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¢ƻŘŀȅΩǎ ¢ŀƭƪ

ÅProvide a foundation for 
understanding what is happening

ïand assessing future events

ÅA test of success:  Understanding 
Ƙƻǿ ŜŀŎƘ ŘŀȅΩǎ ƴŜǿǎ ǎǘƻǊƛŜǎ Ŧƛǘ ƛƴǘƻ 
our overall framework

ÅGive you the tools to ask the right 
questions
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¢ƻŘŀȅΩǎ !ǇǇǊƻŀŎƘ 

Å Discussion assumes no prior knowledge of economics 
or finance

Å Many concepts are simplifiedτto meet time 
constraints 

Å Only the U.S. is discussedτalthough this is a global 
crisis

Å Special emphasis on explaining jargon ςso you can 
more easily follow  future events in the newspaper

Å No moral judgments

ïNo blame

ïEmphasis on describing what has happened, not 
ƻƴ ǎŀȅƛƴƎ ǘƘƛǎ ǿŀǎ άƎƻƻŘέ ƻǊ άōŀŘέ
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The Best Way to Understand the Crisis: 
A Domino Effect
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Housing Bubble

Housing Crisis

Credit Crisis

Stock Market Decline

Lower Consumer Spending

Decreased  Company Profits

Layoffs & Job Cuts



¢ƘŜ /Ǌƛǎƛǎ .ŜƎƛƴǎ ǿƛǘƘ IƻƳŜ tǊƛŎŜǎΧ
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9ŀǊƭȅ нлллΩǎΥ IƛǎǘƻǊƛŎ IƻƳŜ tǊƛŎŜ LƴŎǊŜŀǎŜǎ 
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What is a Home Price Index?

ÅΧ Lǎ ǿƻǊǘƘ ϷмтмΣллл ƛƴ 
2005 (excluding 
inflation) (Index = 171).
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ÅThe same house bought 
in 1987 for $100,000 
όLƴŘŜȄ ҐмллύΧ



A Traditional 30 Year Fixed-Rate Home Mortgage: 
Buyer Pays 20% and Borrows 80% From the Bank

ÅAt 4% interest 
monthly payment of 
$764.

ÅAt 8% interest 
monthly payment of 
$1,174.
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ÅTo Buy a $200,000 
Home

ïDown-Payment of 
$40,000  (20%)

ïBorrow $160,000 
from the bank 
(80%)



The Value of a Traditional Mortgage

Å Buyer shows she is responsible by first saving $40,000.

Å With a set monthly fee, buyer always knows how much 
she will pay each month for 30 years

ï Banks also verified the income of borrowers to make 
sure they could handle the monthly payments.

Å LŦ ǘƘŜ ōǳȅŜǊ ŎŀƴΩǘ Ǉŀȅ ƘŜǊ ƳƻǊǘƎŀƎŜ ǘƘŜ ōŀƴƪ ƎŜǘǎ ǘƘŜ 
house (foreclosure) to pay-off the remaining mortgage 
(from the $160,000)

ï¢ƘŜ ōǳȅŜǊΩǎ Řƻǿƴ-payment ($40,000) protectsthe 
ōŀƴƪ ƛƴ ŎŀǎŜ ǘƘŜ ƘƻǳǎŜΩǎ ǾŀƭǳŜ ƎƻŜǎ ŘƻǿƴΦ

ï Foreclosure example: The house declines in value to 
$180,000 and the buyer owes $160,000 --- The bank 
ǎŜƭƭǎ ǘƘŜ ƘƻǳǎŜΣ ƎŜǘǎ ƛǘΩǎ ϷмслΣлллΣ ŀƴŘ ǘƘŜ ōǳȅŜǊ 
gets back $20,000.
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The Housing Bubble Begins: As Home Prices 
Start Their Huge Rise, Everyone Assumes 

Home Prices Will Never Go Down
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.ŀƴƪǎ /ǊŜŀǘŜ ά9ŀǎȅέ ά[ƻǿ-LƴǘŜǊŜǎǘέ aƻǊǘƎŀƎŜǎ Υ
These High Risk Loans AǊŜ /ŀƭƭŜŘ ά{ǳō-tǊƛƳŜ aƻǊǘƎŀƎŜǎέ

Å άbƻ ƳƻƴŜȅ Řƻǿƴέ

ï Borrow 100% of the Purchase Price

ï (No protectionfor the bank if prices drop and 
buyer is foreclosed)

Å No Income Verification Loans

ï To qualify for loans buyers need a certain 
income.

ïbƻǿΣ ōŀƴƪǎ ŘƻƴΩǘ ŎƘŜŎƪ ƛŦ ōǳȅŜǊǎ ǊŜŀƭƭȅ ƘŀǾŜ 
the income.

Å Interest ςOnly loans

ï Low payments for the first few years of the 
mortgage

ï Then, monthly payments jump! 
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Home Prices Rise: People Feel Rich!

ÅThe house I bought for 
$200,000 is now worth 
$300,000.

ÅI am $100,000 wealthier!

ÅMaybe I should borrow 
more and buy an even 
bigger houseτbefore 
prices go up even 
further?
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As Home Prices Rise, Banks Also Encourage 
Existing Home Owners to Borrow More

ÅYour Home is worth 
$100,000 more.

ÅάwŜŦƛƴŀƴŎŜέ ƻǊ ƎŜǘ ŀ άIƻƳŜ 
9ǉǳƛǘȅ [ƻŀƴέ ǘƻ ŀŎŎŜǎǎ ȅƻǳǊ 
higher wealth!

ÅHome prices never fall so 
ȅƻǳ ŘƻƴΩǘ ƴŜŜŘ ǘƻ ǿƻǊǊȅ 
about borrowing too much.

ÅPeople borrowed more 
money than they could 
prudently afford.
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What is a bond?

ÅBonds are a way for governments and 
businesses to borrow money.

ÅHypothetical Example:  A $100 U.S. 
savings bond

ïYou give the government $100 
today.

ïIn return, you get 7% of $100 ($7) 
each year for 20 years.

ïAt the end of 20 years you get 
back your $100.
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Bonds and the Risk of Default

Å Bonds have risks

ï If a company (or anyone else) issues a 
bond, there is always the chance they 
may not be able to pay back the money 
they borrowed (default).

ïIƛƎƘŜǊ Ǌƛǎƪ ŎƻƳǇŀƴƛŜǎ ƛǎǎǳŜ άƧǳƴƪ 
ōƻƴŘǎέ ǿƘƛŎƘ Ǉŀȅ ƘƛƎƘŜǊ ƛƴǘŜǊŜǎǘ ǊŀǘŜǎΦ

ïThe higher interest rates compensate 
buyers for the added risk of default.

Å The U.S. Government is seen as the safest 
borrower

ïSo, U.S. Government bonds pay lower 
interest ratesτsince they have less risk.
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