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Ç The paper presented by Professor Michael Bailey is a very 

smart and well written article.

Ç It shows three political economic paradigms that could be 

followed in the near future by President Obama.

1. The New Dealôs/ neokeynesians paradigm (more 

interventionist).

2. The Clintonôs paradigm (less interventionist)). 

3. The behavioral economics paradigm. 

ÇHowever, for the sake of completeness, letôs deepn in fourth 

approach: the Austrian School approach (laissez faire). 
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Ç This approach will be very useful to complete the ideas 

developed in this paper, specially those related to: 

ü The origins of the current crisis: Market failure vs

bad economic policies, institutions, and intervention.

ü The economic policies adopted by developed 

countries to counter the effects of the financial and 

economic crisis. 

üWhat could be done to overcome the crisis?More short-

run intervention and public spending vsmarket 

adjustments.



ÇThe current crisis has multiple causes. In the United 

States, the most important were the following:
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1. Since 1995, the very lax monetary policyof the FED 

encouraged the dot.comand the housing bubbles (and 

subsequent burst). 
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üThe behavior of the investment community reflects the 

incentive structure put in place by the authorities.The 

problem arises when this behavior becomes systemic.

1. Since 1995, the very lax monetary policyof the FED 

encouraged the dot.comand the housing bubbles.
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üOver decades, expansive monetary policy has gone 

hand in hand with implicit and explicit bailout guarantees

(Moral Hazard) and this has distorted the process of 

capital allocation. 

1 2 3



a) Excessive risk taking encouraged by artificially low 

interest rates.(Market failure or excessive monetary 

intervention?)

1. Since 1995, the very lax monetary policyof the FED 

encouraged the dot.comand the housing bubbles.
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ü Effects of the expansionary monetary policy were: 

1 2 3

Desviación de los tipos de interés respecto al tipo implícito en  la regla de 

Taylor: i -i (TR )
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b) An increasing CA deficit (the mirror of I -S<0)

1. Since 1995, the very lax monetary policyof the FED 

encouraged the dot.comand the housing bubbles.
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a) Excessive risk taking encouraged by artificially low i.

ü Effects of the expansionary monetary policy were: 



1. Since 1995, the very lax monetary policyof the FED 

encouraged the dot.comand the housing bubbles.

c) A distorsion in the capital structure of the economy.
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b) An increasing CA deficit (the mirror of I -S<0)

a) Excessive risk taking encouraged by artificially low i.

ü Effects of the expansionary monetary policy were: 
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üBefore the crisis started, the American mortgage market 

was a paragon of intervention and socialism.

ÇThe current crisis has multiple causes. In the United States, 

the most important were the following:

2. Pressures that many bureaucrats and public agencies 

exerted on banks to lower lending standardson mortgages.

üUnder the revision of the CRA in 1995, GSEFannie  

Mae and Freddie Mac were pressured to expand and buy 

mortgage-backed securities.

üUnder these pressures, in 2007 FM and FdM financed 

four out of five mortgages in the US. 



ÇThe current crisis has multiple causes. In the United States, 

the most important were the following:

2. Pressures that many bureaucrats and public agencies 

exerted on banks to lower lending standardson mortgages.

üUnder the revision of the CRA in 1995, GSEFannie  

Mae and Freddie Mac were pressured to expand and buy 

mortgage-backed securities.

üUnder these pressures, in 2007 FM and FdM financed 

four out of five mortgages in the US. 

üTherefore, it is undeniable that subprime mortgages 

grew under the consent ïor the apathyïof the American 

authorities. (Market failure or excessive market 

intervention? What about the Glass-Steagall Act?) 
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ÇAn historical research conducted by C. Reinhart and K. 

Rogoff shows that financial crises are usually followed by 

government-debt crises. 

üThis process starts as 

private debt is shifted onto 

the balance sheet of the 

government(bailout).

Banks

üThen, the problem is 

made worse as a result 

of an increase in

unemployment benefits

and keynesian policies.
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