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Federal Reserve chairman Alan Greenspan is extremely cautious with his words.
Even the most innocent comment from him can send shockwaves through financial
markets. While attending a Kennedy Center affair, he ran into Securities and Ex—
change Commission chairman Arthur Levitt.

“How are you, Alan? ” asked Levitt.

“I’ m not allowed to say,” Greenspan joked.
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introduction >
Whe Is Alan Greenspan _ and
Wiy Has He Been So Successful?

ho would have thought that an economist could become a superstar on a par -with the

world’ s most popular movie stars or rock idols?

Meet Alan Greenspan, a 74—year—old bespectacled, somewhat owlish looking man who has been
called the second most powerful man in Washington.  Which,  if you do the quick math, makes him the
second most powerful person in the world.  But unlike a slick, outrageous celebrity gracing the cover of
Aolling Store, Greenspan is demure | even modest about his work and achievements . Respected by those
close to him for his honesty , thoughtfulness | and kindness, he toils in the unglamorous field of economics .

So what is it about this man that has made him so potent that-a few carefully chosen words from him
can sink markets—or raise them9 Why do statesmen around the world, regardless of their political convi-
ction, seek his counsel? Why does Congress, arguably the mightiest political institution in human histo—
ry, hang on his every statement in awe of his financial acumens

How has this soft—spoken mystery man remained largely inaccessible to the public at large but at the
same time free of political strings and partisan obligations7 Who is this rock—steady man who touches
our daily lives, guiding this country through uncharted economic waters, leading us to the greatest
prosperity the world has ever seen9

Just who is Alan Greenspan9

The Early Years

Alan Greenspan was born on March 61926 | in the Washington Heights section of New York City . His
father, Herbert, was a stockbroker who divorced his wife | Rose, when Alan was aboy . He attended George
Washington High School  (along with Henry Kissinger) and showed a flair for music and mathematics .

After high school,, Greenspan studied music at the Julliard School , where his facility with the saxo-
phone and clarinet earned him a spot in a swing band . Not interested in pursuing a music career, he enroll-
ed in New York University at 19 as an economics major. He graduated summa cum laude in 1948 with a
Bachelor of Science degree. He went on to receive his master’ s degree from NYU  then went to Columbia
for post—graduate study. While at Columbia, he became friends with Arthur Burns, who was later to be-
come chairman of the Council of Economic Advisors under President Eisenhower and, later still| chairman
of the Federal Reserve from 1870 through 1978. While at Columbia, Greenspan married his first wife
painter Joan Mitchell .

It was around this time that Greenspan became enamored with the works of Ayn Rand, author of the
popular book Azs Sruggea.  He would meet with others at Rand’ s home for discussion circles. These
roundtables led Greenspan to develop his thoughts about economic systems that highlighted the  “morality”
of capitalism—because it did the most good for the most people—individual responsibility,  and a lais-

sez—faire attitude of government toward business in general . These were tenets of Rand and her followers .
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Now 28 years old, his marriage annulled, and short on money, Greenspan dropped out of the
PhD program to become a professional economist. Along with bond trader William Townsend, he
established Townsend —Greenspan & Co. (Greenspan took the consultancy over when Townsend
died in 1858) and built it into a premier economic forecasting consultancy whose clients included
Forture 500 companies, Until 1987 when Greenspan dissolved the business to focus on his career
at the Federal Reserve, he had built an impeccable, unshakable reputation as a skilled forecaster .

Greenspan got his first taste of government work when he became director of policy research
for Richard Nixon’ s campaign in 1968. Later, he worked as an advisor to the president’ s tran—
sition team. He went back to private practice until 1974  when he was asked to head the presi—
dent’ s Council of Economic Advisors. At first he refused the offer—Greenspan didn’ t like
Nixon—but was persuaded by his old friend Arthur Burns, who was then Fed chairman. When
Nixon resigned in August, President Ford extended the offer and he took the job, which ended in
1977. Once again, he returned to Townsend—Greenspan but now found that his years in Wash—
ington—he had received some credit for the economy’s improvement—had given him celebrity
status. He was being asked his views on television and other media and even did a TV ad. for
Apple Computer. He played a venerable financial advisor, it was not a stretch.

