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THE ORIGINS OF THE U.S. FINANCIAL AND ECONOMIC CRISES
Updated October 2010
         The U.S. economy has clearly been in terrible shape since 2008. What is less clear is how it got that way.  Opinions vary on when and where to begin the story, but many experts trace the origins of the current economic situation to the housing bubble that began earlier this decade.

The Housing Bubble
         Housing prices jumped at a rate above 6 percent in 1999 and increased rapidly and steadily as the decade turned, according to a recent study by the Brookings Institution. "After the mid-1990s … real house prices went on a sustained surge through 2005, making residential real estate not only a great investment, but it was also widely perceived as a very safe investment," the study said.

         The prices eventually moved "out of line with fundamentals like household income," creating the so-called bubble, the study said.   There were two trends developing at that time that contributed to the housing bubble, according to experts.

         First, the Federal Reserve Board, to combat the recession of 2000-01 and the economic effects of the September 11 terrorist attacks, began drastically slashing interest rates through highly expansionary monetary policy.  Consequently, it was very easy to borrow money, especially if you wanted to buy a home.  Meanwhile, global investors - flush with cash from the worldwide economic booms of the 1990s and early 2000s - were looking to the U.S. economy to make even more money.  ''You have a group of people growing richer by leaps and bounds," said Peter Rodriguez, an economist at the University of Virginia. "And they liked the idea of parking some cash in the biggest, safest economy in the world."
          Enter the second trend, mortgage-backed securities.  Wall Street firms sought to connect the rich investors with the rapidly expanding housing market by means of complicated financial instruments.  These instruments - such as the mortgage-backed securities we have heard so much about - made it easier to move the investors' funds into the housing market, which fed the extraordinary price spiral, Rodriguez said. “It really began to take on a life of its own when people saw how much money they could make in housing,” he said.  “Before long, everybody was pushing along the momentum of this train.”
         So how do these mortgage-backed securities work and what role did they play?  Let’s say there are three prospective homebuyers in a neighborhood.  A local bank, Bank B, makes mortgage loans to all three, then bundles up the mortgages and sells the bundle to a big Wall Street firm, like the now-bankrupt Lehman Brothers.  The Wall Street firm takes its bundles of mortgages and sells “shares” in them to savers.  The savers make money off the interest payments from the original borrowers.  This process is summarized in Figure 1.















          These instruments helped minimize risk for the local bank.  If the borrower subsequently defaulted on the loan, the local bank that originally made the loan would not be affected.  “You didn’t even have to worry about a loan once you made it.  You didn’t have to keep it on your books,” Rodriguez said.  “The only limitation was how fast you could turn the loans.”

          It was an intoxicating era when you could make a lot of money quickly through the housing market, and you did it through the "basic idea of leverage," Rodriguez said.

          He provided an example: You take out a mortgage loan for $100,000 and make a 20 percent down payment, which would equal $20,000.  If the price of the house goes up to $120,000, you've effectively doubled your money. If you sell at that price - assuming there are no transaction costs - you walk away with an extra $20,000.

          Leverage works the same way for banks. They borrow from other banks or other institutions so that they can hand out more loans and make more money.  ''This encourages all sorts of risky behavior by individuals looking to buy homes, and it encourages banks to lend because, in an environment where prices rise, they're making lots of money, too," Rodriguez said.

Economists say not everyone can - or should - buy a home, but that did not stop many homebuyers, banks or Wall Street firms during the housing bubble, when it looked like the only way for prices and profits to go was up.

Some banks and other institutions were even eager to lend money to prospective homebuyers with poor credit and a spotty financial history who would not typically qualify for loans.  These transactions are known as "subprime" mortgage loans and they usually charge interest rates that are above the "prime" interest rates available to borrowers with good credit.  On its face, there is nothing devious or illegal about a high interest "subprime" loan. It is simply a case of a lender taking on a higher risk and receiving a higher interest rate in return.


However, during the housing boom, lenders were so anxious to make new loans to anybody that they offered “teaser” rates to attract borrowers: subprime lenders offered relatively low interest rates for the first couple of years, after which the rates would increase.  Another enticement was the “interest only loan.”  Under this deal, borrowers paid no principle for the first few years which kept the monthly payments down for a while.  Many borrowers also did not have to come up with a down payment to get a mortgage loan.  Consider a typical family from southern California.

