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The recent debacle in the financial markets has opened up a plethora of issues that 
require serious attention from all market participants. Perhaps the most serious concern 
is the emergence of a “mixed” economy where both “public” and government-owned 
enterprises will coexist with “private” enterprises. The historical performances of such 
economies have been fairly dismal. The debacle is also bound to usher in additional 
regulation of financial markets. The new regulations are likely to focus on ways to 
control the possibilities of similar failures in the future. However, the structure of 
regulation should not be constructed on the basis of how the markets failed the people 
but instead on how people failed the market. Finally, the ramifications of the debacle 
require our attention and understanding, especially the possibilities of the existence of a 
regime of both high inflation and high market volatility. 
 
Economic historians are fervently at work today. That is because a new era and a new 
economy is about to emerge from the massive financial crisis that beset us of late. Those 
that will forecast the nature and the shape of the emerging economy correctly will reap 
the rich rewards and live in glory while others will fade in ignominy.  That is the reason 
for the fervent activity. The financial crisis, which we will refer to from here on as the 
"calamity" is what economists' term as a “structural change.” 
 
Economists are fascinated by structural changes and generally talk in abstraction when 
they discuss issues of a structural change in the economy. That is because structural 
changes happen once in every two or three lifetimes so witnessing one and discussing it 
at the same time is a rare and precious event. A structural change is a condition where 
there are simultaneous and multiple real shocks in various markets in the economy. A 
real (as compared to a nominal) shock is a significant and permanent change in either the 
demand or supply conditions in a market. The fallout from such a change (which may 
either be a desirable or undesirable change) has a strong impact on the rest of the markets 
and the economy at large. Typically, in an integrated and market oriented system, the 
effects of such changes are smoothed over by the other product markets as they absorb 
the effects of the shifts in the demand or supply conditions.  
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This is only possible in an integrated economy in which the economic resources that are 
displaced in one market by a real shock are absorbed by other markets. An example of 
such a real shock was the bursting of the dot com bubble in the year 2000.  People who 
lost jobs during this crash (displaced labor - an economic resource) moved to other states 
and other professions. While such a condition is painful, it is not permanent; typically, 
the displaced labor will retool themselves in other skills and reapply themselves back in 
the economy. Such reallocation does not take long - two to three years at most. Similarly, 
the other three economic resources (land, capital and technology) too will be reintegrated 
and reallocated in other markets.  In the case of a structural change, the advent of 
simultaneous real shocks in multiple markets prevents the integrated economy to smooth 
out the shock effects of all the markets. For a while, a situation of chaos reigns with 
attendant feelings of panic and fear. The reason why structural changes are so fascinating 
to economists is due to the challenge that is posed in trying to predict the economy that 
will emerge from the chaotic state since it will be quite unrecognizable from any previous 
system that has existed before. Predicting the new system is extremely difficult if not 
impossible.  
 
One of the major ramifications of a structural change is that the parameters of the 
previous economy are forever changed and become irrelevant and/or redundant. For 
example, the historical variable values for economic indicators such as inflation, interest 
and unemployment rates, long term rates of return on stocks and bonds, GDP growth rate 
etc. are all so altered in the new economy that this previous economic information 
becomes meaningless. Similarly, a structural change brings with it a new set of rules and 
regulations. Eventually the chaotic condition dissolves and an orderly economic system 
evolves out of this change and becomes normalized over time. Economists try to theorize 
structural changes to model the resulting economy since its empirical validation is rarely 
possible, unless of course an occurrence is witnessed in real time. The last structural 
change in the United States was the Great Depression. Many of the rules and regulations 
we see today were the outcome of the Great depression as is the modern-day economy 
that evolved out of it. 
 
