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The Underlying Causes

I h av e s u g g e s t e d that the immediate causes
of the depression were the confluence of risky lend-
ing with inadequate personal savings, so that when
the risks materialized, causing bank insolvencies
and a fall in demand for goods and services be-
cause credit was difficult to obtain, people couldn’t
reallocate savings to consumption, and this al-
lowed the fall in demand to trigger a downward
spiral in employment and output. Digging a little
deeper, we find the housing bubble, the bursting of
which produced the defaults that endangered the
solvency of the banks; the very low interest rates
that motivated the banks to increase their leverage;
the complicated financial instruments that turned
out to be riskier than people thought; and the with-
ering of regulation of financial services, which re-
moved checks on risky lending. (The bursting of
the housing bubble also of course caused the resi-
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dential-construction market to nose-dive, but it is
the broader decline in demand for goods and ser-
vices that poses the big threat to the economy.)
These phenomena too need to be explained rather
than just assumed, if there is to be hope of heading
off future depressions, and of a prompt recovery
from this one.

Among the deep causes of a depression might
be human errors—maybe errors of a kind to
which people are predisposed by quirks of human
cognitive psychology—or character flaws, such as
“greed” (whatever that means). It is widely be-
lieved, for example, that banks miscalculated the
safety of the novel financial instruments, or were
taken in by the credit-rating agencies’ giving triple-
A ratings to what really were risky assets; and
that the housing bubble was due to the inability of
ordinary people to understand the risks involved in
novel forms of mortgage loan, such as a mortgage
loan that does not require the borrower to have any
equity in his home and does not give him the secu-
rity of a fixed interest rate. It has been suggested
that bubbles reflect irrational optimism or perhaps
an inability even of financial professionals to base
predictions on anything more sophisticated than
simple extrapolation, so that if house values or
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stock values are rising, the financial markets as
well as the consuming public expect them to keep
rising indefinitely. One even hears it said that
financiers are stupid.

I am skeptical that readily avoidable mistakes,
failures of rationality, or the intellectual deficiencies
of financial managers whose IQs exceed my own
were major factors in the economic collapse. Had
the mistakes that brought down the banking indus-
try been readily avoidable, they would have been
avoided. There were plenty of warnings of a hous-
ing bubble, beginning in 2003; warnings about ex-
cessive leverage in financial firms; and even rather
precise predictions of the debacle that has ensued,
as in “When Bubbles Burst,” an eerily prescient
paper by Thomas Helbling and Marco Terrones
published in October 2003. Robert Shiller wrote
a similar paper in April of the following year, as
did another economist, Avinash Persaud, the same
month. The Economist magazine spotted the hous-
ing bubble in September 2002 and soon became
obsessed with it and its possible broader implica-
tions for the financial system and the U.S. econ-
omy as a whole; in an article published on July 3,
2004, we read: “Housing optimists dismiss these
fears by pointing out that doomsters such as The
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Economist began wringing their hands about a
property bubble a year ago, and yet prices have
continued to climb. But this has made the housing
market not safer, but more vulnerable. The first
law of bubbles is that they inflate for a lot longer
than anybody expects. The second law is that they
eventually burst.” A particularly good piece, called
“Will It Be Different This Time?,” ran in the Econ-
omist in October of 2004. The Financial Times soon
picked up the thread. The fragility of the banking
system and the inadequacy of banking regula-
tion were related topics discussed frequently in the
financial press.

The banks must have known as much as econo-
mists and financial journalists did about their in-
dustry. They had to know that there was a lot of risk
in their capital structures, that the future doesn’t
always repeat the past and therefore that models
of default risk based on historical experience in
the housing and credit markets might be unreli-
able, that credit-rating agencies have a conflict of
interest because they’re paid by the firms they rate,
and that financial intermediation is inherently un-
stable because to be profitable it usually requires
borrowing short-term and lending long-term. So
what were the bankers to do? In gauging the risk of
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calamity, the key probabilities they had to consider
were that the rise in housing prices was a bubble
and that if it burst house prices would fall by at
least 20 percent. If both events came to pass, insol-
vency would loom. Suppose the best guess was that
there was a 10 percent probability that the price rise
was a bubble and the same probability that if it was
a bubble house prices would fall by at least 20 per-
cent. Then the probability that house prices would
fall by at least 20 percent was only 1 percent (0.1 ×

0.1), and so disaster would be unlikely to occur for
many years, and so the risk of disaster would have
seemed worth running. A 1 percent risk of bank-
ruptcy is not like a 1 percent risk of a nuclear war.
Bankruptcy is common enough, in fact is an indis-
pensable institution of a capitalist society. Because
risk and return are positively correlated, a firm that
plays it too safe is, paradoxically, courting failure
because investors will turn elsewhere. Businesses
must assume a positive though small risk of bank-
ruptcy. A cascade of bank bankruptcies can bring
the economy to a halt, but no individual bank has
an incentive to take measures to avoid such a con-
sequence.

We need to consider intrafirm conflicts of inter-
est if we want to obtain a better understanding of
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how the rational decisions of intelligent people can
lead to disaster. Banks employ risk managers as
well as traders (I include in the term “traders” loan
officers and anyone else who makes lending or in-
vestment decisions for the bank). But the two types
of employee have inherently conflicting objec-
tives—profit for the traders, safety for the risk man-
agers—and these are reciprocals: more profit, less
safety. Risk management, unlike trading, is gener-
ally not treated as a profit center in a firm, because
it is difficult to attribute profits to risk managers,
just as it is difficult to attribute profits to the firm’s
accountants and lawyers, who also are risk manag-
ers in effect. Hence a financial firm will tend to
give more weight to the views of successful traders
than to those of risk managers.

