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It is yet difficult to say that economic scienceshmaore or less clearly
sorted out the current crisis. Too little time Ipassed to recapitulate or gener-
alize. Still, both practitioners and theorists halready reacted to the crisis in
some way or other.

For example, most of the developed countries hdeptad government re-
covery programs, including nationalization of assatprecedented public support
for the financial sector and real economy, reduegdourdens and job creation
while taking no heed of the fact that the 3% budgdtit ceiling has been topped
three or four times over.

Alongside criticisms of the governments' earliefiges, it is argued
that the economy has faced "market errors” rathan t'government errors."
In the current situation not all traditional instrents have behaved predicta-
bly: a drop in refinancing rates has failed to begfactivity, liquidity injec-
tions have failed to stabilize the stock market darivatives designed to con-
trol risk have in fact increased it.

| can see two fundamental reasons for that. Firstcontroversy produced
by the objective trend toward corporate consolatvhen the interests of top
management do not fully fit with the interests afn@rs has increasingly come
into play. As far as | can judge, few are attribgtthe current crisis to the dif-
ferent motivations of owners and managers. Oneoreasthat key financial
players, i.e. investment banks or rating agenaiedeast susceptible to diver-
gent interests between management and sharehbklEasase a lot of capital is
in the hands of the "partners" who effectively ngm#éhe banks. Furthermore,
economic theory seems to possess tools to anaigzédhavior of manage-
ment that has its own interests to follow. Sucihd@ad tools that theorists can
employ include the principal-agent theory, moratdrd or adverse selection
(Akerlof (1970); Stiglitz (1987); Murtishaw, Sathaye (2006)).

Still, it seems to me that these theories pay d&t&ntion than is due to
the phenomenon of increased risk in the behaviomahagers interested in
increasing company returns. | would hypothesizé_tha enhanced role of
managers with interests differing from owner ing¢secauses management
risks to grow and constitutes one of the fundanmeet@sons for the current
crisis.




Few specialists have pointed out the fact thatsrisave increased in
"management behavior": pledge issuers are noelisldefault risk, banks try
to circumvent equity adequacy requirements, andgatgencies refuse to as-
sume responsibility to analyze source data. Angtineblem is that managers
are paid bonuses for short-term transact{@nsuhy, Jarrow, Turnbull (2008)).
These appear to be the only examples demonstitiigngame logic as the ar-
gued importance of the increasing gap between oanérmanagement inter-
ests.

One has to add the obvious failure of rating agesaihich are deliver-
ing poor-quality information products resultingwmong risk assessments for
financial market players. There is a theory thacdbes product markets with
information asymmetriesiglitz, Weis (1981); Samuelson (1984); Bester
(1984)) but it hardly pays any attention to the problenfe{perts" who pro-
vide information to buyers of financial productsatiRg agencies are exactly
experts of this kind.

Secondly, bank lending is beginning to "work" agesmerator of over-
production amidst increasing "management risks1akcial resources are eas-
ler to access and in an effort to generate morgngtmanagers are prepared
to take out higher-risk loans, which results iftificus demand, encourages
surplus supply and produces an equilibrium thatosbacked by incomes, a
"debt" equilibrium. It is impossible to set a reaable debt limit. | think this is
a new kind of "market error" which calls for someadof government inter-
vention. It is unlikely that the overproduction "rket error" can be corrected
simply by injecting liquidity.

The subprime mortgage crisis in United States, Wwhit effect pro-
voked the global downturn, can serve as an exarSglee analysts claim that
it was just a routine "overheating cycle" which Ih&en observed in financial
markets many times. Some economists even argusttiaturally the current
crisis is not different in principle from the 18het crisis that industrialized
nations have experienced in the postwar periody Bag the only thing about
the current crisis is its scale which is a functadrthe shock that the financial
system has experienced, and of the effectivenesgowérnment policies
(Reinhart, Rogoff (2008)).

A number of economists conclude that the subprinsschas a logic
similar to the crisis the United States faced i ldite 1980s and to the crisis
that Asia faced in the 1990s but the financial waimns of last few years
have clearly added to the gravity of the systeruifai They point out a num-
ber of factors: (1) wrong assessment of the rigkslting from very low inter-
est rates, great moderation and excessive supipibrie dinancial markets from



the Federal Reserve, which led to a moral haz&)dn@ymerous financial in-
novations exacerbating the problem, (3) wrong assests by the rating
agencies, and (4) liquidity shortfal(§s0odhart (2008)). In addition, weak
monetary policies, excessive deregulation and iallk of imbalances pro-
duced by the growth period and attended by "bublalesall structural factors
contributing to the crisiLim (2008)).

