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MICHAEL MI LKEN: Welcome. Let’s start with a 
question on everyone’s mind. How does the 
current economic situation compare with 
that of the 1930s? 
GARY BECKER : There’s really no comparison in 
terms of severity. Let me start with some sta-
tistics. In 1929, prior to the Great Depression, 
the unemployment rate was 3 percent. Four 
years later, it reached 25 percent. And the rate 
averaged 17 percent over the 1930s. 

Now look at the present situation. Yes, I 
think this is a serious recession. We started at 
about 4.5 percent unemployment and we 
may go to 11, maybe even 12 percent. It’s hard 
to believe, though, that in the absence of fool-

ish policies it will go beyond 12 percent. Or 
look at GDP: It’s fallen 1.5 to 2.5 percent so 
far; maybe it will fall a couple percentage 
points more. In the Great Depression it fell 15 
to 20 percent. We’re in a serious recession, 
maybe the most serious in the post-World 
War II period. But it’s not a depression.
MI LKEN: Roger, how do you see this period?
ROGER MYERSON: I doubt this global recession 
will generate the level of suffering experi-
enced during the Great Depression – or the 
political consequences. The rise of Nazism in 
Germany in 1933 was much more closely 
linked to mistakes in diplomacy and, in partic-
ular, to the effort to extract reparations from 
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Germany after World War I. Probably the 
closest historical analogue to Germany in 
1933 is what we saw in Russia in the 1990s. 
There were very serious fears that the suffer-
ing of the Russian people after the collapse of 
the Soviet economy would give rise to an ag-
gressive nationalist movement and a very 
dangerous regime similar to that of Hitler’s in 
Germany. 

A big difference is that nobody was trying 
to extract compensation from the former So-
viet Union. Not only have we learned to man-
age economic failure better, we’ve learned 
something about managing the international 
community.
MYRON SCHOLES: We have a problem of de-
leveraging [reducing debt], and the more asset 
prices go down the more debt will have to be 
shed. So prices have to stabilize or else we are 
going to have more need for deleveraging.
MYERSON: That happened as well in past fi-
nancial crises. But in addition – unlike, say, in 
the 1987 stock market crisis – we’ve had a fall 
in consumption and investment in the real 
economy.
SCHOLES: We have, on the one hand, a cascade 
of falling financial asset prices, and on the 
other, a cascading drop in consumption and 
investment. Both of these declines must stop 
before the economy can grow. So we have a 
huge coordination issue in which each of us 
attends to our own problems by reducing in-
vestment and consumption at the expense of 
everyone else. As each of us tries to reduce 
risk we increase the risks faced by others. So, I 
think that Alan Greenspan was a little bit 
quick in saying that banks and other financial 
entities hadn’t taken account of risk.
MI LKEN: Myron, just let me paraphrase if I 
could for a moment. Your point is that the 
banks were focusing on the risks in their own 
portfolios, not recognizing what would hap-

pen if all the others were increasing leverage 
at the same time.
SCHOLES: Exactly. I’ll give a simple example. I 
might decide that I want to sell my house in 
the Palo Alto area because I have a job oppor-
tunity in some other city, not recognizing that 
a lot of other people might want to sell their 
houses at the same time. So each of us might 
be correct that it would make sense to sell and 
move. But when everyone tries to sell, it be-
comes much more difficult for anyone to sell.
MI LKEN: Does it make sense to compare the 
problems of this economy to that of a very 
sick patient in an emergency room?
SCHOLES: It is a bit like an emergency room 
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situation. The problem is trying to treat a 
shock to the system without knowing exactly 
what’s wrong and having little experience 
with similar trauma. I think I’d rather treat 
the patient after the emergency room – maybe 
reconstructing a leg after it has been saved.
MI LKEN: So you want to go to work after 
someone else has saved the patient?
SCHOLES: Right! That’s easier to do.
BECKER : The first principle of medicine is to 
do no harm. And that should apply to gov-
ernment officials and economists, too. We 
have an economy that has tremendous 
strengths. It’s led the global market-oriented 
economy, which has pulled hundreds of mil-

lions of people out of poverty. I think there 
are things you can do to repair the current 
damage. But, just like a doctor has to recog-
nize that humans possess remarkable recu-
perative powers in the process of treating the 
patient, economists have to understand that 
they could end up interfering with the natu-
ral recuperative powers of the economy.

I’m not saying we should adopt a laissez-
faire attitude. I think the Federal Reserve has 
been right in taking a very aggressive stance 
in buying troubled financial assets and creat-
ing large bank reserves. But these large re-
serves pose an inflationary threat down the 
road. At some point we are going to have to 
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deal with that. 
I’m also very worried about the stimulus 

package. Nobody, private or public, can spend 
$800 billion very efficiently. There is no free 
lunch here. The government is getting bigger 
and it will be hard to go back. That is a very 
real threat to the economy.
MYERSON: I like the emergency room analogy. 
We’re not going to have a repeat of the De-
pression, because our doctors/economists can 

do more to cure the disease than they could 
two generations ago. But I’m wondering the 
extent to which economists a few decades in 
the future will view some of what we’ve done 
as the financial equivalent to using leeches. 
Things we thought would be curative but 
weren’t. And, I think the truth is, we still have 
a lot to learn.
BECKER : We don’t want to learn by killing the 
patient.
SCHOLES: They are not likely to do that, but 
they are likely to make mistakes.
MI LKEN: Another Nobel Prize winner, the eco-

nomic historian Bob Fogel, pointed out at 
one of our past conferences that incomes 
didn’t grow for most of the 11,000 years of 
human civilization. So the fact that the world 
economy has grown so much in recent years 
is a tremendous accomplishment. It under-
lines Gary’s point that the patient is probably 
far healthier than we think.