The Old Economy: As we knew it 
 
What then is this new economy heading our way? To answer this question we need to 
understand first what the old economy was and to ensure that it is truly dead and/or so 
significantly altered that it is irrelevant. As we delve deeper into the effect of the calamity 
on the "old" economy we see glimpses of changes that are quite startling; we will visit 
these startling observations later in this article. The old economy, as we knew it, is none 
other than our cherished "market-based" economy. It is an economic system that we hail 
as the premier economic system, one with an ability to produce wealth more efficiently 
than any other economic system in the world. It is the economic system that we have 
shown off to the rest of the world and advocated its adoption. It is our showpiece system 
that we have fought for. We have taken pride in the downfall of other (and lesser) 
systems like the ones that came down in Eastern Europe in the late 1980s and early 
1990s. Now, is this market based system of ours dead or severely disabled? If so how did 
it happen and what are the connections to the recent calamity? 
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Let us begin by examining the market system in a very simplistic manner. The market is 
an abstraction. It is an automatic process of allocating economic resources of land, labor, 
capital and technology from one market to another. The re-allocation occurs between 
markets where the price of products (goods and services) is very high and very low. In all 
cases, economic resources flow from low priced product markets to high priced product 
markets. When such "rational" allocation takes place it results in the production of levels 
of wealth that has no parallel in any other system in the world. Everyone in society, 
including buyers, sellers, owners of land, labor and capital, the government and the 
population at large, wins. We will not go into the details of how this happens (sort of like 
magic!) but it does. In contrast, systems where a handful of  people (for example a 
Central Secretariat) decide in which markets production should happen (as was the case 
in the economies of Soviet Russia and Eastern Europe – leading to Nobel Laureate 
Samuelson’s famous analogy – “if they want butter let them have guns) are just not 
sustainable and eventually disappear.  We can trace our country’s affluence today without 
even a shred of doubt to the efficient functioning of our market economy. 
 
Note that this process of rational allocation is dependent on the levels of product prices. 
Product prices reflect how dear a product is to consumers, how much they are willing to 
pay for it and how much producers are willing to supply the product. If for some reason 
(which we will explore next) these prices are flawed, (if the prices do not accurately 
reflect how much a product is wanted or supplied, i.e. not at or near their equilibrium 
level), or incorrect in any way, then we are faced with a situation where a misallocation 
of resources will occur. The greater the disparity between the true and the observed price 
the greater is the effect of the misallocation. An example of a flawed price is a product 
market which is in a bubble, where over-expectations about the market has caused prices 
to inflate to levels much higher then what they should be, as dictated by the equilibrium  
price. Similar is the price of a product whose market has crashed. In each of these cases 
the market would misallocate resources leading to suboptimal wealth production. Now 
imagine a scenario where misallocation of resources is occurring in multiple markets 
simultaneously due to most if not all prices being flawed in general (both bubble and 
crashed prices). The level of misallocation will be so great that the market cannot 
continue to function. In such a scenario, the whole economy will come tumbling down, 
much like a house of cards. In a nutshell, this is what happened during the calamity.  
 
The Role of Intermediaries in a Market-Based Economy 
 
It is therefore worthwhile to note in some more detail how prices may overshoot their 
equilibrium value. Householders supply their savings to the market for investment 
purposes. To make the best decision possible and to take advantage of economies of 
scale, they utilize the services of two types of intermediaries: information and financial 
intermediaries. These intermediaries help gather the savings of households and 
supposedly channel these savings efficiently to corporate and government borrowers in 
the market. Examples of financial intermediaries include financial analysts, money 
managers, investment bankers etc. Information intermediaries include audit and 
accounting companies, Government agencies and regulators and the media.  
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Two of the main tasks of these intermediaries are to produce information about the 
borrowers and to monitor their activities. By doing so they are able to provide proper and 
correct information about what the prices of goods and services as well as the prices of 
stocks and bonds should be. First, such information helps investors (households) make 
superior investment decisions.  More importantly, as investors make appropriate 
decisions, the prices in both product and security markets tend towards their equilibrium 
value. When this happens, markets functions efficiently and allocates resources 
rationally. Wealth production tends towards optimal levels.  
 
In this way financial and information intermediaries serve a very key task in the smooth 
and effective functioning of markets in that they help keep prices at or near their correct 
levels. If for any reason this intermediary system breaks down then markets fail. In the 
last 30 years or so, which timing coincides well with the evolution of a modern global 
financial system, we have seen a severe breakdown in the process of efficient information 
production and dissemination. The main reason for this is the tremendous conflict of 
interest between the self interests of the intermediaries and the interests of the clients they 
supposedly serve. It is useful for our purpose to examine, in detail, examples of how the 
system eroded over time and finally broke down completely during the recent meltdown.  
 