From 1981 to 1983, Greenspan chaired the bipartisan National Commission on Social Security
Reform at a time when concerns about the program’ s future were begimning to be raised. The
position was considered political quicksand as each side dug in its heels based on ideology. To
his credit, and to the surprise of many, Greenspan pushed reforms through Congress while keeping
the White House and lawmakers happy at the same time Greenspan’ s political star was rising and
shining brightly .

The Federal Reserve was established in 1913 to oversee the economy. The chairman actually
has two jobs. He is the head of the board of governors, made up of himself and six other ap—
pointed officials. The chairman also oversees the Federal Open Market Committee (FOMC) , com—
posed of the seven Fed governors and the heads of the 12 regional Federal Reserve banks (five of whom vote
at any given time) . The FOMC is the body that votes to raise or lower interest rates . The chairman does not
have the final decision. He has only one vote, but his views are considered most impdrtant_

In 1887, Paul Volcker’ s chairmanship as Federal Reserve chairman was ending, and it become clear
that President Reagan was not going to reappoint him. Volcker was in continual conflict with the adminis—
tration over his method of taming inflation, which was to raise interest rates even though that slowed down
the economy . Volcker was a hero, but not to administration Republicans | who were “supply—siders . ”

It is useful to consider how Greenspan and Volcker were so different from the economists who came
before them. During the first half of the twentieth century, the ideas of the British economist John
Maynard Keynes were gospel. Among other theories, he held that high unemployment was a re—
sult of insufficient consume spending and that it could be relieved by more government spending.

He added thet the government should stimulate the economy even if it meant spending money it
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didn’ t have—deficit spending. Keynes’ s theories gained great popularity because government
spending pulled the United States and many other countries out of the Great Depression of the
1930s.0ne practical downside, however| was that if employment was at too high a level | you
could bring on inflation because fully employed workers spend lots of money and drive the prices
of goods and services higher.

In the 1950s, a group of economists championed by Nobel laureate Milton Friedman believed
that Keynes was off—base. They were known as “monetarists ” because they believed that money
supply drove the economy. By manipulating the amount of money in circulation, they could push
and. pull the economy to stimulate or contract economic growth. This was a radical departure be—
cause it meant that, in theory at least, we could have full employment and low inflation, We
could have economic growth, high consumer demand, and stable prices all at the same time.
These economists also believed that government was not the best judge of how the economy
should operate; the marketplace itself was. Most important, government intervention, especially
spending, should be at a minimum, and deficit spending was an absolute no—no.

Much of this remained theory until Volcker took office and, by using the Fed’ s power to
control the money supply, got inflation under control through monetary practices, mainly the rais—
ing or lowering of interest rates. The Republican administration didn’ t cotton to Democrat Volcker
when his monetarist policies, which were in conflict with its supply,/demand beliefs,  whipped
inflation.  They were jealous of his success. In fairmess,  they complained that monetary policy
temporarily slows down growth, sometimes making borrowing money expensive (because of high
interest rates) and that Volcker® s practices caused a lot of business failures along the way. True,
but to Volcker and other monetarists this was the short—term cost of a long—term solution. Mon—
etarist policy is akin to the old saw about breaking eggs to make an omelet. In Volcker’ s case,
his policy stopped inflation, but the price was a hefty 10 percent unemployment rate and amas—
sive recession in the short term. When Volcker® s tenure was up, he and the Administration had
just about had it with each other, and Greenspan’ s name was on the short list as a replacement .
Even though he was a monetarist, which even now many Republicans were willing to admit
worked, at least Greenspan was a Republican., He has no experience as a central banker | but he
was hailed as a superb forecaster and a person of high integrity .

