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Fed Chief’s Style:
Devour the Data,
Beware of Dogma
As Retirement Looms in 2006,

Greenspan’s Strong Record

Will Be Hard to Replicate

Did He Help Create a Bubble?

By GREG IP

WASHINGTON—In September 1996,
Alan Greenspan was fixated on a statistic
neglected by most economic forecasters.
It was service- sector worker productivity,
a measure of how much an employee
could produce in an hour.

Government data
suggested it was
falling. The chair-
man of the Federal
Reserve was con-
vinced they were
wrong. Casting his
eye across the
American economic
landscape, he fo-
cused on other sig-
nals: rising orders
for high-tech equip-
ment and higher
profits at the com-
panies that bought

the gear.
He knew it had taken decades for the

innovation of electricity to boost produc-
tivity. Now, he thought, the advent of
computers was finally having a similar
delayed effect. Mr. Greenspan was so
sure of his insight, he was ready to bet
the fortunes of the U.S. economy.

That fall, his fellow Fed officials
worried that economic growth was so
robust it would push up inflation. Eight of
the Federal Reserve’s 12 regional banks
wanted to cool things down by raising
interest rates. Two Fed governors took
the rare step of warning Mr. Greenspan
they might publicly dissent if he didn’t
recommend such a move.

At a meeting to vote on interest rates,
Mr. Greenspan refused and argued that
rates should be held flat, according to a

transcript. Following his analysis of the
productivity data, he believed companies
could now make and sell more without
having to hire more employees, reducing
the threat of inflation. His conviction was
backed by his earlier investigation of
some truly arcane statistics, such as the
gap between the government’s two main
measures of gross domestic product. His
colleagues, with misgivings, went along.

Today, it’s clear Mr. Greenspan was
correct. By not raising rates, the Fed
allowed the economy to continue growing
and unemployment to drop to its lowest
level in a generation, even as inflation
edged downward. Other central banks
“would have clamped down,” says Nobel
Prize-winning economist Robert Solow of
the Massachusetts Institute of Tech-
nology. “[Mr. Greenspan] refused to be
slave to a doctrine. He kept saying, ‘Let’s
look around us and see what’s happening,
and act accordingly.’ “

For 17 years, Mr. Greenspan, who is
now 78 years old, has deftly steered the
American economy by relying on two
strengths: an unparalleled grasp of the
most intricate data and a willingness to
break with convention when traditional
economic rules stop working. In an era
when economics is increasingly driven by
mathematical models and politics by
dogma, Mr. Greenspan rejects both.

As a result, few people—including
those who have watched him from inside
the Fed—understand how he works or
how his successor might reproduce his
record. In setting interest rates, he has
studied mortgage repayments, the
expected price of oil six years in the

future and communications equipment
order backlogs. Mr. Greenspan’s current
term ends in January 2006 and because of
term limits imposed on Fed governors, he
cannot serve another.

“When Greenspan’s replacement,
whoever he or she is, walks into that
office and opens the drawer for the
secrets, he’s going to find it’s empty,”
says Alan Blinder, a former Fed
governor. “The secrets are in Green-
span’s head.”

Some of Mr. Greenspan’s success was
built on the work of others, including
predecessor Paul Volcker’s defeat of
inflation in the early 1980s, technological
advances and changes in financial and
labor markets.

Moreover, Mr. Greenspan’s judgments
on occasion turned out to be erroneous.
He overestimated the value of late-1990s
investments in technology, leading critics
to charge that he egged on the stock-
market bubble. He also misread the dura-
bility of the late 1990s federal budget
surplus and supported sweeping tax cuts
that ultimately made the deficit more
intractable.

In addition, Mr. Greenspan’s decision
in 1998 to not prick the stock-market
bubble is still controversial. Some fear his
alternate move to cushion its aftermath
with low rates fueled worrisome growth
in consumer debt, housing prices and
foreign debt.

