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To Judy, who saw me through this and more




CAST OF CHARACTERS

 

 

 

DAVID ANDRUKONIS, chief risk officer of Freddie Mac, warned that Alt-A loans were being abused

 

SHEILA C. BAIR, chairwoman of Federal Deposit Insurance Corporation, jousted with Paulson and Bernanke and pushed for help for homeowners

 

THOMAS C. BAXTER JR., New York Fed general counsel, directed Lehman to file for bankruptcy

 

RICHARD BEATTIE, storied chairman of Simpson Thacher & Bartlett, counseled Willumstad of AIG that bankruptcy was an option

 

BEN BERNANKE, succeeded Alan Greenspan as chairman of Federal Reserve on February 1, 2006; previously was a distinguished scholar who disputed that bubbles should be “pricked”; after the meltdown worked furiously to supply liquidity

 

DONALD BERNSTEIN, partner at Davis Polk & Wardwell, tackled the daunting task of separating “bad” Lehman assets from “good”

 

STEVEN BLACK, cohead of the investment bank of JPMorgan Chase and Jamie Dimon’s right-hand man

 

LLOYD C. BLANKFEIN, soft-spoken CEO of Goldman Sachs, was too close to Paulson for his rivals’ comfort

 

BROOKSLEY BORN, ran the Commodity Futures Trading Commission in the late ’90s; her attempt to regulate derivatives was squelched by more powerful regulators

 

DOUGLAS BRAUNSTEIN, top JPMorgan investment banker, tried to piece together a rescue for AIG

 

WARREN E. BUFFETT, billionaire investor, frequently mentioned as potential savior of troubled investment banks

 

ERIN CALLAN, chief financial officer of Lehman

 

DAVID CARROLL, Wachovia senior executive, at a football game his BlackBerry fatefully buzzed

 

JOSEPH CASSANO, built AIG’s financial-products unit into a powerhouse that was overexposed to credit default swap losses

 

JAMES E. (JIMMY) CAYNE, bridge-playing CEO of Bear Stearns, retired as the firm’s troubles were mounting

 

H. RODGIN COHEN, Zelig-like partner at Sullivan & Cromwell, involved in numerous high-stakes Wall Street negotiations

 

CHRISTOPHER COX, chairman of the Securities and Exchange Commission

 

JAMES (JIM) CRAMER, television stock jock, went into a rant over Bernanke’s slowness in cutting interest rates

 

GREGORY CURL, deal maker for Bank of America, tasked with negotiating with Merrill Lynch

 

ENRICO DALLAVECCHIA, chief risk officer of Fannie Mae, warned his superiors of portfolio risks

 

STEPHEN J. DANNHAUSER, chairman of the law firm Weil, Gotshal & Manges, feared a Lehman bankruptcy would be catastrophic

 

ALISTAIR DARLING, UK chancellor of the exchequer, insisted that Britain could not save Lehman

 

ROBERT EDWARD DIAMOND JR., CEO of Barclays Capital, urged the U.S. to guarantee Lehman’s trades until the British bank could acquire it

 

JAMES L. (JAMIE) DIMON, CEO of JPMorgan Chase, coolly and methodically reduced his exposure to other banks to protect his own

 

ERIC R. DINALLO, New York State superintendent of insurance, approved a complex maneuver to get liquidity to AIG to keep its hopes alive

 

CHRISTOPHER J. DODD, chairman of the Senate Banking Committee, took a sweetheart loan from Angelo Mozilo as well as hefty campaign contributions from Fannie Mae and Freddie Mac

 

WILLIAM DUDLEY, chief of markets at the New York Federal Reserve (he was promoted to bank president in 2009)

 

JOHN C. DUGAN, Comptroller of the Currency, urged fellow regulators to toughen mortgage rules

 

LORI FIFE, Weil Gotshal partner, pulled all-nighters to save the carcass of Lehman

 

LAURENCE D. FINK, CEO of BlackRock, blunt-spoken Wall Street insider

 

GREGORY FLEMING, president of Merrill Lynch, frantically urged Thain to strike a merger with Bank of America

 

J. CHRISTOPHER FLOWERS, boutique private equity banker with a habit of surfacing at critical junctures on Wall Street

 

BARNEY FRANK, powerful Democratic congressman and ally of the mortgage “twins” Fannie and Freddie

 

