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Introducti on 

1. Introduction: Cash and Risk 
 

ñDuring a period of strong global growth, growing capital flows, and prolonged stability earlier this decade, 

market participants sought higher yields without an adequate appreciation of the risks 

and failed to exercise proper due diligence. At the same time, weak underwriting standards, unsound risk 

management practices, increasingly complex and opaque financial products, and consequent excessive 

leverage combined to create vulnerabilities in the system. Policy-makers, regulators and supervisors, in some 

advanced countries, did not adequately appreciate and address the risks building up in financial markets, keep 

pace with financial innovation, or take into account the systemic ramifications of domestic regulatory 

actions.ò - "Declaration of the Summit on Financial Markets and the World Economy" (November 15, 2008). 
 

Obviously, no one expected disaster. Home prices had essentially risen for 30+ years. The had government 

promoted policies to expand home ownership in America. Mortgage lenders had obliged by lowering 

standards for credit qualifications. Brokerage firms had shown real creativity by figuring out how to sell the 

loans in pieces. Credit agencies saw no evil. They bestowed AAA ratings across the board. Everything looked 

good. Everyone was making money. 

 

Besides, what could really go wrong? The sector of lower quality borrowers, the subprime sector of the 

mortgage market, was small. It only comprised 14% of the mortgage universe at the end of 2006 ($824 billion 

of: 1) total mortgage debt estimated to exceed $13 trillion and 2) U.S. residential mortgage-related securities 

estimated around $5.8 trillion). If a default problem developed - so what. Its effects would be limited. Right? 

 

Few pondered the growing link between 1) house prices and household borrowing, 2) house prices and 

homeowners equity, 3) house prices and debt repayment ability. From home buyer (or refinancer) to Lehman 

Brothers. no one asked one BIG  question - what would happen when house prices fell? What effect would it 

have on borrowers? How much trouble would it cause?  

 

No one checked credit history - all the way back to the original borrower. Everyone ASSUMED proper due 

diligence had been conducted. And high credit ratings suggested it. Very few imagined a worst-case 

possibility of an unbelievable cycle of illiquidity (p. 92), a worldwide crisis of confidence, a massive hoarding 

of cash, a freezing of credit markets...and breathtaking economic carnage!  

 

If Only............ 

1) Prices of assets (especially housing) always rose................ 

2) Interest rates always remained low (or did not reset)................. 

3) Borrowers didnôt borrow too much, always paid back and remained current................. 

4) Markets (especially for sellers) always remained strong and liquid............. 
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Introduction: Historyôs Bubbles 

Bubbles & Voids - Prices of assets inflate (boom) high above the future cash-generating ability of underlying 

assets...and, eventually, they deflate (bust). Availability of ócheap moneyô (lax credit) often disrupts market 

mechanisms which would normally cool demand (higher interest rates, higher prices).  

 

Historyôs bubbles:  

 

1) Late 1636 - 'Tulipomania' in Holland 

2) 1720 - South Sea Bubble 

3) 1763 - European Financial Crisis of 1763 

4) 1772-1773 - European Crisis of 1772-3 

5) 1789-1797 - Assignat Inflation during the French Revolution 

6) Panic of 1792 ('bancomania') - Wall Streetôs first crash 

7) 1818-1819 - Crisis of The Second Bank of the United States 

8) 1825 - London Crisis of 1825 

9) October 12, 1837 - Panic of 1837 in United States 

10) 1840s - Railway Mania 

11) August 24, 1857 - Ohio Life Crisis 

12) 1867-1869 - Overend & Gurney 

13) September 24, 1869 - Black Friday in New York 

14) September 18, 1873 - Jay Cooke & Co. closed; Vienna Crash of 1873 

15) May 5, 1893 - Panic of 1893 

16) November 9, 1903 - Panic of 1903 (known as the "Rich Man's Panic") 

17) October 1, 1907 - Crisis of 1907; spawned the Federal Reserve Bank 

18) 1920s - German Hyperinflation 

19) October 24, 1929 - ñBlack Thursdayò in New York 

20) October 29, 1929 - "Black Tuesday" in New York (New York Stock Exchange Crash) 

21) 1931 - European Collapse and World Depression 

22) 1967 - Devaluation of Sterling 

23) October 19, 1987 - Crash of ô87 

24) 1990s - Japan's "Lost Decade" (1991-93 recession; 1994-96 temporary recovery; 1997-99 deep recession) 

25) September 16, 1992 - Black Wednesday (UK currency crisis) 

26) 1994 - Mexican Peso Crisis 

27) July 1997 - East Asian currency crisis 

28) September 1998 - Russian financial crisis 

29) 2000 - Dot.com bust 

30) 2008 - Subprime mortgage crisis 
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Introduction: Four Phases of a Bubble 

Bubbles and voids (panics) have been part of the worldôs economic life since 1636. Times change but two 

elements remain constant. Every speculative panic centers on cash and risk. 

 

Thereôs only one kind of cash - óin handô. When cash exceeds the amount required to retire debt, the potential 

for speculation intensifies...and spreads It carries two forms of risk: event and market (liquidity). 

 

Unanticipated announcements (events) alter a marketôs fundamentals and the future cash-generating ability of 

underlying assets. Illiquidity creates an information vacuum about prices, valuation models lose all relevance. 

Buyers vanish, sellers cannot convert assets into cash. High leverage magnifies gains and losses.    

 

Four Phases of a Bubble:  

 

Successful speculators óknow moreô than other people.  They have more valid information about a prospect 

than competitors. Three categories of information affect odds of speculative success: 1) I know what no one 

else knows (legally), 2) I know what everyone else knows (no advantage), 3) I donôt know what everyone else 

knows. 

 

1) Smart Money (I know what no one else knows) - perceives or anticipates change in a marketôs 

fundamentals as an emerging opportunity to make money, though with big risk (assumptions could be 

wrong);  

 

2) Institutions  (I know what a few others know) - institutional investors screen for a marketôs momentum and 

prospects, buy assets, push prices higher;  

 

3) Public (I know what everyone else knows) - greed and óexuberanceô set in; everyone sees prices rising, 

jumps at the chance to make óa lot ofô money in a "no brainer" type of situation (seems like a "guaranteed" 

sure thing that prices will continue to rise); Smart Money perceives change in market fundamentals, begins 

to sell (while others are buying);  

 

4) Market & Liquidity Risk /Event Risk (no one knows: deep óvaluation voidô, no one has enough 

information to ófairlyô value crashing assets) - an ñeventò drastically affects market conditions and prices 

fall quickly - not at all clear where a óbottom is; cannot convert to cash without putting further pressure on 

prices; fear takes over, confidence drops, expectations for profit totally change; reality sets in - opportunity 

is over, time to get out; public officials try to reassure the public - no need for fear; many try to sell - but 

there are few buyers; prices fall faster into the void than they rose as the bubble inflated; the house of cards 

collapses; over-leveraged investors go bankrupt, trigger more panic sales attempts; general public suffers 

heavy losses; the smart money sees óthe bottomô, has started to buy ófire saleô assets at bargain prices. 
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Introduction: Four Phases of a Bubble 

Bubbles & Voids - What They Look Like 

 

 
 

                         BUBBLE  

 

 

 
(source: http://people.hofstra.edu/jean-paul_rodrigue/jpr_blogs.html) 

                             VOID  
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Introduction: Market R isk (Event Risk) 

Event and Market (Liquidity) Risk  - What They Look Like 

 

October 2008 - worries of systemic collapse and economic free-fall   

 
(http://www.imf.org/external/pubs/ft/gfsr/2009/02/pdf/text.pdf; p. 4) 

LTCM - Long-Term Capital Management 

Y2K - Year 2000 

9-11 - September 11, 2001 

Internet bubble - dot.com boom/bust 

Bear Stearns, Lehman - bankruptcies 

 

 

http://www.imf.org/external/pubs/ft/gfsr/2009/02/pdf/text.pdf
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Introduction: Four Phases of a Bubble 

Examples of Smart Money (óI know what no one else knowsô) 

 

1) 2006 - David Viniar, CFO of Goldman Sachs, knew that firm was losing money on its subprime mortgage 

trading activity; convinced firm to establish net short position in that market (p. 162);  

 

2) 2007 - John Paulson, Paulson & Co., anticipated rising foreclosure and delinquency rates on subprime 

mortgages; bet against the housing market in 2007, made $3.7 billion (p. 163); the book - p. 209 

 

3) 2008 - David Einhorn, Greenlight Capital, knew that Lehman Brothers was over-valuing its subprime 

mortgage portfolio; shorted stock around $60/share; company went bankrupt (p. 165) 

  

 

 

 

 

 

 

 

Examples of Market & Liquidity Risk/Event Risk  (óNo one knowsô = disaster) 

 

1) 2007/2008 - Bear Stearns  

a) July 2007 - two leveraged hedge funds, invested heavily in collateralized debt obligations and subprime 

mortgage-backed securities filed for bankruptcy (p. 163-164) 

b) March 2008 - óbank runô as clients withdrew $17 billion, firmôs equity capital plummeted (p. 94); acquired 

in a ófiresaleô by JP Morgan Chase (p. 165) 

c) the books - p. 206 

 

 

2) Lehman Brothers Holdings 

a) 2008 - subprime mortgage trading portfolio leveraged by more than 30-to-1; no way to analyze the size of 

loss if firmôs increasingly large and illiquid investments failed  

b) employed accounting maneuver to mask leverage, inflate capital position (p. 96, 155) 

c) September 2008 - firm declared bankruptcy (p. 166) 

d) the books - p. 207-208 
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Introduction: Key Dates 

 

1) 1994-2004: government relaxed standards, home ownership grew 8%/year (15 million new homeowners) 

2) 1997 - first publicly available mortgage-backed securitization; boom in U.S. "structured finance"; financial 

intermediation shifted away from bank lending toward capital markets 

3) 1999 - mortgage-backed securities repackaged into CDOs (tranched, packaged product each component of 

which was tranche of a packaged product 

4) March 10, 2000 - dot.com bubble peaked 

5) 2001-2003: mortgage refinancing boom 

6) 2003: Foreign Purchases of US Securities Set Record (Treasury International Capital of $707.9 billion - 

Treasuries, federal agency securities (GSEôs), corporate bonds, stocks, ; source: U.S. Treasury) 

7) June 27, 2003 - órefiô boom ended; refinancings hit high of $843 billon (71% of total); then lending 

standards loosened 

8) 2nd quarter 2004 - U.S. homeownership peaked at 69.2% 

9) 2003-2005 - private label mortgage securitization boom 

10)  2005 - subprime loans peaked at 2.3 million (more than 68% of all nonprime loans, 13.7% of all 

loans)  

11)  July 29, 2005 - housing index traded at high of 587.32  

12)  2003-2007: foreign inflows of capital to U.S. Treasury securities caused collapse of agency spreads 

13)  2004-2007: mortgage lenders lowered credit standards to offset decline in volume of refinancings 

14)  2nd quarter 2006 - S&P/Case-Shiller index peaked at 189.93 after 13 year rise 