Almost all experts note that the quality of markabilities has dramati-
cally dropped in recent years. Market growth inrtha& estate market, howev-
er, caused a "myopia" in many market players. Assalt, most players over-
looked the riskgDemyanyuk, van Hemert (2007)). | should underline that the
key reason for subprime market expansion thatengg off the crisis was the
excessive supply of financial instruments, noteéased incomes of consumers
or price growth expectations in the real estateketgMian, Sufi (2008)). In
other words, we are talking about an extremelylgdstror." | should say that
this conclusion fully agrees with the fundamengéason | mentioned earlier.

Other specialists come to the same conclusionegstétk of a combina-
tion of "excessive optimism of the players in assegrisks and of excessive
liquidity and the appearance of a "financial bubljieyan (2008)). What con-
tributed to the crisis was the current system sty risk safeguards which
largely focuses on the banking sector and overldbksfinancial markets
which are playing an increasingly more importar (&chwarz (2008)).

A widespread view is that the current crisis isdgult of the evolution
of subprime institutional regulation and wrong intrees appearing in the sys-
tem (Kregel (2008)). A number of experts examining the question of tivae
asset securitization results in impaired qualitypofrower analysis have an-
swered it in the affirmativéKeys, Mukherjee, Seru, Vig (2008)).

| will repeat that too little has yet been donestiody the crisis in terms
of the inadequacy of general market theory. Thidcde the inertia of erst-
while views or maybe the time is not yet ripe. Oalfew authors believe that
the current crisis signals the "intellectual bamkey" of the theory of dynamic
stochastic overall balance and that Keynesian en@so(both its older and
newer modifications) does not give an answer toctimeent problemgLei-
jonhufvud (2008)).

* k%

The overall feeling is that the crisis has laidebtire differences that
have built up over the years between mainstreamsvaf the capitalist model
(general market theory) and real economic lifeo8e should expect theoreti-



cal papers to be written shortly about ways to mude the current model of
capitalism. | think that the dominant thing abdustmodernization should be
the government's enhanced role in the economy.

10.

11.

12.

REFERENCES

Bester H. Screening versus rationing in credit retrkwith
imperfect information. University of Bonn Discussid’aper
N136, May.

Crouhy M.G., Jarrow R.A., Turnbull S.M. The Subpei@red-
it Crisis of 07. Mimeo, 2008

Demyanyuk Y., van Hemert O. Understanding the Suoigor
Mortgage Crisis. Mimeo, 2007.

Goodhart C.A.E. The Background to the 2007 FindrCiesis.
International Economics and Economic Policy, VIl2@08

Keys B.J., Mukherjee T., Seru A., Vig V. Did Setuation
Lead to lax Screening? Evidence from Subprime L&t -
2006. Mimeo, 2008

Kregel J. Changes in the U.S. Financial SystemthadSub-
prime Crisis. Levy Economics Institute Working Papéo.
530, 2008

Leijonhufvud A. Keynes and the Crisis. CEPR Policgight
No. 23, 2008

Lim M.M. Old Wine in a New Bottle: Subprime Mortgagri-
sis - Causes and Consequences. Levy economicsulesti
Working Paper No. 532, 2008

Mian A., Sufi A. The Consequences of Mortgage Gréck-
pansion: Evidence from the U.S. Mortgage Defaulisi€r
Mimeo, 2008.

Murtishaw, S. and J. Sathaye, Quantifying the Effgcthe
Principal-Agent Problem on US Residential Use, Repo
LBNL-59773, 2006.

Reinhart C.M., Rogoff K.S. Is the 2007 U.S. SulateriFinan-
cial Crisis So Different? An International Histalc
Comparison. NBER Working Paper No. 13761, 2008

Ryan S.G. Accounting in and for the Subprime Crislsneo,
2008



13.

14.

15.

16.

Samuelson W. Bargaining under asymmetric infornmatio
Econometrica 52(4), July,995-1005.

Schwarz S.L. Markets, Systemic Risk, and the Sufmgori
Mortgage Crisis. Duke Law School Legal Studies Rede
Paper No. 190, 2008

Stiglitz, Joseph E. «Principal and agent», The Ralgrave: A
Dictionary of Economics, v. 3, pp. 966-71, 1987.

Stiglitz J. and Weis A. Credit rationing in marketgh imper-
fect information. American Economic Review, 1981, June
393-410.

Submitted: February 2009