RICHARD FULD, CEO of Lehman and the soul of the firm, by the fall of 2008 was Wall Street’s longest-standing chief executive

 

JAMES G. (JAMIE) GAMBLE, Simpson Thacher partner representing AIG, asked the government to better its terms

 

TIMOTHY GEITHNER, president of the Federal Reserve Bank of New York, more open to bank bailouts than, initially, was Paulson; succeeded Paulson as Treasury secretary in 2009

 

MICHAEL GELBAND, Lehman banker who warned Fuld to lower the company’s risk level; later he feared that bankruptcy would unleash “the forces of evil”

 

JOSEPH GREGORY, Lehman president, shielded Fuld but was slow to react to the firm’s growing risk

 

MAURICE R. (HANK) GREENBERG, longtime CEO of AIG, forced out by New York State attorney general Eliot Spitzer in 2005 as a result of an accounting scandal, when AIG’s risk was escalating

 

ALAN GREENSPAN, chairman of Federal Reserve from 1987 through 2006, greatly eased monetary conditions and disputed that instruments such as derivatives needed government regulation

 

EDWARD D. HERLIHY, partner at the law firm Wachtell, Lipton, Rosen & Katz, close adviser to Paulson, Ken Lewis, John Mack, and others

 

JOHN HOGAN, risk officer at JPMorgan investment bank; after Lehman ignored his advice, he restricted Morgan’s trading with the firm

 

DAN JESTER, one of numerous Goldman bankers tapped by Paulson for the Treasury, became the government’s point person on AIG

 

JAMES A. JOHNSON, Fannie Mae’s CEO during the 1990s, he refashioned the mortgage financier into a political juggernaut

 

COLM KELLEHER, Morgan Stanley chief financial officer, amid a panic urged investors to return to sanity

 

PETE KELLY, Merrill senior vice president, tried to dissuade O’Neal, his boss, from buying a subprime issuer

 

ROBERT P. KELLY, CEO of Bank of New York Mellon

 

KERRY KILLINGER, CEO of Washington Mutual, he fancied that peddling risky mortgages was no different than selling retail

 

ROBERT KINDLER, Morgan Stanley banker, offered to accept capital written on a napkin

 

ALEX KIRK, former Lehman banker who returned after the management shakeup in June ’08, tried to reduce the company’s risk

 

DONALD KOHN, veteran Fed governor, informal tutor to Bernanke

 

RICHARD M. KOVACEVICH, CEO of Wells Fargo, chose Stanford and a career in banking over professional baseball

 

PETER KRAUS, lavishly paid Merrill banker, formerly with Goldman, pursued selling a piece of Merrill to his former firm

 

JEFF KRONTHAL, head of Merrill’s mortgage business; caution got him fired

 

KENNETH D. LEWIS, CEO of Bank of America, hungered to acquire Merrill Lynch but also entered the hunt for Lehman

 

JAMES (JIMMY) LEE JR., JPMorgan’s star of high-yield banking, concluded that AIG would need an $85 billion bailout to survive

 

ARTHUR C. LEVITT, SEC chairman during the ’90s, despite a reputation as a tough regulatory cop, joined with Greenspan, Rubin, and Summers to stop Brooksley Born

 

JOHN MACK, CEO of Morgan Stanley, battled hedge funds and refused to take an order from Washington

 

DERYCK MAUGHAN, Kohlberg Kravis & Roberts banker, tried to throw a life raft to AIG

 

BART MCDADE, quiet Lehman banker promoted to president in June ’08, as firm was careening toward the edge

 

HUGH E. (SKIP) MCGEE III, Lehman head of investment banking, bluntly told Fuld he needed to make a change

 

HARVEY R. MILLER, Weil Gotshal bankruptcy expert, assigned a team to work on Lehman under a code name

 

JERRY DEL MISSIER, president of Barclays Capital, sought eleventh-hour deal with Lehman

 

ANGELO MOZILO, CEO of Countrywide Financial and archetypal promoter, he epitomized the subprime era

 

DANIEL MUDD, CEO of Fannie Mae, struggled to satisfy both Congress and Wall Street

 

DAVID NASON, Treasury official involved in the effort to reform Fannie and Freddie, his visit to Senator Schumer was met with an insulting response

 

STANLEY O’NEAL, CEO of Merrill Lynch, stunned to learn of his bank’s portfolio, he avidly sought to sell the firm

 

