The United States Housing Market

In 2000 and 2001 the stock market experienced a crash of the dot.com industries. 
During that time, Yahoo stock went from $250 to $7.40, Amazon from $101 to $19, and the NASDAQ went from 5132 to 1830, losing approximately 65 percent of its value. 

As a result, Americans pulled their money out of the stock market and started dumping it into real estate. 
As money poured into houses, between 2001 and 2007, home values increased by over 100 percent in many of the nations’ largest cities. Miami witnessed 176% increase in home values. LA 173%, DC 150%, and Charlotte a modest 28%.
As housing prices rose, banks, contractors, and consumers looked at the real estate market as a “sure thing.”  Every investment was a good investment!
Since the banks thought that home prices would continue to rise, they started lending money to customers who they typically would not lend money to: those with average to low credit, moderate employment stability, high debt to income ratios and no savings. The government encouraged this behavior with policies such as the Community Reinvestment Act, and the American Dream Down-payment Initiative (2003).
Potential homeowners, who would have been turned down in the past were provided loans; in fact, many banks lent them 100 percent of the house value to purchase a home.

In other words, banks would lend $100,000 on a home that sold for $100,000. No money down! 

As these speculative customers were granted mortgages, a new market emerged, non-conventional sub-prime lending.

Typically, banks offered these risky customers adjustable interest rate mortgages that started at 4.5 percent. But after three years the interest rates could be re-adjusted to 9.5 percent. 

Why would banks lend money to these people?
1. The bank made their profit at the front end of the loan. The bank charged the customer an origination fee, processing fee, and points (1 point is $1 per every $100 borrowed.). And, all of their money profit was made at the initiation of the loan. The banks took on very little risk because as soon as they made the loan, they sold it to an investor in bundles.  A bank could make $3000 in profit with no risk.
2. The bank assumed the price of the homes would go up. If the price rose to $120,000, even if the borrower walked away from the home, the bank could get their money back by selling the house for a profit.

3. The bank did not hold the mortgage, they bundled their mortgages and sold them. 

Here is how the bundling process occurs. The bank lends $100,000 to Customer A, $100,000 to Customer B, and so on. If the bank makes 10 $100,000 loans – that equals $1,000,000 in loans. The bank’s money is now invested in the homes. The bank earns a profit when they originate loans. Since the bank wants to continue making more money off of their customers, they package the mortgages worth $1,000,000 and sell them to an investment company, like Merrill Lynch. 
Merrill Lynch gives the bank a million dollars, and the bank gives Merrill Lynch the deeds to the home. The bank is not taking any risk in this example. Then, the bank takes the money from Merrill Lynch and originates more loans. 

As long as the housing prices go up, and homeowners make their mortgage payments, life is good. And this is what happened for a few years. Homeowners made their payments, investors got their money, and banks continued to originate, bundle, and sell new loans. 
Home builders got in on the act. They began building new houses (speculating that these homes would sell quickly). This sped up the process. And, many Americans became first time homeowners. 

The beginning of the end
1. Americans started to borrow against the equity in their homes. 

· In 2005 alone, $316.6 billion was extracted via home equity loans.

2. This caused their mortgage payments to rise. 

3. Interest rates began to rise as the demand for money (loans) and upward pressure on prices increased. 

4. These increases sparked an upward surge in ARM rates. 

5. Contractors flooded the market with spec homes.

6. Oil prices rose triggered an increase in gas prices and commodity prices (milk, soy, corn). 

7. Given the fact that Americans are not good savers, the typical speculative home owner could not afford to make their monthly payments.
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As monthly bills began to pile-up, mortgage defaults began. Homeowners walked away from their homes leaving them for the banks. Foreclosures increased and the glut of homes on the market caused housing prices to fall. The bubble began to burst.   
Houses that were $120,000 were now worth $80,000. Customers owed $100,000 on their first mortgage and when the house increased in value to $120,000 their Home Equity line of credit allowed them to borrow and additional $20,000.  So they owed $120,000 on a home worth $80,000. 