Once in office, Greenspan continued Volcker’ s legacy, applying what’ s called the Fed’ s
“levers of power”to the economy to stimulate long—term growth and price stability—another
phrase for low inflation. The three levers that the Fed has at its disposal are (1) open market op—
erations.  the buying and selling of Treasury bonds, (2) setting the reserve requirements of barks, how
much they need to hold in cash reserves, and (3) setting interest rates charged to banks . this determines
how much it costs banks to borrow money so they can lend it to their customers .

As you can see, the Fed, through these three levers, controls how much money is in circulation . By
money, we mean hard cash, money in bank accounts, CDs | money market funds, and so on. All of these
tools work to control the money supply,  but the most well known tool is the Fed’ s control of interest
rates, including the “discount rate” at which it lends money to banks, If the discount rate goes up, lending
by banks goes down, and the growth of the money supply slows down, The Fed makes poticy changes in
interest rates at infrequent intervals, usually in increments of 0,25 percent also called “25 basis

points” . Treasury bill rates, the prime lending rate, and savings account rates all tend to move together
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with this change . How does the stock market react to these leversy Let’ s say the Fed “tightens the mon—
ey supply” by increasing the interest rate . Although the whole process is a bit more complicated than I’ m
showing here, the upshot is that there is less money available for people to borrow and buy stocks. Now,
when we say “less money” we really mean that, yes, the actual amount of money in circulation is less—
ened and, because of supply and demand what” s left is more expensive to get hold of . These, then, are
the basics of monetarism as practiced by Greenspan .

Greenspan is a macroeconomist | meaning that he looks at the big picture yet understands the underly—
ing factors, Former U.S. Representative Frank lkard (D—Texas ) once said of Greenspan. “He is the kind
of persons who knows how many thousands of flat—headed bolts were used in a Chevrolet and what it
would do to the national economy if you took out three of them . ”

During his 13 years as Fed chairman Greenspan has faced many challenges. While in office only a few
months | he was confronted with a severe stock market crash on October 19, 1987 . He reacted coolly and
calmly | pumping money into the economy slowly to help rebuild lost confidence. It worked and the market
recovered . Over the years, the Fed was compelled to raise interest rates on many occasions even though
there was no overt evidence of inflation. To Greenspan, these were “preemptive” strikes designed to
head off inflation, He has been criticized for raising rates without visible inflationary signals | but in the end
his fine tuning has proven correct. To Greenspan, the economy is a like a machine with a million little
gears that must be oiled, cajoled, and tweaked for optimum performance . If any single gear is acting odd,
it must be taken care of before it affects those around it .

During the last recession from mid—1990 to March 1991 Greenspan stuck to his belief that a recov—
ery was near and refused to raise interest rates. He was chastised for not doing anything to rejuvenate the
economy quickly | but he was correct in his assertion on this account as well. The recovery did appear and
again his forecast was on the money . Since that recession,  the Fed has met the twin goals of maximum
employment and stable prices, a condition that economists for decades believed was impossible . This fact
alone has earned Greenspan his place as the world’ s master central banker .

On the private side, we know little about Greenspan’ s life except that he and his wife, NBC corre—
spondent Andrea Mitchell (they married in April 1997 he was 71 | she was 50, and the 75 guests were
a who’s who of Washington) | are fixtures in Washington’ s social circles. Friends say that
Greenspan is kind and gentle. His marriage toast to his wife was “ intend to make her happy—and
| will succeed.”

We know that Greenspan is prone to take long hot baths in the morning, where it is said he
does much of his thinking about the economy. He writes his speeches in longhand and is an avid
tennis player .

His friends and acquaintances say he is a person with a dry wit and patience. Barbara Wal—
ters, whom he dated at one time, said of him, “He laughs at himself. |’ ve never heard him
sharply cut anyone off. | don’ t think he has such as a thing as a personal enemy.” His current
wife once told the Wastigion Fost. “One thing that’ s so refreshing about Alan is that he is up
front wiih people. He doesn’ t do things behind people’ s backs.”

Why Has Greenspan Been Se Successful?

