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			The Great Recession (2007-2009)

			The burst of the property bubble and the excesses of speculation

			

					When: 2007-2009.

					Where: the crisis began in the USA, before spreading around the world.

					Context: when a speculative housing bubble in the USA burst, many homeowners ended up defaulting on their mortgage payments. Subsequently, a high-risk loans mechanism, through which lenders used securitization to transfer their responsibility to other financial organisations, came to light.

					Key protagonists:	The government-sponsored organisations the Federal National Mortgage Association (FNMA, known colloquially as Fannie Mae) and the Federal Home Loan Mortgage Corporation (FHLMC, known colloquially as Freddy Mac).

	The major American merchant banks and insurance companies Goldman Sachs, AIG, Lehman Brothers, Morgan Stanley and JPMorgan Chase.

	Michael Burry (American physician and hedge fund manager, born in 1971) and Steve Eisman (American investor, born in 1962), who were among the first investors to foresee the impending subprime mortgage crisis.




					Key terms:	Securitization: a mechanism introduced in the 1990s which allows banks to sell on the loans they have given out in the form of securities.

	Subprime loan: a type of loan in the US which involves lending to borrowers who may struggle to pay back the money, in order to purchase property or other goods.




			

	

			In 2008, the world saw another side to America: when the property bubble burst and the financial crisis hit the country, onlookers learnt of financial practices that left thousands of American households homeless, emptied whole neighbourhoods of their inhabitants, ruined towns and drove numerous banks and insurance companies to bankruptcy.

			This year marked the beginning of a localised financial crisis which soon developed into a worldwide economic crisis. Before long, the terms “subprime lending”, “toxic assets” and “securitization” began cropping up in everyday conversation and, through investment funds, these toxic assets threatened major European banks. Citizens became aware of the banks’ lack of transparency and the fundamental arrogance underlying the expression “too big to fail” used to describe the largest American and European banks. Governments around the world were soon forced to pump billions of dollars into bailout plans to rescue the ailing financial institutions.

			As we will see in this guide, 2008 was the year the American dream became a nightmare.

		


		
			Context

			Harmful lending mechanisms

			Subprime loans

			Subprime loans were initially introduced in the 1990s to allow a less financially stable section of the population to get on the property ladder, but their purpose changed in the early 2000s, largely because of their higher variable interest rates and the state of the property market, which was booming at that time. The outstanding growth potential of subprime loans, also known as NINJA loans (No income, no job, no assets), attracted the attention of bankers, who planned to sell them on to other financial agents such as banks, insurance companies and investment funds.

			But how do these loans work? In return for high, often variable interest rates, subprime mortgages allow households to borrow beyond their means, in the expectation that house prices will continue rising indefinitely. This allows these households to secure credit, sometimes taking out multiple loans for the same property. If borrowers find themselves struggling to make their repayments, they have two options:

			
					Take out another loan for a higher amount, based on an upwards revision of the value of their property, in order to make the monthly repayments for the initial loan.

					Put their faith in the continued growth of the market and take out a loan to buy an investment property (a property purchased for speculative purposes, which is generally divided into several units to be rented out by the owner or owners). Provided that the property market remains stable, the income from this investment property should theoretically allow them to pay back the initial loan.

			

			Given that these loans have an initial repayment period of two or three years with a fixed, relatively low interest rate before the variable interest rates kick in, borrowers are led to believe that they will be able to pay them back in full. However, in reality borrowers almost always default at the end of the fixed-rate period, forcing them to take out further loans.

			Between 2001 and 2007, American mortgage debt almost doubled in absolute terms, while the average mortgage debt per household also increased, from $91 500 to $149 500, with virtually no increase in average household income over the same period (University of North Carolina at Chapel Hill, 2012).

			As prices were rising, consumers were saving less and spending and borrowing more. As a result, the total household debt skyrocketed: by 2008, it stood at $14 500 billion, or 134% of household income, compared with $7400 billion at the end of 2000.

			Securitization

			Through buybacks and interbank lending, the loans granted by a bank were sold on to another, larger bank in the form of securities which could be traded on the markets. The higher the initial borrowing rate, the higher the rate of return on investment would be. As the housing market was assumed to be stable and growing, financial institutions were not wary of mortgages.

			High-risk loans were grouped together with other securities, and consequently ended up in the largest merchant banks as part of “complex” financial products, namely collateralized debt obligations and credit default swaps.

			
					A collateralized debt obligation (CDO) is a mixture of theoretically risky bonds (with a rating of at least B) which, when combined as part of a new financial product, are given a higher rating (AAA) by rating agencies. In the 2015 film The Big Short, CDOs are explained using the following metaphor: a cook with fillets of fish that they have not sold (B-rated bonds) but that are not fresh enough to put on the menu as they are decides to make them into a stew, thus creating a new product (CDO) that they can revalue (AAA) and put on the menu for the following days.