With the rapid expansion of the financial sector
in the early 2000s, young, inexperienced traders
and analysts achieved positions of responsibility in
banks before they were fully prepared by train-
ing and experience. And when an organization ex-
pands rapidly there is bound to be some loss of
control over subordinates, which exacerbates the
problem of having a less experienced staff. This is
not to blame the financial crisis on the young. Of-
ten, perhaps typically, the decision to ramp up the
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level of risk in a bank’s loan and investment port-
folios came from on high, as when Robert Rubin
persuaded the rest of the senior management of
Citigroup to increase the company’s return by tak-
ing more risk. In a well-managed company (no one
thinks Citigroup well managed), push-back from
below would be encouraged—from brilliant ana-
lysts more knowledgeable than senior managers
about the limitations of the impressive mathemati-
cal tools of risk management. My point is only that
problems of communication and control are en-
demic to organizations, especially large ones, and
played a role in the crisis.

The emergence of the organizational problems
that I have mentioned coincided with the creation
of the new financial instruments—the mortgage-
backed securities and credit-default swaps and
other novel financial instruments that were even
more complex. Organizations stressed by rapid
expansion were further stressed by the analytical
challenges posed by the new instruments, just
as the financial institutions of the 1920s had been
stressed by the new financial methods of that era,
such as installment buying by consumers and bank
lending to buyers of stock on margin. Organiza-
tional problems (another one is the tendency I
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mentioned to weight the advice of traders more
heavily than that of risk managers) increase the
likelihood of mistakes. But they are problems to
avoid or solve; they do not signify irrationality.

Emotion does play a role in the behavior of busi-
nessmen and consumers, as of all human beings,
but it is not necessarily or even typically irrational.
It is a form of telescoped thinking, like intuition,
and often it is superior to conscious analytic proce-
dures. A driver who swerves in alarm to avoid hit-
ting a pedestrian is not irrational because he failed
to conduct a cost-benefit analysis before swerving.
Many of the examples given to show that financial
behavior is irrational are superficial—for example
that many people buy stocks at the peak of the mar-
ket and sell at the trough, when they should be
doing the reverse. There would not be a peak with-
out buyers or a trough without sellers. No one
knows when a market has peaked; until that hap-
pens prices are rising, and even in a bubble (but
one is never certain it is a bubble) it is a fair guess
that they will continue to rise for a time. No one
knows when stock prices have reached their bot-
tom, either, and it may be prudent to sell at a loss
in a down market in order to eliminate the risk of a
larger loss if stocks continue to decline. Because
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people have different expectations and different at-
titudes toward bearing risk, there are gains from
trade along a broad spectrum of possible stock prices.

Of course it is dumb to expect every trend to
continue indefinitely, as the influential school of
economic thought known as “rational expecta-
tions” has reminded us. But in settings of profound
uncertainty it may be impossible to do better than
to assume that tomorrow will be like today. Busi-
ness uncertainty has a further significance that is
brought out in Keynes’s statement (in The General
Theory, pp. 162–163) “that human decisions affect-
ing the future, whether personal or political or
economic, cannot depend on strict mathematical
expectation, since the basis for making such calcu-
lations does not exist; and that it is our innate urge
to activity which makes the wheels go round, our
rational selves choosing between the alternatives as
best we are able, calculating where we can, but of-
ten falling back for our motive on whim or senti-
ment or chance.”

A choice under profound uncertainty is not add-
ing a column of numbers but firing a shot in the
dark, and so we should consider the character traits
(not character flaws) that make some people will-
ing to act on such a basis. They will be people who
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have a below-average aversion to uncertainty and,
since we are speaking of business, an above-average
love of making money. They were bound to swarm
into financial intermediation in the era created by
Alan Greenspan’s monetary policy that offered
prospects of great wealth to smart people willing to
take large risks. Such people are not irrational, but
their clustering in financial intermediation when
the wraps are taken off risky lending enhances the
inherent instability of that business.

Similarly, it is not irrational, though often thought
to be, to allow oneself to be influenced by what
other people are doing. You may doubt that the
price of some tradable asset will continue to rise,
but the fact that it is rising means that other people
disagree with you. They may know something you
don’t. Often they do. It is risky but not irrational
to follow the herd. (It is also risky to abandon the
safety of the herd—ask any wildebeest.) That is why
buying a stock because others are buying it and
thus forcing up its price is not irrational. And like-
wise while it can be very dangerous to be a prisoner
of your preconceptions, as I will note in discussing
the role of ideology in the failure of government of-
ficials and economics professors alike to have antic-
ipated and responded effectively to the depression,
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it is irrational to think without preconceptions, be-
cause preconceptions impound vital knowledge as
well as prejudice.