Nevertheless, taken as a whole, Mr.
Greenspan’s accomplishments add up to
a striking record, one that helps explain
how the U.S. has been able to keep up its
growth while many other major econ-
omies still struggle. Three pivotal deci-
sions illustrate the theme: raising rates
in 1994, leaving them alone in 1996 and
letting the stock bubble inflate. In each
case, Mr. Greenspan rewrote the rules of
central banking, even in the face of oppo-
sition from those around him.

1994: Soft Landing
In the first eight months of 1994, in a

bid to slow the economy, the Fed raised
its short-term interest rate five times, or
a total of 1.75 percentage points, to 4.75%.
The Greenspan Fed had a long tradition
of moving in small increments, hoping to
give officials time to assess the impact on
corporate borrowing or consumer spend-
ing before moving again. Changing rates
too rapidly, the theory went, risked an
unnecessarily sharp slowdown and higher
unemployment.

But the economy showed no signs of
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slowing. Investors still worried about
inflation—then running at an annual rate
of about 3%. That concern led the bond
market to drive up long-term interest
rates. When bond buyers worry their
investment will be eroded by inflation,
they typically demand a higher rate of
return as compensation.

The Fed’s challenge was to raise rates
enough to slow growth and yet also
contain inflation—an elusive combination
called a “soft landing.” But the Fed might
raise rates too much, or the inflation-
obsessed bond market could drive up
long-term interest rates too high, causing

the economy to fall
into recession with a
“hard landing.”

In November 1994,
Mr. Greenspan made
a dramatic proposal
to the Federal Open
Market Committee,
the body that votes
on interest rates:
Jack up the Fed’s key
short-term interest
rate by three-quar-
ters of a percentage
point in one shot,
something he had

never recommended before. Mr.
Greenspan believed such a move would
demonstrate the Fed’s resolve and finally
stamp out inflation worries.

“I think that we are behind the curve,”
he told the Fed’s policy committee, tran-
scripts show. Doing less, he said, could
undermine confidence in the Fed’s ability
to control inflation. With none of the
ambiguity that marked his public state-
ments, Mr. Greenspan said such an even-
tuality could provoke a “run on the dollar,
a run on the bond market, and a signifi-
cant decline in stock prices.”

Some of the six other governors and 12
regional bank presidents who made up
the FOMC worried Mr. Greenspan was
overdoing it. Especially concerned were
two new Clinton-appointed governors,
Janet Yellen and Mr. Blinder, academic
economists inclined at the time to worry
more about unemployment than inflation.
“There is a real risk of a hard landing,
instead of a soft landing, if we are too
impatient and overreact,” Ms. Yellen,
who is now president of the San Francisco
regional bank, told the committee.

Mr. Blinder thought the bond market
would consider the increase a sign of
more drastic action to come and would
continue boosting long- term rates. Mr.
Greenspan’s proposal, he told the
meeting, would “be like feeding red meat
to the bond-market lions. They will chew
it up and they will ask for more.”

Mr. Greenspan held firm. In theory,
the 12 voting members of the FOMC
decide interest rates, but in practice, they
rarely dissent from the chairman’s
recommendation, in part to present a
united public front. Without enthusiasm,

Ms. Yellen and Mr. Blinder went along
with the three-quarter point rate increase.
They did the same again 11 weeks later
when Mr. Greenspan pushed rates up a
final half-percentage point, to 6%. Both
votes were unanimous.

Mr. Greenspan’s gamble paid off.
Investors concluded that the Fed’s actions
would contain inflation. Long-term
interest rates stabilized shortly after the
November increase and fell steadily after
February’s. The stock market rallied. The
economy slowed sharply in the first half
of 1995 but didn’t lapse into recession. By
the second half of the year it was growing
briskly again. Inflation remained at 3%.
Mr. Greenspan had achieved the “soft
landing,” central banking’s holy grail. It
set the stage for six more years of growth
and the longest U.S. economic expansion
on record.