One of the largest rogue communities of financial intermediaries has been the financial 
institutions which are charged to provide both financial analysis of companies and 
investment banking. Financial analysts provide both “Buy Side’ and “Sell Side” reports 
on companies. For instance a Buy side analyst may recommend a stock as being a very 
desirable acquisition ("buy" or "acquire") while at the same time the Sell side analyst 
from the same institution recommends a “hold”, "neutral" or “do not sell” report for the 
company. In cases where this is true for the company being analyzed, there is no 
problem. A conflict exists if the institution and the analysts can earn huge fees and 
bonuses by providing "flawed" reports about companies by embellishing the veracity of 
the facts. The companies being analyzed have a great incentive for reports that have been 
embellished to make the company look both a “very attractive buy” and a “hold” or “do 
not sell” at the same time. The prices of such company stocks start increasing sharply as 
investors follow the suggestions of the reports leading to heated buying pressure on the 
stocks alongwith very low selling pressures. The resulting sharp increase in a stock’s 
price has a very desirable impact on the remuneration of the executives of the said 
company.  Since compensation packages of senior executives are generally tied to stock 
performances the soaring prices of the company's stock leads to very handsome payouts 
of bonuses and incentives to senior management. 
 
Therefore, the executives of the company are incented to work or collude with an analyst 
firm that will help them increase shareholder value.  It behooves them to compensate the 
financial institutions abnormally for delivering desirable reports.  There is still more 
fodder in this vicious cycle of greed. When the time comes for the company in the above 
example to raise additional capital either through the issuance of securities or through 
loans it is only natural for the company to favor the institution that gave them the glowing 
reports in the first place.  
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The investment banking arm of the financial institution acquires the company as a client 
and earns another hefty fee!! Thus everyone in the vicious cycle, the analysts, the 
corporate executives and the investment bankers, all win. Unfortunately, in this sum zero 
game investors lose. As does the market.  
 
One of the ways in which the above described collusion between financial institutions 
and corporations is facilitated is through the negotiation of analysts' fees. Analysts can 
negotiate hefty fees while executives in turn reap hefty bonuses and incentives. The trade 
in greed is between incorrect reports and incorrect stock prices. As an aside, it was not 
that long ago those analysts’ fees were fixed. Under such a regime, analysts had to 
compete for business by providing superior quality reports. The institution that provided 
the best reports performed the best as well. However, this rule was completely removed 
in the 1980s because of some of the abuses of the rule. It ushered in the era of negotiated 
fees, a system that can be quite clearly tied to the denigration of the proper functioning of 
financial intermediaries. 
 
A similar tale can be told on the information intermediary side. External auditors, for 
example are very reluctant to generate negative reports about a company in the fear of 
losing the client. The executives (and sometimes the Board as well) of the company have 
a vested interest in the generation of embellished audits and thus in appointing a 
particular auditing firm. Poor audits threaten the entrenchment of the firm’s management 
and Board and impinge on their incentive and compensation plans. Just like their 
financial counterparts, auditors too in turn earn attractive fees for generating reports that 
warp the truth. And in a very similar vein to their financial counterparts, the vicious cycle 
creates more legroom for greed. Typically the large auditing (accounting) firms have a 
consulting arm. Thus, when the audit unearths problems, it is only a small step away to 
see that the consulting arm gets to win the contract to fix the “problems’ of the said 
company. Again, everyone is happy except for the small investors and ultimately, the 
market.  
 
