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National and Regional Outlook 
 
 In previous reports I discussed the causes of the current economic slowdown.  
Moreover, I have detailed the linkages between the sub-prime housing market collapse 
and the current economic woes now plaguing the nation’s economy.  This quarter’s 
report contains a special section that elaborates on the problems emanating our 
nation’s financial sector. 
  
 It now seems wholly appropriate to discuss the state of the national economy.  
Where do we find ourselves in the wake of this financial sector-led slowdown?  Table 1 
shows several key macroeconomic indicators.  Real GDP in the country grew by a 
respectable 2.5 percent from March 2007 to March 2008.  However, most of this growth 
took place early on in the time period.  More recently the Fourth Quarter of 2007 
experienced real GDP growth of just 0.6 on an annualized basis.  The anemic 0.6 
percent growth rate occurred again in the First Quarter of 2008.  It is clear that the 
economy has stalled and many forecasters are saying that real GDP will contract in 
Second Quarter 2008. 
 
 Industrial production in Table 1 shows that the output of our nation’s factories 
contracted by 0.8 percent in our year over comparison.  But this only tells part of the 
story.  For the past four months the economy has been losing jobs.  In April the 
economy lost approximately 20,000 net jobs.  The economy needs to produce at least 
130,000 net new positions to match the employment demands of our growing 
population and to prevent the unemployment rate from rising.  
 
 The Consumer Price Index or CPI in Table 1 shows an inflation rate of 4.0 
percent during the March 2007 to March 2008 comparison.  This inflation rate is quite 
alarming.  However, there are goods and services whose prices have increased at a 
much faster pace.  For example food prices are up by approximately 12 percent over 
the past year.  Also health care and energy prices are rising more quickly than the 
overall rate of inflation.  In contrast housing prices, according to the S&P Case-Shiller 
home index, have declined by approximately 12.7 percent in the nation’s twenty largest 
cities.  The Federal Reserve’s monetary response to the economic events of the past 
eight years has contributed to the acceleration of the inflation rate, the most recent 
event being the collapse of the sub-prime housing market. 
 
 In economics it is said there is no such thing as a “free lunch.”  Every action has 
an associated cost.  By providing copious amounts of liquidity and low interest rates to 
prop up the economy after the bursting of the 2000 stock market bubble, the 9/11 
terrorist attack, and the sub-prime housing collapse, the Federal Reserve has stoked 
the fires of inflation. 
  
 However, a number of economists believe that the Federal Reserve actions were 
appropriate and have prevented a wider and more severe economic meltdown on the 
economy.  This tradeoff was known to the Federal Reserve and to economists in 
general.  That tradeoff being, all other things equal, that more money in circulation will 
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eventually increase the inflation rate.  In addition, the low interest rates in the U.S. 
relative to the rest of the world contributed to the depreciation of the dollar and made 
imports, like oil, more expensive.  The Federal Reserve’s Board of Governor’s statistics 
on the real effective exchange rate on the dollar against major foreign currencies shows 
the dollar has fallen by approximately 20 percent since 2000.  The decline has 
accelerated over the past year with the dollar falling by approximately 12 percent.  
Hopefully the employment and growth situation in the U.S. will stabilize shortly, 
potentially providing the Federal Reserve the opportunity to slow the growth rate of the 
money supply, raise interest rates, and reduce inflationary pressure on the economy.    
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2007 2008 Percent
First Quarter First Quarter Change

Nominal Gross Domestic $13,551.9 $14,185.2 +4.7
Product (Billions)

Real Gross Domestic $11,412.6 $11,693.1 +2.5
Product (Billions of 2000 $)

Industrial Production 113.0 112.1 -0.8
(2002 = 100)

Three Month U.S. Treasury 4.93% 1.44% -70.8
Bill Rate

Consumer Price Index 205.4 213.5 +4.0
(1982-84 = 100)

TABLE 1

NATIONAL ECONOMIC STATISTICS
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Central Wisconsin 
 

 The first quarter economic indicators for Central Wisconsin are as follows: the 
unemployment rates in the area rose over the past year; total employment fell in all 
three counties of Central Wisconsin; nonfarm employment also fell in the three counties; 
sales tax collections were higher than a year ago; and lastly, regional business 
executives feel that economic conditions have declined dramatically and do not see 
much improvement taking place next quarter. 
 
 Table 2 presents the unemployment rate data for the area, state, and nation.  
The unemployment rate for each area was higher than a year ago.  Portage County’s 
rate rose from 5.4 to 5.6 percent over the year.  Similarly the unemployment rate went 
up from 5.0 to 5.5 percent in Marathon County and from 6.3 to 6.6 percent in Wood 
County.  Central Wisconsin’s labor force weighted unemployment rate rose from 5.5 to 
5.8 percent.  The U.S. national unemployment rate rose sharply from 4.5 to 5.2 percent 
from first quarter 2007.  It is clear the labor markets have taken a turn for the worse over 
the past twelve months. 
 
