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1. Comments on the basics of each model

2 Extensions2. Extensions
• Link to the current crisis
• Robustness?Robustness?
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Model 1: Debt Guarantees
• Refreshing to see standard economics deployed 

creati elcreatively 
– That the rents flow to scarce factor is well 

understood and non controversialunderstood and non-controversial 

• The rents going to the scarce factor has some 
empirical support in the most recent crisis
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House Prices in Steady Markets
(from Chris Mayer)
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House Prices in “Bubble” Markets
(from Chris Mayer)
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Notice sustained booms only possible where supply responses 
are limited.  Stagnation can happen anywhere.
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Debt Guarantees and the Recent Crisis
• Why did the bubble show up now, did the subsidy 

change?
– Is this really about Fannie and Freddie and the debate overIs this really about Fannie and Freddie, and the debate over 

whether the drive for affordable housing was critical 

It lik i t iti i t f l i• It seems like intuition on importance of leverage is very 
general, how might we control leverage?
– Would attending to the left tail really amount to anything more g y y g

than rule based on recent credit growth?  
– The political economy of using leverage restrictions is 

challenging
– Have also to be very careful about imposing leverage 

restrictions only on banks   shadow banking system growth! 
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Fannie and Freddie Leverage
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Model 2:  Rational Bubbles

• Again standard theory: just need to be on the 
“wrong side” of the golden rule so that r < g
– If so “riding” a bubble  is risky but appealing 

• Again one reading of the current crisis suggests g g gg
the expansion in the supply of securities was 
important p
– Note the explosion of AAA 
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AAA-rated securities
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CDO credit rating vs. Collateral rating (3,912 tranches)
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Rational/Irrational Bubbles…

• Di we trust the government to migrate the 
bubble?bubble?
– Huge incentives to play this card

• What if it is not a rational bubble? 
– Shleifer-Vishny, sentiment and unstable banks

• What if we anticipate ex-post bailouts?
– Ex-ante incentives change, potentially a lotEx ante incentives change, potentially a lot
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Conclusions

• The paper is a paragon of transparency, great 
benchmark for policy analysisbenchmark for policy analysis 

Ni t ti i t f di i l• Nice starting point for discussing several 
important issues.

• Not so sure about robustness….  
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