If the information in a market as provided by intermediaries is flawed, spurious or 
incorrect in a significant way, then the chances of that market failing is very high. The 
perfect example of this situation is the existence of a price bubble. Bubbles are created 
when misinformation is disseminated in the market in regard to a product or security. As 
investors get hyped about a certain investment they start channeling their savings towards 
that investment. The advent of the internet age has also added fuel to such activities. The 
access to an overwhelming set of information to a large population has created a system 
whereby news of a supposedly "good buy" spreads like wildfire. The hype is aided by 
blogs, newsletters and the sayings of sundry "investment gurus" who quip sagely to their 
followers about the wisdom of buying or selling a certain position. The resultant feeding 
frenzy overrides all attempts to rationalize on the follies of such "herd buying or selling". 
Very soon the price of the said investment reaches very lofty levels as the early entrants 
reap the rewards and sing the praise of the investment. Eventually, the "true' information 
does percolate down and investors realize that the investment was more hype than real.  
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This leads to the unwinding of positions, which too is propelled by the "herding" effect 
and the prices crash just as fast as they had risen. One last note on the internet: the lay 
investors of today have overwhelming access to information and often equate access to 
information as superior decision-making. A closer look tells us that the ability to process 
information during this digital age has hardly changed. If anything, the overwhelming 
availability of information has led to an increase in suboptimal decision-making.   
 
The Great Recession of 2008-09 
 
If it were only a story about a bubble and a crash in a market the problem would not be so 
startling.  Since a "bubble" price is spurious and since the market is an automated system, 
it allocates resources into the production of an unwanted item leading to suboptimal 
production and ultimately reduced consumer welfare.  Similarly, when the flaw or 
spuriousness of the price is revealed and the price starts to crash, the falling price 
overshoots the correct or equilibrium price and the market again mistakenly moves away 
resources from this market segment, leading to another round of sub-optimal resource 
allocation, consumer welfare and wealth production. When this happens, (most) all 
participants in the economy lose and we are worse off as a society. Now imagine what 
would happen if all markets simultaneously entered bubble and crash zones and one starts 
getting the picture of how startling the resultant problems from this calamity will be. 
Asynchronized rounds of bubbles would eventually lead to a set of synchronized crashes 
as one falling market pulls down another in a vortex of a vicious downward spiral.  
 
We can view the calamity through the lens of such a "worst-case scenario. The timing of 
the calamity is also of interest. The economy had weathered the previous crash in the 
"dot-com" market in the late 1990s and was repairing the effects of that crash quite well. 
However, during the recovery period, the cycle of (intermediary) greed had only got 
stronger and the embryo of the next bubble was already in the making in the real estate 
market as we entered the growth phase of 2003-2006. As is well known now, the hype in 
this market moved easily from the mortgage to and through the financial institutional 
market. The feeding frenzy of greed that followed the upsurge in real estate was felt 
worldwide as financial institutions around the world began partaking in the frenzied 
buying of real estate derivatives, bundled and packaged over and over again to feed the 
insatiable greed. CEOs of the financial institutions could not imagine the compensatory 
rewards of buying debt (on real estate) paper at 10 cents on the dollar and contemplating 
their resale at 40 cents on the dollar. Again, such trading was fueled by the promissory 
incentives of the resultant bonuses that follow such strategies, when they are successful. 
As the proper news about the spuriousness of this market's price levels started percolating 
through and the real estate market started collapsing, its effect began to seep over into the 
financial companies. The crash of Bear Sterns and Lehman Brothers will go down as the 
markers of this calamitous event in history. Other bubbles that had appeared (from the 
consumption frenzy of consumers on borrowed real estate paper equity gains and on 
credit cards) in the automobile and retail markets began to burst as well as people began 
to lose jobs and unemployment started rising.  
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The resultant markets crash was so deep that statistically one could describe the calamity 
as one that may occurs maybe once every one (or two) hundred years and a level of 
volatility that scared even the steeliest die-hard bullish investor in the market. The 
economy was in the vortex.  
 
The main question to ask is whether the market failed or whether the intermediaries 
charged with the efficient functioning of the market failed. From our earlier 
understanding, the market did exactly what it's supposed to do – allocate resources from 
low priced to high priced markets. However, the government did not consider this to be 
desirable and stepped in to stem the tide from the market "failure" with an ambitious plan 
to "bailout" the economy from this vortex. It printed and borrowed trillions of dollars and 
pumped it into the economy. It did not allow weak and poor companies to fail and instead 
rationalized the bailout on the debilitating effect on the economy if the rogue companies 
were to fail. The government took a step back and away from our cherished market 
economy. Never did it truly ask as to whether this interference in the market's functioning 
was desirable and whether any involvement should have rested on how to address the 
main contention that it was the intermediaries who had failed us and not the market.  
 