 More discouraging news came from the employment data presented in Table 3.  
These data were constructed by the state government by surveying state households.  
Portage, Marathon, and Wood counties all experienced declines in their employment 
totals.  Specifically, Portage declined by 0.4 percent, Marathon contracted by 1.4 
percent, and Wood fell by 3.2 percent.  In sum, Central Wisconsin lost about 2,500 jobs 
over the past year.  The nation also posted a decline of 0.1 percent.  However, 
Wisconsin unexpectedly managed to pull off a 0.4 percent gain in household 
employment. 
 
  A similar result is reported in Table 4.  Nonfarm employment statistics are 
collected by the state by surveying employer provided data.  Table 4 shows total 
nonfarm employment in the three county area declined by 1.9 percent.  This represents 
a job loss of 2,800 positions since last year.  The largest part of the decline comes from 
the manufacturing and government sectors.  In detail, 1,200 jobs were lost in the 
manufacturing sector and 1,800 in the government sector.  Trade reportedly lost an 
additional 1,200 jobs and construction declined by 400 positions.  These losses were 
partially offset by gains in financial activities, education & health services, leisure & 
hospitality, and information & business services. 
 
 A piece of good news comes from the sales tax figures given in Table 5.  Portage 
County’s collections rose from $1.20 to $1.28 million over the year.  Marathon gained 
from $2.60 to $2.75 million and Wood County collections rose from $1.12 to $1.18 
million over the period.  These data are used to measure economic activity in an area. 
 
 Table 6 presents the business confidence index for Central Wisconsin.  Our 
survey panel indicates that they believe recent economic conditions at the national and 
local levels have definitively taken a turn for the worse.  The readings of 26 and 29 are 
the lowest values ever recorded for these questions.  In addition this group believes that 

 4 
 



there will be little change in the national economy, the local economy, or in their 
particular industry in the quarter ahead.  In other words, they do not see much 
improvement taking place in economic conditions.  
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Unemployment Unemployment 
Rate Rate Percent

March 2007 March 2008 Change

Portage County 5.4% 5.6% +3.6

City of Stevens Point 6.4% 6.8% +6.3

Marathon County 5.0% 5.5% +8.4

Wood County 6.3% 6.6% +3.9
 
Central Wisconsin 5.5% 5.8% +5.5

Wisconsin 5.6% 5.6% +1.2

United States 4.5% 5.2% +15.4

Total Employment Total Employment
March 2007 March 2008 Percent
(Thousands) (Thousands) Change

Portage County 39.5 39.4 -0.4

City of Stevens Point 13.7 13.7 +0.1

Marathon County 72.1 71.0 -1.4

Wood County 38.9 37.6 -3.2

Central Wisconsin 150.5 148.0 -1.6

Wisconsin 2,900.6 2,911.6 +0.4

United States 145,323 145,108 -0.1

* Percent change figures reflect data before rounding

TABLE 2

UNEMPLOYMENT IN CENTRAL WISCONSIN

TABLE 3

EMPLOYMENT IN CENTRAL WISCONSIN
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Employment Employment
March 2007 March 2008 Percent
(Thousands) (Thousands) Change

Total Nonfarm 152.6 149.8 -1.9

Total Private 131.1 130.1 -0.8

Construction & Natural Resources 5.4 5.0 -8.2

Manufacturing 28.3 27.1 -4.4

Trade 25.1 23.9 -4.8

Transportation & Utilities 8.0 8.0 +0.0

Financial Activities 11.6 11.7 +0.4

Education & Health Services 22.9 23.3 +2.0

Leisure & Hospitality 11.6 12.6 +8.4

Information & Business Services 18.1 18.6 +2.7

Total Government 21.5 19.7 -8.6

Sales Tax Sales Tax
2007 2008

First Quarter First Quarter Percent
(Thousands) (Thousands) Change

Portage County $1,201.2 $1,284.7 +7.0

Marathon County $2,597.9 $2,751.9 +5.9

Wood County $1,116.0 $1,177.1 +5.5

* Percent change figures reflect data before rounding

TABLE 4

CENTRAL WISCONSIN EMPLOYMENT CHANGE BY SECTOR

TABLE 5

COUNTY SALES TAX DISTRIBUTION
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Index Value

December 2007 March 2008

Recent Change in National 37 26
Economic Conditions

Recent Change in 47 29
Local Economic Conditions

Expected Change in 53 50
National Economic Conditions

Expected Change in 53 46
Local Economic Conditions

Expected Change in 56 51
Industry Conditions

                  100 = Substantially Better
                    50 = Same
                      0 = Substantially Worse

