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In January of this year, Joseph Stiglitz wrote an article for Vanity Fair in which he discussed what he believed were five primary causes of the current financial crisis and ensuing economic meltdown.   He correctly argues that the mistakes of the government in preparing for and dealing with the current economic situation were a direct result of the various administrations’ flawed economic foundation.  This paper will discuss and support the five causes that Stiglitz proposes.  His five causes, as titled in his article, are:  Firing the Chairman; Tearing Down the Walls; Applying the Leeches; Faking the Numbers; and Letting It Bleed (Stiglitz, “Capitalist”).  


Stiglitz’s first point begins with the Reagan administration and the firing of Federal Reserve chairman Paul Volcker.   Stiglitz’s contention here was that there was no reason to fire Volcker and the hiring of Greenspan, which was done on an ideological basis, would prove disastrous.  During his time as Fed Chair, Volcker helped reduce inflation from over 11 percent to under 4.  According to Stiglitz, the Fed Chair’s primary job should be to maintain the stability of the financial system using the tools given to him.  This is exactly what Volcker did.  However, Volcker was also a proponent of regulation in the financial sector because he knew that regulation was an important factor in maintaining stability (Stiglitz, “Capitalist”).  When Reagan came to power this all changed.  The Reagan administration believed in a reduction of government intervention and in the self-adjustment of the market and so hired someone who agreed, Alan Greenspan (“Capitalist”).   


Stiglitz’s second main argument in his article has to do with the overall deregulation of the financial system.  His main contention here was the repeal of the Glass-Steagall Act in 1999 (Stiglitz, “Capitalist”).  Glass-Steagall had been enacted in 1933 as a banking reform act that, amongst other things, mandated that commercial banks be separated from investment banks.  Commercial banks are those banks that provide depository and loan services and investment banks operate in the capital markets (Stiglitz, “Capitalist”).  There are two main problems with repealing the Glass-Steagall Act.  The first is the large conflict of interest between the two types of banks and the second is that banks were left to self-regulate.


Commercial banks were intended to be safer.  They act as depository institutions and lend money to individuals and companies.  On the other hand, investment banks act as high-risk, high-gain ventures that deal in the buying and selling of financial assets and gear towards the wealthy.  This caused commercial bank’s money to get tied up in the high-risk ventures of the investment banks (Gross). Combine the huge amounts of additional funds that investment banks now had to deal with and the new ways to invest it in the form of financial instruments and the end result is a feeding frenzy in the financial markets.


The second problem of repealing Glass-Steagall was the ridiculous supposition that bankers knew better and would be able to regulate themselves.  To get an idea of why bankers are incapable of regulating themselves one can consider them in the situation of a simple prisoners dilemma.  Granted this simplification certainly does not take into account all the various scenarios that banks would find themselves in under the auspices of government regulation.  However, it does provide a good insight into why regulation is needed.  The game goes as follows.  

	
	Company 1

Do Not Self-Regulate
	Company 1

Self-Regulate



	Company 2 

Do Not Self-Regulate
	Both receive high short-term gains.  Long-term negative effects.
	Company 2 receives very high short-term gains.

	Company 2

Self-Regulate
	Company 1 receives very high short-term gains.
	Both receive less short-term gains.  Long-run positive effects.


The idea of short-run versus long-run is important here.  Clearly the best option here would be if both companies self-regulated because the long-term effects would be much greater for the economy as a whole, essentially the gains from economic stability.  However, assuming that the banks understood the implications of not self-regulating is almost irrelevant because, as Robert Shiller notes, there is a “contagious optimism, seemingly impervious to facts, that often takes hold when prices are rising.”  The argument is that when there is a boom period, people cannot help but think that it will continue indefinitely and so they think that the short-term effects, high gains, are also the long-run effects.