Interfering with the Market  
 
The theory of a competitive economy and a free market system dictates that over time 
weaker companies should die and only the stronger healthier companies survive. When 
this happens, as the theory goes, consumers and citizens of the country enjoy the highest 
standards of living as their currency enjoys the highest purchasing power value. 
"Protectionism" is the ugly side of an economy where the government protects weak 
inefficient corporations and forces its citizens to purchase poor quality and high priced 
consumption goods. Most often such protectionism is either politically or financially 
expedient for the powers to be.  
 
As an example, in the present context, the market's solution would have been to allow the 
demise of General Motors (GM) or to let it being subsumed by a stronger participant say 
like Toyota. Instead the government in all its wisdom could not allow temporary pain of 
labor (and other resources as well) to retool itself and reapply itself in other markets.  It 
was not politically expedient to do so. Instead, the government, in a very obtuse way, 
through the bailout took a backdoor approach to becoming an owner of General Motors. 
Now a poorly manufactured car with a very dim future could be produced and sold at a 
higher price!  Of course even the most patriotic consumer would think twice about 
buying a GM car. Thus, to protect this incredibly poorly run company (of late) and 
encourage consumers to buy GM cars the government stooped to unheralded lows by 
offering warranties on GM and Chrysler cars.  If owners of corporations could do 
anything and get away with it this is what they'd exactly do. Produce a poor product, sell 
it a high price and let the government warranty the product – nothing could be sweeter. 
The government, in this case, was the all-powerful owner and could do whatever it 
wished. Further, the money for the bailout came from taxpayer dollars earmarked for 
other necessary public goods.  
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The government's argument for this financing plan is analogous to a situation where one 
borrows money from choice-less lenders to buy a "totaled" or wrecked automobile to 
repair and fix it and then sell it for a price higher than the purchase price so that the 
lenders may profit. Only, in this case, lenders (taxpayers) did not have a choice and now 
have to wait with bated breath as to when this illusionary profit will appear. 
 
The same happened with Bank of America, it happened with Citigroup ( at the expenses 
of stronger players like Wells Fargo or JP Morgan) and on a grander scale with AIG, 
Fannie Mae and Freddie Mac. It happened with CIT. The list goes on. And, as mentioned 
before, this action will invariably be coupled with new regulation because the market 
supposedly failed. Such regulations are already on the table for the nation's rulers. 
 
Thus, all the companies cited above, beneficiaries of the government's largesse in some 
way or another are now the property of the government of the United States of America. 
There is however a very grim side of this story.  In effect, this bailout has given birth to 
the "public" enterprise in the USA as opposed to the pure “private” enterprise of a 
capitalistic market. Public enterprises are anathema in a market economy because it is not 
a market economy anymore.  It is a "Socialistic" or mixed economy where public and 
private enterprise co-exist. This is the first picture of the Brave New World we are 
emerging in – to a New Economy.  
 
A Socialistic Economy? 
 
This, in essence, is the main contention of this column and it is that we have taken our 
first step away from the market and into a socialistic form of economy. The distressing 
question we have to seriously ask and answer is this – are we now a Socialistic economy 
and if so, what are the ramifications? Clearly, the US Govt. now owns enterprises. The 
current administration has repeatedly asserted its intention of getting out of this business 
when it is opportune to do so which is analogous to fixing the wrecked car and selling it 
off at a profit. Having the intention and being able to get out are two different things. It is 
extremely difficult for public enterprises to be viable and sustainable enterprises, leave 
alone generating handsome profits, thereby enabling the withdrawal of the government's 
involvement. This sub optimality of a socialistic economic system is at the heart of the 
theory as to why the market economy works so well and other systems do not. If there is 
no incentive to do well for oneself (maximizing individual utility through demand and 
consumption or through supply in a corporate environment by maximizing shareholder 
wealth) then it is extremely difficult to motivate management and labor to levels of 
productivity that is generally observed only within a capitalistic framework. After all, 
now you work for the government and there is no reason to work so hard any more. 
Given the limitations the government is seeking to impose on executive compensation 
and pay (the new finance bill) among other changes, there will be no incentive either for 
executives to push as hard as they would in a private enterprise.  Shareholder and firm 
wealth may never be maximized and the only way for the government to retract its 
position is to exit with a loss of investment which then would be a direct loss to 
taxpayers. 
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The concerns surrounding public enterprise is well founded. One of the main reasons for 
the downfall of the Eastern European communistic (an extreme form of socialism where 
only public enterprise exists) economies in the late 1980s was because of the abject 
failure of their system to generate any wealth and well-being for their societies. After all, 
having an egalitarian (socialistic or communistic) system of distributing wealth may be 
fine on paper and ideology, but distributing zero wealth equally is infinitely less 
preferable to distributing positive wealth inequally, as it happens in a market economy. 
There is very little history of public enterprise in the USA. The closest we get to this are 
the Government agencies (Government sponsored agencies or GSEs) like GNMA and 
Fannie Mae. These agencies are much more attuned to the enacting of economic policy 
than as profit generating enterprises.  However, now the government has brought upon 
itself a situation in which it will be forced to have some input into the decisions made by 
the firms that it owns. Given the singular lack of expertise in running profitable 
businesses it will be interesting to see how this situation evolves over time.  
 
