U.S. Financial Crises & More



Types of Crises

* Reinhart and Rogoff identified 5 “varieties”
of financial crises.
1. External Debt
Domestic Debt
Banking Crises
Currency Crashes
Inflation Outbursts
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Banking Crises
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Case: The Great Depression

* In 1928 and 1929, stock prices doubled in the U.S. The
Fed tried to curb this period of excessive speculation
with a tight monetary policy. But this lead to a collapse of
more than 60% in October of 1929.

« By 1932, unemployment had reached 23.6%, and it
peaked in early 1933 at 25%, drought persisted in the
agricultural heartland, businesses and families defaulted
on record numbers of loans, and more than 5,000 banks
had failed.

« Between 1930 and 1933, one-third of U.S. banks went
out of business as agricultural shocks led to bank
failures



Stock Market Prices During The Great Depression
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FIGURE 8.2 Stock Price Data During the Great Depression Period

Stock prices crashed in 1929, falling by more than 60%, and then continued to fall to only 10% of their peak
value by 1932.

Source: Dow-Jones Indusirial Average (DJIA), hiip://lib. stat.cmu.edu/datasets/ djdc0093.




Credit Spreads During The Great Depression
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FIGURE 8.3 Credit Spreads During the Great Depression

Credit spreads {the difference between rates on Baa corporate bonds and U.S. Treasury bonds) rose
sharply during the Great Depression.

Source: Federal Reserve Bank of St. Louis FRED database, http:/ /research.stlouisted. org/fred2/categories/22.




Case: The 2007-2009 Financial Crisis

Financial innovation in mortgage markets
developed along a few lines:

» | ess-than-credit worthy borrowers found the
ability to purchase homes through subprime

lending, a practice almost nonexistent until the
2000s

* Financial engineering developed new financial
products to further enhance and distribute risk
from mortgage lending
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Case: The 2007-2009 Financial Crisis

Agency problems in mortgage markets also reached
new levels:

= Mortgage originators did not hold the actual mortgage,
but sold the note in the secondary market

» Mortgage originators earned fees from the volume of
the loans produced, not the quality

* In the extreme, unqualified borrowers bought houses
they could not afford through either creative mortgage
products or outright fraud (such as inflated income)



U.S. Existing Home Sales, Inventory, and Months Supply
December 2005 — June 2009
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Case: The 2007-2009 Financial Crisis

The rating agencies didn’t help:

= Agencies consulted with firms on structuring products
to achieve the highest rating, creating a clear conflict

= Further, the rating system was hardly designed to

address the complex nature of the structured debt
designs

* The result was meaningless ratings that investors
had relied on to assess the quality of their
Investments



U.S. Properties with Foreclosure Activity
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Housing Prices: 2002-2010
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FIGURE 8.4 Housing Prices and the Financial Crisis of 2007-2009
Housing prices boomed from 2002 to 2006, but then fell by more than 25% subsequently.

Source: Adapted from Case-Shiller U.S. national composite house price index, available from
http:/ /www.macromarkets.com/csi_housing/index.asp.




Case: The 2007-2009 Financial Crisis

* As mortgage defaults rose, banks and
other Fls saw the value of their assets fall.
This was further complicated by the
complexity of mortgages, CDOs, defaults
swaps, and other difficult-to-value assets.

* Banks began the deleveraging process,
selling assets and restricting credit, further
depressing the struggling economy



When default happens...
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Case: The 2007-2009 Financial Crisis

Finally, the collapse of several high-profile U.S.
investment firms only further deteriorated
confidence in the U.S.

= March 2008: Bear Sterns fails and is sold to JP
Morgan for 5% of its value only 1 year ago

= September 2008: both Freddie and Fannie put into
conservatorship after heaving subprime losses.

= September 2008: Lehman Brothers files for
bankruptcy. Merrill Lynch sold to Bank of America
at “fire” sale prices. AlG also experiences a liquidity
Crisis.



Leverage Ratios For Major Investment Banks

The leverage ratio is @ measure of the risk taken by a firm; a higher ratio indicates more risk.

ltis calculated as total debt divided by stockholders equity. Each firm's ratio increased between 2003-2007.
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Housing Market
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Stock Prices: 2002-2010
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FIGURE 8.5 Stock Prices and the Financial Crisis of 2007-2009
Stock prices fell by 50% from October 2007 to March of 2009.

Source: Dow-Jones Indusirial Average (DJIA), available at hitp://finance.yahoo.com/q/hp2s=%5ED]I.




Credit Spreads: 2002-2010
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FIGURE 8.6 Credit Spreads and the 2007-2009 Financial Crisis

Credit spreads (the difference between rates on Baa corporate bonds and U.S. Treasury bonds) rose by
more than 400 basis points {4 percentage points) during the crisis.

Source: Federal Reserve Bank of St. Louis FRED database, hﬁp:/,/resec:rch.sﬂouisfed.org/fred?/cc:’regories,"'?2.




One thing leads to the other...

Figure 4 A Fiscal Trap Occurs When Fiscal Policy Aims to
Balance the Budget—And Private-sector Financial Fragility
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This time, it’s different (maybe)...

Fig. 5: Financial condition index: Synchonized in 2008, more divergent now
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