These examples suggest that the line between
the rational and the irrational is at best unclear,
and this is one reason for not placing much weight
on the irrational aspects of economic behavior. A
more important reason is that the current depres-
sion can be explained without hypothesizing irra-
tionality, though not without assuming a certain
amount of randomness (fortuity, “bad luck”). Be-
gin with the bubble, or rather bubbles (housing
and credit). An asset-price bubble sounds like
something irrational. With fundamentals of de-
mand and supply unchanged, the prices of some
class of assets skyrocket and then collapse. Actually
bubbles tend to be rational responses to uncer-
tainty about the possible effects of a major innova-
tion. In the 1920s, with the rapid growth of pro-
ductivity in manufacturing and the development
of new methods of borrowing, there was reason to
believe that the nation had entered a long era of
rapid, sustained economic growth. Suppose inves-
tors were properly sober—they thought the nation
might be at such a threshold, not that it was. Still,
uncertainty increases the expected value of a com-
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pany’s stock, particularly a new company’s, because
the sky is the limit to the value the stock may attain
(think of Google) but the potential loss is cut off
at zero. (This asymmetry is the unintended conse-
quence of limited corporate liability—that is, of
the fact that shareholders cannot be sued for the
losses of the corporation.) So go for it—reach for
the stars.

The same thing was true in the 1990s, with the
revolution in information technology, widely her-
alded as the beginning of a new era, and again
there was a stock bubble. The housing and credit
bubbles of the 2000s were a response to what
seemed a new era in finance as a result of the wide-
spread securitization of debt and a global capital
surplus that was expected to keep interest rates
low indefinitely—the Federal Reserve having been
thought to have discovered how to keep interest
rates low without spawning inflation.

In each era the bubble began as a sensible bet on
a bright though uncertain future; it continued to
expand, even as fears began to be voiced that it
might indeed be a bubble (that is, that the rising
price did not reflect a change in fundamentals);
and it burst when the market realized that the ex-
pectation of a new era had once again been mis-
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taken (or perhaps had been perceived prema-
turely). At no stage need irrationality be posited
to explain what happened. Leverage increases risk,
but it also increases expected return, and it is not
irrational to accept that tradeoff within limits that
in the latest bubbles were not thought to have been
exceeded, because of the new financial instru-
ments that were believed to minimize risk. Indeed
they, along with the magical combination of low
interest rates with low inflation, were the key inno-
vations that made the era seem new, along with
one I haven’t mentioned yet—the special invest-
ment vehicle. A bank that created a risky asset,
say some form of collateralized debt obligation
(a more complicated version of a mortgage-backed
security), might place it in a separate entity, cre-
ated to hold the asset, rather than keeping it on its
books, so that if the asset crashed the bank’s cap-
ital would not be impaired. As long as the bank
disclosed in advance that it was not guaranteeing
any losses sustained by the entity, investors could
not complain; they would be taking a risk with
their eyes wide open. The special investment vehi-
cle was thus another device for parceling out risk in
accordance with the risk preferences or aversions
of particular investors.
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The enormous returns that financial firms can
make by borrowing heavily when interest rates are
very low and lending into an expanding market
provided a rational incentive for a firm to increase
its leverage to a point at which bankruptcy was
a non-negligible, though small, perceived risk.
Formally, a rational firm will increase its leverage
to the point at which a further increase would add
more to the expected costs of bankruptcy (the costs
of bankruptcy to the firm’s managers and share-
holders—for those would be the costs that mat-
tered to senior management—multiplied by its
probability) than to the firm’s expected profits.
Stated differently, a rational firm will insure (as by
reducing its leverage) against the risk of bankruptcy
only up to the point at which the cost of insurance,
for example in reduced profits, is less than the ex-
pected cost of bankruptcy.

Especially when interest rates are low, riding a
bubble can be rational even though you know it’s a
bubble. For you can’t know when it will burst, and
until it does it is expanding and that means that val-
ues are rising rapidly, so that if you climb off the
bubble you will have forgone a large profit oppor-
tunity. As Citigroup’s then CEO put it in July 2007,
“When the music stops, in terms of liquidity, things
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will be complicated. But as long as the music is
playing, you’ve got to get up and dance. We’re still
dancing.” (He didn’t know it, but the music had
stopped.) And we’ll see shortly that even if you
know you’re riding a bubble and are scared to be
doing so, it is difficult to climb off without paying a
big price.

“Even if you know you’re riding a bubble . . .”
But how do you know until it bursts? It is difficult
to second-guess the market—to say that stock
prices are too high because they’ve risen to a level
at which the ratio of companies’ earnings to the
price of their stock is ridiculously high, or that a 20
percent jump in housing prices in one year is ex-
cessive because wealth, population, and construc-
tion costs do not increase by so much in a year. It
is true that during what we now know was a hous-
ing bubble the ratio of home prices to rentals rose,
suggesting that people were indeed speculating in
houses—otherwise the ratio should have remained
unchanged because residential ownership and ren-
tal are close substitutes. But one must own a house
to speculate in the housing market, and specula-
tion is a valid method of aligning prices with
underlying values. We now know that the rise in
prices was a bubble because prices didn’t just stop
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rising; they stopped and then fell sharply, and no
change in fundamental values could be found to
explain either the steep rise or the steep fall. But
before the fall the existence of a bubble could only
be suspected, not confirmed. Ben Bernanke, the
current chairman of the Federal Reserve, whom no
one thinks prone to “irrational exuberance,” said in
the fall of 2005 (when he was chairman of the Pres-
ident’s Council of Economic Advisers)—just as the
bubble was about to burst—that the rise in housing
prices was not a bubble, that rather it was the re-
sult, at least primarily, of changes in fundamental
economic forces affecting the housing industry.