In the meantime we have to cope with the contention that we are no more the purists 
among market based economic systems. We also have to deal with the fact that 
suboptimal wealth production from public enterprises may well have broad ramifications 
for the long run. It is ironic that we champion the cause of the market economy even as 
we step into economic socialism; it is China that is truly emerging as the bastion of 
capitalism. In fact, a huge segment of the capital used for bailouts and budget deficits is 
being implicitly financed by China. As China nurtures and grows its own domestic 
market we run the serious risk of China extricating itself from its involvement in our 
economy including the trillions of dollars it has invested through US Treasury debt or US 
import financing. Unfortunately, unless there are some strong and yet unknown 
redeeming factors in the current crisis, what we are witnessing is a changing of the guards 
– we are in effect hastening our handover as the pre-eminent economy in the world to 
China. 
 
Portents for the Future 
 
This emergent new economy in our country will not be unaccompanied by maladies. It is 
quite imperative for financial professionals to understand some of the fallouts of the 
calamity that may only be exposed in the aftermath. Some of these possibilities require 
special attention. To understand more about these possibilities, it is necessary to 
understand the nature and philosophy behind the bailout.  
 
No one probably knows with any certainty how much exactly was the total cost of the 
bailout but conservative estimates would place the number somewhere around $3-5 
trillion. This money was not something that the government had in reserve. The money 
came from tax revenues, from international lenders and from the Federal Bank just 
printing the money in the form of deficit financing. The public projects that the taxpayer 
funds were earmarked for are likely not to be fulfilled. The government's argument is that 
it will go to similar projects that will generate income and increase consumer spending 
much like what these funds were originally earmarked for.  
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However, it still is noteworthy that the earmarked projects were consistent with the 
governments long run vision of national welfare whereas the current projects are stopgap 
measures to turn the tide. If the speculation behind the bailout works out, well and good, 
and if not…that's just too bad for us choice-less taxpayers. The point to note is that the 
government does not have the right to speculate with taxpayer money, without taxpayer 
say so, no matter what the outcome. The external borrowings are an additional burden to 
add to the steep external debt we have already piled up (above and beyond the national 
debt) and something we have to service additionally. This means we will have less 
income after debt services for consumption purposes. Add to this our addiction to 
consumption; it is precisely this unchecked consumption (of cheap Chinese exports) that 
cumulated the external debt in the first place to begin with. Finally, we note the printing 
of money by the government to cover expenses. Since the high inflation regime of the 
late 70s (coinciding with the advent of a truly modern de-regulated market economy) the 
Feds position has been to keep inflation bottled so that any growth in GDP would be real 
and not nominal growth. This was in essence Paul Volcker's legacy and which Alan 
Greenspan kept intact. Between the two chiefs, we, the USofA, literally wrote the book 
on managing the modern economy. One of the first dictates of the current chief Bill 
Bernanke was that he was not opposed to deficit financing as a method of spurring 
economic activity. Even though he really did not follow through with his "threat" before 
the financial calamity he does find himself today exactly what he was proposing to do – 
printing money to turnaround the economy and spur growth?  
 
