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Background

A The financial crisis and recession that
began in 2007 eclipsed others in postwar

A Could have rivaled the Great Depression

A Financial crisis reached its peak in fall
2008, in the wake of Lehman bankruptcy

A The most serious problems developed in
the residential real estate and mortgage
sector, but excesses were pervasive



Origins of the Crisis

A Very low interest rates and stability
A Encouraged efforts to boost returns by reaching for yield
A Led to under pricing of risk

CREDIT SPREADS / LONG-TERM BUSINESS BORROWING COSTS, CONTINUED

Non-investment grade credit spreads over the economic cycle
Yield on long-term non-investment-grade debt less 10-year Treasury yield (basis points)
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Origins of the Crisis (Cont.)

A Risk became magnified by heavy
leveraging

A Financial engineering masked actual risk



Securitization

A Based on originate-to-distribute model

A Rapidly extended to wider types of loansd
Including nonconforming mortgages

A Growing laxity in originations
A Complex and opague structured securities
created

A Aided by favorable ratings and
underpriced insurance (CDS)



Mortgage Excesses

A Underwriting standards for mortgages
deterioratedo especially for subprime and
other nonconforming

A Many bought more house than they could
affordo often enticed by teaser ARMs
(2/28s)

A Investor appetite for mortgage products
whetted by belief that home prices do not
fall



Mortgage Excesses (Cont.)
A Led to a housing boom and price bubble

Case Shiller Home Prices
(10-City Composite)
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Leveraging Widespread

A Ready availability of financing led to
leveraging outside housing, too.

Net Percentage of Domestic Respondents Tightening Standards for Commercial Real Estate Loans

Percent
Apr.
survey
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Leveraging Widespread (Cont.)

A Major financial institutions saw profit
opportunities in off-balance-sheet leverage
and liquidity risk positions

A Some activities conducted in unregulated
affiliates

A Hedge and private equity funds exploited
leveraging opportunities



Reckoning Comes

A Over the second half of 2007, the
seriousness of the situation was becoming
clear

A Home prices were falling, leading to efforts
to ditch exotic and vulnerable mortgage
securities



Reckoning Comes (Cont.)

A Drying up of funding markets

... to pre-August 2007 norms, with 3-month Libor floating % point over the Fed’s target rate

forecast of the Fed's rate over the coming three months (basis points)

A Forced large write-downs and losses to
bank capital



All Sectors Become Affected

A Mounting uncertainty pushed up risk premiums on assets broadly,
depressing prices

A Loss of capital and liquidity caused a credit crunch affecting all
borrowers

Percent

Loans to large and medium-sized firms
Loans to small firms

2004

A Declining home prices and declining prices of other assets cause
loss in household wealth



Economic Weakness

A Loss of wealth and deterioration in
confidence lead to hunkering down

Personal Saving (PSAVE)
WS, Department of Commerce: Bureau of Economic Analysis




Consumer and Business Cutbacks

A Household big-ticket items hit most

Light Weight Vehicle Sales: Autos & Light Trucks (ALTSALES)
Source: WS, Department of Commerce: Bureau of Economic Analysis

g
[=
3
[T
(=]
i
c
o
=
T

2008 2007 2008

Shaded areas indicate US recessions.
2009 research.stlouisfed.org




Business Spending Cuts

A Shutdown of financing and mounting
uncertainty lead to drastic pullback of
business orders

Manufacturers' New Orders: Durable Goods (DGORDER)
. LS. Department of Commerce: Census Bureau
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Cutbacks in Employment

A Businesses slash payrolls

All Employees: Total Private Industries (USPRIV)
Source: WS, Department of Labor: Bureau of Labor Statistics
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Fedos Polil cy

A As the crisis unfolded in 2007, the Fed sought to
replace lost funding to banks through discount
window credito TAF

A Indirectly supported dollar funding in other
markets through Swap facilities

A Brought its policy rate downd to zero

A Extended window credit to nonbank dealers
A Targeted programsd CP and ABS (TALF)
A Emergency programs (Bear and AlG)
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Other Policy Measures

A Government-wide effort to stem
foreclosureso to relieve pressure on home
prices

A The $700 billion TARP legislationd to
replace capital and unfreeze markets for
toxic assets

A The $787 billion fiscal stimulus package



Financial System Recovering

A Funding spreads
have narrowed

A Interest margins
Improving at large
banks

Moy 09 Mar May Jul Sep




Pay downs of Fed Assistance

6-27-07 --

10-15-08 (101,853 1133871 263.092
10-28-09 |22.528 139,245

*Amounts outstanding in $ millions




Earnings Surprises

A Q3 earnings news has been bullish

Sector Pos. Neg. Median
surprise (%) | surprise (%) | surprise
(%)
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Stock Prices

A Earnings news helping to fuel stock price
rally together with some return of investor
risk appetites as worst case avoided

DOW JONES INDUSTRIAL AVERAGE AND S&P 500 INDICES
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Improving Home Market

A Real estate prices showing signs of improvement

A Home sales and construction firming from very
depressed levels

A Rising home and share prices erasing some of the large
losses of wealth

Case Shiller Home Prices
(10-City Composite)
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Improving Business Conditions

A Financing conditions are improving
A Investor risk aversion has unwound