As for the difficulty of climbing down off a bub-
ble even if you recognize it as such, suppose a
bank’s management tells its investors, “We’re afraid
we’re riding a housing bubble by being heavily in-
vested in mortgage-backed securities, and because
we fear that the bubble may burst soon we are go-
ing to reduce our leverage or place more of our
capital in less risky assets and this means that your
short-run return will be less. But we think that in
the long run you’ll be better off, although we can-
not be certain of that and we do not know how long
you’ll have to wait.” As long as the other banks are
continuing to ride the bubble, this will be a hard
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sell. Your investors, observing that the investors in
your competitors are continuing to make a lot of
money, are apt to think you’re simply offering an
excuse for failure. Moreover, investors can lower
their risk by diversifying their portfolios, so the fact
that they own stock in some firms that have a very
high ratio of fixed to variable costs and are there-
fore at risk of bankruptcy needn’t worry them.

One might think a bubble would collapse before
it got too big because investors who realized it was
a bubble would sell short—in this case, sell inter-
ests in mortgage-backed securities short. But short
selling in a bubble is very risky unless the bubble is
expected to burst very soon. A short seller typically
borrows securities that he thinks will lose value and
contracts to sell them at a specified price (presum-
ably close to the current market price) on a speci-
fied future date. If the market price has fallen by
then, he buys the identical securities at that lower
price and returns them to the lender. If his predic-
tion of the future price is wrong and the price of
the securities is higher when the date for the deliv-
ery of the securities he has sold arrives, he will lose
money, because he will be paying more for the
shares that he returns to the lender than he got for
selling the identical number of shares. And he can
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lose big, because there is no ceiling on the possi-
ble increase in the price of a stock. If you buy a
stock for $10 and it crashes, still the crash can’t
cost you more than $10. But if you agree to sell a
stock for $10 and when it comes time for you to de-
liver it (you have to buy it in order to be able to de-
liver it) its price has risen to $100, you have lost
$90, whereas if you buy there is no definite limit
to how well you can do. As Keynes put it, “The
market can stay irrational longer than you can stay
solvent.”

It may seem puzzling that banks continued to
make risky loans after the housing bubble burst
in 2006. But there was still plenty of demand for
loans because interest rates remained low. Banks
that acknowledged the shakiness of their mortgage-
backed securities and hence the thinness of their
equity cushion would have had to curtail lending,
and their profits would have suffered. There was
also a musical-chairs problem. Banks originated
mortgage-backed securities as well as buying and
selling them, and if an originating bank could find
a buyer quickly the sale would shift the risk to him.
The crash happened so fast that many originators
had not yet sold their mortgage-backed securities
and so were stuck holding a rapidly depreciating as-
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set. So a credit bubble succeeded the housing bub-
ble and began leaking air about a year after the
housing bubble burst.

The tendency of corporate management to
cling to a bubble and hope for the best—or, equiv-
alently, the tendency to maximize short-run
profits—is strengthened if, as on Wall Street during
the boom, executive compensation is both very gen-
erous and truncated on the downside. For then ev-
ery day that you stay in you make a lot of money,
and you know that when the bubble bursts you’ll
be okay because you have negotiated a generous
severance package with your board of directors.
Limited liability is a factor too; neither an execu-
tive heavily invested in his company’s stock nor any
other shareholder will be personally liable for the
company’s losses should it go broke.

And how do executives get such a sweet deal?
Well, the board will have hired a compensation
consultant who will have advised generosity in
fixing the compensation of senior management and
as part of that largesse will have recommended that
senior executives receive a fat severance package (a
“golden parachute”) if they are terminated. The
consultant will have told the board this because if
the board is generous to senior management, se-
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nior management may out of gratitude hire the
consultant to do other consulting for the firm. And
the board will have listened to the consultant’s rec-
ommendation because the board will have been
predisposed to be generous with senior executives’
salaries. Most members of a corporation’s board of
directors will be senior executives themselves. And
because a firm’s chief executive officer has a say in
whether board members are reelected to the board,
the higher a board member thinks CEO compen-
sation should be, the more boards he will be in-
vited to join.

So board members have a conflict of interest
when it comes to setting executive compensation,
and that is not the only pertinent conflict of inter-
est at work in the financial industry. Legislators
who receive big campaign contributions from banks
have an incentive to favor weak banking regula-
tion, as otherwise those contributions will dwindle.
And accountants, since they are paid by the firms
they audit, are reluctant to flag their clients’ default
risks. Granted, often those risks are not disclosed
in the documents that accountants review in con-
ducting an audit, but sometimes they are.

The more generous an executive’s compensation
and the more insulated his compensation package
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is from any adversity that may befall his company,
the greater will be his incentive to maximize profits
in the short run—especially in a bubble, where
the short run is highly profitable but the long run a
looming disaster. His incentive will be even greater
if it is a housing bubble. A risky mortgage will carry
a high interest rate in order to compensate the
mortgagee (or the purchaser of a security backed
by the mortgage) for bearing the risk of default. But
because defaults will be spread out over the life of
the loan, the high interest rate will be sure to gen-
erate a high profit initially. Only later will defaults
erode that profit. And remember that the issuer of
the security will receive his fee for securitization
up front, before there is time for many defaults of
mortgages that back the security to have occurred.