At the time, neither Mr. Blinder nor
Ms. Yellen disputed the economy’s
strength or the need to raise rates, but
differed with Mr. Greenspan on how to
proceed. “I learned that when it comes to
tactics, you should just defer to Green-
span,” Mr. Blinder says in an interview.
In a 2002 book, Mr. Blinder and Ms.
Yellen wrote: “This stunningly successful
episode . . . elevated Greenspan’s already
lofty reputation to that of macroeconomic
magician.”

The gamble also helped solidify the
Fed’s political independence. “It educated
a lot of politicians, including Bill Clinton
and many members of Congress, that it
isn’t terrible every time the Fed raises
interest rates,” Mr. Blinder says.

The move had a downside, however, in
that it emboldened investors. Many
started believing the Fed would always
prevent recessions, a notion that in their
minds made stocks less risky and helped
justify ever-increasing prices. “The idea
that the business cycle had become less
violent, became: ‘the business cycle is
dead,’ “ says Ethan Harris, a former New
York Fed staffer and now chief U.S. econ-
omist at Lehman Brothers. It was one
reason, he says, why investors drove up
stocks to prices that later became unsus-
tainable.

1996: New Economy
Mr. Greenspan doesn’t mingle much

with his fellow governors. Though a
fixture on Washington’s social circuit,
he’s an introvert who would rather read
staff memos. He rises at 6 a.m. and starts
the day reading newspapers and econ-
omic reports and working on speeches,
often in his bathtub. He eats breakfast at
his office most mornings, usually hot
cereal and decaf Starbucks coffee. Clas-
sical music sometimes plays on the
stereo. 

In September 1996, Ms. Yellen and
Laurence Meyer, a new Fed governor and
a former top-ranked independent econ-
omic forecaster, made a rare visit to Mr.

Greenspan’s office. It was the week
before an FOMC meeting and Ms. Yellen
and Mr. Meyer hoped to influence his
recommendation on interest rates. 

The pair worried that unemployment
had been so low for so long that a resur-
gence in inflation was inevitable. Conven-
tional economic models held that compa-
nies would have to pay higher wages to
attract enough staff and would pass on
those costs to consumers as higher prices.
They warned Mr. Greenspan that if he
didn’t recommend higher rates soon, they
might vote against him, recalls Mr.
Meyer, who has since joined an economic
forecasting firm. 

Mr. Greenspan listened without tipping
his hand. He had noted the same develop-
ments but reached a different conclusion
based on his analysis of worker-produc-
tivity numbers. Like many economists,
Mr. Greenspan had long wondered why
the spread of computers in the 1970s and
1980s hadn’t boosted productivity, or
output per hour of work. He was taken
with the argument of economic historian
Paul David, who noted that electricity
didn’t boost productivity for decades until
working patterns adjusted. Mr. David
suggested the same lag applied to
computers. 

Mr. Greenspan now saw surging orders
for high-tech equipment since 1993—
coupled with higher profits at the compa-
nies that bought the equipment—as evi-
dence the productivity payoff had arrived.
If this effect was real, it meant econo-
mists were underestimating how fast the
economy could grow before inflation
reared its head. Companies could produce
more without incurring the cost of hiring
fresh labor. 

When the meeting rolled around the
next week, it was a tense affair. A
Reuters report had made public the fact
that eight of the 12 regional banks had
asked for higher rates. 

Mr. Greenspan disagreed and told the
committee he wanted to hold rates firm.
An important reason, he argued, was that
the government’s productivity data were
wrong. According to an analysis he
commissioned from two Fed economists,
productivity since 1990 in many services
industries such as health care must have
declined if the government’s numbers
were accurate. 

This “makes no sense,” Mr. Greenspan
told the meeting. “The tremendous con-
traction in productivity, which all of our
data show, is partially phony.” Instead,
he pointed to other government reports
showing that companies were recording
ever-wider profit margins without raising
prices, a sure sign of productivity gains.
“Productivity is indeed rising a lot faster
than our statistics indicate.” 

