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This diagram summarizes some of the causes behind
] - ] the housing bubble that peaked in 2006. The housing
‘ Outdated Financial Regulatory Regime ‘ bubbie set the stage for the subprime morigage crisis.
. Many of these elements have compiex inleractions not
) shown. The ripple or domino effect through the
l Management Bonuses / Short-Term Profit Incentives ‘ housing and financisl markets as home prices declined
is described in & separate diagram.
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This diagram summanzes some of the causes behind
the housing bubble that peaked in 2006. The housing
bubbie set the stage for the subprime mortgage crisis.
Many of these elements have compiex inleractions not
shown. The npple or domino effect through the
housing and financial markets as home prices declined
Is descnbed in a separale diagram.




Background &
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Subprime Mortgage Crisis = Diagram 2 of 2
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Subprime Mortgage Crisis - Diagram 2 of 2
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Housing Market

- Housing Bubble was
characterized by:
- Higher sales of household
- Greater household debt
- Higher prices
- Lower savings
- Fueled by:
- low interest rates
- large inflows of foreign
funds
- easy credit candidates



Housing Market

- Demand in households caused an increase in price
- Increasing price caused a demand in households
- People were buying and "flipping" houses
- Subprime lending allowed individuals with low
income but decent credit to buy houses well
beyond their reach

- ARM (adjustable rate mortgage)

- SIVA replaces proof of income
- Increased demand for mortgage, investment
banks reponded with:

- MBS

- Colateralized debt



Housing Market

Subprime Mortgage Crisis: “Vicious Cycles” of Foreclosure and Bank Instability

Cycle 1: Woluntary or involuntary foreclosures increase the supply of homes,
which lowers home prices creating further negative equity.

Housing _ o
. Cycle 20 Foreclosures reduce the cash flowing into banks and the value of
. Prices rorgagebacked securities (MBS) widely held by banks. Banks incur losses
Decline and require additional funds (‘recapitalization”). If banks are not capitslized
sufficiently to lend, econamic activity slows and unemployment increases,
which furthar increazes foreclosures
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