The incentive to maximize profits in the short
run is especially great for a firm’s traders, as dis-
tinct from its senior management. Consider the
following example (based on a recent paper by
Dean Foster and Peyton Young). A trader is given
$100 million to play with. He invests it in Treasury
notes that pay 3 percent interest and, for a $7 mil-
lion annual fee, sells $100 million in credit insur-
ance against an event that has a 7 percent annual
probability of occurring. The sum of the fee and

95

The Underlying Causes



interest is $10 million, which represents a 10 per-
cent annual return on his investment. The proba-
bility that he will have to cough up $100 million
to the insurer within five years is only 30 percent
(1 − (1 − .93)5), and if the event insured against
does not occur within that period he will have
been paid handsomely for generating such a high
return on the investment. In fact he is taking a high
risk, and the firm’s risk managers will probably stop
him. But the example is a very simple one, and the
trader—who, remember, is likely to have greater
influence with his superiors than a risk manager—
will try to make the transaction as complicated as
possible.

And if a firm realizes that because of risky invest-
ments disaster is looming, we may observe “gam-
bling for resurrection.” If management has a choice
between bankruptcy in six months, a safe invest-
ment that will postpone bankruptcy for eight
months, and a risky investment that carries an 80
percent probability of bankruptcy in one month
and a 20 percent probability that the firm will avoid
bankruptcy altogether, the last choice may well
be the one most attractive to management even
though it is the riskiest. That is one reason a bubble
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may collapse with terrifying rapidity, as happened
with the credit bubble in September 2008.

The incentive of corporate executives to maxi-
mize short-run profits in a bubble situation can be
held in check by backloading executive compensa-
tion (the opposite of a severance benefit), for exam-
ple by giving them, instead of cash, company stock
that they are forbidden to sell for a significant pe-
riod of time. (The severance package hedges the
executives against the full negative consequences
to them of making the company as risky as the
shareholders want.) Companies do that, but often
insufficiently to deflect their executives from exces-
sive focus on the short run.

Before the financial crisis, much of the economic
literature on executive compensation argued that
corporate executives should be pushed to take
more risk than they would like to. The more an ex-
ecutive’s compensation depends on how well his
firm does, the fewer risks he may be inclined to
take, because all or most of his financial eggs, as
distinct from the shareholders’, are in that one
basket. That is why asymmetric compensation
schemes in which compensation tied to stock value
is combined with a generous severance package
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may be in investors’ interest. But such schemes
may not be in the interest of the nation as a whole
if they enhance the risk of a depression—and
they do.

Securitization also played a role in encouraging
short-term profit maximization. Instead of having
to wait twenty-five or thirty years to receive the full
return on a residential mortgage, exchanging the
mortgage for a security gave a bank the present
value of the loan up front, increasing the bank’s
current profits, some part of which would accrue
to the bank’s executives in the form of salary, bo-
nus, benefits, or stock. A bank could always have
sold a mortgage, but securitization made the mort-
gage market more liquid.

I am not suggesting that executives, especially at
the highest level of a major company, seek to maxi-
mize their current income knowing that in a year
or two the company will go broke and they will be
fired. With or without explicit backloading of com-
pensation, CEOs tend to be heavily invested in
stock of their firm. Senior management in firms
like Lehman Brothers and Bear Stearns lost heavily
when their firms went belly-up. But the greater the
gains are from taking risks that enable very high
short-term profits, and the better cushioned the ex-
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ecutive is by his severance package against the cost
of losing his job, the more risks he rationally will
take.

And recall the earlier point that financial catas-
trophes, like other types of catastrophe, tend to be
rare events. Managers have a limited time horizon.
This gives them an incentive to take risks that are
small in terms of probability even if, should one of
the risks materialize, the result would be disaster;
for the disaster is unlikely to occur during the ten-
ure of the current managers.

A final reason for executives’ not trying to peer
too far into the future in making business deci-
sions is that, as with the weather, accurate long-
term forecasting of business values is impossible.
Maybe it’s sensible therefore for businessmen, es-
pecially in financial markets, which are notably
volatile, to focus on the near term. But that makes
it harder for them to avoid bubbles.

Although my focus in discussing managerial con-
flicts of interest has been on the management of
publicly held firms, the analysis applies to private
companies, such as most hedge funds and most pri-
vate equity funds as well, though with diminished
force. These are organizations too, albeit less ele-
phantine and therefore less plagued by conflicts
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between owners and managers. And in fact they
have not done as badly in the downturn as the
large, publicly held financial firms have done. That
is some evidence that the incentive to take risks
that is created by executive overcompensation in
publicly held companies has been a factor in the
financial crisis.

Generous compensation was not limited to the
senior management level, but extended to the
lower-level executives who made most of the actual
investment decisions. The only plausible explana-
tion is that the firms were competing for highly tal-
ented analysts and traders, and this is evidence that
the crumpling of the banking industry was the re-
sult of systemic factors rather than, as the media in-
creasingly are suggesting, stupidity.

Notice that I have listed no psychological fac-
tors among the underlying causes of the depres-
sion. My narrative has been of intelligent business-
men rationally responding to their environment yet
by doing so creating the preconditions for a terrible
crash. Readers may be inclined to object that it was
the housing bubble, which started the slide toward
depression, that was irrational; people should have
known better than to take out 100 percent mort-
gages with adjustable interest rates, and mortgage
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brokers and mortgage originators should have run
more careful credit checks. Had everyone acted
prudently, home prices would not have outrun
value, soaring in a speculative frenzy.