JOHN J. OROS, managing director of J.C. Flowers & Co., made a simple request of AIG

 

VIKRAM PANDIT, months after joining Citigroup was elevated to CEO, succeeding Prince

 

HENRY M. (HANK) PAULSON JR., secretary of Treasury from mid-2006 through January 20, 2009, a free-marketer turned fervent interventionist

 

LARRY PITKOWSKY, mutual fund investor who made a surprising discovery about the housing boom at a Dunkin’ Donuts

 

STEPHANIE POMBOY, newsletter writer and consultant, forecast a “credit stink” late in 2006

 

RUTH PORAT AND ROBERT SCULLY, Morgan Stanley bankers who took on a near-impossible assignment: advising Paulson on Fannie and Freddie

 

CHARLES O. (CHUCK) PRINCE III, Citigroup chief executive and successor to Sandy Weill, resigned as bank began to rack up massive losses

 

FRANKLIN DELANO RAINES, CEO of Fannie Mae 1999-2004, vowed to push “opportunities to people who have lesser credit quality”

 

LEWIS S. RANIERI, Salomon Brothers trader considered the father of mortgage securities

 

CHRISTOPHER RICCIARDI, Merrill salesman who peddled CDOs from New York to Singapore

 

STEPHEN S. ROACH, Morgan Stanley chief economist, voiced the unmentionable: the people shorting Morgan Stanley’s stock were its own clients

 

JULIAN ROBERTSON, hedge fund legend who turned foe of Morgan Stanley

 

ROBERT L. RODRIGUEZ, CEO of First Pacific Advisors, obsessively cautious fund manager whose nightmare prefigured grave misgivings about the health of credit markets

 

ROBERT RUBIN, chairman of the executive committee of Citigroup; the former Treasury secretary was famed for his cautious approach to risk but failed to apply it at Citi

 

JANE BUYERS RUSSO, head of JPMorgan’s broker dealer unit, made a difficult call to Lehman

 

THOMAS A. RUSSO, vice-chairman of Lehman, saw credit storm coming but counted on Fed liquidity and overseas investors to bail out Wall Street

 

HERBERT AND MARION SANDLER, husband-and-wife coheads of Golden West Savings and Loan, highly regarded lender until it went overboard on option ARMs

 

BRIAN SCHREIBER, AIG’s head of planning, frantically looked for credit as Wall Street backed away

 

CHARLES E. SCHUMER, Democratic senator from New York, rejected the need for a “dramatic restructuring” of Fannie and Freddie

 

ALAN D. SCHWARTZ, replaced Cayne as Bear CEO and reached out to Jamie Dimon for help

 

JANE SHERBURNE, Wachovia general counsel, coolly juggled competing merger offers

 

JOSEPH ST. DENIS, internal auditor at AIG; his reports were answered with profanity

 

ROBERT K. STEEL, undersecretary of the Treasury and close confidant to Paulson, left the government to become CEO of Wachovia

 

MARTIN J. SULLIVAN, replaced Greenberg as head of AIG but struggled to get a grip on CDO risk

 

LAWRENCE SUMMERS, as Rubin’s headstrong deputy at Treasury, helped to thwart derivatives regulation; later, as Treasury secretary, was a skeptic of Fannie and Freddie; named White House economic adviser by Obama

 

RICHARD SYRON, chief executive of Freddie Mac as it accumulated massive mortgage portfolio

 

JOHN THAIN, former Goldman executive who replaced O’Neal as CEO of Merrill Lynch; after early stock sale resisted advice to raise more equity

 

G. KENNEDY (KEN) THOMPSON, CEO of Wachovia, acquired high-flying Golden West, even as he predicted it could get him fired

 

PAOLO TONUCCI, Lehman treasurer, prepared a list of assets that the Fed never asked to see

 

DAVID VINIAR, Goldman executive vice president and chief financial officer, became worried when the firm’s mortgage portfolio lost money ten days running

 

MARK WALSH, commercial property banker for Lehman, struck risky deals in a frothy market

 

KEVIN WARSH, Fed governor and colleague of Bernanke’s, fretted over Treasury’s support of Fannie and Freddie

 

SANFORD I. (SANDY) WEILL, architect of modern Citigroup, retired in 2003 with his dream of a synergistic supermarket unfulfilled

 

MEREDITH WHITNEY, Wall Street analyst, her report on Citi torpedoed the stock

 