TABLE 6

BUSINESS CONFIDENCE IN CENTRAL WISCONSIN
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FIGURE 1 
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FIGURE 2 
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FIGURE 3 
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FIGURE 4 
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FIGURE 5 
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FIGURE 6 
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The Greater Stevens Point-Plover Area 
 
 The first quarter economic indicators for the Stevens Point-Plover area are 
summarized as follows: total nonfarm employment contracted by 0.1 percent; retailer 
confidence fell in the area; help wanted advertising declined over the course of the year; 
the number of people seeking public assistance has risen; unemployment claims are 
virtually unchanged from first quarter 2007; residential construction is well off the pace 
of years gone by; and lastly nonresidential construction experienced a sharp contraction 
from 2007.   
 
 Table 7 shows that total nonfarm employment in Portage County actually 
declined by 0.1 percent.  However, due to rounding in the table the employment number 
appears to be unchanged from the 35.5 thousand of a year ago.  Construction & natural 
resources, manufacturing, trade, transportation & utilities, and government employment 
all contracted from a year ago.  In contrast financial activities, education & health 
services, leisure & hospitality and information & business services all expanded over the 
year. 
  
 Retailer confidence is presented in Table 8 for the Stevens Point-Plover area.  
The survey of local merchants shows that store traffic and sales are thought to be 
noticeably lower than last year.  This group also feels that store sales and traffic will not 
change all that much in the quarter ahead as compared to the same period of a year 
ago.     
 
 Help wanted advertising in Table 9 indicates that job listings have contracted 
from 69 to 57 on our index scale.  As mentioned on previous occasions even though the 
index only captures a small percent of the employment opportunities in the area, it is 
nonetheless a good barometer of the future direction of the unemployment rate.  
 
 Tables 10 and 11 are measures of local family financial distress.  New public 
assistance claims in Portage County rose from 261 to 287 or by 10 percent over the 
past twelve months.  Moreover, the total caseload expanded from 6,028 to 6,386 or 
increasing by 5.9 percent.  In addition Table 11 shows the new unemployment claims 
fell by 3.5 percent; declining from 223 to 215.  Total unemployment claims, however, 
were unchanged from first quarter 2007.  Thus, Table 10 shows an erosion in family 
financial well-being and Table 11 shows little or no improvement in the unemployment 
situation.   
  
 Table 12 gives residential construction activity in the Stevens Point-Plover area.  
After many years of booming activity a noticeable decline in activity has taken place.  
This was evident in the 2007 figures and is even more so in the 2008 numbers.  
Residential permits issued fell 31.6 percent and the associated value of the activity 
declined by 50.1 percent.  Also the number of housing units declined by 57.9 percent.  
Residential alteration permits issued declined by 17.6 percent and the value of the 
alterations contracted by 51.4 percent.   
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 For the most part this trend in construction activity carried over into 
nonresidential building.  The number of permits fell from 9 to 1 over the past year.  The 
value of the building activity fell from $9.2 million all the way down to $0.3 million worth 
of activity.  The number of business alteration permits contracted from 44 to 35 and their 
value declined from $2.6 million to $2.1 million.  The reader should be aware that 
percentage changes are not given for nonresidential activity because it tends to involve 
very large projects that can cause great volatility in the percentages. 
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Employment Employment Percent
March 2007 March 2008 Change
(Thousands) (Thousands)

Total Nonfarm 35.5 35.5 -0.1

Total Private 29.0 29.4 +1.3

Construction & Natural Resources 1.0 0.9 -11.8

Manufacturing 4.4 3.9 -11.2

Trade 5.8 5.6 -2.9

Transportation & Utilities 1.6 1.5 -7.1

Financial Activities 4.6 4.7 +2.4

Education & Health Services 3.4 3.6 +6.3

Leisure & Hospitality 3.6 4.2 +16.7

Information & Business Services 4.6 4.9 +7.5

Total Government 6.5 6.1 -6.3

TABLE 7

PORTAGE COUNTY EMPLOYMENT CHANGE BY SECTOR

* Percent change figures reflect data before rounding  
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Index Value
December 2007 March 2008

Total Sales Compared 61 46
to Previous Year

Store Traffic Compared 52 42
to Previous Year

Expected Sales Three 50 48
Months From Now

Expected Store Traffic 48 50
Three Months From Now

             100 = Substantially Better
               50 = Same
                 0 = Substantially Worse

2007 2008

Stevens Point 69 57
(March)
1980=100

U.S. 31 21
(February)
1987=100

Index Value

RETAILER CONFIDENCE IN STEVENS POINT-PLOVER AREA

TABLE 8

TABLE 9

HELP WANTED ADVERTISING IN PORTAGE COUNTY
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2007 2008
First Quarter First Quarter Percent