15)  2006-2009 - collapse of ñprivate labelò mortgage securitization 

16)  February 12, 2007 - S&P bank index traded to high of 412.62  

17)  May 23, 2007 - housing index broke down from 241.95 

18)  October 14, 2008 - Merrill Option Volatility Estimate index peaked 

19)  July 9, 2007 - S&P bank broke down from 392.29 as prices on subprime mortgage-related securities 

fell 

20)  November 21, 2008 - Agency spreads peaked (reflected level of confidence in creditworthiness of 

government-sponsored entities Fannie Mae, Freddie Mac; difference between the yield on FNMA 

debentures versus the yield on Treasury bonds of comparable maturity) 

21)  March 6, 2009 - Dow Jones Industrial Average traded to an intraday low of 6,469.95 

22)  2007-2010: credit standards tightened 
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2. Historical Perspective 
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Credit Crisis  and the Stock Market 

Dow Jones Industrial Average (Weekly): 2006-2010 
(http://www.djaverages.com/) 

 

 
(http://chart.bigcharts.com/custom/djindexes-

com/big.chart?type=256&ma=3&maval=100&style=2281&rightfill=0&uf=8192&sid=1643&symb=DJI&size=8&time=5yr&freq=1

wk) 

 

Dow Jones Industrial Average (Monthly): 2000-2010 
(http://www.djaverages.com/) 

 

 
 

(http://chart.bigcharts.com/custom/djindexes-

com/big.chart?type=256&ma=3&maval=100&style=2281&rightfill=0&uf=8192&sid=1643&symb=DJI&size=8&time=10yr&freq=

1mo) 

 

http://www.djaverages.com/
http://chart.bigcharts.com/custom/djindexes-com/big.chart?type=256&ma=3&maval=100&style=2281&rightfill=0&uf=8192&sid=1643&symb=DJI&size=8&time=5yr&freq=1wk
http://chart.bigcharts.com/custom/djindexes-com/big.chart?type=256&ma=3&maval=100&style=2281&rightfill=0&uf=8192&sid=1643&symb=DJI&size=8&time=5yr&freq=1wk
http://chart.bigcharts.com/custom/djindexes-com/big.chart?type=256&ma=3&maval=100&style=2281&rightfill=0&uf=8192&sid=1643&symb=DJI&size=8&time=5yr&freq=1wk
http://www.djaverages.com/
http://chart.bigcharts.com/custom/djindexes-com/big.chart?type=256&ma=3&maval=100&style=2281&rightfill=0&uf=8192&sid=1643&symb=DJI&size=8&time=10yr&freq=1mo
http://chart.bigcharts.com/custom/djindexes-com/big.chart?type=256&ma=3&maval=100&style=2281&rightfill=0&uf=8192&sid=1643&symb=DJI&size=8&time=10yr&freq=1mo
http://chart.bigcharts.com/custom/djindexes-com/big.chart?type=256&ma=3&maval=100&style=2281&rightfill=0&uf=8192&sid=1643&symb=DJI&size=8&time=10yr&freq=1mo
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Credit Crisis  and the Stock Market 

Dow Jones Industrial Average 

   
(http://www.scribd.com/doc/37263162/0061788406, p. 122)  

 

October 9, 2007-March 9, 2009 = U.S. Equities down 57%; 2nd worst in 80 years (source: Standard & Poorôs) 

 

 
(http://www.nytimes.com/imagepages/2009/02/06/business/20090207_CHARTS_graphic.html) 

 

 

http://www.scribd.com/doc/37263162/0061788406
http://www.nytimes.com/imagepages/2009/02/06/business/20090207_CHARTS_graphic.html
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Credit Crisis  and the Stock Market 

Stock Market Indices (January 3, 2000-December 31, 2009) 

 
(http://www.usatoday.com/money/markets/2010-01-03-2010-outlook-stocks_N.htm)  

 

Emerging Stock Markets - Returns (2000-2009) 

 
(http://graphics8.nytimes.com/images/2009/12/29/business/20091230_EMERGE_articlespan/articleLarge-v2.jpg)  

 

 

http://www.usatoday.com/money/markets/2010-01-03-2010-outlook-stocks_N.htm
http://graphics8.nytimes.com/images/2009/12/29/business/20091230_EMERGE_articlespan/articleLarge-v2.jpg


«URLs» 

 

2.  Historical Perspective 

 

Returns on Investing 
 

 
(http://www.ibbotson.com.au/Assets/Files/Are%20Bonds%20Going%20to%20Augu
st%202009%20update.pdf, p. 2) 

 

 
 

 

 

 

 

 

 
(http://www.bloomberg.com/apps/news?pid=newsarchive&sid=aHuMwsIjMF.U)  

$100 investment in gold = more than $380; $100 in commodities = about $357; $100 

in stocks -$10 (down 10%); $100 in crude oil - $268 (down than $500 in 2008) 

 

20th Century: Stocks, Bonds, Bills and 

Inflation  (1926-2009) 
                     

1) small stocks                  =         $9,549   

2) large stocks                   =         $2,049  

3) government bonds        =              $99  

4) Treasury bills                =              $21  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

$100 Invested (2000-2009): 

 

gold 

commodities 

oil 

high-grade corporate bonds 

U.S. Treasury securities 

U.S. stocks 
 

 

http://www.ibbotson.com.au/Assets/Files/Are%20Bonds%20Going%20to%20August%202009%20update.pdf
http://www.ibbotson.com.au/Assets/Files/Are%20Bonds%20Going%20to%20August%202009%20update.pdf
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2. Stage 1: Cash Sources 

