TOP 8 REASONS FOR THE CREDIT MARKET COLLAPSE

· American culture of “buy now, pay later”, an era of “easy credit”

Not much need to explain here, right? Since the 1960s the U.S. economy has increasingly been driven by consumerism and credit; today 70% of the economy is driven by consumer spending. Down payments for new cars and houses have become smaller and smaller, unnecessary in many cases. Credit cards have become as common as water; even debit cards are often confused as credit cards (maybe because they look identical). With the advent of information technology, those with good incomes and strong credit histories were allowed to take on as much debt as they liked; those with mediocre and even poor credit records were allowed (and even encouraged) to become homeowners anyway.

Into this long-term phenomenon stepped the encouragement of the government. 

· Fannie Mae and Freddie Mac

Fannie Mae (“Federal National Mortgage Association”) began operations in the 1930s and was federally chartered in 1968, while Freddie Mac (“Federal Home Loan Mortgage Corporation”) was chartered in 1970 to provide Fannie some competition. These government-sponsored entities (“GSEs”) steadily grew until, today, Fannie and Freddie buy (“securitize”) more than one-half of all mortgages in the U.S.; their role is to provide liquidity to mortgage lenders so that they, in turn, can originate even more mortgages. Until the last 15 years, though, their standards were properly tight and they themselves were not heavily leveraged. 

Both of these facts reversed themselves over the past ten years, with Fannie and Freddie buying more than $1 trillion of “sub-prime” and “Alt-A” mortgage paper since 2003 and leveraging themselves at greater than 40:1 by 2007. 

Enclosed is a widely-disseminated article from 1999 that serves as a quaint reminder that some knew this could become a problem many years ago. With their implicit government guarantee and gargantuan appetite for new mortgages, Fannie and Freddie conspired with American consumerism to truly make this credit market collapse an epic event.

· Residential real estate bubble

How many of us saw this coming several years ago? After the tech stock bubble many people felt more comfortable “investing” in their own houses than the stock market. Annual increases of 20% to 30% occurred in many markets such as California, Florida and Las Vegas. Almost everywhere, though, housing price appreciation became the “new way” to measure personal wealth; the term “McMansion” is so widely used today that Wikipedia covers it.

In a sentence, most everyone believed that even if house prices stopped appreciating in value, they most certainly could never drop simultaneously across the country. As we know now, “wrong!” 

· Low interest rates

The Federal Reserve Bank could be called the national bank of our U.S. government, serving a dual (and difficult) role of managing inflation and the currency while encouraging “full” employment (generally believed to be 95% employment). Alan Greenspan achieved iconic status during his tenure as Chairman of the Fed from 1987 until 2006, when it appeared his strong efforts in moving short-term interest rates around over the years were successful.

Many questioned his “genius” over the years and today it is widely believed that the Fed erred in its “easy money” strategy over the past ten years. Bottom line: interest rates were forced too low and for too long and market excesses developed.

· Mark-to-market accounting

Also known as fair-value accounting, this issue took on new meaning in the aftermath of Enron’s spectacular failure seven years ago. When the Sarbanes-Oxley reforms were put into place no one foresaw healthy firms having to value assets in a frozen market, as occurred with mortgage securities last year. If Joe Homeowner owes his bank $250,000 for a house that is now worth less than the loan, the bank does not foreclose unless he misses some payments.  Not so in the financial accounting world, where a mortgage security’s value must be determined by what the market will pay for it and if no market exists then it is worth near-zero.  This happened to the oldest money market fund when it “broke the buck” several weeks ago.

When Federal Reserve chairman Ben Bernanke spoke before the U.S. Senate Banking Committee on September 23rd he reminded legislators why he was recommending the second Paulson Plan: it would avoid forcing banks to sell or value their mortgage assets at “fire-sale” prices.  Because when they do they must write down their capital as well and valuing mortgages at zero, even weak ones, makes no sense when a mortgage eventually grants property foreclosure rights and even an empty and neglected McMansion is worth something. The Emergency Economic Stabilization Act of 2008, passed October 3rd, grants the SEC authority to suspend mark-to-market accounting. Much damage to the credit markets has already been done however.

· Securitization of seemingly everything

Wall Street has aided the growth of credit – for businesses, consumers, and governments alike – by turning any bond into a pooled security that most anyone can own. From auto loans to mortgages to tobacco lawsuit settlements, securitization is near-universal; even entertainers have securitized future royalties. It is therefore important to realize that securitizing mortgages is not “wrong” so long as the mortgages are of historically normal strength and not junk.

While securitization has been around for decades, its increased usage in recent years indirectly allowed low-quality mortgage securities to become widely owned in only a few years. So a systemic and global panic ensued in mid-September when the credit market crisis escalated to a near-collapse; securitized loans clearly enabled this even if not directly responsible.

· Credit ratings agencies (CRAs)

The major CRAs in the U.S. include Standard & Poor’s, Moody’s, and Fitch Ratings, and these firms are paid to review debt securities of thousands of companies and securities. They are incredibly powerful, as debt financing can not be done without them. They’ve existed for decades and past criticisms included overly familiar relationships with company executives and a reluctance to downgrade companies and debt instruments quickly enough. 

There has also been a perception that their lower pay is indicative of inferior talent as compared to “the Street,” that CRA employees are either trying to get on the Street, are tired after a career on the Street, or simply can’t get hired there. Most observers therefore believe that the huge errors by CRAs in rating structured mortgage products (SIVs, CDOs, CDSs, etc.) resulted from sheer incompetence and cozy relationships with Wall Street more than a lack of care or bribery in its many forms.

· Wall Street greed and fear

By creating securities such as collateralized debt obligations (CDOs), investment banks greatly complicated fixed income investing for retail and institutional investors alike. CDOs, SIVs (structured investment vehicles) and their ilk are basically huge packages of loans that were sold in assorted segments – known as tranches – with varying interest rates and levels of risk. As many have since commented, when the market for mortgage bonds froze it turned out that many institutions did not know exactly what they held or what their obligations were.

While it is sometimes prevalent and at other times dormant, the natural greed of every capitalist is only subsumed by his natural fear during crises such as we encounter today. Greed and fear form the core of naturally occurring themes in a market-based economy and can not be successfully legislated away without harming a vibrant and healthy capitalist system. In fact if the system is changed at the “lower end” of a market extreme, where we now find ourselves, it may cause the usual and historic response – recovery – to be muted.