(Monthly Avg.) (Monthly Avg.) Change

New Applications 261 287 +10.0

Total Caseload 6,028 6,386 +5.9

2007 2008
First Quarter First Quarter Percent
(Weekly Avg.) (Weekly Avg.) Change

New Claims 223 215 -3.5

Total Claims 1686 1686 +0.0

TABLE 11

UNEMPLOYMENT CLAIMS IN PORTAGE COUNTY

TABLE 10

PUBLIC ASSISTANCE CLAIMS IN PORTAGE COUNTY
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2007 2008 Percent
First Quarter First Quarter Change

Residential Permits Issued 19 13 -31.6

Estimated Value of $5,035.5 $2,515.0 -50.1
New Homes (thousands) (thousands)

Number of Housing Units 57 24 -57.9

Residential Alteration 125 103 -17.6
Permits Issued

Estimated Value $1,799.8 $874.2 -51.4
of Alterations (thousands) (thousands)

2007 2008
First Quarter First Quarter

Number of Permits Issued 9 1

Estimated Value of $9,198.4 $300.0
New Structures (thousands) (thousands)

Number of Business Alteration Permits 44 35

Estimated Value $2,638.2 $2,105.7
of Business Alterations (thousands) (thousands)

* Includes Stevens Point, Village of Plover, and the Towns of Hull, Stockton, Sharon,
and Plover.

TABLE 12

RESIDENTIAL CONSTRUCTION IN STEVENS POINT-PLOVER AREA*

NONRESIDENTIAL CONSTRUCTION IN STEVENS POINT-PLOVER AREA*

TABLE 13
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FIGURE 7 
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FIGURE 8 
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FIGURE 9 
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THE SUB-PRIME MORTGAGE MESS 
Kevin M. Bahr, Ph.D. 

Associate Professor of Business 
Division of Business and Economics 

University of Wisconsin – Stevens Point 
 
INTRODUCTION 
 
The sub-prime mortgage market consists of risky home loans made to borrowers with 
high credit risk.  Although the exact specifications and definition of the sub-prime market 
may vary across institutions and agencies1, the general characteristics of sub-prime 
loans are consistent.  Whereas prime loans are typically made to borrowers with a 
strong credit history and demonstrated capacity to repay loans, sub-prime mortgages 
are made to borrowers who have a relatively high probability of default, or who lack a 
strong credit history.  In addition, characteristics of the mortgage itself may place it into 
the sub-prime category, such as a high loan amount relative to the market value of the 
home.     
 
The impact of the sub-prime market on the United States economy has been significant 
in a variety of ways.  Homeownership, home values, the stock market, financial 
institutions, and home buyers have all been affected.  The purpose of this paper is to 
provide an overview of the sub-prime mortgage mess and its impact on the United 
States economy.     
 
THE DEVELOPMENT OF THE SUB-PRIME MORTGAGE MARKET 
 
Having emerged in the 1980s, sub-prime mortgage lending blossomed in the 1990s2.  
The Federal Reserve estimates that, from 1994 to 2003, sub-prime lending increased at 
a rate of 25% per year.  In mid-2007, the Federal Reserve estimated that 14% of all 
first-lien mortgages were sub-prime; near-prime loans (also known as “alt-A” loans) 
accounted for an additional 8% to 10% of mortgages.  A variety of factors contributed to 
this emergence and development, including legislation promoting home ownership, 
financial innovation which brought increased liquidity to the mortgage markets, and 
finally, aggressive lending and borrowing practices.   
 
Legislation 
 
Politically, the American dream of home ownership has generally been vigorously 
supported through legislation3.  This support has in many cases been extended to low 
income (generally higher risk) borrowers, through legislation designed to make 
mortgage financing more available.  In certain cases, the legislation helped pave the 
way for the development of the sub-prime mortgage market.   
 

                                                 
1 See Lewis (2007) 
2 See Bernanke (2007)  
3 See Smith (2007) 

 25 
 



The Community Reinvestment Act of 1977 encouraged lenders to make loans to low 
and moderate-income borrowers, markets which may include borrowers with a weak 
credit history.  The 1980 Depository Institutions Deregulation and Monetary Control Act 
(DIDMCA) effectively eliminated states' interest rate ceilings on home mortgages where 
the lender has a first lien. As a result, lenders could charge higher interest rates to 
borrowers with low credit scores.  This allowed interest rates to increase high enough to 
compensate the lender for the risk of lending to sub-prime borrowers.  The variety of 
mortgages available was greatly expanded by the Alternative Mortgage Transaction 
Parity Act of 1982.  Prior to this Act, banks could only make conventional, fixed rate 
amortizing mortgages.  Adjustable rate mortgages, interest only mortgages, and balloon 
payments were all made possible by the Act.  Although the Tax Reform Act of 1986 
eliminated the interest deduction for consumer loans, tax benefits were continued for 
home owners through the allowable deduction of mortgage interest and property taxes.  
As a result, the Tax Reform Act gave consumers an incentive to shift from consumer 
borrowing to home equity borrowing.  These laws encouraged home ownership and 
paved the way for a greater variety of mortgage products to be offered by lenders4.   
 