 

Debt Market Performance 
 

 
(http://barrons.wsj.net/public/resources/images/BA-

AP167B_stree_NS_20090327183622.gif) 

 

 
(http://www.schwab.com/public/file?cmsid=P-

3379254&filename=MI_B_120909_Willaims_Reasons_6.gif&cv2) 

Stocks vs. Bonds (1801-2009) 

 

1) 1802-2008 - returns on stocks beat bonds 

by 2.5 percentage points annually 

2) 1803-1871 - bonds beat stocks 

3) 1929-1949 - bonds beat stocks 

4) 1932-2000 - stocks beat bonds 

5) 1968-2009 - bonds beat stocks 

 

 
(http://media.ft.com/cms/d787e258-f882-11de-beb8-
00144feab49a.gif)  

 

Total Return 2000-2009:  
1) Barclays Capital index of US Treasury 

bonds (including capital gains and 

interest)  about 85%  

2) UK stocks and European government 

bonds - 72% and 71% respectively 

3) Since 2000 - size of US bond market debt 

nearly doubled (source:  Securities Industry and 

Financial Markets Association) 

a) record low U.S. interest rates  

b) Asian savings glut 

c) securitization 

 

http://barrons.wsj.net/public/resources/images/BA-AP167B_stree_NS_20090327183622.gif
http://barrons.wsj.net/public/resources/images/BA-AP167B_stree_NS_20090327183622.gif
http://www.schwab.com/public/file?cmsid=P-3379254&filename=MI_B_120909_Willaims_Reasons_6.gif&cv2
http://www.schwab.com/public/file?cmsid=P-3379254&filename=MI_B_120909_Willaims_Reasons_6.gif&cv2
http://media.ft.com/cms/d787e258-f882-11de-beb8-00144feab49a.gif
http://media.ft.com/cms/d787e258-f882-11de-beb8-00144feab49a.gif
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2. What Happened (2003-2008) 

 

Cheap Money, Easy Borrowing  
 

 
(http://macroblog.typepad.com/macroblog/images/2007/03/22/interest_rates.gif) 

 

 
 

 

 
http://linkback.morganstanley.com/web/sendlink/webapp/BMServlet?file=76b028ef-

158a-11de-8354-05fa192ae448&user=74utgy9c0vf-

1016&__gda__=1332187519_2992ba365f86646d00cdfa965a102eaa, p. 9) 

Cheap Money 

 

Low short-term rates 

 

Low long-term rates 

 

1) house prices rose as interest rates fell,  

slowed as Fed's targeted rate rose  

gradually; started falling as interest rates 

stabilized at 5.25% in 2007 

2) November 2002 - Single-family homes 

sold at a record 1.069 million annual rate; 

fourth consecutive month above 1 million 

(also a record); lowest mortgage rates in 

more than three decades 

3) 2004 - home ownership in rose to 69.2% 

from 64.1% in 1991 (43% for blacks, 

39% among Hispanics, 27% for very low-

income families with children)   

4) aggressive Fed rate cuts fed speculative 

leveraging, heightened demand for 

securitizations, aggressive lending in  

asset markets, asset inflation, the inflation 

(of volume and prices) of myriad Credit 

instruments with perceived limited 

liquidity and Credit risk (certainly 

including ABS, MBS and agency debt, 

along with more sophisticated Wall Street 

debt instruments and structures). 

 

http://macroblog.typepad.com/macroblog/images/2007/03/22/interest_rates.gif
http://linkback.morganstanley.com/web/sendlink/webapp/BMServlet?file=76b028ef-158a-11de-8354-05fa192ae448&user=74utgy9c0vf-1016&__gda__=1332187519_2992ba365f86646d00cdfa965a102eaa
http://linkback.morganstanley.com/web/sendlink/webapp/BMServlet?file=76b028ef-158a-11de-8354-05fa192ae448&user=74utgy9c0vf-1016&__gda__=1332187519_2992ba365f86646d00cdfa965a102eaa
http://linkback.morganstanley.com/web/sendlink/webapp/BMServlet?file=76b028ef-158a-11de-8354-05fa192ae448&user=74utgy9c0vf-1016&__gda__=1332187519_2992ba365f86646d00cdfa965a102eaa
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2. Historical Perspective 

 

U.S. Credit Market 
 

 
(http://www.morganstanley.com/institutional/techresearch/pdfs/MS_Economy_Inter

net_Trends_102009_FINAL.pdf p. 26)  

 
 

 
(http://linkback.morganstanley.com/web/sendlink/webapp/BMServlet?file=76b028ef

-158a-11de-8354-05fa192ae448&user=74utgy9c0vf-

1016&__gda__=1332187519_2992ba365f86646d00cdfa965a102eaa, p. 10) 

Total U.S. Credit Market (1929-2009) 

 

Percent of GDP 

 

By Sector 

 

2008- total U.S. credit outstanding amounted 

to about 350% of U.S. GDP 

 

 

 

 

 

 

 

 

 

 

 

U.S. Debt Mix (1984-2008) 

 

http://linkback.morganstanley.com/web/sendlink/webapp/BMServlet?file=76b028ef-158a-11de-8354-05fa192ae448&user=74utgy9c0vf-1016&__gda__=1332187519_2992ba365f86646d00cdfa965a102eaa
http://linkback.morganstanley.com/web/sendlink/webapp/BMServlet?file=76b028ef-158a-11de-8354-05fa192ae448&user=74utgy9c0vf-1016&__gda__=1332187519_2992ba365f86646d00cdfa965a102eaa
http://linkback.morganstanley.com/web/sendlink/webapp/BMServlet?file=76b028ef-158a-11de-8354-05fa192ae448&user=74utgy9c0vf-1016&__gda__=1332187519_2992ba365f86646d00cdfa965a102eaa