But not only did real estate brokers, mortgage
brokers, and mortgagees do very well for a num-
ber of years; so did the mortgagors (the borrowers).
And to the extent that the ignorance of home buy-
ers played a role in the housing bubble, as un-
doubtedly it did, this just means that information is
costly. Because it is costly, markets do not always
provide enough information to enable consumers
to make the “right” decisions, in the sense of the
decisions they would have made with full informa-
tion.

We should distinguish, moreover, between two
common types of risky behavior by people who
pledge their house as security for a loan. In the
first, a homeowner takes out a home equity loan
(a loan secured by the borrower’s home and thus
equivalent to a mortgage) in order to have more
money for consumption. By doing this he dissaves
and thus increases the risk of default and going
broke and getting a lousy credit rating, and perhaps
he does not appreciate the risk because he is finan-
cially unsophisticated and cannot depend on the
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lender for candid warnings about the likelihood
and consequences of a default. But I am guessing
that in most cases he has at least a rough idea of the
risk and is quite willing to chance it. There is noth-
ing irrational about stretching to buy a house in a
neighborhood with good schools so that your kids
can get a better education. I would not expect the
cognitive quirks that have been shown to influence
the stock market to be as significant when a person
is deciding whether or how much money to bor-
row, and on what terms, though fraud and simple
ignorance are doubtless factors.

In the second type of risky home-buying behav-
ior, a person who currently rents rather than owns
his residence and has poor credit buys a house with
little or no down payment and a fat mortgage with
an adjustable interest rate—perhaps it is fixed for
the first two years at a below-market level and will
be reset at the market level at the end of that pe-
riod. If the value of the home rises, the buyer’s
equity in the home will increase, reducing the
lender’s risk. Suppose the buyer paid $500,000
with a 100 percent mortgage and two years later
the house is worth $750,000. The mortgage will
now be equal to only two thirds of the value of the
house—actually even less if the buyer has paid
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back some of the principal during those two years.
The reduction in the lender’s risk brought about
by the borrower’s having acquired an equity inter-
est in the house, cushioning the lender against loss
if there is a default (and default is now less likely),
will cause the interest rate to be reset at an afford-
able level or enable the homeowner to refinance
the mortgage at an affordable level; in either event
he will have made a successful investment.

If instead the value of the house remains flat or
declines, the owner can abandon it and return to
rental housing. It is true that he will owe the un-
paid balance of the loan, and this means in most
states that the mortgagee will be able to obtain a
deficiency judgment against him for that balance
minus the proceeds of the foreclosure sale. (The
“deficiency” is the difference between what the
mortgagor owes and what the foreclosure sale yields
the mortgagee.) Unless the mortgagor is rich, how-
ever, the mortgagee is unlikely to bother to sue
him, because litigation is expensive and water can-
not be squeezed out of a stone. It is also true that
the defaulting mortgagor will get a bad credit rat-
ing, but so what? Even people with good credit rat-
ings find it tough to borrow in a depression and
anyway may not want to, because they are trying to
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rebuild their savings. And someone who owes more
on his mortgage than his house is worth is un-
likely to have a good credit rating anyway. Thus the
downside of the home buyer’s speculative invest-
ment is truncated, making his “reckless” behavior
not only rational but also consistent with his being
well informed about the risks. In some states,
moreover, notably California, the mortgagee can-
not obtain a deficiency judgment against a default-
ing mortgagor; the mortgage loan is “nonrecourse.”
So the defaulting mortgagor doesn’t have to worry
about being sued.

This analysis, while acquitting many subprime
and Alt-A mortgagors of irrationality, does help to
explain how a rise in housing prices became a bub-
ble. Buying a house that one can afford only if its
market value rises before the interest rate is reset at
the market level implies that if that value does not
rise, even if it doesn’t fall either, the buyer is likely
to default when the interest rate is reset unless he
expects the mortgagee to seek a deficiency judg-
ment against him. The price level will stop rising at
some point, and when it does there will be many
defaults because many homes will no longer have a
positive value for their owners. Those homes will
be put up for sale, whether a voluntary sale by the
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owner or a foreclosure sale. The rash of offers of
sale will create a housing glut that pushes down
housing prices, triggering more defaults and so a
further reduction in prices. By the end of 2008, the
average price of a house in the United States was
almost 30 percent below what it had been three
years earlier.

The culprit is cheap credit rather than irrational
behavior by business or consumers. Cheap credit
stimulates economic activity, causing asset prices
to rise, including the prices of residential real es-
tate, which is a huge part of the nation’s asset base.
To take advantage of these rising prices, would-
be buyers borrow more, so lenders lend more and
prices are driven still higher, and lenders borrow
more so that they can lend more. Leverage tends
to rise and the rapid expansion of the banking in-
dustry causes strains. At some point the asset-price
increase becomes unsustainable, but no one will
know in advance what that point is, and there is ra-
tional reluctance to forgo lucrative profit opportu-
nities by bailing out before one senses that the pla-
teau (followed by the inevitable crash) is about to
be reached. This pattern has been repeated time
and again and in country after country.

The usual result is just a recession. But the com-
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bination of a dearth of safe savings with a banking
industry that is highly leveraged can turn a reces-
sion into a depression. When, as a result of heavy
losses caused by excessive leverage, the industry
pulls back from lending, consumers will have great
difficulty borrowing to maintain their consump-
tion, and a steep fall in personal consumption ex-
penditures can tip the economy into deflation by
precipitating deep price discounts. Remember that
falling prices encourage cash hoarding, which re-
duces consumption both directly and by reducing
lending, since what is hoarded is not lent.