Financial Innovation – The Mortgage Bond Market 
 
The traditional, old school way of mortgage finance was for banks (and other financial 
institutions) to use customer deposits for lending to homebuyers.  Conventional 
mortgages were offered by lenders who assumed the risk of loss.  Traditionally, lenders 
usually required a down payment of 20% on the property, resulting in a loan-to-value 
ratio of 80%.  However, in the past 30 years, the traditional way of mortgage financing 
progressively gave way to the financial innovation of mortgage-backed securities, and 
more aggressive lending practices. 
 
The general process of mortgage-backed security financing is as follows.  A bank 
makes a loan to a homebuyer.  This mortgage is sold to an underwriter, such as an 
investment banking firm, who in turn buys more mortgages.  The entire mortgage pool is 
split into several slices through the issuance of mortgage-backed securities, with the 
securities divided into different categories (tranches) based on credit risk.  Upper 
tranches, those entitled to receive the first cash flows into the mortgage pool, could 
receive the highest rating (AAA) even if they contained sub-prime loans.  These 
mortgage-backed securities are sold to investors and represent an interest in the entire 
pool of mortgages for a given risk class.  The cash flow from the mortgages is used to 
pay investors a coupon, with the underlying real estate acting as collateral.  Although 
the securities could have different risk classes, nearly 80% of these bundled securities 
were rated “investment grade” by the rating agencies5.  Consequently, sub-prime 
mortgage lenders could sell their risky debt, in turn generating more capital to originate 
additional mortgages. 
 
The origination of the mortgage-backed security occurred in 1970 through a federal 
government agency.  Congress established the Federal National Mortgage Association 
                                                 
4 For a discussion of the various types of mortgages, see “Types of Mortgage Loans” at www.Realtor.com.  
5 See Barnes (2007) 
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(Fannie Mae) in 1938 to add liquidity and capital to the U.S. mortgage market6.  Fannie 
Mae was essentially divided into two organizations in 1968.  Fannie Mae became a 
private stockholder-owned corporation; Ginnie Mae, an offshoot of the original Fannie 
Mae, remained associated with the U.S. government.  Ginnie Mae provided a 
secondary market for government-insured mortgages through mortgage-backed 
securities in 1970, thus enhancing the liquidity and capital available in the mortgage 
market.  This liquidity increases the availability of funds to homebuyers and reduces 
interest rates.  Congress established the Federal Home Loan Mortgage Corporation 
(Freddie Mac) in 1970 to be a secondary market in mortgages for the savings and loan 
industry.  Freddie Mac became privatized in 1989.  Although Ginnie Mae is backed by 
the full faith and credit of the U.S. government and Freddie Mac and Fannie Mae are 
not, all were created and sponsored by the federal government and have federal 
corporate charters.  
 
The mortgage market basically allows banks the opportunity to sell mortgages, and in 
turn use the proceeds to offer more mortgages to potential borrowers.  The 
development of mortgage-backed securities converted non-rated, illiquid loans 
(mortgages) into highly liquid securities, generally viewed as having little credit risk and 
competitive rates of return.  Relative to Treasury bonds, they offered additional return 
with little perceived additional risk.  The offering of mortgage-backed securities created 
liquidity for the mortgage market and the infusion of capital from investors around the 
world. 
 
Recently, in the past five years, the dominance of the mortgage-backed securities 
market by government sponsored agencies has been greatly reduced through the 
growth of private sector issued mortgage-backed securities7, which has contributed to 
the growth in sub-prime mortgage financing.  According to the Securities Industry and 
Financial Markets Association, private sector issued mortgage-backed securities 
accounted for approximately 11% of the mortgage bond market in 1999 and rose to 
nearly 20% in 2007.  The U.S. mortgage bond market is worth approximately $6 trillion 
(Figure 1) and is the largest single part of the $27 trillion U.S. bond market. 
  
Aggressive Lending and Borrowing Practices 
 
Borrower characteristics, such as credit history and amount of debt relative to income, 
are typically used in credit scoring models to statistically determine the relationship to 
default.  A Fair Isaac and Company (FICO) credit score is usually used by lenders to 
assess the credit risk of the borrower.  A score below 620 is generally viewed as high 
risk, with the borrower not eligible for a prime loan unless a significant down payment is 
made.  However, in 2004, it was estimated that about half of sub-prime mortgage 
borrowers had FICO scores above 6208, indicating that a good credit history does not 
guarantee a prime loan and that the mortgage characteristics may place it in the sub-
prime category.   