«URLs» 

 

2. Historical Perspective 

 

Mortgage óGameô Changed 
 

 
(http://www.aei.org/imgLib/FSONOVFigure-1.jpg)  
 

 
(http://www.ny.frb.org/research/staff_reports/sr360.pdf, p. 4) 

Banks Out, Capital Market In  

 

 

1) 1980 - broker/dealer firms began rapid 

increase in market share; ósecuritizationô of  

residential mortgages replaced traditional 

lending function  

 

 

 

 

 

 

 

 

 

2) 2nd quarter 2007 - ómarket-basedô assets 

much greater than bank assets 

(securitization pools or institutions funded 

by issuing securities)   

 

3) 3rd quarter 2007 - market-based suppliers 

of credit disappeared; commercial banks 

filled void, increased share of credit 

market 

 

http://www.aei.org/imgLib/FSONOVFigure-1.jpg
http://www.ny.frb.org/research/staff_reports/sr360.pdf
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2. Historical Perspective 

 

Banks: New Funding Sources 

 
(http://www.fdic.gov/bank/analytical/banking/2006sep/article1/fig2.gif)  

 
 

Average non-deposit liabilities across 30,000 banks reporting to 

Bankscope* during the 2001-2006 
 

 
(http://vox.lacea.org/images/figure1wastheworldwide.jpg) 

*( http:bankscope.bvdep.com/)  

Bank Funding Became Less Stable (core 

deposits dropped as % of total assets) 

1) early 1980s - legislative reforms, 

technological advances: a) intrastate 

banking restrictions lifted, b) interest rates 

paid on deposit accounts deregulated, c) 

bankers attracted deposits outside local 

markets 

2) 1990s - deposits lagged loan growth 

3) 1995-2010 - banks relied more on:  

a) less stable, more complex wholesale 

interbank funding sources (federal funds, 

repurchase agreements, Federal Home 

Loan Bank advances) 

b) interest rate-sensitive noncore deposits 

(brokered deposits, CDs greater than 

$100,000, borrowed money)  

3) traditional banking model replaced by 

ñoriginate and distributeò banking model 

(banks pooled loans, separated them into 

tranches, securitized them, sold them) to 

attract large amounts of foreign capital) 

4) risk - as market conditions changed, 

noncore deposit customers transfered 

funds, wholesale funds repriced quickly 

5) high risk for institutions with longer-term 

assets more than 40% of total assets 

6) Non-Core Funding Dependence Ratio - 

degree to which bank funds longer-term 

assets (loans, securities that mature in 

more than one year, etc.) with non-core 

funding; higher ratios: reliance on 

funding sources that may not be available 

in times of financial stress or adverse 

changes in market conditions) 

 

http://www.fdic.gov/bank/analytical/banking/2006sep/article1/fig2.gif
http://vox.lacea.org/images/figure1wastheworldwide.jpg
http://bankscope.bvdep.com


«URLs» 

 

2. What Happened (2003-2008) 

 

óSecuritizeô Everything 
 

 
(http://www.ny.frb.org/research/staff_reports/sr360.pdf, p. 3) 

 
 

 

 

 

 
(www.imf.org/external/pubs/ft/wp/2009/wp0926.pdf); page 12 

 

 
 

Credit Supply: Growth of New Sources 

(2000-2008) 

 

1) 2000-2007 - flow of new credit from 

issuing asset-backed securities 

2) 2001 - $767 billion 

3) 2002-2007 - three-fold increase in new 

issues 

4) 2004 -$1.4 trillion  

5) December 2006 (peak) - $2.7 trillion 

6) 2007: 

a) market-based providers of credit 

disappeared  

b) subprime sector - most dramatic fall 

7) October 2008 - $424 million 

 

 
 

 

Home and Commercial Mortgages 

Securitized, 1966-2006 (Securities 

óBackedô by Mortgages) 

 

 

Mortgage-Backed Securities  (unregulated 

market) 

 

1) mortgages offered steady cash flow, low 

default rate, easy geographic 

diversification, ready transferability 

2) new ways to fund mortgages; augmented 

banking industryôs balance sheet capacity 

2) new sources of credit availability 

3) more diversified sources of funding 

mortgage loans  

4) mortgage loans easier to sell 

 

http://www.ny.frb.org/research/staff_reports/sr360.pdf
http://www.imf.org/external/pubs/ft/wp/2009/wp0926.pdf


«URLs» 

 

2. Stage 2: Credit Risk 

 

Household Consumer Debt 
 

 
(http://www.philadelphiafed.org/payment-cards-center/tools-for-
researchers/consumer-statistics/_images/consumer-debt-02.jpg)  

 

 

 
(http://www.philadelphiafed.org/payment-cards-center/tools-for-

researchers/consumer-statistics/_images/holders-of-consumer-debt-01.jpg)  

Types of Consumer Debt (1991-2010) 

 

Consumer Credit 

Home Mortgages 

 

 

 

 

 
 

 

 

 

 

 

 

 

 

Who Held Consumersô Debt 

 