ROBERT WILLUMSTAD, retired Citigroup executive, named CEO of AIG in June 2008; thought he had three months to fashion a plan

 

KENDRICK WILSON, Paulson adviser and emissary to Wall Street, was stunned to learn the Treasury didn’t have a plan

 

BARRY ZUBROW, JPMorgan risk officer, spread the word to Wall Street firms to cut their risk




INTRODUCTION

 

 

 

IN THE LATE SUMMER OF 2008, as Lehman Brothers teetered at the edge, a bell tolled for Wall Street. The elite of American bankers were enlisted to try to save Lehman, but they were fighting for something larger than a venerable, 158-year-old institution. Steven Black, the veteran JPMorgan executive, had an impulse to start saving the daily newspapers, figuring that historic events were afoot. On Sunday, September 14, as the hours ticked away, Lehman’s employees gathered at the firm, unwilling to say goodbye and fearful of what lay in wait. With bankruptcy a fait accompli, they slunk off to bars for a final toast, as people once did in advance of a great and terrible battle. One ventured that “the forces of evil” were about to be loosed on American society. Lehman’s failure was the largest in American history and yet another financial firm, the insurer American International Group, was but hours away from an even bigger collapse. Fannie Mae and Freddie Mac, the two bulwarks of the mortgage industry, had just been seized by the federal government. Dozens of banks big and small were bordering on insolvency. And the epidemic of institutional failures did not begin to describe the crisis’s true depth. The market system itself had come undone. Banks couldn’t borrow; investors wouldn’t lend; companies could not refinance. Millions of Americans were threatened with losing their homes. The economy, when it fully caught Wall Street’s chill,  would retrench as it had not done since the Great Depression. Millions lost their jobs and the stock market crashed (its worst fall since the 1930s). Home foreclosures broke every record; two of America’s three automobile manufacturers filed for bankruptcy, and banks themselves failed by the score. Confidence in America’s market system, thought to have attained the pinnacle of laissez-faire perfection, was shattered.

The crisis prompted government interventions that only recently would have been considered unthinkable. Less than a generation after the fall of the Berlin Wall, when prevailing orthodoxy held that the free market could govern itself, and when financial regulation seemed destined for near irrelevancy, the United States was compelled to socialize lending and mortgage risk, and even the ownership of banks, on a scale that would have made Lenin smile. The massive fiscal remedies evidenced both the failure of an ideology and the eclipse of Wall Street’s golden age. For years, American financiers had gaudily assumed more power, more faith in their ability to calculate—and inoculate themselves against—risk.

As a consequence of this faith, banks and investors had plied the average American with mortgage debt on such speculative and unthinking terms that not just America’s economy but the world’s economy ultimately capsized. The risk grew from early in the decade, when little-known lenders such as Angelo Mozilo began to make waves writing subprime mortgages. Before long, Mozilo was to proclaim that even Americans who could not put money down should be “lent” the money for a home, and not long after that, Mozilo made it happen: homes for free.

But in truth, the era began well before Mozilo and his ilk. Its seeds took root in the aftermath of the 1970s, when banking and markets were liberalized. Prior to then, finance was a static business that played merely a supporting role in the U.S. economy. America was an industrial state. Politicians, union leaders, and engineers were America’s stars; investment bankers were gray and dull.

In the postindustrial era, what we may call the Age of Markets, diplomats no longer adjusted currency values; Wall Street traders did.  Just so, global capital markets allocated credit, and hordes of profit-minded, if short-term-focused, investors decided which corporations would be bought and sold.

Finance became a growth industry, fixated on new and complex securities. Wall Street developed a heretofore unimagined prowess for securitizing assets: student loans, consumer debts, and, above all, mortgages. Prosperity in this era was less evenly spread. Smokestack workers fell behind in the global competition, but financiers who mastered the intricacies of Wall Street soared on wings of gold. Finance now was anything but dull; markets were dynamic and ever changing. Average Americans clamored to keep pace; increasingly they resorted to borrowing. By happy accident, Wall Street had opened the spigot of credit. People discovered an unsuspected source of liquidity—the ability to borrow on their homes. With global investors financing mortgages, ordinary families were suddenly awash in debt. The habit of saving, forged in the tentative prosperity that followed the war, gave way to rampant consumerism. By the late 2000s the typical American household had become a net borrower, fueled by credit from less-developed countries such as China—a curious inversion of the conventional rules.

