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ot so long ago, the U.S. economy was the envy 
of the world.  As of September 2007, we had ex-
perienced 24 consecutive quarters of positive
GDP growth. The stock market stood at histori-

cally high levels, and inflation and unemployment were low
and stable. 

Things look different today. The U.S. economy is in reces-
sion, as is the economy of most every nation in the world.
Many forecasters predict a domestic downturn on par with
that of 1981–1982; some talk of another Great Depression.

Meanwhile, we’ve experienced a huge range of interven-
tions in the economy. We’ve seen the bailout of the Wall Street
banks and the passing of a massive stimulus bill. We’ve seen
coordinated interest rate cuts, expansions of deposit insur-
ance, and government ownership stakes in banks. The stated
aim of these policies when they were debated was to stave off a
credit crunch and recession, but we got both anyway. Now, the
claim is that they will prevent a bigger credit crunch or reces-
sion than we would otherwise experience. I’m not so sure.
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Today, I’ll make the case for
doing nothing. More pre-
cisely, I will argue that had

the federal government not under-
taken any new policies in response to
the economic downturn, we would
be better off than we are now. I will
further argue that if a stimulus was
necessary, it should have come from
tax cuts and scaling back failed gov-
ernment programs, not new govern-
ment spending.

WHAT WENT WRONG?
What caused the economic crisis?
Although securitization, failures at
rating agencies, and greed on Wall
Street all played a role, at the root of
the crisis, ultimately, were misguid-
ed federal government polices. 

The first of these was the at-
tempt to expand homeownership.
Let me begin by saying that govern-
ment has no business taking a
stand on how many people should

or should not own homes, just as it
has no business trying to influence
how many toaster ovens we buy.
There is no plausible market failure
in the production of housing or in
people’s decisions about whether to
buy homes. Yet government has
been interfering for decades.

A partial list of policies designed
to increase homeownership includes
the Federal Housing Administra-
tion, the Federal Home Loan Banks,
Fannie Mae, Freddie Mac, the Com-
munity Reinvestment Act, the de-
ductibility of mortgage interest, the
homestead exclusion in the personal
bankruptcy code, the tax-favored
treatment of capital gains on hous-
ing, the HOPE for Homeowners Act,
and, most recently, the Emergency
Economic Stabilization Act—also
known as the bailout bill.

The U.S. government’s pro-hous-
ing policies did not have major dele-
terious effects for decades. The rea-
son is likely that the interventions 
in part substituted for activities the
private sector would have undertaken
anyway, such as providing a second-
ary market in mortgages.

Over time, however, these mild
interventions began to focus on 
increased homeownership for low-

income households. In the
1990s, the Department of Hous-
ing and Urban Development
ramped up pressure on lenders
to support affordable housing.
In 2003, accounting scandals at
Fannie and Freddie allowed key
members of Congress to pres-
sure these institutions into sub-
stantial risky mortgage lending.

By 2003–2004, therefore, federal
policies were generating strong in-
centives to extend mortgages to bor-
rowers with poor credit characteris-
tics. Financial institutions responded
and created huge quantities of assets
based on risky mortgage debt.

This expansion of risky credit
was especially problematic because

There is no plausible 
market failure in the 
production of housing, 
nor in people’s decisions
about whether to 
buy homes.

““
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of the second misguided feder-
al policy, the long-standing
practice of bailing out failures
from private risk-taking. Bail-
outs have occurred often and
widely, especially in the bank-
ing sector. In the context of the
recent financial crisis, a crucial
example is the now infamous
“Greenspan put,” the Fed’s practice
under Greenspan of lowering inter-
est rates in response to financial dis-
ruptions in the hope that expanded
liquidity would prevent or moder-
ate a crash in asset prices. In the
early 2000s, in particular, the Fed
appeared to have made a conscious
decision not to burst the housing
bubble and instead to “fix things” if
a crash occurred.