1) commercial banks 

2) credit unions 

3) finance companies 

4) issuers of asset-backed securities 

5) savings institutions 

 

http://www.philadelphiafed.org/payment-cards-center/tools-for-researchers/consumer-statistics/_images/consumer-debt-02.jpg
http://www.philadelphiafed.org/payment-cards-center/tools-for-researchers/consumer-statistics/_images/consumer-debt-02.jpg
http://www.philadelphiafed.org/payment-cards-center/tools-for-researchers/consumer-statistics/_images/holders-of-consumer-debt-01.jpg
http://www.philadelphiafed.org/payment-cards-center/tools-for-researchers/consumer-statistics/_images/holders-of-consumer-debt-01.jpg
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2. Stage 2: Credit Risk 

 

Household Mortgage Debt 
 

(http://www.recharts.com/reports/CSHB031207/CSHB031207.pdf, 14) 

 

 
(http://www.ny.frb.org/research/staff_reports/sr360.pdf, p. 2) 

 

Percent Held (1971-2006) 

 

1) 2002 - Government Sponsored 

Enterprises controlled 50% of outstanding 

mortgage debt  

2) 2006 -  controlled 42%   

 

 

 

 

 

 

 

 

 

 

 

 

Amount Held by Type of Institution  

(1980 - 2008) 
 

1) early 1980s - banks were dominant 

holders of home mortgages 

2) about 1983 - market-based mortgage 

holders (GSE mortgage pools, private 

label mortgage pools, GSE holdings 

themselves) overtook bank-based 

holdings (commercial banks, savings 

institutions, credit unions) 

3) 1990s - GSEs lost market  share due to 

limited exposure to high risk mortgage 

products (high CLTV loans, low/no 

documentation mortgages,  interest-

only/negative amortization loans) 

4) 2008 - market-based holdings constituted 

two thirds of $11 trillion total of home 

mortgages 

 

http://www.recharts.com/reports/CSHB031207/CSHB031207.pdf
http://www.ny.frb.org/research/staff_reports/sr360.pdf
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2. Stage 1: Cash Sources (2000-2003) 

 

 

 

 

 

 

 

 

 

 

Stage 1: Cash Sources (March 2000-June 2003) 

Home Prices 

 

Trade Imbalances 

 

Interest Rates 

 

June 2003: Fed Funds at 1% (45-year low) 
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2. Stage 1: Cash Sources 

 
(http://www.imf.org/external/pubs/ft/fandd/2008/06/pdf/khor.pdf, p. 21) 

 

http://www.imf.org/external/pubs/ft/fandd/2008/06/pdf/khor.pdf
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2. Stage 1: Cash Sources 

 

 

 

 

 
(http://www.imf.org/external/pubs/ft/gfsr/2009/01/pdf/chap1.pdf, p. 31) 

 

http://www.imf.org/external/pubs/ft/gfsr/2009/01/pdf/chap1.pdf
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2. Historical Perspective 

 

2000 Dot.com Bust 
 

 
(http://graphics8.nytimes.com/images/2005/03/09/business/10scene.graphic.gif)  

 

 

 
 

 

 
(http://sg.wsj.net/public/resources/images/MI-
BB956_INVEST_NS_20100309191623.gif)  

 

Dot.com Bubble Burst 

 

 

1) March 10, 2000 - Nasdaq composite 

index hit high of 5,132.52  

 

2) October 9, 2002 - Nasdaq composite 

traded at 1114.11, down 78% 

 

 

2000-2009:  

1) $1 invested on January 1, 2000 = $.909 

on December 31, 2009; S&P 500 posted 

average annual decrease of 0.9%/year 

since 1999 (including dividends), first 

negative return for a decade since data 

began in 1927 (source: Standard & Poorôs) 

2) $1 invested in 10-year U.S. Treasury bills 

worth $1.80 ( 6.1% annualized return; 

source: Bloomberg) 

 

 
(http://www.treasury.gov/resource-center/data-chart-

center/interest-rates/Pages/Historic-LongTerm-Rate-Data-

Visualization.aspx)  

 

 

 

 
 

 

http://graphics8.nytimes.com/images/2005/03/09/business/10scene.graphic.gif
http://sg.wsj.net/public/resources/images/MI-BB956_INVEST_NS_20100309191623.gif
http://sg.wsj.net/public/resources/images/MI-BB956_INVEST_NS_20100309191623.gif
http://www.treasury.gov/resource-center/data-chart-center/interest-rates/Pages/Historic-LongTerm-Rate-Data-Visualization.aspx
http://www.treasury.gov/resource-center/data-chart-center/interest-rates/Pages/Historic-LongTerm-Rate-Data-Visualization.aspx
http://www.treasury.gov/resource-center/data-chart-center/interest-rates/Pages/Historic-LongTerm-Rate-Data-Visualization.aspx


«URLs» 

 

2. Stage 1: Cash Sources 

 

Home Prices Up 
 

 
(http://www.nytimes.com/imagepages/2006/08/26/weekinreview/27leon_graph2.htm

l)  

 

Rising Home Prices 

 

Housing as an Investment (1890-2006): 

$100,000 house (inflation-adjusted) = 

$66,000 in 1920 + $199,000 in 2006 

 

1) 1975-2006 - house prices rose 

2) 1998-2005 - household real estate wealth 

(house and underlying land value) 

increased from $10 trillion to $24 trillion 

c) 1994-2004 - homeownership rose to 

record 69.4% 

d) 1997-2006 - home prices rose about 83% 

e) low interest rates 

f) rapid population growth 

g) employment growth 

h) availability of credit 

i) lenders lent to to more households as 

value of housing (collateral) rose 

 
(http://www.stlouisfed.org/publications/re/articles/?id=969#figure1)   

Home Prices Rose 
Sources: Office of Federal Housing Enterprise Oversight 

(OFHEO); National Association of Realtors (NAR); U.S. 
Bureau of the Census.  