Let me bring up another issue. Anyone 
could have looked up the statistics and easily 
found out that housing prices go down as well 

as up – that housing prices have gone 
down about 40 percent of the time over 
the last 120 years. Likewise, in the 1970s 
and 1980s banks could have looked up 
the numbers and found that sovereign 
debt [the debts of governments] had a 
long history of defaults. 

Yet people keep lending money in in-
creasingly risky markets until bubbles 
burst. Why do they repeatedly ignore the 
evidence? Why does it take so long to re-
alize that the emperor has no clothes? 
BECKER : Let me say a couple of things in 
response. It’s not necessarily irrational 
for an individual participant in a partic-
ular market to buy or lend in the expec-
tation that prices are going to increase if 
nobody knows when prices are going to 
come back down. The rationality of inves-

tors as a group can be questioned when you 
have these excessive price increases, but it’s al-
ways possible to make money in a sky-high 
market if prices go up for a little longer.

That excuse doesn’t apply, though, to regu-
lators who should have known that housing 
prices were excessive and that systemic risk 
was building. Greenspan kept interest rates 
low when objective tests suggested that rates 
should have been significantly higher. Now 
he says that world forces were keeping inter-
est rates low – large savings were coming 
from China and elsewhere. I think that’s true. 
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But, there’s still no doubt in my mind that the 
Fed contributed to the problem. 

So, I’m very much puzzled when I’m told 
that we need additional regulation in spite of 
the fact that we know that regulators get 
caught up in the same type of optimism as 
market participants – that they don’t take the 
remedial actions that are possible without 
more rules. When you give a lot of discretion 
to regulators, experience suggests they don’t 
use it very well.
MYERSON: I agree with Milton Friedman 
that arguments for government involve-
ment need to be scrutinized at a very high 
standard. On the other hand, it is also clear 
that the strength of American financial in-
stitutions owes a great deal to the political 
and legal environment in the United 
States – that government does matter. 
And I think we have a huge crisis of confi-
dence on our hands regarding the quality 
of financial regulation in this country.

Let me just toss out the hypothesis that 
it will take some kind of credible financial 
reform package to restore confidence in 
order to turn the economy around. Then 
the world will say, “something needed to 
be done, and it was done.” 

My colleagues know much more about 
the substance of financial regulation than 
I do. But as a game theorist, I think that the 
rules of the game matter, and I think there are 
good economic reasons for intervention.

For example, we allow companies seeking 
credit ratings for their debt to pay the com-
mercial ratings agencies for the service. I think 
our government has to take on the job of cer-
tifying the creditworthiness. This is an urgent 
priority – much more urgent, for example, 
than passing a stimulus package.
B ECKER : Governments do regulation badly. 
That’s why I said that the regulations we al-
ready impose should operate automatically, 

without regulatory discretion. 
SCHOLES: You have to know what to regulate 
and how to regulate. The banks were the most 
regulated institutions in the financial system, 
yet they are the ones who’ve gotten in the 
most difficulty. The government encouraged 
subprime lending as a way to increase home-
ownership. But there was little discussion of 
why ownership was better than renting. 

Or consider our reliance on the Federal 
Reserve to stabilize the economy. It has too 

many things to do with just one instrument 
[control of the money supply]. And the Fed 
governors don’t have the knowledge it takes 
to run the economy. 

We hear about how the economy did great 
for 15 to 20 years, and if only we had stuck 
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with moderate policies everything would have 
been OK now. This reminds me of when I 
was a young man. Every Saturday I’d go to the 
movies and they’d have newsreels about gal-
lant firefighters in the West putting out forest 
fires. As a result, we had few fire disasters, but 
the underbrush grew and grew. And now we 
are plagued by gigantic fires that are difficult 
to control.

We need volatility in our economy. We 
need volatility to force people to face the con-
sequences of their own decisions, rather than 
trying to smooth everything out.
MI LKEN: You’re making two points here, Myron. 
First, the markets that have done the poorest 
are the ones that were the most regulated. 
And two, that volatility increases the value.
SCHOLES: That’s correct. Just to finish the 
thought: I think we should change the Con-
stitution so that no governor in the central 
bank can get up and say “Don’t worry about 
this shock or that; we understand how to deal 
with it.” They can’t. It’s just impossible.
MI LKEN: One of the secrets to the United 
States’ economic success is the fact that, every 
decade from 1880 to 1960, the average person 
in the country added one year of school. So, 
by 1960 the average person had eight more 
years of formal schooling than his or her 
counterpart in 1880 – two years more than in 
any other country in the world. But the 
growth stopped in 1960. Why have we not 
found an effective way to deal with this issue 
when the problem is well known, when every 
president for the past half century has an-
nounced that he was going to be the educa-
tion president?
BECKER : Let me put this problem in global 
perspective. In the last 30 years, there has 
been an enormous boom in higher education 
throughout the world. There has been a huge 
growth with the fraction of people getting a 

higher education both in rich countries and 
poor countries. The United States used to be 
number one in higher education. Now, we’re 
around 10th or so, with countries like [South] 
Korea ahead of us. The question is, why?

