rates had
remained stable for 30 years.

As the Fed raised interest rates, the money market rates on such things as
certificates of deposit rose correspondingly. Soon enough, many savers began
pulling their funds out of the thrifts to get the higher rates. As deposits drained
out of the thrifts, the funds available for mortgage loans dried up, and many of
the thrifts had to stop making mortgage loans. When the thrifts quit lending,
new housing starts plunged. That in turn triggered higher unemployment rates
among the construction workers. Needless to say, all the parties involved here were
extremely unhappy.

To add insult to injury, however, the higher rates did not in fact curb inflation,
and indeed, were not even needed. Demand persisted because the higher rates
spurred lenders to relax credit terms to borrowers in order to reap the full benefit
of the elevated rates. The Fed would have been more successful simply tightening
up on the terms of credit—as they had done eatlier, during the Korean War. That
conflict started on June 25, 1950. With memories of the Second World War still
fresh in their minds, consumers were immediately fearful that it was the beginning
of World War IIT and that military requirements would sharply cut the supply of
consumer goods. Anxious buyers stoked demand and prices at once began to rise,
especially for major items such as automobiles and appliances. In response, the Fed
imposed a rule of 30 percent down and 15 months to pay. Inflation promptly fell
from 10 percent to 2 percent, and the Fed was able to keep the prime rate at
1.5 percent, as it had been for 13 straight years.

In 1965, the argument against control of credit terms was that the Fed really
had no business interfering with the free operation of the market. But what
about interfering with the market by raising interest rates, which caused housing
starts to crash, followed by massive layoffs of construction workers?

As it happened, the conventional, monetarist, wisdom of the time prevailed:
The Fed had to use interest rate adjustments to curb inflation. To avoid the
stop/go consequences of a policy of tight regulation, the call went out for deregu-
lation of the thrifts. The thrifts would now be able to match market rates on
deposits, lend in areas other than real estate, go into the credit card business,
and in general “let freedom ring.” If the Feds put up interest rates to curb infla-
tion, the thrifts would now be able to create competitive money market instru-
ments on their own, yet still continue lending on mortgages. Their business
became much more exciting than it had been under the 3-6-3 system. But it also
became much more dangerous.
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As below, so above. When teenage boys are released from the constraints of
parental authority and go off on their own with new found freedom ringing in
their ears, a certain percentage are sure to go wild and crash. That group often
includes teenagers who were quite well behaved while under parental constraints.
Something similar happened to the thrifts after deregulation. Once free of the
Fed’s constraints, they really cut loose. They began to compete fiercely with each
other, making new loans at high rates. And they crashed by the score. It was the
old story of bubbles that burst, or at least a variation of it, driven by the same
lust. The Fed (that is the taxpayers) got stuck with a huge bailout bill as hundreds
of thrifts went under.

But let us look at this more broadly. It is a fact that as it evolves, life will
exploit every opportunity to grow and expand until stopped. If grass seeds, for
example, are spread on fertile ground the grass will at once begin to grow and
spread new seeds until the grass has exploited all the fertile ground or is otherwise
stopped. If put on an island containing lush plants suitable for browsing, deer, in
the absence of any predators, will browse, reproduce, and rapidly increase their
numbers. At some point however, the growing deer population will have eaten
the entire available browse. Suddenly without food, a massive die off of deer
inevitably follows.

Easter Island is a famous example of primitive humans who destroyed their
own habitat and society by expanding until stopped by the very destruction their
expansion created. They might as well have had the brains of deer. But they had
human brains, and they put them to work in a difficult engineering project erect-
ing great monoliths all over their island—the sight of which is now the island’s
chief claim to fame. It seems the population broke into competing segments,
each trying to outdo the other in erecting the most monoliths. To move the huge
stones, however, they needed rollers, and these they cleverly fashioned out of the
trunks of trees. But the more stones, the more trees were chopped down until they
had cut down all their trees. Easter Island became windblown; the seabirds left,
the inhabitants no longer had wood for their fishing canoes, etc. The population
of the original settlers was about 60. Over the next few hundred years the popula-
tion ro