Paradoxically, the more license that was given to markets, the more that Wall Street called on bureaucrats for help. Market busts became a familiar feature of the age. Notwithstanding, it was the doctrine of the experts—on Wall Street and in Washington—that modern finance was a nearly pitch-perfect instrument. A preference for market solutions morphed into something close to blind faith in them. By the mid-2000s, when the spirit of the age attained its fullest, the very fact that markets had financed the leverage of banks, as well as the mortgages of individuals, was taken as proof that nothing could be wrong with that leverage, or nothing that government could or should try to restrict. Financiers had discovered the key to limiting risk, and central bankers, adherents to the cult of the market, had mastered the mysterious art of heading off depressions and even the normal ups and downs of the economic cycle. Or so it was believed.

Then, Lehman’s collapse opened a trapdoor on Wall Street from which poured forth all the hidden demons and excesses, intellectual and otherwise, that had been accumulating during the boom. The Street suffered the most calamitous week in its history, including a money market fund closure, a panic by hedge funds, and runs against the investment firms that still were standing. Thereafter, the Street and then the U.S. economy were stunned by near-continuous panics and failures, including runs on commercial banks, a freezing of credit, the leveling of the American workplace in the recession, and the sickening drop in the stock market.

The first instinct was to blame Lehman (or the regulators who had failed to save it) for triggering the crisis. As the recession deepened, the thesis that one firm had caused the panic seemed increasingly tenuous. The trouble was not that so much followed Lehman, but that so much had preceded it. For more than a year, the excesses of the market age had been slowly deflating, in particular the bubble in home loans. Leverage had moved into reverse, and the process of deleveraging set off a fatal chain reaction.

By the time Lehman filed for bankruptcy, the U.S. housing market, the singular driver of the U.S. economy, had collapsed. Indeed, by then the slump was old news. Home prices had been falling for nine consecutive quarters, and the rate of mortgage delinquencies over the preceding three years had trebled. In August, the month before Lehman failed, 303,000 homes were foreclosed on (up from 75,000 three years before).

The especial crisis in subprime mortgages had been percolating for eighteen months, and the leading purveyors of these mortgages, having started to tumble early in 2007, were all, by the following September, either defunct, acquired, or on the critical list. Also, the subprime crisis had fully bled into Wall Street. Literally hundreds of billions of dollars of mortgages had been carved into exotic secondary securities, which had been stored on the books of the leading Wall Street banks, not to mention in investment portfolios around the globe. By September 2008, these securities had collapsed in value—and with them, the banks’  equity and stock prices. Goldman Sachs, one of the least-affected banks, had lost a third of its market value; Morgan Stanley had been cut in half. And the Wall Street crisis had bled into Main Street. When Lehman toppled, total employment had already fallen by more than a million jobs. Steel, aluminum, and autos were all contracting. The National Bureau of Economic Research would conclude that the recession began in December 2007—nine months ahead of the fateful days of September.

On the evidence, Lehman was more nearly the climax, or one of a series of climaxes, in a long and painful cataclysm. By the time it failed, the critical moment was long past. Banks had suffered horrendous losses that drained them of their capital, and as the country was to discover, capitalism without capital is like a furnace without fuel. Promptly, the economy went cold. The recession mushroomed into the most devastating in postwar times. The modern financial system, in which markets rather than political authorities self-regulated risk-taking, for the first time truly failed. This was the result of a dark and powerful storm front that had long been gathering at Wall Street’s shores. By the end of summer 2008, neither Wall Street nor the wider world could escape the imminent blow. To seek the sources of the crash, and even the causes, we must go back much further.




PROLOGUE:  EARLY WARNING

 

 

 

IT WAS EARLY IN 2006, on Lincoln’s Birthday, that Bob Rodriguez had the dream. In the fog of his sleep, he saw himself in a courtroom. Rodriguez was in the dock; an attorney was firing questions at him. Was Mr. Rodriguez the manager of the FPA New Income Fund, a mutual fund that invested in bonds? Yes, sir. Did he represent it to be a high-quality fund? Yes again. The attorney leaned closer. Had he purchased obligations of Fannie Mae and Freddie Mac, the bankrupt government-sponsored enterprises? Bankrupt government-sponsored enterprises? Rodriguez turned fitfully in his bed. He did own them—yes. The lawyer motioned to his client, an elderly woman investor evidently rendered destitute by Rodriguez’s reckless stewardship (though Rodriguez, in his somnolent state, could not recall that he had been reckless) and continued. Did Mr. Rodriguez agree that a prudent fund manager would always read a company’s audited financial statements before committing to invest? He did. Was Mr. Rodriguez aware that neither Fannie nor Freddie even had an audited financial statement? Rodriguez awoke with a start, perspiring heavily. It was a little after midnight.