The simple answer is that monetarism works better than the old theory of supply and de—

mand, but that’ s not all of it. What makes monetarism so powerful is how Greenspan applies its
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theory into practice. This speaks as much to his beliefs as his experience, judgment, and per—
sonality,  Also, even though he dwells in the Washington world of partisan politics, ~Greenspan
has never let political ideology sway his economic decisions. He is savvy player and a consis—
tent communicator, Call it the Greenspan Way of Monetarism, it has given the United States the
longest—lasting growth ever. More people are working, more people own homes, and more com—
panies are profitable than ever in the history of the world. Most important, inflation is under
control and stable, which means that consumers, companies, and investors don’ t have to factor
it in when making decisions. This leads to confidence in the economy and a willingness to take
risks that lead to further growth and prosperity .

In summary, Alan Greenspan has been successful because he never wavered in his beliefs,
which can be summarized as.

The Lessons of Alan Groensnan

1.Learn everything you can, collect all the data, crunch all the numbers before making a
prediction or a financial forecast. Even then, accept and understand that nobody can predict the
future when people are involved. Human behavior hasn’ t changed, people are unpredictable. If
you’ re wrong, correct your mistake and move on,

2.Worry early. Once you see the beginning signs of problems like inflation, it may be too
late to prevent it. This was put best by William McChesney Martin Jr.  chairman of the Fed in
the 1950s and 1960s, who described the agency this way, lts job is to “teke away the punch
bowl! just as the party gets going.”

3.Inflation or price instability (or uncertainty in any form) is absolutely the worst thing for an
economy . It makes people unwilling to take risks, which are necessary for growth.

4 Take the short—term hit if it will bring long—term gain. Your decisions will not always be
popular or politically expedient .

5.Debt is bad. Pay it down as fast as you can,

6.Continue to present your ideas in as many different ways as possible until people under—
stand and act upon what you’ ve been saying. (Greenspan’ s speeches often begin with mini—lec—
tures about the economy. He hammered away at Congress for years about the issue of debt and
deficit reduction until it passed a balanced budget. Now he lectures it on paying down the debt
with any surplus that becomes available . )

7 Know the effects of making your decision, understand too, what will happen if you don’ t
make that decision. Consider the worst—case scenario and how you will deal with it.

8.You can never eliminate risk. In fact, you don’ t want to because it would lead to reck—
lessness. Instead, try to mitigate risk and factor it into your decision—making process.

8.The business cycle is a fact of nature. The best we can do is try to keep the ups and downs
from becoming too extreme . Always keep your eyes focused on the big picture despite Short—term set—
backs or detours .

10.Conditions are always in flux. Be flexible, understand and adjust to the changes around you but
remain true to your core convictions

11 .Free, competitive markets, are the most efficient markets., Government intervention should be
reserved for crises.

12 .In the end, your reputation is your most important asset .
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How to Use This Book

g he purpose of this book is to explain how Greenspan has done what he’ s done and

how you can apply some of his economic lessons to your own personal and business
life. Because he doesn’ t give interviews (at least not since becoming Fed chairman), the
best picture of what he thinks is seen through his public testimonies, speeches, ques—
tion—and—answer periods in front of Congress, and the very rare off—-the~cuff comment
before or after a public appearance. This book is a representation of Greenspan’ s ideas,
in his own words, which are always measured and precise. His thoughts can be crystal
clear if you pay close attention. However, he has been accused of obfuscation or being
purposely vague. This is a valid criticism, because Greenspan remains sensitive that his
remarks can be overanalyzed and misconstrued. By occasionally leaving them open to
interpretation, he figures that, on balance, he’ Il see as many positive reactions as neg—
ative ones. As you’ Il see later, his words do indeed move markets nevertheless.

The quotations that follow have been culled from hundreds of remarks made by
Greenspan dating back to the early 1980s. By the way, Greenspan isn’t paid for his
speeches. The Fed pays for him to fly coach to speaking engagements outside Washington.




