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In the Fall of 2007 the Dow Jones Industrial index reached an all time high over 14,000. By November 2008 it had fallen under 8000. Other stock market indices worldwide including the high growth emerging economies of India and China saw similar or greater drops. Those predicting these economies had developed an Asian regional economy that would prove relatively robust despite problems in US and European financial markets were wrong. Mirroring this change in financial fortune in March 2008 Bear Sterns one of five major US investment banks and a leader in subprime mortgage lending collapsed leading to a rescue merger with JP Morgan Chase engineered by the Federal Reserve. This was followed in September by the failure of another major US investment bank and leader in subprime mortgage financing, Lehman Brothers. It was the largest bankruptcy in US history at over $600 billion. Then came the disappearance of Washington Mutual, the largest bank collapse in US history, and another JP Morgan Chase rescue, this time engineered by the Federal Deposit Insurance Corporation (FDIC). Further during 2008 and later in early 2009 the US government needed to rescue several large financial institutions with billions of dollars in loans and capital injections. These included AIG, Citicorp, and Bank of America. European governments too had to undertake similar actions. 

Yet despite its global reach and historically severe adverse economic impact the meltdown reflects all the traditional characteristics of a classic boom and bust fed by excess credit. This is seen in the development of the housing bubble beginning in 2003 through its peak in August 2005 and finally the collapse in 2007 and 2008 of the mortgage and housing markets with their legal, economic and political aftermath. Indeed any reasonable analysis of the boom based on the classic boom and bust scenario should have raised early policy warnings about the housing bubble and its inherent risks. What was not fully appreciated even by those predicting a collapse was the scale and worldwide scope that magnified the financial and economic impact of the housing market’s collapse so as to trigger a global decline in credit availability even to large corporations and financial institutions resulting in a global recession.

However, to grasp how the subprime and US housing bubbles and their crash triggered the 2007-2009 Financial Meltdown and its current aftershocks, one must understand key changes that have occurred in the markets for US mortgage related securities and their legal underpinnings along with how computerization and the Internet provided global scale, while changes in US banking and security laws have complicated finding a solution. 
Structure And Evolution Of The US Mortgage Market
The US residential mortgage market is a multi-trillion dollar market that dramatically increased between 2002 and 2007. In June 2007 US residential and non-profit mortgages were $10.143 trillion up from $5.833 trillion in September 2002 and $2.3 trillion in 1989. They took 13 years to increase $2.5 trillion but only five years to increase by $4.3 even though population growth was not increasing proportionately. This acceleration in growth is one indicator of a bubble. 

In turn the number of firms and organizations participating in this huge market proliferated. Until about twenty-five years ago home loans and mortgages were usually arranged between a local bank or local savings and loan [S&L] and a local borrower with the bank or S&L holding the mortgage until maturity or the home was sold or the mortgage refinanced. But starting in the 1980s and expanding in 1990s and the first years of this century, that changed. Banks and S&Ls discovered the benefits of securitization and balance sheet turnover. They realized mortgages and regular payment credit instruments such as auto loans and credit cards had steady cash flows that if bundled provided investors with a steady income stream that could be capitalized and sold, the concept of securitizing cash flows.

Now banks and S&Ls rather than holding loans in their portfolios as investments bundled and sold them to investors while retaining servicing functions for which they deducted fees. This innovation meant banks or S&Ls could rapidly turn over their balance sheets since they need not wait until a loan was repaid or the bank’s capital increased to make new loans and expand revenues from loan servicing and origination fees. This process increased return on capital, earnings per share, and shareholder value benefiting shareholders and corporate officers with stock options. In the 1980s under the Basle agreements and Resolution Trust Corporation Act, banks and S&Ls were subject to more stringent capital requirements relative to loans they booked. This gave them an incentive to no longer hold loans to maturity or payoff. Rather it made sense to package and sell them to investors. 
As the new system evolved and became national or even international, other financial intermediaries emerged specializing in specific functions within the overall mortgage packaging and sale to investors’ business chain. For example, mortgage brokers realized they could sell a New York mortgage to a Washington S&L that might price more aggressively on rate and term than a local bank due to its lower funding costs, desire to diversify risk across markets, or desire to expand its servicing portfolio to achieve economies of scale. Indeed it could be a combination of these factors. Brokers could thus find borrowers the best rate within a competitive and integrated national market for residential mortgages that ultimately squeezed out small local banks or S&Ls. 