In 2005, Mario and Leticia Montes found a home they loved, a gray stucco bungalow with a hot tub in the backyard in a middle-class neighborhood of Orange County.  The price was a major stretch at $567,000.  But the couple, who had sold a home a few years earlier to move to a better area, was tired of renting. Like many people who jumped into the rising housing market in the mid-2000’s, they had little money for a down payment and chose a loan that would hold their monthly payments down for the first two years, then “reset” to a much higher level.  The interest rate on their loan for the first two years was a very low 5.45%.  After that it would be a certain margin above a floating interest rate.  Mr. and Mrs. Montes said their mortgage broker assured them they would be able to refinance in a couple of years (get a new loan for the balance of their mortgage at a lower interest rate) to keep their payments affordable. 
(Hagerty and Gepfert, The Wall Street Journal, Thursday, August 16, 2007)

 As long as housing prices continued to rise, the broker’s advice was reasonable.  If the value of the Montes’ house rose to, say, $600,000 in two years, a lender would be happy to lend them $567,000 at a reasonably low interest rate to replace the original subprime loan.

As the boom continued, however, mortgage lenders became less and less careful about the borrowers to whom they lent.  An excerpt from a Washington Post article about the crisis demonstrates just how lax lending practices became.
The young woman who walked into the Vienna office of Pinnacle Financial (a mortgage company) in 2004 said her boyfriend wanted to buy a house near Annapolis. He hoped to get a special kind of loan for which he didn't have to report his income, assets or employment. . Mortgage broker Kevin Connelly handed the woman a pile of paperwork.


On the day of the settlement, she arrived alone. Her boyfriend was on a business trip, she said, but she had his power of attorney. Informed that for this kind of loan he would have to sign in person, she broke into tears: Her boyfriend actually had been serving a jail term.


Not a problem. Almost anyone could borrow hundreds of thousands of dollars for a house in those wild days. Connelly agreed to send the paperwork to the courthouse where the boyfriend had a hearing.  As it happened, he was freed that day. Still, Connelly said, "that was one of mine that goes down in the annals of the strange."


Strange was becoming increasingly common: loans that required no documentation of a borrower's income. No proof of employment. No money down. "I was truly amazed that we were able to place these loans," Connelly said.


It was a world removed from his start in the business, in 1979, when the University of Maryland graduate joined the Springfield office of a savings and loan. For most of his 25 years in the industry, home buyers provided reams of paperwork documenting their employment, savings and income. He'd fill out the forms and send away carbon copies for approval, which could take 60 days.


Connelly was now brokering loans for Orlando-based Pinnacle or for subprime specialists such as New Century Financial that went to borrowers with poor credit history or other financial limitations. Connelly said he secured many loans for restaurant workers, including one for $500,000 for a McDonald's employee who earned about $35,000 a year.  (Klein and Goldfarb, Washington Post, June 15, 2008)

           Subprime lending exploded.  Nearly half of the loans made in 2006 were of the risky subprime variety.  "Prime mortgages dropped to 64 percent of the total in 2004, 56 percent in 2005 and 52 percent in 2006," the Brookings study notes.

            Even so, many banks and brokerage firms continued bundling the mortgages, many of them bad loans, and Wall Street kept buying them and selling them to investors. And the people who could have put a brake on the increasing amount of risk - the government bureaucracies that regulate the U.S. financial sector - weren't paying attention.  But before we totally blame the regulators, we should note that their bosses, the politicians in Congress and the White House, were happy with this situation.  One of the Federal government’s goals after World War II was to increase home ownership.  During the housing boom, minorities and other groups who historically had difficulty getting mortgage loans were able to buy homes in unprecedented numbers.


.

The Housing Bubble “Bursts”
"As long as everyone was paying their mortgage, that was fine," said Ali Velshi, CNN's chief business correspondent. "[But] we didn't take into account with these mortgages that people might lose their jobs, the interest rate might go up and the housing prices may go down.  Guess what? All three happened."

Starting in 2005, credit began to get tighter.  With fewer funds with which to make loans, banks raised interest rates and became more careful about making loans to risky customers.  The increasing difficulty of getting mortgage loans cooled the demand for housing by the middle of 2006.  Consequently, the extremely high prices of homes in many markets began to increase less rapidly and even fall in some places.  At the same time, the subprime borrowers from two or three years earlier began facing their interest rate “resets.” They were caught in a “squeeze” between the escalating payments on their subprime loans as their interest rates “reset” to higher levels and the difficulty refinancing their current loans in an environment where the values of their houses were falling and lenders were more skittish about making new loans.  Consider the Montes family from Southern California again.


By late summer of 2007, with the December 2007 “reset” on their loan looming, the refinancing option began to look impossible.  A friend who worked as a loan officer called with some bad news: similar homes in their area were selling for $535,000 to $565,000.  That meant that the Monteses’ loan balance could exceed the value of their home. Consequently, no lender would make them a loan for $567,000, the amount of the original loan, and therefore they would not be able to refinance.  Thus, they faced a choice of making the higher monthly payments on their existing loan (their annual payments were due to increase from $38,400 to $50,000, which was over half of their annual income of $90,000) or of defaulting on the loan and giving up their house.

(Hagerty and Gepfert, The Wall Street Journal, Thursday, August 16, 2007)

Not surprisingly, many mortgage borrowers defaulted.  As this happened, more and more homes were offered for sale and home prices went into a downward spiral.  "You're a homeowner or a bank, and you're trying to sell your property, but everything else on the block is for sale, too," Velshi said. "Everything collapsed like we've never seen before."

The Credit Crisis

Knee-deep in bad loans, many banks and lending institutions panicked. Many of them were over-leveraged, experts say; simply put, they had borrowed beyond what was responsible and were now on the hook.

Another way to understand it is that for every dollar a bank may have had in the vault, it had $10 to $25 floating in the market in loans, and a good bit of that money was tied up in bad loans.  The banks sought to decrease that ratio by either getting rid of the bad loans or raising more money, Rodriguez said.

The problem with dumping the loans on the market is that "it lowers the price, and anyone else who has them is suddenly in even worse shape," he said.  It was a "death spiral of prices," and it spread like a virus across the financial sector, from legendary Wall Street firms like Bear Steams and Lehman Brothers to local and regional banks and brokerage firms across the country, Rodriguez said.  As stockholders found out about the bad loans these firms were carrying, they pulled their money out. The markets plummeted.

Meanwhile, paralyzed by their bad assets and looking to hoard cash, banks stopped lending. It didn't matter if you were an individual with good credit, a healthy business or another bank.

            The American financial system was effectively frozen.  "It was a perfect storm," Velshi said. "It was a lack of regulation, it was greed and creativity in the financial industry, and it was an American dream that got off track."

The Inherent Fragility of Financial Systems


Financial crises are unfortunately common.  Two-fifths of U.S. banks folded during the Great Depression.
  In the early 1990’s, many small bank-like institutions called savings and loan associations (S & Ls) failed after having made too many risky loans.  The federal government took them over and liquidated them.  Japan also had a financial crisis in the 1990’s.  Banking and financial crises occur frequently in developing countries, which often have underdeveloped financial sectors.  Of significance were crises in many Latin American countries in the 1980’s; in Thailand, South Korea, and Russia in 1997-98; and in Argentina in 2001.  These foreign crises even threatened some U.S. financial institutions that had lent to these countries.

By their very nature, financial markets are prone to periods of euphoria where lending and speculation expand rapidly (the “boom”), alternating with periods of deep decline (“bust”), when lending collapses.  This is because, first of all, “trust” and “confidence” are critical to how these markets operate.  Trust underlies the trillions of dollars of financial transactions that take place every year.  Financial transactions are a series of promises.  You hand your money to a bank, which promises to pay it back when you ask; you invest your savings in a company which promises you a share of its future profits; a bank makes you a loan to buy a house which you promise to repay.  Even when made in good faith, such promises can be broken.  Thus, for these transactions to take place at all, both parties must trust that the promises will be fulfilled or have confidence that the deal will work out.  However, trust and confidence are fragile: they can disappear quickly and unexpectedly.  
The second reason for the boom-bust tendency in financial markets is “herd” behavior.  Bankers, for example, all pay attention to the same data and information.  Thus, if one bank increases its mortgage lending and makes huge profits, other banks will see it and most will rush to make mortgage loans.  On the other hand, once profits from a certain type of lending begin to decline, most bankers will try to cut back all at once.   
Both of these tendencies were at play during the current financial boom and bust.  As housing prices increased during the early 2000’s and bankers saw their competitors making huge profits on mortgage loans, confidence soared, and they all tried to “get in on the action.”  Thus, there was a “boom” in mortgage lending which drove the demand for housing and home prices even higher.  In the run-up to the current crisis, as more and more mortgage borrowers defaulted and as previously strong financial firms like Bear Stearns and Lehman Brothers and the insurance giant AIG failed because of bad decisions and bad luck, practically all banks and financial firms lost their “trust” and consequently dramatically reduced their lending.

The Effect of the Credit Crisis on the “Real” Economy: Wall Street Intersects
Main Street.