                                                 
6 See Kolev (2004) 
7 BBC News, “The U.S. Sub-prime Crisis in Graphics” 
8 See Gramlich (2004) 
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Certainly, in some cases, overaggressive lenders, in an attempt to maximize profits, did 
not offer prudent financial mortgage advice to their clients, nor consider the risk 
concerns of investors.  In an effort to satisfy the demand for mortgage-backed securities 
by investors, mortgage originators sometimes responded with a loosening of standards9 
that included weak documentation, misrepresentation, and overestimation of borrowing 
capacity.  The ease at which risk could be transferred to investors through mortgage-
backed securities contributed to the aggressiveness.  Aggressive lending included the 
lure and effect of offering borrowers teaser rates (extremely low introductory rates), and 
mortgage contracts in which borrowers did not clearly understand the terms and 
financial risks.  Certainly, in some cases, aggressive borrowers opted for larger 
mortgages and bigger homes than they realistically could afford by betting on the 
continued presence of historically low mortgage rates for several years.    
 
THE U.S. HOUSING MARKET 
 
A primary purpose of favorable housing legislation and increasing liquidity in the 
mortgage markets was to increase homeownership.  According to the U.S. Census 
Bureau, home ownership rates generally floundered around 64% from 1970 through 
1990.   Coinciding with the growth in sub-prime lending, homeownership increased from 
63.9% in 1990 to 68.1% in 2007.   
 
Generally, homeownership in the U.S. was viewed as a good investment with the 
opportunity to build equity, benefit from the tax-deductibility of mortgage interest, and 
participate in consistently increasing home values.  Table 2 lists U.S. median home 
values every ten years from 1940 through 2000.  The compounded annual rate of 
increase for the median home value ranged from 3.63% to 10.75%, reflecting a 
consistently strong housing market.  The trend continued after the turn of the century, 
with housing prices increasing at an annual rate of 9% from 2000 through 200510. 
 
Recently, the historically strong housing market has reversed.  According to 
RealtyTrac11, U.S. foreclosure activity increased approximately 75% in 2007.  In 2007, 
U.S. foreclosure filings totaled 2,203,295, up from 1,285,873 in 2006.  The 2007 filings 
meant that 1.033% of U.S. households filed for foreclosure in 2007.  Table 3 shows 
changes in key measures of the U.S. housing market between January 2007 and 
January 2008.   Existing home sales declined 23.4%, to a seasonally adjusted annual 
rate of 4.89 million units in January 2008.  The mean sales price of existing homes fell 
from $257,300 in January 2007 to $247,700 in January 2008, a decrease of 3.7%.  The 
median sales price of existing homes declined 4.6% over the period, from $210,900 in 
January 2007 to $201,100 in January 2008.  The months supply of housing inventory 
rose from 6.7 to 10.3, an increase of 53.7%.  Thus, a homeowner struggling to make 
mortgage payments may also face a decline in the value of the home as well as an 
increase in the time it takes to sell the home. 

                                                 
9 See Bernanke (2007) 
10 See Bernanke (2007) 
11 www.realtytrac.com 
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THE SUB-PRIME MORTGAGE MESS – THE FALLOUT 
 
The Stock Market and Sub-prime Losses 
 
As the sub-prime mess unfolded, the stock market began to notice.  After beginning 
2007 at 1,416.60, the S&P 500 Index climbed over 10% to close at 1,565.15 on October 
9, the highest closing point of the year.  As concerns grew with sub-prime mortgage 
debt, the housing market, and energy prices, the toll on the stock market began.  In 
October, a string of bad news would cause the S&P 500 to begin a significant fall.   
Between October 9, 2007 and March 17, 2008, the S&P 500 Index fell over 18% to 
close at 1,276.60 on St. Patrick’s Day.   
 
In October, Federal Reserve Chairman Bernanke warned that the sub-prime crisis and 
housing slump would be a significant drag on the U.S. economy.  This warning became 
clear when several financial institutions began reporting significant losses on sub-prime 
mortgages12 including Citigroup ($18 billion), Merrill Lynch ($14 billion), UBS ($13 
billion), Morgan Stanley ($9 billion), HSBC ($3 billion) and Bear Stearns ($3 billion).  As 
of March 2008, banks and insurers wrote down more than $150 billion of mortgage 
securities tied to sub-prime loans13.  The write-downs also caused new and innovative 
ways for firms to seek financing to bolster their depleted capital.  In November, the Abu 
Dhabi Investment Authority became the largest shareholder in Citigroup with a stake of 
nearly 5% by providing $7.5 billion in equity financing. In December, Morgan Stanley 
sold a 9.9% stake in the company to the Chinese state investment company CIC for $5 
billion.  In January 2008, Bank of America acquired the country's biggest mortgage 
lender and key player in the sub-prime mortgage market, Countrywide Financial, for 
approximately $4 billion. 
 