The banking sector’s history of
receiving bailouts meant that finan-
cial markets could reasonably have
expected the government to cush-
ion any losses from a crash in risky
mortgage debt. Since government
was also exerting pressure to ex-
pand this debt, and since it was
profitable to do so, the financial
sector had every reason to play
along. It was inevitable, however,
that at some point a crash would
ensue. The expansion of mortgage
credit made sense only so long as
housing prices kept increasing, but
this could not last forever. Once
housing prices began to decline, the
market had no option but to suffer
the unwinding of the positions
built on untenable assumptions
about housing prices.

This interpretation of the finan-
cial crisis therefore puts primary
blame on federal policy rather than

on Wall Street greed, inadequate
regulation, failures of rating agen-
cies, or securitization. These other
forces played important roles, but it
is implausible that any or all would
have produced anything like the re-
cent financial crisis had it not been
for the two misguided federal poli-
cies. Wall Street greed, for example,
certainly contributed to the situa-
tion, if by “greed,” one means prof-
it-seeking behavior. Many on Wall
Street knew or suspected that their
risk exposure was not sustainable,
but their positions were profitable
at the time. Further, markets work
well when private actors respond to
profit opportunities, unless these
reflect perverse incentives created
by government. The way to avoid
future crises, therefore, is for gov-
ernment to abandon polices that
generate such incentives.

BAILING OUT THE BANKS
The Treasury’s bailout plan was an
attempt to improve bank balance
sheets and thereby spur bank lend-
ing. The justification offered was
that, as of early September 2008,
major banks were facing imminent
failure because their mortgage-
backed assets had declined rapidly
in value.

No one disputes that several

The expansion of 
mortgage credit made
sense only so long as 
housing prices kept 
increasing, but this 
could not last forever.

“ “



banks were in danger of failing, 
but this does not justify a bailout.
Failure is an essential aspect of 
capitalism. It provides information
about good and bad investments,
and it releases resources from bad
projects to more productive ones.
As noted earlier, housing prices and
housing construction were too high
at the end of 2005. This condition
implied a deterioration in bank 
balance sheets and
a retrenchment in
the banking sector,
so some amount 
of failure was both
inevitable and ap-
propriate.

Thus, an eco-
nomic case for the
bailout needed to
show that failure by
some banks would
harm the economy
beyond what was
unavoidable due to
the fall in housing prices. The usual
argument is that failure by one
bank forces other banks to fail, gen-
erating a credit freeze. That out-
come is possible, but it does not
mean the Treasury’s bailout plan
was the right policy.

To see why, note that allowing
banks to fail does not mean the gov-
ernment plays no role. Federal de-
posit insurance would prevent losses
by insured depositors, thus limiting
the incentive for bank runs. Federal
courts and regulatory agencies (such
as the FDIC) would supervise bank-
ruptcy proceedings for failed institu-
tions. Under bankruptcy, moreover,
the activities of failing banks do not

necessarily disappear. Some contin-
ue during bankruptcy, and some re-
sume after sale of a failed institutions
or its assets to a healthier bank. In
other cases, merger in advance of 
failure avoids bankruptcy entirely.
Private shareholders and bondhold-
ers take the losses required to make
these mergers and sales attractive to
the acquiring parties. Taxpayer funds
go only to insured depositors.

The bailout dis-
tracted attention
from the fact that
government was the
single most impor-
tant cause of the cri-
sis. More broadly,
the bailout will con-
tinue to encourage
perverse actions by
institutions that are
eligible for the
money, such as ac-
quiring toxic assets
that the Treasury

might buy or taking huge risks with
Treasury capital injections.

The Treasury bailout of 2008 also
initiated a government ownership
stake in the financial sector. This
means that, going forward, political
forces are likely to influence deci-
sionmaking in the extension of cred-
it and the allocation of capital. Gov-
ernment might (again) push banks
to aid borrowers with poor credit
histories, to subsidize politically con-
nected industries, or to lend in the
districts of powerful legislators. Gov-
ernment pressure is difficult for
banks to resist, since government
can threaten to withdraw its owner-
ship stake or promise further injec-
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tions whenever it wants to
modify bank behavior. Further,
bailing out banks sets a prece-
dent for bailing out other 
industries. Thus, the long-run
implications of the bailout are
unambiguously bad.