Many committee members remained
skeptical; half still wanted to raise rates.
New York Fed President William McDo-
nough called for solidarity with Mr.
Greenspan, saying talk about dissension

Alan Greenspan
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had hurt staff morale, transcripts show.
Some bridled at the suggestion. In the
end, all but one member voted with Mr.
Greenspan. The Fed kept rates steady
through the fall and winter, against the
expectations of most mainstream econo-
mists. The decision had an added benefit
of keeping the Fed out of the limelight
during the presidential election between
Mr. Clinton and Republican Bob Dole. 

Productivity growth, subsequent data
show, did accelerate in 1996 from a disap-
pointing two-decade trend. The U.S.
economy, once thought by the Fed to be
capable of growing safely at only about
2.5% a year, could now grow about 3.5% or
more without igniting inflation. 

Mr. Greenspan “got it right before the
rest of us did,” Mr. Meyer wrote in a
memoir published this year. 

The decision to not increase interest
rates allowed the unemployment rate to
fall to a generation-low of 4%, extended
the 1990s boom and helped America’s
most-disadvantaged workers share the
benefits. 

Despite his early recognition of the
transformative power of technology, Mr.
Greenspan doesn’t use e-mail. He does

have an Apple Computer Inc. iPod digital-
music player given to him by his friend,
World Bank President James Wolfensohn.
Regardless, his arguments made him the
leading apostle of what was then dubbed
the “New Economy,” the idea that tech-
nology had permanently raised the
economy’s growth rate. 

Given that the tech boom eventually
went bust, helping push the economy into
recession, did Mr. Greenspan’s enthu-
siasm go too far? One predecessor as Fed
chairman, William McChesney Martin
Jr., said central bankers are supposed to
take away the punch bowl when the party
gets going. In words at least, Mr.
Greenspan did the opposite. “He went a
little overboard on the `New Economy,’ “
says Mr. Solow the MIT economist. 

In public and private, Mr. Greenspan
was clear he thought stock prices were
irrational. “The danger is that in these
circumstances, an unwarranted, perhaps
euphoric, extension of recent develop-
ments can drive equity prices to levels
that are unsupportable,” he told Congress
in 1999. 

But he fully bought into the idea that
booming sales of tech gear, which helped

fuel the stock mania, were both rational
and sustainable. “The veritable explosion
of spending on high-tech equipment and
software . . . could hardly have occurred
without a large increase in the pool of
profitable projects available to business
planners,” he told a White House confer-
ence in April 2000. 

Shipments of high-tech equipment
peaked five months after that conference,
then plunged 25% over the next year.
Many of the investment projects Mr.
Greenspan praised proved to be losers.
Start-up telecoms and dot-com businesses,
flush with capital, spent billions building
online businesses that were barely used.
Between 1997 and 2001, companies
invested $90 billion laying fiber-optic
cable but less than 3% of it was in use
when the recession struck. 

Moreover, some of the profits of the
late 1990s, at companies such as Enron
and WorldCom, turned out to be fictitious.
“He was right about the productivity
change,” says Allan Meltzer, a Fed histo-
rian at Carnegie Mellon University. “He
was wrong about much of the profitability
of the productivity change.” 

Still, even if Mr. Greenspan had real-
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ized that a lot of investment spending was
wasted, it’s not clear he would have
raised rates sooner. Productivity has
actually accelerated since the recession.
Investors meanwhile ignored his warn-
ings about the stock market, creating the
biggest challenge of Mr. Greenspan’s
career. 

1998: Stock Bubble
Back in spring 1994, when the Dow

Jones Industrial Average was below 4000,
Mr. Greenspan worried that a stock-
market bubble had formed, according to
transcripts of Fed meetings, and he
raised rates partly to deflate it. The effect
was temporary. Once it became clear the
Fed had achieved its soft landing, stocks
headed higher again. 