His first feeling was relief: it was only a dream. He was not in court, and Fannie and Freddie were not bankrupt. But the sense of unease lingered. In the morning, the dream still vivid in his mind, Rodriguez dressed quickly and drove from his home in Manhattan Beach, a seaside  community near Los Angeles, to the office of First Pacific Advisors, where he ran a top-performing stock fund as well as a highly rated bond fund. Rodriguez told his colleagues about the dream.

FPA was not in the business of interpreting dreams. It was interested in facts. But Rodriguez’s dream was not without foundation. The fact that had evidently troubled his subconscious was that neither Fannie nor Freddie had been able to produce a clean set of books for more than a year. Very few investors seemed to care. Accounting problems or no, the mortgage giants Fannie and Freddie were the bulwarks of the American housing industry. Thanks to them, millions of Americans got mortgages at, it was supposed, lower interest rates than they otherwise would have. The companies had the implicit backing of the U.S. government, which allowed them to borrow at cheaper rates than other financial firms. Every fixed-income manager in the business owned their bonds. From Washington, D.C., to Beijing to Rome, a vast array of investors including top-drawer institutions and many national governments owned $5 trillion of their paper.

The implicit government backing satisfied most investors, but it did not satisfy Rodriguez, who scrutinized securities with the same care that his father, a jeweler who had emigrated from Mexico, had exercised in picking over gems. While other investors professed to be careful about risk, Rodriguez actually went to great pains to avoid it. And as a free market purist, he took little comfort in government promises, implicit or otherwise. Rodriguez had been subscribing to the bulletins of the U.S. Federal Reserve since the tender age of ten. As far as he could tell, the country had been adding to the list of what it was willing to guarantee for as long as he had been a subscriber, without ever figuring how it would pay for it all.

The dream reminded Rodriguez that, in a general sense, he had been worried about U.S. credit markets for some time. Over a period of many years, American society had become increasingly reliant on debt. This had occurred at every level: the household, the corporation, the federal government. After World War II, families still living in the shadow of the Great Depression had kept their borrowings to, on  average, only about a fifth of their disposable income. Even as late as 1970, households’ debts were significantly less than their earnings. Now, though, the average family owed one third more than it earned. Financial companies such as banks and Fannie and Freddie had become similarly hooked on credit. Indeed, the total debt of financial firms was slightly greater than the gross domestic product—that is, more than the value of everything the United States produced. In 1980, it had been equal to only a fifth of the GDP.1 Some of the reasons for the country’s credit binge were cultural. Americans’ lifestyles had evolved toward spending rather than saving; they became, in stages, less anxious and then quite comfortable with deploying the plastic cards in their wallets for any conceivable purpose.

The very accessibility of credit made it appear less menacing. After all, the borrower who could not repay his loan in cash could usually refinance it. Lenders lost sight of the distinction, as if liquidity and solvency were one and the same. The tide of interest rates, generally falling during the last quarter of the twentieth century, encouraged people and firms to relax the wariness of credit forged in earlier generations. Rates were guided in their downward path by the person of Alan Greenspan, the economic consultant and Ayn Rand disciple turned interest-rate guru who served as Federal Reserve chairman from 1987 to February 2006 (he retired a fortnight before Rodriguez’s bad dream). It would be an oversimplification to credit (or blame) Greenspan for everything that happened to interest rates over that period, but it was his unmistakable legacy to stretch the boundaries of tolerance, to permit a greater easing of credit than any central banker had before. Greenspan made a particular habit of cutting short-term rates whenever Wall Street got in a mess, which it periodically did. It was a central tenet of the Greenspan worldview that market excesses—“bubbles”—could not be detected while they were occurring. This stemmed from his faith in the seductive doctrines of the new finance, a core element of which was that financial markets articulated economic values more perfectly than any mere mortal could. People might be flawed, but markets were pure—thus “bubbles” could be ascertained only after  markets themselves had identified and corrected them. