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Today U.S. and world economy 

has not yet recovered from 

the crisis that began in 2007. 

For instance, unemployment

rate is currently close to 10% 

and housing prices 

are falling again.are falling again.

So, how did approximately $500 billion in 

mortgage losses in 2007-08 result in $8 trillion 
loss in U.S. stock market alone between October 

2007 and 2008, not to mention the rest of the 

consequences for the U.S. and world economy?



The Stage:
1. Lax interest rate policy by the FED

2. Massive inflows of financial capital from 

Asian emerging economies

3. Afraid of deflation, FED did not try to 

burst  the housing bubble

4. “Originate and distribute” banking 

model



Cheap Credit & Housing Boom

Mortgage brokers offered:

�Teaser Rates

�No-Documentation Mortgages

�Piggyback Mortgages�Piggyback Mortgages

�NINJA loans



Housing Prices Could Only Rise?

• Assumed that a borrower could always 

refinance a loan using the increased value of 

the house

• Housing downturns have been a regional• Housing downturns have been a regional

phenomena

• Assumed low cross-regional correlation in 

house prices generated false diversification 

benefit



The “Originate and distribute” Model

• To offload risk banks create CDOs• To offload risk banks create CDOs

• Senior tranches receive AAA rating, sold to 

various investors (false diversification benefit)

• Most junior tranche “toxic waste” held by 

issuing bank

• Buyers of CDOs also bought CDSs for 

protection



“Shadow” Banking System

• Off-balance-sheet investment vehicles (SIVs)

• SIVs sell short-term ABCP, backed by a pool of 

mortgages as collateral, invest in long-term

• Banks grant SIVs a “liquidity backstop”• Banks grant SIVs a “liquidity backstop”

• Maturity mismatch risk for banks not visible 

on their balance sheets

• Allowed banks to reduce the amount of 

capital to adhere to regulation (Basel I)



Unfolding of the Crisis:



Unfolding of the Crisis:

Rise in the cost of insuring a basket of mortgages of a 

certain rating against default increases.



Unfolding of the Crisis:



Unfolding of the Crisis:



Unfolding of the Crisis:
Primary Dealer Credit Facility (PDCF), an overnight 

funding facility for investment banks.



Size of Trigger: Subprime



Amplifying Mechanism I:



Amplifying Mechanism II:



Amplifying Mechanism II:


