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Subprime Mortgage Crisis Turns Credit Boom to Bust and
Elicits Legislative Trial Balloons During Election Year Run-Up

By Sal Shah, cpA

We are seeing an unprecedented level of turmoil in the credit
markets as what began as just a shakeout in the subprime
lending market is now bringing a stream of news about
lenders going under and consumers suffering. As we
approach the 2008 presidential election, Democrats and
Republicans alike are floating legislative trial balloons to
address the burgeoning subprime crisis.

The extraordinary credit boom that created many first-time
homeowners and financed a wave of corporate takeovers
seems to be waning as institutional investors around the
world are reporting losses and banks are saddled with corpo-
rate debt that investors won't buy. Worldwide stock indices
are on breathtaking roller coaster rides that have taken bil-
lions of dollars out of share prices as steep plunges alternate
with non-sustained rallies and credit crunch fears ebb and
flow.

Earlier this year, the Mortgage Bankers Association (MBA)
reported that the rate of home loans in foreclosure rose to a
record level in the second quarter of 2007 as many home buy-
ers that had relied on low, introductory adjustable-rate mort-
gaqges (ARMs) could not refinance or meet the new higher pay-
ment levels of those loans as rates increased. At the time,
the MBA also expected home sales to decline for 2007

as mortgage originators tightened lending standards in
response to mounting defaults and foreclosures on loans

to borrowers with poor credit histories. This has occurred

and the number of homes for sale remains elevated and
housing prices have plunged.

Subprime Mortgage History Offers Crisis Timeline
While the current subprime mortgage crisis may seem as if it
literally appeared overnight, the current situation is actually
rooted in decisions made years ago. Snapshots of some of
the main events triggering today's mortgage crisis might look
like this:

September 2001

The Federal Reserve cuts the discount rate by 0.50% following

the terrorist attacks on September 11, 2001 to prevent the
economy from heading into a recession.

The Fed lowers the benchmark interest rate 11 times, dropping
it to 175% by year end.

The Year 2002

Low interest rates ignite demand for homes, making many
Americans homeowners for the first time.

Hot spots like Las Vegas, California, Florida and New York see
prices and demand for homes soar.

June 2004

The Fed starts a cycle of 17 interest rate rises that increase
borrowing costs from 1%, which had been at their lowest level
since the 1950s.

The increases end in June 2006 when the rate is set at 5.25%.

August 2005 - 2006

Interest rate hikes begin to affect the housing market and the
property boom starts unwinding. These higher rates affect a
variety of Americans, including those with ARMs.

Defaults on subprime mortgages begin to increase.
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March 2007

Shares in New Century Financial, a major subprime lender, are
suspended amid fears it may be heading for bankruptcy.

April 2007

New Century Financial files for Chapter 11 bankruptcy protec-
tion and announces it will cut 3,200 jobs, more than half of its
workforce.

The National Association of Realtors reports that sales of
existing homes take the sharpest month-to-month drop in 18
years.

May 2007

Shares in Bear Stearns come under pressure after concerns
mount about its exposure to the subprime market.
June 2007

Bear Stearns is forced to provide $3.2 billion in loans to rescue
one of its hedge funds that made large bets on the U.S. sub-
prime market. This bailout is the largest by a bank in almost a
decade.

The bailout is followed by a failure of another similar hedge
fund operated by Bear Stearns, with another rescue by the
firm.

July 2007

General Electric decides to sell its WMC Mortgage subprime
lending business, which it bought in 2004.

Bear Stearns tells investors that the two hedge funds it res-
cued have lost 90% of their value; investors will get little, if
any, money back on their investments.

Bear Stearns halts redemptions at a third hedge fund and files
for bankruptcy protection for the two funds it bailed out earlier.

The Commerce Dept. announces that housing starts are down
more than 19% over the last 12 months. Home foreclosures
rise 9% as compared to June and 93% as compared to a year
earlier.

The leading ratings agencies - Standard & Poor’s, Moody's and
Fitch - downgrade bonds backed by subprime mortgages.

Fed chairman Ben Bernanke warns that the crisis in the sub-
prime lending market could cost up to $100 billion and “likely
will get worse before it gets better.”

August 2007

Global stock markets become jittery on news about the

exposure of many financial firms to the fallout from the
subprime market.

American Home Mortgage, one of the largest independent
home loan providers, files for bankruptcy after laying off a
majority of its staff.

French bank BNP Paribas suspends three investment funds
worth §2.2 billion because of problems in the US. subprime
mortgage sector.

AIG, one of the largest mortgage lenders, warns that mortgage
defaults are spreading beyond the subprime category, with
delinquencies becoming more common in the category just
above subprime.

The Fed cuts the discount rate by 0.50% to keep bank credit
flowing.

September - October 2007

The rate of foreclosures rose to a record high in the second

quarter of 2007 as more homeowners could not refinance
their ARMs.

The US. stock market remains volatile, further fueled by
report that US. payrolls contracted in August for the first time
in four years, stoking fears that weakness in the home lending
sector will soon spread to other parts of the economy.

Following weeks of talks with the Treasury Department,
America’s three largest banks - Citigroup Inc., Bank of America
Corp. and JPMorgan Chase & Co. - announce their intention to
create a multi million dollar fund to relieve credit crunch and
tamp down market insecurity.

November - December 2007

The subprime crisis reaches a crescendo with politicians on
both sides of the aisle releasing statements in support of vari-
ous legislative proposals to share up the mortgage market
and protect stakeholders.

Wall Street lenders and mortgagees both assigned blame for
the debacle.

With the mortgage crisis now affecting global debt, five of the
world's central banks - the Federal Reserve, European Central
Bank, Bank of England, Swiss National Bank and the Bank of
Canada - release plan to offer billions of dollars in cash loans
to banks struggling with credit and lending problems.

Vicious Cycle: Using Borrowed Money
to Borrow More Money

While this timeline above gives a brief overview of key events
leading up to today's crisis, it is important to understand how
the borrowed money cycle works and how it falls apart. Like
the classic movie and play, Other People’s Money, the system is