			

			
				
					Bond credit ratings

					While shares are parts of capital, bonds are instruments of indebtedness. To give investors an idea of the risk they are running, bonds are given a rating ranging from AAA to D. AAA is used to designate the highest-quality bonds, in terms of both capital and interest payments, while D refers to bonds that are said to be “in default”. The intermediate rankings B and C (which are subdivided into BBB, BB, B then CCC, CC and C) apply to increasingly speculative products.

				

			

			
					A credit default swap (CDS) is an instrument that was created in the 1990s by Blythe Masters (born in 1969), a managing director at the merchant bank JPMorgan Chase. It is a sort of insurance contract between financial institutions, which can be included in a “pack” of CDOs. Like a conventional insurance contract, it features a buyer and a seller who, in exchange for payment, agrees to cover the risk of default on the debt payments. If the risk does not come to pass, the insurer collects their payment and increases their assets without investing anything in return. However, if the risk does come to pass, they will have to pay out sums which could be considerable. In this case, unlike with traditional insurance contracts, the seller is under no obligation to maintain a reserve, meaning that they may have to cover risks beyond their means. Furthermore, as these payments are uncertain, they are not recorded on the balance sheets. This means that, while assets appear when the payments are made, the risks are somewhat “hidden”. Consequently, a CDS encourages both buyers and sellers to take greater risks.

			

			The consequence (and the aim) of securitization is therefore to transfer the risk associated with a loan from the operator that granted it to one or more distinct financial operators. This marked a profound shift in the role of the banker: whereas previously, banks were responsible if their clients defaulted on their payments and had to guard against this risk for the entire duration of their contracts, they could now cast off this risk, and therefore their responsibility.

			This approach diminished the importance of risk analysis, which became almost negligible. Furthermore, these products ultimately became so complex that it was impossible to tell which institutions held what. In the end, this system of dilution proved ineffective, and the securities containing high-risk loans ended up concentrated within large banks and insurance companies.

			As we can clearly see, this mechanism was harmful, and it became so widespread that before long the products comprising subprime loans became a ticking timebomb for banks. In 1998, subprime loans represented around 2.8% of American mortgages (Bartnik, 2015), but by the end of 2006 this figure had risen to over 20% (Karabell, 2014). By 2007, 40% of the new mortgages granted were subprime mortgages.

			Speculation and leverage

			When we consider the additional fact that 40% of these subprime loans were speculative, in that they were taken out on investment properties or second homes (University of North Carolina at Chapel Hill, 2012), we can see that these loans carried significant risks. When the market collapsed, prices in this speculative sector dropped far faster than those in the residential market.

			The danger associated with the securitization of high-risk loans was exacerbated by what is known as leverage, meaning the use of borrowed funds to purchase assets. Leverage is calculated based on the relationship between financial return and economic return.

			The main difference between these two ostensibly similar concepts lies in their denominator: while financial return is calculated in relation to equity, meaning the borrower’s real contribution, economic return is calculated based on all the capital involved, including loans. When the profit obtained thanks to loans is higher than the value of the debt, the leverage is positive and the value of the borrower’s equity increases. Shareholders consequently receive high dividends, which are especially attractive given that:

			
					they only contribute part of the value of the investment;

					the borrowing rate is low;

					profits are high.

			

			
				
					Good to know

					“Leverage” refers to positive rates, whereas negative rates are referred to using the term “boomerang effect”.

				

			

			Case study

			Take the example of the purchase of an investment property with a private contribution of 20%. The leverage ratio will be 4 (80% loan/20% own funds). The final result will be positive if the rent received is higher than the cost of credit and if the estimated value of the property increases.

			
					Purchase of the property: £200 000.

					Own contribution: £40 000.

					Loan: £160 000.

					Borrowing rate: 2%.

					Annual income from rent: £7200 (£600 per month).

			

			The annual financial return can therefore be calculated by subtracting taxes (£0, as income from rent is tax-free) and the cost of credit (£3200) from the rent received (£7200), giving a total of £4000. Comparing this total with the amount of own capital gives 10% (£4000/£40 000). Economic return can be calculated by dividing the £7200 of rent received by the total amount of capital used to purchase the property (£200 000), giving 3.6%.

			The leverage ratio is 4, and is calculated by dividing debt (£160 000) by own funds (£40 000). A simplified way of calculating leverage is to work out the difference between the rate of economic return (3.6%) and the rate of interest on the loan (in this case, 2%). When this rate is positive, the leverage is also positive, and if all goes well it will increase over time with:

			
					rent indexation;

					the increased value of the property;

					the progressive reduction of the proportion of interest in the repayment of the loan.

			

			If the loan is a subprime loan, meaning that no initial capital is contributed, the leverage ratio is high but the leverage will be zero or negative (if the property is overvalued and/or the borrower is immediately able to borrow a greater amount than its estimated value). Even with the income from rent, the financial return will be negative from the start, given that little or no own funds will be contributed, which in turn means that interest rates will be higher.

			
					Purchase of the property: £200 000.

					Loan: 110% of the value of the property, meaning £220 000 at 4% interest, giving a cost of credit of £8800.

					Annual income from rent: £7200 (£600 per month).