Ironically, the bailout itself
may have exacerbated the credit
crunch. The announcement
that the Treasury was considering a
bailout likely scared markets by sug-
gesting the economy was worse than
markets recognized. Likewise, the an-
nouncement may have encouraged a
credit freeze because bankers did not
want to realize their losses or sell
their institutions to acquiring firms
if government was going to get them
off the hook. The bailout introduced
uncertainty because no one knew
what the bailout meant: how much,
what form, for whom, with what re-
strictions, and for how long.

THE STIMULUS
The American Recovery and Rein-
vestment Act of 2009—better known
as the “stimulus”—represents a mas-
sive transfer of resources away from
the private sector to politically con-
nected interest groups. The funds
will come from our taxes and flow to
the education sector, the health care
sector, the creation of “green jobs,”
and federal contractors and unions.

Some proponents argue that the
stimulus money was needed to em-
bark on projects that are not being
supported by the market but should
be. This is the “market failure” argu-
ment for government spending.  In
fact, federal spending is already too
high in most areas.  From the $15

billion we spent on the failed Big Dig
in my town of Boston to tens of bil-
lions we spend per month fighting
in Iraq, there’s plenty of ill-conceived
government spending to be cut.  The
spending that was included in the
stimulus bill went in many cases to
sectors that are neither facing espe-
cially high unemployment nor expe-
riencing the worst declines in activity
(e.g., health care, education, alterna-
tive energy development).

The stimulus was not about im-
proving economic efficiency but
about distributing funds to favored
interest groups. If the administra-
tion was really concerned about edu-
cation, for example, it should have
promoted policy changes that im-
prove outcomes while saving money,
such as reduced restrictions on who
can become a teacher.  The adminis-
tration instead chose to shovel
money to the teacher’s unions.

Part of the stimulus bill came 
in the form of tax cuts, but these
were mainly one-shot cuts aimed at
redistribution rather than improved
economic efficiency.  Although shift-
ing money to private citizens and
away from government is a good
thing, repeal of the corporate in-
come tax would have improved

“The stimulus was 
not about improving 
economic efficiency 
but about distributing
funds to favored 
interest groups.

“
Continued on page 7
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You’re a veteran cable news host, most 
recently of MSNBC’s Tucker. Now that you
have the freedom to go beyond the sound
bite in making your arguments, what do 
you plan to say?
I have no intention of giving up the sound
bite. It has served me well for a long time. The
last thing Washington needs is more windy,
imprecise answers to things. If everyone in
politics was forced to speak in clear, short sen-
tences, I suspect you’d see far less nonsense
coming out of Congress. 

So I plan to make the same case I’ve always
made: for personal liberty; against collec-
tivism in all its forms. And I plan to make it in
the same way I always have, except with fewer
commercial breaks.

Tell it like it is. Is there bias in the media?
Of course, and there always has been. Most
journalists are lifestyle liberals, but their biases
extend beyond politics. They favor the new over
the old, the trite over the deep, the simple and

dramatic over the complicated and nuanced. 
It was this way 30 years ago when my father 
was in journalism. Thirty years from now those 
biases will almost certainly remain. What has
changed is the undisguised partisanship. Re-
porters didn’t used to be allowed to root openly
for a candidate, much less weep with joy on 
television when he won. Unfortunately that
changed with Obama.

You’re in the process of writing a book. Can
you give us a preview?
I’ll be spending the next several months cata-
loging all the many ways the modern state
has made us less free. Once you give politi-
cians the power to decide what sort of toilet
you’re allowed to use—and we have—there’s
virtually nothing they can’t make you do, 
as the Obama administration is swiftly mak-
ing clear. I can’t promise an uplifting read.
Bracing is what I’m aiming for. But I do think
it’s worth describing the problem in detail,
unpleasant as it may be.