The Federal Reserve Policy Challenge     
 
Shortly after the turn of the century, the United States economy was in turmoil.  After 
nearly a decade of economic growth and business expansion, the cyclical nature of the 
U.S. economy returned and in 2001 the U.S. entered a recession.  The decline in 
economic growth was concurrent with a severe decline in investor wealth.  The internet 
hype of the 1990s caused the technology laden Nasdaq index to soar, contributing to a 
ten-fold increase in the index over the decade.  But the hype gave way to reality in the 
new century, and after peaking at over 5,000 in early 2000, the Nasdaq index plunged 
precipitously to under 1,400 by the end of 2001 after the dot.com bubble burst.  Finally 
terrorism, through Sept. 11, caused great uncertainly in the financial and consumer 
markets and contributed to the U.S. economic woes. 
 
A primary objective of the Federal Reserve is to balance economic growth with an 
acceptable rate of inflation.  Through its monetary policy, the Fed targets a short-term 
interest rate, the federal (fed) funds rate, to establish a level of interest rates that will 
                                                 
12 BBC News, “Timeline – Sub-prime Losses” 
13 See Mollenkamp, C. and M. Whitehouse (2008) 
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promote economic growth with acceptable levels of inflation.  Although a short-term 
rate, changes in the fed funds rate generally ripple though longer term interest rates14.  
Given the economic problems of the new century, the Federal Reserve aggressively 
pursued a policy of lowering interest rates in an effort to spur a sputtering economy.   
Table 1 shows the changes in the fed funds rate from 2000 through 2007.  In 2001, the 
Federal Reserve reduced the fed funds rate an unprecedented 11 times, reducing the 
rate from 6.50% at the start of January to 1.75% by the end of the year.  Rate 
decreases occurred again in 2002 and 2003, and in June 2003 the fed funds rate was at 
a historical low of 1.00%.  The rate decreases contributed to a general decline in 
mortgage rates, further increasing the attractiveness of borrowing and refinancing.  As 
the economy rebounded, interest rates were increased to balance economic growth with 
the threat of inflation.  The increasing interest rates posed a threat to borrowers with 
adjustable rate mortgages, who would face increasing mortgage payments.  Figure 2 
shows the 30-year mortgage rate.  The figure depicts historically low rates after the turn 
of the century, with an up-tick in rates reflecting changes in Federal Reserve policy. 
 
Falling U.S. interest rates contributed to the decline in the value of the dollar.  Figure 3 
shows the value of the dollar relative to a trade weighted index of foreign currencies.   
The approximate 20% decline in the value of the dollar since the turn of the century has 
contributed to an increased cost of U.S. purchases of foreign goods – including oil.   
 
Thus, the Federal Reserve faces an interesting policy dilemma.  Reducing interest rates 
can be beneficial to a weak housing market by causing a reduction in payments on 
adjustable rate mortgages and increasing the demand for mortgages.  However, 
reducing interest rates may also contribute to a weak dollar, which in turn may 
contribute to inflation and increased energy prices.       
 
To Bailout – or not 
 
In March 2008, J.P. Morgan, with the support of the Federal Reserve, acquired Bear 
Stearns, an investment bank headed for insolvency15.  The Federal Reserve took the 
unusual and extraordinary step of intervening in the free market by providing up to $30 
billion of financing for the less liquid assets of Bear Stearns, in effect promoting the 
acquisition of Bear Stearns by J.P. Morgan.  After trading at $170 per share in January 
2007, Bear Stearns would be acquired by J.P. Morgan for approximately $10 per share.  
Bear Stearns’ assets, most notably its portfolio of mortgage backed securities, were 
dramatically declining in value as the sub-prime mortgage mess unfolded.   
 
The reason for the Federal Reserve intervention was to increase liquidity in the 
mortgage market.  The fear was that decreased liquidity in the mortgage market, 
caused by the write down of mortgage securities and consequently bank assets, would 
dry up funds available for banks to lend.  This had the potential to have a significant, 
detrimental impact on the economy.  Thus, because the failure could have a large 

                                                 
14 See Bahr and Maas (2008). 
15 See Sidel, Berman, and Kelly (2008)  

 30 
 



negative impact on the U.S. economy, the Federal Reserve intervened in the financial 
free markets.   
 
