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The Current Financial Crisis

Abstract

This paper discusses current views of leading American economists about the reasons
of the current financial crisis and the policies of the US government is implementing to deal
with it. It begins with a short history and a comparison with the Great Depression (1929).
There is ample evidence in the data that there are some qualitative rather than quantitative
similarities. Public debt to GDP ratio is high, the current account deficit as a percentage of
GDP is high, housing prices down, stock market prices plummeted, and GDP growth is
down. Risk measured by the difference between the yield on corporate bonds and the 10-year
Treasury bond yield is also up. Uncertainty is high and there is a widespread distrust in the
credit and financial institutions. The crisis is not yet over. The Crisis which seems to have
began in the US subprime market has no spilled into the rest of the economy via a credit
crunch, and across the US borders via global financial institutions and free capital mobility.
Contrary to wide beliefs that the crisis is a result of widespread deregulations, there is a solid
evidence that US government intervention into the housing market directly is the main reason
for the crisis. Although the US government goals were noble, intervention in lending
practices of private banks by intentionally lowering the lending standards for minorities and
low income people is problematic (Liebowitz, 2008). The other culprit could be monetary
policy (John B Taylor, 2008). It is shown that monetary policy was exceptionally loose,
money growth was very high, which motivated people into demanding more housing. The
two views above could have been the reason for the bubble. They are sufficient reasons for a
bubble. Bernanke (2009) suggests that monetary policy today consists of a variety of
objectives. First is to ease monetary conditions for a sufficiently long period and anchor
expectations in that direction. Further, it aims at restoring the banking system. The main
monetary and fiscal policy objectives include bailouts of individuals, banks, companies etc.
While monetary policy is expansionary I raise doubts about the efficacy of fiscal policy.
Fiscal policy will eventually raise interest rate which crowds out private investments; increase
debt on future generation; push prices up; and take long time to affect the economy. These
are extraordinary circumstances require fresh ideas and new policies. Economic theory might
not be able to provide all the understanding of the capitalists economy, which has been in tens
of crisis over the past 200 years. Now might be the right time for economists, political
scientists, sociologists, psychologists, and business scientists to develop a general social
theory rather than a general economic theory to explain the economy. Until then we should
expect boom and bust cycles to continue.
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