There are two major fallouts from the above actions. First is the distinct threat of inflation 
again rearing its ugly head. As we found out in the late 1970s, inflation and nominal 
growth have strong debilitating features and can wreak havoc in an economy. Hence the 
stance that Volcker took with monetary policy in that he was willing to keep inflation 
bottled at any expense even if it meant the lack of or no growth, if the growth was 
nominal and not real growth. Inflation saps the spirit of the economy in every which way 
and were inflation to reoccur, it would again impoverish us all. The second condition is 
the government's fascination of seeking to quick fix the economy through consumer 
spending. Excessive debt financed consumption was one of the primary instruments that 
propelled us into the current situation. The need to own our own homes when we could 
not afford to borrow, debt financed other consumption of goods and services are 
examples of such irresponsible behavior. Note too that the credit card and home equity 
debt (even as the paper gains on home equity have disappeared) is yet another bubble that 
is waiting to burst. Unfortunately, the government this time around is also fixated on the 
idea that spending is the only way out of the current mess. The argument is that the 
spending leads to increased production which increases economic activity. However, the 
benefits from the increases in production will pretty much flow all to China to whom we 
outsourced our manufacturing and to India to whom we are outsourcing our technology. 
In effect, the bailout will outsource our benefits as well.  
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In the face of the current crisis, common citizens are having exactly the right reaction. 
They are starting to save again. The savings rate in this country went from double digits 
(in the late 1970s early 1980s) to negative (in 2006) in the matter of less than a 
generation. This crisis has caused people to start saving again and the rate has gone up to 
about 5%. However, the government insists on us spending. Why is it suddenly we think 
that the theory of spending and growth is superior to the classical theory of savings, 
investment and growth. Channelizing savings into long term investments is a much 
sounder decision than the myopic effort of increasing current consumption to spur 
growth.  It seems that the government is totally blind to the virtues of postponed 
consumption; instead it goads us to increase current consumption and rationalizes its 
approach with the promise that this is the only way towards an economic turnaround. 
 
Another point to note is the impact of the new market regulations that are sure to follow. 
As we observed before, if we were to play the blame game for the current crisis then it 
should rest squarely with the intermediaries. The market did what it was exactly supposed 
to do – allocate resources according to observed prices. It is not the market's duty (and it 
cannot anyway due to it being an abstraction) to consider whether the price in any market 
is a true or bubble (crash) price; that task is for the intermediaries. Yet, the government's 
proposal rests mostly with regulating the market (though there is a small consideration 
for executive compensation). The question to ask is whether we are regulating the right 
defaulter. In this case it is clear that the appropriate body to regulate is the intermediaries. 
It is their unchecked greed (in collusion with the corporate chiefs) that brought us into 
this situation in the first place and it is this community who require regulation. But, how 
do we regulate human behavior? Further, if we do not place sufficient checks against 
such aberrant behavior we are surely setting ourselves up for an infinite series of bubbles 
and crashes. There is a bubble in the credit card/debt industry ready to burst. Right before 
the crisis we witnessed a speculative bubble in the price of oil which momentarily 
disappeared because of the crisis and is seeking to reemerge.  
 
In 2008, the price of oil increased from $ 40 a barrel to nearly $ $150 a barrel in the short 
span of 6 months. People in general were vexed and started observing their driving habits 
in order to modify their behavior and reduce the effect of rising gas prices. When the 
price of oil fell, just as suddenly as it had risen, all our concerns regarding driving habits 
and gas guzzling SUVs also melted away. We did not learn any lesson from the finite 
window of opportunity. If today the global economy turns around, we stop saving and get 
back to spending and China and India go back on their economic construction binges, 
then we will see the reappearance of the high prices not only for oil but for commodities 
and other construction and building material, we will have lost another invaluable 
learning opportunity. In this case we will witness the mother of all bubbles, a bubble in 
the price of money. The effect of such a money illusion has already been discussed but at 
this scale may cause our dollar, and our entire economy to fall over an abyss. To get 
there, as we try to fix the market and not the behavior, we are sure to witness a never 
ending series of bubbles and crashes in the years to come. We will rise and then fall as a 
herd.  
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