 

1) 2001-2004 - housing prices rose 49.67% 

2) 2nd quarter 2003-2nd quarter 2004 - rose 

9.36% (largest 4 quarter increase since 

1979) 

3) 2000-2006 - rose about 10%/year on 

average (faster than income), 80% in total 

4) 2001-2005 - S&P/Case-Shiller index up 

77% 

5) 2nd quarter 2006 - S&P/Case-Shiller 

index peaked at 189.93 after 13 years 

6) protected marginal buyers - refinance into 

more affordable mortgage or sell for 

profit when ARM reset 

 

http://www.nytimes.com/imagepages/2006/08/26/weekinreview/27leon_graph2.html
http://www.nytimes.com/imagepages/2006/08/26/weekinreview/27leon_graph2.html
http://www.stlouisfed.org/publications/re/articles/?id=969#figure1
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2. Stage 1: Cash Sources 

 

Interest Rates Down, Home 

Ownership Up 
 

 
(http://www.nytimes.com/imagepages/2010/04/11/business/11rates-
graphic.html?ref=economy)  

 

 
 

 

 

 
 

 
http://linkback.morganstanley.com/web/sendlink/webapp/BMServlet?file=76b028ef-

158a-11de-8354-05fa192ae448&user=74utgy9c0vf-

1016&__gda__=1332187519_2992ba365f86646d00cdfa965a102eaa, p. 5)  

Low-Cost Debt  
 

1981-2010:  

1) household debt increased nine-fold, twice 

as fast as disposable personal income 

(DPI)  

2) cost of borrowing declined (October 1981 

peak mortgage rate of 18.2%) 

3) household debt service as % of  DPI 

increased from 10.7% to 12.6%   

4) household debt at $13.5 trillion, $2.5 

trillion more than DPI 

 

 

 

 

5) 1994 - government relaxed underwriting 

standards to expand homeownership in 

U.S. (easier to qualify for home loans 

6) 15 million new homeowners in the United 

States  

7) homeownership market grew 8% 

8) 2nd quarter 2004 - U.S. homeownership 

hit an all time high of 69.2%. Minority 

homeownership set a new record of 51% 

 

http://www.nytimes.com/imagepages/2010/04/11/business/11rates-graphic.html?ref=economy
http://www.nytimes.com/imagepages/2010/04/11/business/11rates-graphic.html?ref=economy
http://linkback.morganstanley.com/web/sendlink/webapp/BMServlet?file=76b028ef-158a-11de-8354-05fa192ae448&user=74utgy9c0vf-1016&__gda__=1332187519_2992ba365f86646d00cdfa965a102eaa
http://linkback.morganstanley.com/web/sendlink/webapp/BMServlet?file=76b028ef-158a-11de-8354-05fa192ae448&user=74utgy9c0vf-1016&__gda__=1332187519_2992ba365f86646d00cdfa965a102eaa
http://linkback.morganstanley.com/web/sendlink/webapp/BMServlet?file=76b028ef-158a-11de-8354-05fa192ae448&user=74utgy9c0vf-1016&__gda__=1332187519_2992ba365f86646d00cdfa965a102eaa
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2. Stage 1: Cash Sources 

 

Home Prices vs. Income 
 

 
(http://www.census.gov/prod/2004pubs/p60-226.pdf, p. 3) 
 

 

 

 
 

 

Ratio of House Prices to Income (Varies Across States) 

 
(http://www.stlouisfed.org/publications/re/2007/b/images/slump-Fig1-LG.gif) 

 

Real Household Income (2003 dollars, 

adjusted for inflation) 

 

1) much of 20th century - house prices rose 

no faster than inflation (source: Robert Schiller) 

2) 1967-2003 - income up 30%  

3) 1970-2000 - home prices rose roughly 

with incomes (tax breaks for 

homeownership, falling interest rates) 

4) 1999 - income peaked 

3) share of consumer spending (income) for 

housing - around 14%-15% for last 60 

years; share of spending on food down to 

13% from 25% 

4) increased spending on housing - increases 

in value of underlying land  

 

Home Prices vs. Income 

 

Ratio of OFHEO house price index to 

median household income (index divided by 

income) 

 

1999- 2005:  

1) lack of real income growth  

2) ratio increased by about 50% for United 

States as a whole 

3) ratio rose by nearly 90% in Florida 

4) up over 100% in California 

5) up 38% in Missouri  

6) rose 22% in Texas 

7) ratio of median house price to income  

about 3.4 (pre-bubble average about 3.2) 

8) 2004 - median size of new single-family 

homes 2,140 square feet (vs. 1,535 square 

feet in 1975, source: Census Bureau) 

 

http://www.census.gov/prod/2004pubs/p60-226.pdf
http://www.stlouisfed.org/publications/re/2007/b/images/slump-Fig1-LG.gif
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2. Stage 1: Cash Sources 

 

Home Affordability Up, Inventory 

Down 
 

(http:

//www.standardandpoors.com/spf/fgr_articles/825441/5878853.gif)  

Home Affordability  

 

 

Since 1993 - mortgage rates averaged less 

than 8% on annual basis 

 

Since 2000 - effective mortgage rate 

(interest and fees) declined 

 

February 2003-June 2006 - homeownership 

more difficult as property prices rose, 

mortgage rates rose (down payments bought 

ólessô property, higher percentage of family 

income required to support mortgage debt 

service) 

 
(http://www.dallasfed.org/research/eclett/2007/images/el0711c4.gif ) 

Home Inventory Fell 
 

Demand increased for a low supply of 

homes 

 

July 2010 - sales of new homes in the U.S. 

fell to record low, seasonally-adjusted 

annual rate of 276,000 (down 32.4% from 

2009); single family sales at lowest level 

since May of 1995; 12.5 months supply of 

existing homes. 