The lower interest rates are, the less one earns
from investing in low-risk securities and the cheaper
it is to borrow, making it much cheaper to borrow
and to invest the borrowed money in the stock mar-
ket or the bubbling housing market. But one is set-
ting oneself up for a fall when asset prices drop.

Risky behavior of the sort I have been describing
was individually rational during the bubble. But
it was collectively irrational. In deciding to reduce
his savings, a person will not consider the negli-
gible effect of his decision on the economy as a
whole, any more than a banker will in deciding
how high to crank up the leverage in his bank’s
capital structure. Rational indifference to the indi-
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rect consequences of one’s business and consump-
tion behavior is the reason the government has a
duty, in regulating financial behavior, to do more
than prevent fraud, theft, and other infringe-
ments of property and contract rights, which is the
only duty that libertarians believe government has.
Without stronger financial regulation than that,
the rational behavior of law-abiding financiers and
consumers can precipitate an economic disaster.

Not only does competition force businessmen to
be profit maximizers, which implies, as we have
seen, that they will accept a small risk of bank-
ruptcy; we want them to be profit maximizers—it is
what drives economic progress. But in this example
private virtue is a public vice, because the profit-
maximizing businessman rationally ignores small
probabilities that his conduct in conjunction with
that of his competitors may bring down the entire
economy. Similarly, when the economy is weak,
it is rational for people to reduce their consump-
tion and increase their savings. It is the rational re-
sponse to an economic downturn. But by doing
this they make the downturn worse. From an over-
all social standpoint, we want people to save when
times are good and spend when times are bad, but
from the individual’s standpoint it makes more
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sense to do the opposite unless one happens to be
doing well in bad times or badly in good times.
The contrast between private virtue and public vice
is especially striking in people who today are cur-
tailing the purchase of luxury items in order to ex-
hibit and inspire frugality. That is a fine gesture
from the standpoint of private morality, but if
enough people make it the result will be to deepen
the depression by significantly reducing personal
consumption expenditures.

These examples illustrate the useful economic
term “externality.” An external cost is a cost im-
posed by one person on another or others with
whom he has no actual or potential contractual re-
lationship. Because of the absence of such a rela-
tionship, he does not bear the cost and so is un-
likely to give it much weight in deciding what to
do—especially if his action creates a significant
externality only in conjunction with similar actions
of many other people. That is the situation of the
individual consumer who desires to plume himself
on his frugality by reducing the purchase of luxury
items that he can well afford, and of the business-
man who decides to take less risk than is profit
maximizing in order to benefit the economy as a
whole.
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Still another reason for the epidemic of dissaving
that preceded the crash was rapid advances in mar-
keting sophistication and technology. The World
Wide Web played a role here (think how easy one-
click ordering makes the buying of consumer prod-
ucts), along with advances in cognitive psychology.
Increased sophistication in the marketing of goods
and services enabled sellers to induce consumers
to shift much of their savings, designed to protect
their future consumption, into buying more con-
sumer goods now.

The story of modernity, as Max Weber explained
a century ago, is the bringing of more and more ac-
tivities under the rule of rationality. It is illustrated
by the increasing professionalization of activities—
ranging from medical care, inventory control, and
dating to political campaigning and (other) forms
of selling—that used to be hit-or-miss affairs. Pro-
fessionalized marketing makes people want to buy
goods and services now rather than save money to
buy them in the future—to buy a house now, for
example, by borrowing most of the purchase price
rather than waiting to buy it until one has saved
up the price, which would mean deferring to the
distant future the enjoyment of the delights of
homeownership. Opening people’s eyes to the full
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range of products that might make them happier is
a major economic activity in a commercial society.
The economist Frank Knight used to say that the
greatest poverty was the poverty not of goods but of
wants. That poverty, at least, has been abolished in
the United States.

Keynes in The General Theory (p. 108) amusingly
contrasted six motives for consumption—“Enjoy-
ment, Shortsightedness, Generosity, Miscalculation,
Ostentation and Extravagance”—with eight motives
for saving: “Precaution, Foresight, Calculation, Im-
provement, Independence, Enterprise, Pride and
Avarice.” Marketers to Americans (as distinct from
Japanese) have had greater success appealing to
the first set of motives than to the second.

Quantitative models of risk—another fulfillment
of Weber’s prophecy that more and more activities
would be brought under the rule of rationality—
are also being blamed for the financial crisis. Sup-
pose a trader is contemplating the purchase of a
stock using largely borrowed money, so that if the
stock falls even a little way the loss will be great. He
might consult a statistical model that predicted, on
the basis of the ups and downs of the stock in the
preceding two years, the probability distribution
of the stock’s behavior over the next few days or
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weeks. The criticism is that the model would have
based the prediction on market behavior during a
period of rising stock values; the modeler should
have gone back to the 1980s or earlier to get a fuller
picture of the riskiness of the stock. But that might
not be helpful. The further back in time one
reaches, the less predictive value the behavior of a
stock is apt to have, because the company and the
economic environment will have changed a lot.
The models assumed that the near future would be
much like the near past rather than like 1929 or
1987, and the assumption was usually correct and
so the models were useful. No quantitative model
was going to predict a depression; the data on which
such a prediction would be worth anything had not
been obtained. It was the failure (which I discuss
in the next chapter) to heed warning signs and thus
search out the necessary data, rather than a failure
of model design, that caused the failure of predic-
tion. And it was a failure of government and of the
economics profession rather than of business, as
business foresight is rationally truncated, as I have
argued.