Homeowners could no longer afford their mortgage payments, and they could not refinance their homes (at lower interest rates) because their houses were not worth as much as they owed. (this is called being up-side-down on a mortgage). The banks would not let them refinance because banks can’t lend for more than the value of the home. “I want to borrow money for my home.” How much is your home worth? “$80,000” How much do you owe on your home? “$120,000”  
Instead of making mortgage payments, homeowners walked away from their homes giving them to the bank.

In the old days, the bank would lose the difference between what they sold the house for and what they paid for it. End of story.
The Concept of Leveraging

But, remember the bank got their money when they bundled the loans and sold them to investors. 

Now the investors who bought the mortgages from the banks own a piece of paper that gives them the rights to the homes. The investor paid $1,000,000 for homes that are worth $800,000! The investor expects to earn interest on his investment, but the homeowner is not paying? 

Why would someone buy such a risky investment? 
Because these mortgage-backed-securities were rated AAA (by Moody and Standard and Poors rating agencies) and they were insured (by AIG American International Group). The investment companies promoted these mortgage backed securities as safe investments with a guaranteed rate of return. 
The return was supposed to come from the homeowners when they made their mortgage payments. When the people stopped paying their mortgages, the investment companies had to continue to make the payments to their investors using their own money. Since the investment companies were using borrowed money to purchase the bundled mortgages, they could not keep up with all of the payments. 
It would be like me or you owning ten houses that we rented. Every month we owe the bank money for those homes. As long as our renters pay us, we can pay the bank. But, if our renters stop making payments, we must continue to pay the bank. How long would we last making ten mortgage payments? Now imagine if you owned 40 houses! Wouldn’t the problem be worse? 

Some companies were granted permission from the federal government to leverage at 40-1.  These companies were Goldman Sachs, Merrill Lynch, Lehman Brothers, Bear Stearns and Morgan Stanley.

Would you blame the bank for allowing you to obtain the credit to buy 40 houses? No, not during good times. But, during bad times would you?
But weren’t these investments insured?
Yes, but, the insurance companies (specifically AIG) could not guarantee payments because there were too many loans going bad at the same time.  
At the risk of losing faith in our financial system, the government presented a plan to inject money into the system. Over the past two weeks, the average tax payer is sending $7 an hour to Wall Street!
The problem started with people who couldn’t afford homes but wanted one. If these people put more money down (10 or 20 percent) or saved for a “rainy day” then they would have been able to afford their mortgage when times got tough. The banks exasperated the problem by being greedy. They lent money to customers who they know would have a difficult time re-paying them. But, they did not assume the risk of the loan so they did not care who they were lending to. The problem spread when banks leveraged their assets. The more they leveraged the greedier they were. The builders added to the problem by supplying a glut of homes to the market. Investors were taken off guard. They purchased mortgage backed bonds that were AAA rated and insured, but these bonds were no more than pieces of paper with a claim to assets that did not exist.
The presenting this example.

An example of how leveraging could lead to large profits or large losses. 

The investment company used 10 percent of their money and 90 percent of their investors money. (By law they could use less than 10 percent, in some cases 0 percent.) When times are good, the investment company gets a good rate of return on a small investment. This is called leveraging. Consumers do it all the time when they buy houses. If a consumer puts down $10,000 on a house that costs $100,000, and the house increases in value to $120,000 then the consumer made $20,000 in profit (or 200 percent rate of return) off of their $10,000 investment assuming they sell the home. If the consumer put $100,000 and used their own money (borrowed $0) then his/her rate of return would be 20%. By using other peoples borrowed money, an investor can earn a huge profit on a small investment. 

However, this approach can backfire. When people walked away from their homes, and stopped paying their mortgages, there was not enough money coming into the investment company, or bank. 

If the price of the home goes down to $80,000 then the investor could lose $20,000 on a $10,000 investment. That is a 200 percent loss! Imagine doing that on billions of dollars of investments. This is what happened to the finance companies and banks that bought these mortgage backed securities.

Basically, these $1,000,000 worth of bonds sold to investors became backed by homes that were losing their value. Using our example from above, investment companies were losing $2 million for every $1 million they invested.  Some investment companies were leveraging at 30 to 1 ratios. For every $1 million invested the company lost around $6 million! 