Further as the market expanded, economies of scale in specialization emerged at different points in the mortgage financing and investment chain. The development of the Internet and computer power only increased such considerations as technological progress created significant cost benefits in sourcing and processing mortgage applications and approvals on-line. Just as a homebuyer could virtually tour several houses in an afternoon without leaving home they could compare mortgage rates from several sources while lenders could quickly scan buyers’ credit scores. Similarly huge increases in computing power and telecommunications created economies of scale in servicing mortgages and investors. Under this new and evolving structure it was possible no federally insured bank or S&L was involved in the loan or any investor would hold an actual mortgage as security. 
A mortgage broker could find a lender such as GMAC or GE Credit Services or Merrill Lynch instead of a traditional bank or S&L. These lenders would bundle mortgages into pools usually as a trust and either they or investment banks such as Bear Stearns or Lehman Brothers, the number one and two underwriters of subprime mortgage backed securities respectively, place them with investors. But rather than selling pools or percentages of pools to an insurance company, hedge fund, or structured investment vehicle [SIV], they sold pieces of a pool’s cash flow tailored to investor’s requirements. Thus long-term investors might only want the final monthly payments while another, shorter-term investor, might desire only the first three years’ interest. Longer dated monthly payments would then be sold to a different investor group. Thus no investor owned an entire mortgage and none were involved in loan administration or handling security. Large computer systems supported servicing of these different structures and favored firms that could source and service in volume, spreading system costs over a large number of mortgages, customers and structured investments. 

This led to a factory approach to creating mortgage pools including supporting legal documentation, a practice carried over to foreclosure activity in the current downturn and housing crisis. Also the benefits of scale pushed investment banks to market these securities globally. Because the initial lenders only expected to hold the mortgages for a short period they frequently funded them using commercial paper. In addition to GMAC and GE, several specialized mortgage lenders used this technique, including those focused heavily on sub-prime mortgages. In their 2005 annual reports GM and GE indicate this kind of activity and indeed GM indicated $4 billion in mortgage servicing rights on its balance sheet. The Countrywide Financial perhaps the largest US mortgage lender during this period did this extensively with its commercial paper backed by its mortgages. It did this even though a subsidiary was a federally insured S&L. It continued this funding practice up until 2006. The collapse of the sub-prime market, though, forced CFC to change its business model. In 2006 it applied for changed status to a Federally Regulated Savings and Loan Holding Company. Then in 2008 as its problems mounted it was acquired by Bank of America.

Nevertheless, the nature of the financing arrangements meant to retain their value these complex securities had two simple requirements. One, homeowners needed to make monthly payments and two the mortgaged homes needed to retain value. With the peeking of the US housing market in August 2005, though, the second assumption became questionable and with the increase in subprime loans in 2005 and 2006 including “ninja” loans [no income, no job, and no assets] the first assumption became suspect. Once the problems started to emerge the size of the mortgage financing market, its rapid growth and its increasing complexity combined to start the current meltdown and the billions in losses by financial institutions and investors. Thus began the bubble’s bust phase.

Finger-Pointing

Following any large financial collapse legal and political finger-pointing emerges as well as criminal prosecutions for fraud as the collapse exposes various schemes. These actions seek restitution of the lost billions, policies to prevent future abuses, and a desire to get the bad guys. Not surprisingly the litigation is generally at the intersections that represent loan handoffs between institutions such as mortgage broker to lender or between lender and packager or mortgage packager and investor since these points are usually accompanied by contractual documentation representing the warranties and responsibilities of the party doing the handing off or the offering to the one receiving or accepting the securities. 

