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What is a financial bubble?  As with many popular terms, it is not entirely clear what the user means.  Economic theory gives a precise definition, but it does not fit what users of the term have in mind.  I will start with the economist’s term because it helps to clarify some issues.  Then I claim that the wide use of “bubbles” to describe market events hides consideration of systemic problems that we should want to correct.
Economic Bubbles


In a standard dynamic general equilibrium model of trade and exchange, expectations of higher prices can generate an increase in price brought about solely to satisfy the expectation.  No changes in taste or technology occur.  Economists call the resulting price increase a bubble.

No transactions occur.  The model does not admit transactions.  That assumption bypasses a problem that arises when the model is used to interpret actual events.  Let me grant for this purpose that actual buyers hold bullish expectations about price and are willing to wager that the price will rise.  What about the sellers?  Their presence poses a problem; they are not present in the standard model.  That model has only a representative agent.  The model abstracts from buyers and sellers.  Actual sellers must believe that prices will not rise.


The presence of buyers and sellers with different beliefs or expectations makes the economic model of bubbles inapplicable.  A few years ago at this conference I developed the same points about bubbles in a paper on the dot-com expansion.  I pointed out that the economic model of bubbles did not apply.  Not only did it not account for seller’s willingness to sell, it neglected observed differences between companies that sold on the computer and those that did not.  Comparison of Amazon and Borders showed that the stock market gave much greater valuation to future earnings of computer companies even if they had no earnings at the time.


I proposed an alternative explanation that I believe better fits the facts.  Some investors became convinced that sales on the computer represented a new, very profitable technology.  After a few quarters of data showed that few companies would earn high profits and that some were unlikely to profit, share prices fell.  Ten years later, we know that many of the companies failed.  Few if any computer company share prices have revisited their 1999 values.
Revisiting Bubbles


The housing market is the most recent market in which prices are alleged to have increased solely or mainly based on expectations of further increases and no decline.  Unlike the alleged dot-com bubble, many of the sellers were builders, so a larger part of the supply was new production.  Of course, prices of existing houses rose also in regions experiencing rising prices of new homes.

Expectations were active and relevant.  That does not establish that there was an economic bubble.  Nor does the evidence that many people claimed that price would never fall.  Bubble expectations must be self-fulfilling.  That’s a much harder claim to establish; it is not sufficient to point to the rapid increase in selling prices.  Other factors were at work.


Chief among the “other factors” were the changes in housing and mortgage markets in the previous decade.  The U.S. government had many programs to encourage and subsidize home ownership.  The Home Loan Banks date from the early 1930s and the Federal National Mortgage Association (FNMA) from 1937.  The Home Loan Banks began as a source of loans to home lending institutions like the thrift institutions.  FNMA made loans and purchased mortgages from the mortgage market institutions.  Also in the 1930s, the federal government established the Federal Housing Administration (FHA) to guarantee loans to borrowers that did not have an established or qualified credit rating.  The borrower paid a fee to FHA.


Governments of both major political parties defend support for housing as supplying a public good.  Homeownership, they claim, increases social stability and community pride.  Beginning in the late 1990s, past programs greatly expanded.  The federal government encouraged no down payment loans, loans that lacked past credit history, and loans that were sold on the expectation that the borrower would make a capital gain without making any equity investment.  Repeated warnings of a crisis ahead by Peter Wallison, Bill Poole, Alan Greenspan and others had no effect.  Congressman Frank, Chairman of the House Financial Services Committee, dismissed the critics.  Was it irrational to believe that housing subsidies would increase?

In rapidly expanding housing markets, loan to value ratios rose close to 100 percent for all defaulted loans with negative equity.  In Denver the average loan to value ratio on such loans reached 99 percent; in Atlanta, Boston and New York, the average was 98 percent.  (Haughwout, Andrew F. and Okah, Ebiere, 2009, 38).  Loans with positive equity in the same four areas were respectively 82, 80, 72, and 75.  For the 17 areas as a group, loan to value ratios for houses with negative and positive equity were respectively 91 and 73 percent.  The conclusion I draw is that reducing down payments to near zero was a regulatory failure that made a major contribution to housing and financial distress.