 

http://www.standardandpoors.com/spf/fgr_articles/825441/5878853.gif
http://www.standardandpoors.com/spf/fgr_articles/825441/5878853.gif
http://www.dallasfed.org/research/eclett/2007/images/el0711c4.gif
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2. Stage 1: Cash Sources 

 

Trade Imbalances Grew 
 

 
(http://www.berkshirehathaway.com/letters/growing.pdf)  

 

 
(http://www.bis.org/review/r091211d.pdf, p.8) 

 

 

Trade Imbalances 
1) 1945-1970s - U.S. regularly sold more 

abroad than it purchased  

2) 1950-1970 - invested surplus abroad (net 

investment, holdings of foreign assets less 

foreign holdings of U.S. assets) increased 

from $37 billion to $68 billion  

(government revised methodology) 

3) late 1970 - trade situation reversed, 

produced deficits (initially about 1% of 

GDP - consumed about 1% more than 

produced) 

4) 2003 - trade deficit greater than 4% of 

GDP); rest of world owned $2.5 trillion 

more of the U.S. than U.S. owned of other 

countries 

5) 2006 - record U.S. trade deficit of $763.6 

billion; deficit in goods of $836.1 billion, 

surplus of $66.0 billion in services 

 

 

6) capital from the rest of world financed 

expansion of U.S. economy   

7) steadily declining U.S. savings rate 

(negative for household sector), highly 

positive rates for China, other emerging 

countries 

8) surpluses for rapidly growing countries 

financed U.S. budget and external current 

account deficits   

9) credit crisis: decline in U.S. housing 

market, depreciation of structured 

financial products (backed by long-

overvalued real estate) 
 

 

http://www.berkshirehathaway.com/letters/growing.pdf
http://www.bis.org/review/r091211d.pdf
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2. Stage 1: Cash Sources 

 

Global Capital Flowed into U.S. 
 

 
(http://www.imf.org/external/pubs/ft/fandd/2007/03/images/pazar3.gif) 

Global Capital Boom  
 

Global cross-border capital flows reached 

about 14.5% of world GDP by 2005 (left); 

kept interest rates low. 

 

Global Assets Under Management  
 

1) 2007 - $109.5 trillion (measured in local 

currencies, sixth consecutive year of 

expanding wealth, profitable period for 

most wealth managers 

2) 2009 - up 11.5% to $111.5 trillion (source: 

Boston Consulting Group Glopbal Wealth report: 

62 countries, represent more than 99% of global 

domestic product) 

3) bond inflows much larger than equity 

inflows over past few years 
 

 
(http://www.imf.org/external/pubs/ft/fandd/2007/03/images/pazar3.gif, Chart 3) 

Global Capital Market Boom 

 

Global stock market capitalization reached 

$38 trillion in 2005, $45 trillion for bond 

markets. 
 

 

http://www.imf.org/external/pubs/ft/fandd/2007/03/images/pazar3.gif
http://www.imf.org/external/pubs/ft/fandd/2007/03/images/pazar3.gif
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2. Stage 1: Cash Sources 

 

Foreign Capital Inf low 
 

 
http://linkback.morganstanley.com/web/sendlink/webapp/BMServlet?file=76b028ef-

158a-11de-8354-05fa192ae448&user=74utgy9c0vf-

1016&__gda__=1332187519_2992ba365f86646d00cdfa965a102eaa, p. 8) 
 

 

 

 
 

 

Cost of Mortgage Credit: Investors' Risk Compensation for 

Holding Mortgage-Backed Securities 

 
(source: Freddie Mac, Bloomberg; 
http://www.federalreserve.gov/pubs/feds/2011/201101/fig3.gif)  

July 2000-March 2004: "pre-subprime" or "normal" mortgage era 

April 2004 July 2007:"subprime dominance" era 
August 2007-November 25, 2008 -financial crisis 

November 25, 2008-March 31, 2010:Federal Reserve intervention in MBS market 

April 1, 2010-November 2010:post-Fed intervention period 

Foreign Capital Flowed to U.S. Securities  

 
Central banks in Japan, China, Europe 

bought U.S. Treasury notes and bonds (to 

hedge currencies against dollar)  

 

Since 1994 - foreign ownership of U.S. 

long-term securities has exceeded U.S. 

ownership of foreign long-term securities:  

1) end 1994 - market value of foreign U.S. 

holdings about 40% higher than that of 

U.S. holdings of foreign securities (about 

70% higher at end of 2005) 

2) June 2005:  

a) estimated total foreign holdings of about 

$7.3 trillion, about 16% of all U.S. long-

term securities outstanding (triple 1974 

level of 5%, $67 billion ) 

b) asset-backed securities represented 33% 

($259 billion) of foreign holdings of U.S. 

agency securities, 26% ($458 billion) of 

foreign holdings of corporate debt 

securities (vs. 25%, 15% as of June 30, 
2002); caused major distortions in pricing 

of American securities, created demand 

for highly-levered structured instruments 

that (temporarily) provided higher returns 

3) pushed down long-term yields, very hard 

to generate expected returns (2001-2010: 

median expected investment return of 8% 

for U.S. public pension funds, source: 

National Association of State Retirement 

Administrators); had median, annualized 

return of 9.3% over past 25 years, 3.9% 

over past 10 (source: Callan Associates) 

4) searched for yield advantage: high short-

term yields in alternative assets with 

similar levels of risk (subprime assets) 

 