Cato Scholar Profile:TUCKER CARLSON
TUCKER CARLSON is a senior fellow at the Cato Institute. Previously, he
was the host of MSNBC’s Tucker, and before that, PBS’s Tucker Carlson:
Unfiltered and CNN’s Crossfire.
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When it comes to
global warming, dire
predictions seem to
be all that are being
reported. The authors
thoroughly demon-
strate how the impact
of global warming is
far less severe than is
generally believed.
However, because
that perspective is not
infused with horrific

predictions, it is largely ignored.
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From the largest
shanty town in Africa
to the mountains of
Gansu, China, and
into the poorest com-
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this book offers an 
inspiring journey into
the lives of children,
parents, teachers and
entrepreneurs who
have successfully cre-
ated their own private

schools in response to failed public education.  
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long-run incentives and created the founda-
tion for economic growth in the future.  Al-
ternatively, the stimulus could have taken
the form of lower employment taxes, which
would have encouraged more hiring.

PEERING INTO THE LOOKING GLASS
President Obama’s new budget is at least
honest; it is an unapologetic attempt to 
restructure the U.S. economy and expand
the role of government.

The budget forecasts that have come from
the administration appear extremely opti-
mistic.  In particular, the extra revenue being
projected from repealing the Bush tax cuts 
understates the dynamic response of the econ-
omy to this higher rate. Faced with higher
taxes, people will cut back on their work or
withdraw from the labor force. On the spend-
ing side, the new initiatives will surely cost

many times as much as projected; that is the
iron law of government spending. Combined,
if Obama enacts half of what he has slated, we
will see trillion-dollar deficits for years to come.

The stunning thing about the proposed
budget is that nothing announced looks like
it will improve the efficiency of the economy.
Nothing looks like it’s in the direction of free-
dom or liberty. Nothing looks like it has any
faith whatsoever in markets. It’s all about re-
warding interest groups: unions, the green
lobby, the education lobby, and the health
care sector.

To sum up, the crisis was at its most 
fundamental level the result of government
policies, not market failures. The government
policies adopted have been misdirected, at
best. The lesson for policymakers is therefore
clear; it is better to do nothing than to make
things worse.  In economics, as in medicine,
the dictum is “first, do no harm.”

Continued from page 5

Available at bookstores nationwide, online at www.cato.org, or by calling toll-free (800) 767-1241.
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B etween economic chaos
and wars in Iraq and
Afghanistan, the powerful

drive to solve problems
through government interven-
tion is creating a dangerous
new status quo. During a 
crisis, government grows 
exponentially. Massive over-
reaching by government was
one of the chief causes of the
crisis; today we  witness a 
disease posing as a cure. And
while government may recede
after the immediate crisis 
recedes, it rarely returns to 
its original size—thus, the 
cautionary adage there is nothing

more permanent than a tem-
porary solution, and nothing closer
to immortality than a government
program.

Cato University is the Cato
Institute’s premier educational
event of the year. This annual
program brings together 
outstanding faculty and 
participants from across the
country and around the globe.

FULL DETAILS– including 
the list of distinguished faculty
and a convenient online registra-
tion reform are available at
www.cato-university.org.

Economic 
crisis, war, 
and the rise 
of the state
JULY 26-31, 2009 ● RANCHO BERNARDO INN ● SAN DIEGO



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /CMYK
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<

    /BGR <>
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /CZE <>
    /DAN <>
    /DEU <>
    /ESP <>
    /ETI <>
    /FRA <>
    /GRE <>

    /HRV (Za stvaranje Adobe PDF dokumenata najpogodnijih za visokokvalitetni ispis prije tiskanja koristite ove postavke.  Stvoreni PDF dokumenti mogu se otvoriti Acrobat i Adobe Reader 5.0 i kasnijim verzijama.)
    /HUN <>
    /ITA <>
    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /LTH <>
    /LVI <>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /POL <>
    /PTB <>
    /RUM <>
    /RUS <>
    /SKY <>
    /SLV <>
    /SUO <>
    /SVE <>
    /TUR <>
    /UKR <>
    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /ConvertToCMYK
      /DestinationProfileName ()
      /DestinationProfileSelector /DocumentCMYK
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles false
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /DocumentCMYK
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