These contractual obligations then become the basis for recovery. However the cookie cutter approach used to produce the securities on a mass production basis are now creating problems. This is because the slicing of loan pools into several pieces with varying rights to specific mortgage payments coupled with the multiplicity of documentation at each point in the chain have combined with the split between servicing and ownership to make it unclear who controls the pool or the underlying mortgage loan and its payment stream. Indeed in several cases the servicing agent holds the mortgage in trust for the pool, while the pool is controlled by the super senior tranche for a diverse group of investors with conflicting interests. This has made it very difficult for either the banks servicing the loans to renegotiate terms with borrowers or for the government to buy and restructure the various toxic assets.

The Boom And Bust Scenario
This meltdown tracks the boom and bust scenario perfectly. So predicting the bust and it consequences was not as difficult as many have claimed. Indeed in his book Subprime Mortgages former Federal Reserve Board member Edward Gramlich did that exactly. The classic boom and bust scenario explains that every mania or bubble begins with a displacement that changes expectations such as a major technical advance like the Internet, or rapid deregulation as occurred in the US in 1999 with the repeal of the Glass-Steagall Act by the passage of Gramm-Leach-Bliley, or a large injection of liquidity as occurred after the Internet bust beginning in 2001. In the current case, it was mostly the huge increase in liquidity and lower interest rates that the Fed injected in to the system after the Internet bust. But this change built on and benefited from the regulatory changes of Gramm-Leach-Bailey and the huge expansion in global telecommunications created during the Internet boom. 

This was because the elimination of Glass-Steagall vastly increased the players in the mortgage backed securities market while the Internet boom created tremendous low cost computing and communications power that as described above facilitated and accelerated the credit expansion. Once the displacement occurred related assets started to appreciate as the boom and bust scenario would predict. This lead to the interaction of greed, speculation and further asset appreciation or a bubble that continued to expand until the leverage fueling it could no longer support further expansion or price increases in the asset class, housing and mortgage backed securities that came under pressure beginning in 2007 and crested in 2008.

Overly aggressive bank lending is a critical aspect of the boom and bust scenario since it provides the leverage that fuels expansion of the bubble on the upside and accelerates collapse downward as banks become more conservative relative to risk and begin to restrict credit. Here banks’ over-lending to support the acquisition and holding of mortgage-backed securities occurred directly to investors, indirectly via lending to hedge funds or SIVs, and also through various derivatives such as Credit Default Swaps (CDS). Since leverage for some investors reached over forty-to-one any glitch in the market could set off margin calls and the downward spiral of sales, price declines, and more margin calls that actually occurred, just as happened in 1929 with respect to stocks.

Mortgage Meltdown – Dislocation And Bubble

This happened in the US mortgage market as housing prices rose faster than people’s incomes. At first lenders kept the process going through low interest “teaser” loans. But as the Federal Reserve began in 2005 to tighten rates and mortgages reset at higher rates, foreclosures rose and new homebuyers were priced out of the market. These developments caused lenders and investors to reassess risk and to reduce new money, leading to a drop residential real estate values, one of the two key props for the mortgage backed securities market. Investors then had to reassess the value of their investments and the stage was set for a panic as heavily leveraged investors tried to convert to cash. The flood of mortgage-backed assets coming to market combined with decreased demand due to risk reassessment and decreased credit availability brought the crash. No surprises here. 
Crash; Scandals And Scams; Political And Legislative Actions

The crisis following the crash perfectly tracks the boom and bust scenario. Historically almost every financial bust is followed by scandals and litigation, the subprime mortgage meltdown and its aftermath included. For example, mortgage fraud in the US has grown dramatically. Suspicious activity reports related to mortgage fraud increased over 1000% between 1997 and 2005 and pending FBI mortgage fraud investigations rose from 436 in fiscal 2002 to 1210 in fiscal 2007. The huge increases in the mortgage market and its increasing complexity opened many opportunities for fraudsters. The most common frauds involve “property flipping” or other schemes to get proceeds from mortgages or property sales using misleading appraisals or false documentation. 