If you look at the high school completion 
rate in the United States, it’s been pretty sta-
tionary for 30 years. About 25 percent of 
young Americans fail to complete high school. 
Twenty-five percent! So, it is hard to match 
the higher education rates of countries in 
which almost 100 percent finish high school.

The problem is not money; we spend 
more on K-12 than any other country in the 
world. We need more competition between 
schools. We need more charter schools, and 
we need voucher programs so we get more 
private schools into the system. The biggest 
obstacle continues to be the teachers’ unions. 
They are 100 percent opposed to vouchers. 
And they opposed charter schools until these 
schools were forced down their throats.

I’m not saying that once we have competi-
tion, lo and behold we will have a great K-12 
system. We have family and social problems 
that a lot of other countries don’t face, and 
they affect school performance, especially in 
inner-city areas. But greater competition 
would open the door to innovation, to find-
ing out what works and what doesn’t work.
MI LKEN: There are very few professions in 
which you find people embrace change. How 
would you create an environment in schools 
that opens them to change?
MYERSON: I’m not an expert on this area, but I 
know how strongly some people feel about 
the monopolistic position of public schools. 
And it is very difficult for an economist not to 
see the compelling logic in what Gary has been 
saying. 

The greatest accomplishment of econom-
ics as a profession has been to articulate the 
interests of people in reforming public policy. 

t h e  n o b e l  r o u n d t a b l e



57Third Quarter  2009 

pa
ul

 b
li

es
e

Take the liberalization of trade. The extra com-
petition created by imports is bad for those 
who produce for domestic markets, and they 
know it very well. It’s good for the consumers, 
but they don’t think about it as much and are 
certainly not as vocal as producers. About 200 
years ago, economists began making the 
point: consumers’ interests in trade are very 
real, and should be articulated. Likewise, the 
benefits of competition to children and par-
ents from having competition in education 
need to be articulated.
MI LKEN: But the public doesn’t seem to trust 
competition. In a recent poll, only 53 percent 
of Americans said they thought capitalism 
was superior to socialism. Which system more 
effectively reduces income inequality? If Karl 
Marx were alive today, what would he think 
of what’s happening? 
BECKER : I’ll start off. First of all, I don’t believe 
that only 53 percent of Americans really be-
lieve capitalism is better than socialism. Yes, 

they voted this time to have more govern-
ment. But I think the American people mainly 
like a free market system with some govern-
ment regulation.

Now, as to which system leads to the least 
inequality, I don’t think that’s the right way to 
pose the question. Better to ask which system 
leads to less poverty and higher incomes for 
even the low end of the population. And here 
I think it’s no contest: capitalism has proved 
to be the best engine for raising incomes 
around the world.

Look at India, which went for 40 years or so 
with socialism and got a very modest rate of 
growth. When it began to reform the economy 
in 1991, the economy began to grow more 
rapidly. And it has grown pretty rapidly since 
then, taking hundreds of millions of people 
out of poverty. The same goes for China.

One more point on inequality. There’s been 
a sizable growth in earnings inequality in  
the United States as well as other developed 
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countries since 1980. But the inequality has 
been caused by the increasing wage gap be-
tween college graduates and high school grad-
uates. That’s inequality associated with higher 
rates of return on investments in higher edu-
cation. [See the article on this subject on page 
26.] Most of us would say this sort of trend is 
good because we’re getting a higher rate of re-
turn on investments.

The challenge is the one you raised earlier, 
Mike. How do we improve education and get 
more people to take advantage of it? That’s 
where we’re falling down – not in preventing 
inequality.
MYERSON: You raised the specter of Karl Marx. 
He would want us to be speculating about the 
demise of capitalism, but it’s not going to 
wither away. There’s still plenty of evidence of 
the superiority of the free market system. 

We’re talking a lot about inequality these 

days in the context of CEO pay – that the 
benefits of financial innovation have largely 
gone to making a few people rich. But global 
prosperity depends on how well the financial 
community works. And, I think a successful 
financial system requires the possibility of 
bankers becoming very rich. 

You can’t expect people to manage trillions 
of dollars of other people’s money on a clerk’s 
salary. It’s OK to have the inequality, but the 
public needs to know why it is necessary.
SCHOLES: We’re going to create a situation in 
which the banks will become public utilities – 
in which the government stomps on any ini-
tiative that could make some money for the 
bankers. Government is not a substitute for 
markets. It can’t provide the vital information 
that markets provide. 
MI LKEN: I want to thank each of you for join-
ing us. And Roger, you did a fabulous job in 
your rookie season at the Milken Institute. 
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