Stiglitz’s third argument was against the idea that tax-cuts, particularly the 2001 Bush tax-cuts for the wealthy, were a panacea for all economic woes.  John Maynard Keynes, in his discussion of saving and consumption, makes a strong argument against tax cuts.  He argued that, as income increased there was a higher propensity for an individual to save money.  Particularly, poorer individuals will save less because they have a greater immediate need and wealthier individuals will save because they have less need (Hunt, 411).  The idea of cutting taxes on the wealthy is that they will spend it on consumption.  However, as can be seen by Keynes’ argument, this may not be the case.  Instead they may actually save their money.  This concept of the propensity to save has been debated heavily for decades with strong, logical arguments on both sides.  It does, at least, provide for the possibility that merely distributing money to the wealthy may not inevitably cause an equal or greater stimulation of consumption.  This is important because, as Justin Fox notes in his Time article, many of the economists that were part of the Bush administration agree that the tax cuts did not stimulate the economy, they just may not agree why.  

The fourth argument that Stiglitz makes is regarding stock options and the conflict of interest that arises when they are used as incentives to executives.  Stiglitz makes the point that when top-level executives are given stock options as incentives it actually promotes dishonest accounting as executives try to increase the rating of their company so their options are worth more (Stiglitz, “Capitalist”).  In an interview conducted by PBS’s Henrik Smith, former SEC chair Arthur Levitt, who is mentioned in Stiglitz’s article, says that “Investors should care deeply about expensing stock options, because those options represent a distortion of the earnings of the company.”  In a research article, Stiglitz and several colleagues detailed how this false value of companies can cause devastation.  They detail the East Asian financial crisis of the late nineties and note that inaccurately high ratings cause large amounts of money to be invested into certain sectors.  However, when it becomes evident that the real value of the companies is considerably less, the ratings are flipped.  This reversal causes money to be taken away from institutions, completely crippling them (Ferri, et al, 335).  This sort of problem details how crucially important accurate and transparent accounting principles are.  If people are investing on the basis of inaccurate financial ratings they are inadvertently speculating, i.e. gambling, on companies.  

The fifth and final cause for the current economic situation is perhaps Stiglitz’s most sweeping and most general.  He basically argues that the true, underlying cause of the economic problems is the theoretical foundation shared by the various administrations since Reagan.  Simply put, Stiglitz finds the notion that markets are completely self-adjusting to be wrong.  He also finds the idea that government should remain as detached from the economy as possible, so as to not interfere with their self-adjusting nature, to be completely perverse (Stiglitz, “Capitalist”).  This sort of structural failure is the basis for all of the other causes that he writes about.  As one might imagine, this argument moves into the realm of theoretical postulation, a decidedly hostile area.  It is also extremely difficult to briefly summarize the collected works of a Nobel Prize winning economist.  With this in mind, let us conclude by briefly reexamining Stiglitz’s points from a more theoretical perspective.

The first argument that Stiglitz makes in his article is basically an ideological one.  Greenspan was hired because of his favor of neoclassical ideals; the market is self-adjusting and the government should have a minimal role.  This is completely contradictory to what Stiglitz believes.  Stiglitz is a New Keynesian and one of the basic tenants of Keynes’ theories was the idea that markets do not always get it right and the government has a role in the economy (Hunt, 426).  This general idea that there is a role for government to help provide some stability to the market underpins most of Stiglitz’s arguments.  This leads right to his second argument, that against the deregulation of financial markets.  In his article advocating for at least a general regulation of financial markets he notes that “Underlying the need for bank regulation is a discrepancy between social and private returns on assets (risk)” (Stiglitz, “Principles”, 3).  That is, it is more expensive to society for a bank to fail than it actually is for the bank because society must suffer economic costs and the cost of bailing out the bank.  A theory has already been proposed for why Stiglitz disagrees with the Bush tax cuts.  The idea that essentially giving money to the wealthy may not actually increase consumption by an equal amount because it is more likely to be saved.  Then for his fourth argument that the accounting principles of companies may be flawed again goes back to the idea that firms cannot necessarily be left to themselves as their interests do not always coincide with those of society as a whole.

This notion that there are times when the market and its participants can fail to act in a socially beneficial manner and that the government has a responsibility to mitigate some of these failures is the main crux of Stiglitz’s arguments and why they are so powerful.  Certainly there are other views of why there was such a huge failure in the economy.  However, it is blatantly obvious that there was something wrong in the way that the government had allowed it to happen.  For this reason, Stiglitz’s assertion that it was a systemic problem in the government is especially compelling.
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