The financial crisis eventually began to affect the “real” economy; that is, production of goods and services began to fall and unemployment began to rise as spending decreased.  With household wealth falling due to continued declines in stock prices and home prices, consumption spending plunged.  Indices of “consumer confidence” decreased, a signal that households were becoming much more cautious in their spending plans.  Investment spending also declined, as businesses had difficulty getting loans and began to see falling profits.  In 2008, retailers suffered one of the worst holiday seasons in 30 years, as worried consumers cut back.  Venerable companies started to go out of business: retailers like Sharper Image, Circuit City, and Linens ‘n Things.  All three U.S. automakers saw plunging profits.  In December 2008, the Business Cycle Dating Committee at the National Bureau of Economic Research declared that the U.S. entered recession in December 2007.  The Commerce Department announced that U.S. real GDP fell for four consecutive quarters between the third quarter of 2008 and the second quarter of 2009.  The unemployment rate rose to 10.1% in October 2009, its highest level since the early 1980’s.

The Federal Government’s Response.


Congress and the Bush and Obama Presidential Administrations crafted a massive response that tried to limit the downturn on three fronts.

To stabilize the financial system and alleviate the credit crunch, the government enacted the Emergency Economic Stabilization Act in the fall of 2008.  The centerpiece was the Troubled Asset Relief Fund (TARP) that the U.S. Department of the Treasury could use to inject up to $700 billion of taxpayer money into financial institutions to keep them operating.  Additional measures to shore up the financial system were undertaken by the Obama Administration in early 2009.  In addition, many of the actions of the Federal Reserve were directed toward keeping the financial institutions afloat and restoring lending.

To get spending on goods and services increasing, the government enacted the American Economic Recovery and Reinvestment Act in February 2009.  This is a package of government spending increases and tax cuts (expansionary fiscal policy) totaling $787 billion that is popularly known as the “stimulus” package.  It is “the largest countercyclical fiscal action in U.S. history.” (Economic Report of the President 2010, p. 52).

To stop housing prices from declining (which helped start the current crisis), the Obama Administration announced the Making Home Affordable Program on March 4, 2009.  The government estimated that  7 to 9 million homeowners could have their mortgage payments reduced or their loans refinanced at lower interest rates under this program.  The goal was to limit defaults on mortgages so that fewer homes will be offered for sale, which will help prevent home prices from falling further.

In addition to these and other programs legislated by the federal government politicians, the U.S. monetary authority, the Federal Reserve (the “’Fed”), has been pursing a highly expansionary monetary policy using some unorthodox methods.

What Was the Effect of the Government’s Interventions on the Economy?


In October of 2009, the unemployment rate had risen to 10.1 percent, a level not seen since the 1980s.  However, it is very unlikely we will see a repeat of the economic travails of the 1930’s. In fact, the government’s response in 2008 and 2009 was the result of lessons learned during the Great Depression.  In the first few years of the Great Depression (1929-33), the government let banks fail and the Federal Reserve let the money supply fall.  At the time, there was no precedent for governments pursuing expansionary fiscal policy.  Scholars agree that the bank failures and contractionary monetary policy were key reasons why the U.S. economy’s decline was so severe during that period, with real GDP falling by 33% and unemployment rising to 25%.  (Samuelson, washingtonpost.com, Oct. 6, 2008). To try to prevent another Great Depression, the government “pulled out all the stops” this time.  

Most economists believe that the government’s massive fiscal and monetary interventions in 2008 and 2009 were the keys to preventing a reoccurrence of the economic devastation of the 1930’s.  Indeed, in September of 2010, the Business Cycle Dating Committee of the National Bureau of Economic Research announced that a business cycle trough occurred in June 2009, so it appears that the U.S. economy is in recovery.   
However, the eighteen month recession is the longest since World War II, leading some to call it the “Great Recession.”  In addition, the economy remains fragile.   Unemployment was over nine percent as of September 2010, and some people believe that the U.S. economy could dip into recession again.  Even if that doesn’t happen, the return to normal is likely to be slow because spending will stay restrained for some time.  One reason for this is that households and businesses are using a portion of their incomes to pay off the debts they incurred in the years prior to the recession instead of buying new clothes, appliances, and cars.  In addition, household wealth has fallen tremendously, holding down spending.

The biggest single source of wealth for many people – their home equity – has fallen almost 50 percent [as of October 2010], according to Federal Reserve statistics.  Loss: $6.5 trillion.  U.S. stocks are still down 25 percent from their peak in 2007…Cost: $4.8 trillion.
(Sloan, Newmyer, and Burke, The Washington Post, October 17, 2010)
Consequently, U.S. production will languish and unemployment may stay abnormally high for a couple more years.
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How Mortgage-Backed Securities Work














� The bad loans that brought the banks down in the 1930’s went to borrowers who were using them to buy shares of corporate stocks.  In the 1920’s stock prices rose during a stock market “bubble.”  When stock prices fell in 1929, borrowers could not repay their loans, destroying many banks.