Congress made a major contribution to exuberance but it was not alone.  For at least 30 years, the Federal Reserve prevented failures of large banks and not-so-large financial firms like Long-Term Capital.  It was not irrational to believe that bankers that bought risky loans would profit.  Failures would be bailed out.  Loose talk about a “Greenspan put” reflected the market belief that the Federal Reserve would limit the spread of failures.  When the Treasury and the Fed prevented fallout from Bear Stearns and Merrill Lynch, money managers believed, and said, that the worse was over.  Losses would be shifted to the taxpayers.

The shock to expectations came when Lehman failed.  I strongly favor an end to too big to fail.  But changing that policy that had held for 30 years without prior warning in the middle of a recession was a major error.  In fact, it was calamitous.  Rational money managers rushed to hold cash and Treasury bills.  Uncertainty rose.  Secretary Paulson’s inability to announce and follow a consistent policy further heightened uncertainty.  A serious recession threatened to become a major disaster.

Words have implications.  The implication of “bubbles” is that a near disaster occurred because irrational beliefs brought us an irrational result.  This claim does not lead to a correct view of what has to change.  It neglects the role of policies and institutions.  We cannot prevent irrational beliefs.  Nor can we eliminate all financial crises as long as lenders borrow short and lend long.  But we can reduce the size and frequency of periods of financial failure by changing policy.

Since the Federal Reserve rescued First Pennsylvania in the 1970s, it has followed a too big to fail (TBTF) policy.  Repeatedly it tried to rescue failing banks and firms.  This policy gives the profits to the bankers and the losses to the public.  It encourages some bankers to take excessive risk, as many did in 2005 to 2007.  It is based on the mistaken premise that regulators protect the public by protecting bankers from their mistakes.


In 1991, Congress noticed that Federal Reserve loans to failing banks increased the size of losses and threatened the solvency of the deposit insurance fund.  It passed a modified version of the proposal for structured early intervention offered by George Benston and George Kaufman.  The Federal Deposit Insurance Corporation Improvement Act (FDICIA) tried to lower the cost to FDIC and the public.  Has anyone heard of FDICIA?  The regulators ignored it and continued TBTF.


To limit future losses, we require different policies, policies that change both bankers’ and Federal Reserve responsibilities and incentives.  Bankers should be told that TBTF has ended.  They must become responsible for what they put on their balance sheet.  To limit bank size, I propose that, beyond some moderate size, a bank must increase capital reserves more than in proportion to its increase in size.  The reason is that society does not gain enough from economies of scope and scale to compensate for the loss from bailouts and failures.  Instead of protecting bankers, regulators should protect the public.

Permitting failure implies that other financial firms will face losses.  To prevent the spread of failures, the Federal Reserve must announce a lender-of-last-rule that commits the Fed to lend against collateral to protect the market.  Recognizing political reality, I believe the lender-of-last-resort rule should be accepted by Congress.

Bagehot’s rule is a good place to start.  When the Bank of England followed that rule, banks failed, but Britain avoided financial crises.  That’s a much better result than the Federal Reserve achieved with TBTF and no explicit rule for lending in a financial panic.


Congress should close Fannie Mae and Freddy Mac.  All housing and other mortgage and credit subsidies should be on the budget.


Finally, let me concede to those who claim to have seen bubbles do not mean what economic theory says.  What they mean is less clear.  It has the disadvantage of preventing more careful consideration of the sources of financial problems and the government policies that have been responsible for the recent housing boom.  It should surprise no one that combining a loan with no down payment and a poor credit rating leads to failures and defaults.  Add a TBTF policy and we should expect financial exuberance.
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