The SEC is also looking at insider trading related to unexpected write-downs by publicly traded companies with assets tied to the mortgage crisis. There is also fallout from the Madoff scandal, the largest Ponizi scheme in history, which came to light as more investors than expected asked for their money due to the meltdown. When people are hurt by such collapses in asset values and especially ones involving fraud political pressures develop to punish those perceived as having caused the problem as well as to prevent future abuses even though the reason for the boom is generally public greed, in this case using home equity like an ATM to fund consumption. Still the panic following a collapse as the bubble runs out of liquidity to further support asset prices frequently spurs remedial legislation. The Federal Reserve, the SEC and Sarbanes-Oxley resulted from the financial crises of 1905, the crash of 1929 and the collapse of the Internet Bubble respectively. 

The US 2007-2009 financial meltdown, particularly in the subprime mortgage market that was subject to broker and lender abuse has exposed many bad practices including predatory lending and no verification mortgages. As expected this has resulted in Congressional and Fed action. Yet this legislation builds on Congress’s 1989 legislation, stimulated by the S&L crisis of the 1980s. Bank loans secured by real estate were supposed to meet “standards as are consistent with safe and sound business practices”. The Congressional response in 1989 to the S&L crisis and the junk bond scandals did substantially increase and broaden the penalties for crimes impacting financial institutions and tightened capital standards for banks and S&Ls. However this did not moderate or prevent the 2007-2009 crisis. But here some blame for the bubble lies with the Fed since the 1989 legislation gave it controls to curb bank lending practices on home mortgages that were not used.
Examples Of Civil Causes Of Action 
As explained above a bubble’s collapse generally leads to lawsuits and many have been filed: the City of Springfield has sued Merrill for misrepresenting the quality of subprime CDO investments and associated risks. Cleveland is suing twenty-one Ohio banks accusing them of reckless lending that has placed a financial and administrative burden on the City due to the high number of foreclosures. Reflecting the bubble’s international scope, the Australian Shire Council of Wingecarribee is suing Lehman Brothers arguing it improperly sold them risky mortgages. The town claims Lehman had “failed to act in the council’s best interest and engaged in misleading and deceptive conduct while serving as its financial adviser and investment manager by promoting the Lehman-originated Federation CDO, which was exposed to the US subprime market. Federation was last month marked down to 16 cents in the dollar.” The town’s representative claims ‘it relied on Lehman’s advice and representations in making its investments’.” 

Meanwhile Lehman is suing Fieldstone Investment Corporation for having sold them “dubious” loans. Lehman claims borrowers’ income and the appraised home values were overstated and the conditions of the homes were poor. The requested remedy, which Fieldstone is resisting, is to buy back problem loans. Similarly PMI Group, a mortgage insurer, is suing subprime lender WMC in California to buy back loans PMI insured claiming the latter “systematically” did not apply “sound underwriting practices” and made the loans fraudulently or “in violation of the standards that the lender said it was using”. As evidence for its position the lawsuit states it hired a consultant to review 5000 loans in the mortgage pool and found 120 were defective of which WMC has only offered to buy back fourteen.