By fall 1996, as the Dow approached
6000, Lawrence Lindsey, then a Fed
governor, told Mr. Greenspan and his
fellow governors that the Fed should halt
the bull market. “All bubbles end badly,”
Mr. Lindsey recalls telling a meeting of
Fed governors. 

A few months later, in a December
speech given to the American Enterprise
Institute, Mr. Greenspan famously asked
if stock investors were gripped by “irra-
tional exuberance.” Again, the effect was
temporary. By spring 1998, the Dow top-
ped 9000 and pressure on Mr. Greenspan
was intense to damp the market with
actions, not just words. 

In April of that year, the Economist
magazine ran an editorial titled,
“America’s bubble economy: The Fed
needs to pop it, and the sooner the
better.” That issue’s cover featured a
bubble floating over the Statue of Liberty.
The article asserted that the 1929 crash

and subsequent Depression were caused
by a similar Fed failure to rein in stock
speculation. Mr. Lindsey, who had since
joined a think tank, visited Mr. Green-
span and the two discussed the piece. Mr.
Greenspan maintained that the Great
Depression could have been avoided if the
Fed had acted more aggressively after the
crash, Mr. Lindsey recalls. “1929 didn’t
cause 1932. It depends on what you do in
1930 and 1931,” Mr. Lindsey recalls Mr.
Greenspan saying. 

At an FOMC meeting the following
month, the central bank’s staff warned in
a presentation that rising stock prices
were creating a bubble that threatened to
create economic instability. Donald Kohn,
then a top Fed staffer and now a Fed
governor, offered several options. The
most severe: Raise rates promptly if the
committee thought the eventual collapse
of a stock bubble posed a “sufficient
threat . . . to the health of the economy
and the financial system.” 

Mr. Greenspan told the meeting he
didn’t want to prick the bubble. First, he
told the committee members, it was hard
to second-guess millions of investors on
the right value for stock prices. Secondly,
he said permanently ending a bubble
required rates so high they’d also wreck
the economy. 

The bubble began to deflate by itself in
April 2000. When the economy weakened,
the Fed cut rates sharply, following Mr.
Greenspan’s analysis of what the Fed did
wrong in 1929. It cut rates twice in
January 2001 and five times more through
August. After the Sept. 11 attacks, it cut
four more times, and did so again in 2002
after corporate scandals undermined
investor confidence. In 2003, when the
Iraq war and threat of deflation hung over

the economy, the Fed cut rates again. By
June 2003, the Fed’s key rate was at 1%,
the lowest in 45 years. 

The same thinking also led Mr. Green-
span to slash rates after the 1987 stock-
market crash and in 1998 after Russia
defaulted on its debt, roiling world stock
and bond markets. On both occasions, the
economy rapidly bounced back. 

This time, however, debate still rages
over Mr. Greenspan’s strategy. For now,
it appears to have worked. The U.S.
escaped with a mild recession instead of a
1930s-style Depression or Japanese-style
stagnation, says Nobel Prize winner
Milton Friedman. For that, Mr. Friedman
credits the Greenspan Fed’s aggressive
rate-cutting. “The bubble left real costs on
the economy, in a significant waste of
capital,” Mr. Friedman says. “But I don’t
believe the Federal Reserve could or
should have done anything significant
about it. It’s not the business of the
Federal Reserve to control the stock
market; it’s the business of the Federal
Reserve to produce stable prices.” 

Mr. Greenspan has been confident
enough in the outlook to start raising
rates, but the expansion seems tentative.
Scarred by the aftermath of 1990s, busi-
nesses are hesitant to hire and invest.
Some economists worry by having kept
rates so low, the Fed fueled excessive
borrowing and a housing-market bubble.
A plunge in housing prices would be
particularly painful because property
comprises such a sizable part of most
families’ wealth. It’s also the collateral for
many loans. 

“It’s a lingering issue Alan Greenspan
has to defuse in writing his own history,”
says veteran Wall Street economist Henry
Kaufman. 
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