			

			In this case, the economic return is 3.3%, or £7200 (rent received) over £220 000 (capital employed). The problem is that this is lower than the interest rate (4%). We therefore obtain a negative leverage of 0.7%.

			Now, imagine that a person wants to buy a new property for £180 000 (which will also be the value of their loan), and that to do so they use their first property (valued at £200 000) as a guarantee. Suppose that the income from rent for this new property is also £7200. According to these criteria, the leverage is 1.1% (£200 000 own contribution and £180 000 loan). The economic profitability will be £7200 (income from rent) over the £380 000 total contribution (own funds plus debt), giving us 1.9%.

			However, if the income from rent is £6000 rather than £7200, the economic return drops to 1.57%. If the borrowing rate is 2%, the leverage will once again be negative. This example provides a clear illustration of the dangerous domino effect that this practice can lead to.

			The banks’ indifference

			It is banks’ job to lend more than they actually possess, which inevitably entails risks in cases of non-payment. The more clients are unable to repay their debts, the greater this risk will be. This means that safeguards are vital in order to limit leverage and keep risky speculative activities separate from traditional activities. To this end, it is often recommended that deposit banks be kept separate from merchant banks and investment banks.

			Investment funds engage in purely speculative activity, which is why they can offer high interest rates. At the same time, the level of risk associated with their activities is high, which means that they can also tolerate high leverage. That said, when they went bust, the American bank Bear Stearns and the investment fund Carlyle Capital Group had leverage ratios of 35 and 32 respectively, whereas most economics textbooks suggest that the leverage ratio should remain between 2 and 5 (Lordon, 2008).

			To go back to our previous example, if the individual contributes £40 000 of their own funds, a leverage ratio of 30 means that they risk taking on £1.2 million of debt (as the leverage ratio corresponds to the relationship between debt and own funds).

		


		
			How the crisis played out

			By 2007, all the ingredients for a crisis were in place:

			
					interest rates increased as the period of attractive low fixed rates came to an end and variable rates came into effect;

					a significant number of households were unable to repay their loans;

					the non-payment rate reached 15%.

			

			A total of eight million households lost their homes that year, including both tenants whose landlords were affected by the crisis and homeowners. Before long there were a million foreclosures per year, and this rate showed no signs of diminishing in subsequent years. In September 2011, the Federal Reserve estimated that the rate of forced sales still stood at 40%. A report by the French treasury service in 2009 estimated that there would be a total of 17 million property foreclosures between the start of the crisis in 2006 and the return to normality expected in 2015 (Sorbe, 2009).

			Banks suddenly realised the seriousness of the threat posed by toxic assets, meaning the presence of high-risk speculative assets that were not identified as such, in their accounts. As speculative activities were inextricably linked to “traditional” activities, they both collapsed at the same time. This can be seen in the play D'un retournement l'autre. Comédie sérieuse sur la crise financière (“From one turn to another: serious comedy on the financial crisis”) by the French economist and sociologist Frédéric Lordon (born in 1962), which compares the toxic assets to waste which leaves the banks only to find a way back in, submerging bankers under the deluge.

			In 2009, an estimated 23% of homeowners who were yet to repay their mortgages had lower total assets than the sum borrowed. However, this average figure of 23% conceals significant regional variations: in Nevada, this problem of property overvaluation affected 65% of homeowners, while the figure stood at 48% in Arizona and 45% in Florida (Halimi, 2010). Moreover, in 2012, Florida was the state with the highest percentage of borrowers who were unable to pay back their loans, at 45% (University of North Carolina at Chapel Hill, 2012).

			From the subprime mortgage crisis to the banking and financial crisis

			On 10 July 2007, the rating agency Moody’s downgraded the rating of 400 securities linked to subprime loans, and the following week the investment bank Bear Stearns revealed that its investment fund had lost half its value due to subprime loans.

			At the start of August 2007, other financial establishments, which were located both within the USA and as far afield as Europe and Australia, indicated that they had been affected by the beginning of the crisis as a result of securitization. In France, BNP Paribas suspended three investment funds with connections to subprime loans. Later that month, central banks began injecting funds into ailing financial institutions in order to keep them afloat. For example, the Bank of America came to the assistance of Countrywide Financial, the first American mortgage lender at risk of bankruptcy, with a $2 billion capital injection. This substantial aid nonetheless proved insufficient, and was followed by further capital injections in September of the same year.

			On 14 September 2007, the Bank of England announced that it had been forced to grant an emergency loan to Northern Rock, the fifth-largest mortgage-lending institution in the country. The crisis was beginning to spread, but it was still far from its height, which was reached the following year.

			In December 2007, countries’ central banks administered further cash

			
			
			From the banking and financial crisis to the worldwide economic crisis

			
			
					on 15 September, the investment bank Lehman Brothers declared bankruptcy;

					on 16 September, the Federal Reserve granted a $85 billion loan to the insurer AIG, which stood on the brink of bankruptcy;

					on 18 September, the Federal Reserve was forced to inject $180 billion into the struggling markets, while the European Central Bank (ECB) did the same to the tune of $40 billion.
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