Countrywide’s shareholders have brought suit in Federal Court against some officers and directors claiming they turned a blind eye to deviations from mortgage underwriting standards. As part of their case the “plaintiffs contend that the officers and directors dumped shares even as the company spent $2.4 billion to repurchase its own stock in late 2006 and early 2007”. In his defense former CEO, Mozilo, claimed he complied with securities laws under a planned selling program. But the judge noted in denying his motion to dismiss he had revised the program several times, each time increasing shares sold, something SEC regulations do not allow. 
Barclays Bank is suing Bear Stearns over a hedge fund it managed that Barclays claims irresponsibly invested money in complex subprime securities. HSH Nordbank, a German bank, is suing UBS in Federal court. It contends UBS improperly sold it complex collateralized debt obligations it mismanaged. HSH asserts its claims on “the manner in which the investments were sold to HSH Nordbank and UBS’s subsequent management of the assets [being] clearly contrary to [its] interests.” HSH claims UBS was to manage the investment conservatively but did not.
Under the Employees Retirement Insurance Act managers of pension funds have a fiduciary responsibility to act in clients’ interests. State Street Global Advisors, a subsidiary of State Street Bank has set aside $618 million to “settle claims that the firm invested in risky mortgage-related securities” including those brought by five pension plans. Pension clients claim State Street told them funds “would be invested in risk-free debt securities (e.g. Treasuries) but were used instead to acquire ‘high risk’ investments and mortgage-backed securities”.
Many mortgage lenders and underwriters have been accused of taking inadequate reserves or not properly accounting for returned mortgage pools or mortgage securities held while delinquencies and foreclosures rose. In one class action Michael Atlas v. Accredited Home Lenders Holding Co., the plaintiffs allege Accredited and certain directors concealed the firm’s “true financial condition and made materially false and misleading statements regarding the company’s operations and income.” They cite the firm’s statements that its underwriting standards for subprime borrowers were conservative and reserves for possible delinquent loans or repurchase obligations were more than adequate. Thus the plaintiffs assert Accredited’s financial statements artificially inflated its income giving them a cause of action. A Federal Court has agreed and denied Accredited’s motion to dismiss noting a “prior auditor’s refusal during the class period to approve the company’s 2006 financial statements before the deadline for filing its form 10-K, and the new auditor requiring the company to restate to increase its allowance for loan losses by over $30 million.”
Evaluating Policy Solutions And Concluding Recommendations

The subprime mortgage crisis and its aftermath have followed the traditional boom and bust scenario. The bubble’s development and its causes were recognizable as early as 2005. It was then the Fed should have used its regulatory and bank examiner powers to impose stricter bank credit standards and greater capital allocations against such lending. If they had, the final mania might have been avoided and the collapse and its aftermath significantly moderated including the collapse of stock markets worldwide. However, because this was not done, a financial crisis of global proportions exists with attendant impacts on the US and world economies. 

So what should be done to address these issues in the short to longer term? Recent lender of last resort actions the Fed and other central banks have taken to assure market liquidity as traditional economic policy indicates is required seem appropriate and directly address the fact this crisis unlike the Internet bubble is global in scope and has seriously affected world credit markets including inter-bank lending. This is a direct result of the deregulation and globalization of financial markets during the 1990s and the early part of this Century. The Glass-Steagall Act’s repeal meant investment banks particularly became major players in packaging and distributing these products globally along with related instruments such as credit default swaps. Therefore in the medium term central banks and other regulators must examine ways to decrease the leverage inherent in these products and increase the transparency of the institutions that create and distribute them, insisting on greater appreciation of the related risks especially if investment banks want greater access to central bank credit. Further the Congress and Obama Administration must take measures to reduce the over-supply of housing and the downward spiral of foreclosures and falling home prices that are seriously affecting the US economy including rising unemployment and a worsening recession. Fiscal and monetary policy alone seems inadequate.

There is a longer-term policy requirement too. Over-confidence in laissez-faire market-based solutions has already resulted in two recent large asset bubbles with adverse economic consequences. Thus as the Fed and US Treasury need to assess and develop regulations and policy responses to unwarranted asset inflation. The boom and bust scenario is the right place to begin this assessment of identifying when a rapid rise in asset prices is a bubble and then developing appropriate responses for which transparency and micro regulatory actions may be more appropriate moderating actions than macro monetary and fiscal policies.
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