Bailouts pose a problem for a variety of reasons.  First, there is the moral hazard issue.  
By intervening in the financial markets, the fear is that the bailout encourages the same 
behavior to occur again that originally caused the problems.  Second, by selectively 
intervening in the market, the federal government presents a biased approached to the 
free market system.  The mortgage market crisis is large enough to threaten the 
economy, so a bailout occurs for the financially troubled.  Bear Stearns, and other 
financial institutions, did not adequately understand and assess the risks of their 
markets.  Small businesses that do not adequately understand and assess the risks of 
their markets will probably not receive the same financial support from the Federal 
Reserve and federal government.  Unfortunately, responsible borrowers, those that did 
not overextend their borrowing and purchased a house that they realistically could 
afford, will probably not receive any government bailout assistance.  Third, bailouts are 
paid for by taxpayers.  Many parties financially benefited from the housing and sub-
prime market booms, including financial institutions, mortgage brokers, investors, and 
borrowers.  Now taxpayers will provide financial support to a distressed market, in effect 
breaking the financial link of risk and return.  Generally in financial markets, the return 
you can expect is a function of the risk that you are willing to accept.  Government 
bailouts through taxpayer financing removes the risk.      
 
CONCLUSION 
  
A primary difficulty in the sub-prime mortgage mess is sorting out the collage of players 
and their contribution to the mortgage market problems.  Legislation, with the primary 
intent of increasing homeownership, provided a mechanism for more aggressive lending 
and borrowing.  The development of the mortgage financial markets and use of 
mortgage-backed securities passed through mortgage risk from lenders to investors.  
Although the liquidity of the mortgage markets increased, so did the potential of riskier 
lending practices.  The mortgage-backed securities were often viewed and rated as 
“investment-grade”; hindsight proved that this was not always the case.  In some cases, 
overaggressive lenders maximized profits at the expense of prudent lending.  In some 
cases, overzealous borrowers borrowed more than they could realistically afford.     
 
Following the Federal Reserve’s intervention in the financial markets through their 
support of the acquisition of Bear Stearns by J.P. Morgan, various proposals were put 
forth by the President, Congress, and the Treasury to deal with the sub-prime mortgage 
market mess.  The proposals included increased oversight and regulation of the 
mortgage market, including lenders and the loan process, as well as the government 
providing financial assistance to troubled institutions and borrowers facing foreclosure, 
essentially bailing out those in financial distress. 
 
Future regulation of the mortgage markets should include greater and clearer disclosure 
of mortgage terms and consequences, and an ability to hold accountable irresponsible 
lenders and borrowers.  Investors need to critically and accurately understand the risks 
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of their investments; sellers of mortgage-backed securities need to accurately portray 
the securities that they are selling.  The link between risk and return needs to be firmly 
and accurately established, with bond ratings accurately reflecting default risk.    
 
An unfortunate by-product of the sub-prime mortgage market mess includes the 
potential burden on taxpayers of any federal bailout.  In addition, many who 
inappropriately profited appear poised to have little, if any, accountability for their 
contribution to the sub-prime mortgage problems.  Any overhaul of the mortgage 
markets should assure that this never happens again.     
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Figure 1 
Outstanding Mortgage Backed Securities

0.0

1,000.0

2,000.0

3,000.0

4,000.0

5,000.0

6,000.0

7,000.0

8,000.0

1999 2000 2001 2002 2003 2004 2005 2006 2007

Year

$ 
bi

lli
on

 
Source: Securities Industry and Financial Market Association  (SIFMA) 
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Table 1: 
Fed Funds Rate Changes   
 

Year Number of Rate 
Changes 

Fed Funds Rate End Of Year 

2000 3 increases 6.50 
2001 11 decreases 1.75 
2002 1 decrease 1.25 
2003 1 decrease 1.00 
2004 5 increases 2.25 
2005 8 increases 4.25 
2006 4 increases 5.25 
2007 3 decreases 4.25 

Source:  Federal Reserve Board 
 
 
Table 2:  
Median U.S. Home Values 
 

Year Median Home Value Compounded Annual  
Rate of Change 

1940 $2,938 - 
1950 $7,354 10.44 
1960 $11,900 4.93 
1970 $17,000 3.63 
1980 $47,200 10.75 
1990 $79,100 5.29 
2000 $119,600 4.22 

Source:  U.S. Census 
 
 
Table 3:   
The U.S. Housing Market 
 
 January 

2008 
January 

2007 
Change 

Existing Home Sales 
(Seasonally adjusted 

annual rate) 

4,890,000 6,380,000 -23.4% 

Avg. Sales Price 247,700 257,300 -3.7% 
Median Sales Price 201,100 210,900 -4.6% 
Months Supply of 
Housing Inventory 

10.3 6.7 +53.7% 

Source:  National Association of Realtors 
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