In sum, rational maximization by businessmen
and consumers, all pursuing their self-interest more
or less intelligently within a framework of property
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and contract rights, can set the stage for an eco-
nomic catastrophe. There is no need to bring cog-
nitive quirks, emotional forces, or character flaws
into the causal analysis. This is important both in
simplifying analysis and in avoiding a search, likely
to be futile, for means by which government can
alter the mentality or character of businessmen and
consumers.

The essential point is the difference between a 1
percent probability that a firm will go broke, be-
cause of risky lending, and a 1 percent probability
of a depression because the leading financial firms
have a correlated 1 percent risk of going broke. The
toleration of the risk is rational for each firm, irra-
tional for society.

Conservatives do not agree that the economic
emergency is a failure of the market to internalize
the costs of an economy-wide catastrophe. They
argue that the cause was government. They point
to legislative pressures on banks to facilitate home-
ownership by easing mortgage requirements and
conditions, to which could be added the deduct-
ibility of mortgage interest payments and interest
on home equity loans, along with real estate taxes,
from taxable income and the repeal in 1997 of cap-
ital gains tax on most resales of residential property.
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I examine some of the legislative pressures later.
For now it is enough to note that small-government
conservatives, at least those who were in power,
were happy with these policies—President Bush
pushed homeownership as a cornerstone of the
“ownership society” that he advocated as part of his
political philosophy of “compassionate conserva-
tism”—until a governmental scapegoat was needed
to explain the depression.

The housing bubble and the risky lending prac-
tices could have been prevented by more aggres-
sive regulation and the elimination of tax benefits
for homeowners. But the absence of these or other
preventive measures was the result not of too much
government but of too little: not of intrusive, heavy-
handed regulation of housing and finance but of
deregulation, hostility to taxation and to govern-
ment in general, and a general laissez-faire atti-
tude, “conservative” in a currently prevailing sense
of the word. Conservatives wanted taxes to be lower
rather than higher and regulation to be lighter.
They considered markets to be self-regulating, from
which it followed that bubbles, risky lending, de-
faults, and other market perturbations would be
self-correcting unless the government interfered.
(In an older sense of “conservative,” risky lending,
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risky borrowing, heavy indebtedness, bubbles, and
speculation would have been thought antithetical
to a conservatively managed economy.)

There is an illuminating analogy to industrial
pollution in capitalist society. Suppose government
provides no remedies at all (whether judicial or ad-
ministrative) against harms from pollution. Then
rational profit-maximizing producers, in deciding
how much to pollute, will not consider the effects
of their pollution on people with whom they have
no actual or potential contractual relationship (as
they do with their workers). Yet when those effects
are taken into consideration the social costs of the
pollution may exceed the cost savings from not do-
ing anything about it.

If government refused to do anything about pol-
lution, one could call its refusal a “cause” of the
pollution if one wanted, but a more illuminat-
ing formulation would be that the government had
failed to do anything about pollution caused by in-
dustry. Similarly, the social costs of a recession or
depression are external to the rational self-inter-
ested decision-making of financial institutions be-
cause nothing an individual firm can do will avert
such an event. The aggregate self-interested deci-
sions of these institutions produce the economic
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crisis by a kind of domino effect that only govern-
ment can prevent—which it failed to do. That was
a grave government failure, which allowed a fail-
ure of the financial market to produce disastrous
consequences for society as a whole.

The roots of the failure lay in widespread dissatis-
faction, beginning in the 1970s, with public-utility
and common-carrier regulation, and other forms of
economic regulation as well, including the regula-
tion of banking and investment. The economists
who inspired the deregulation movement were
not macroeconomists and did not differentiate be-
tween banking and other regulated industries,
such as railroads and airlines. They were not alert
to the macroeconomic implications of competition
in banking; and macroeconomists, as we shall see,
thought that the problem of depressions had been
solved.

We must not ignore the costs of regulation. Some
market failures cannot be corrected at a cost less
than the social cost of the market failure, and it is
best to ignore them. But are depressions such a
market failure? They are not, even if we could be
confident that a depression would occur only once
every eighty years (this year is the eightieth anniver-
sary of the stock market crash of October 1929), and
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of course we cannot be. The Great Depression of
the 1930s inflicted horrendous costs, quite apart
from the suffering inflicted on tens of millions of
Americans, not to mention—since it was a global
depression—more tens of millions abroad. Among
the costs, as conservatives should take note, were
the excesses of the New Deal. And without the de-
pression there might have been no Nazi Germany
and no World War II. The costs of the present de-
pression may include a swing to excessive regula-
tion, a politically as well as economically unhealthy
dependence of business on government largesse (I
give an example later, involving Citigroup), a huge
loss of economic output, an immense increase in
the national debt, a high inflation rate, a decline
in U.S. world economic power, a weakening of
the nation’s geopolitical power as the country turns
inward to address its economic problems, and in-
creased political instability in many parts of the
world. It may turn out that if the asset-price bub-
bles of the last decade are subtracted from mea-
sures of economic growth, the U.S. economy will
be adjudged to have been stagnant—that rather
than being productive during this period, Ameri-
cans were living on borrowed money.
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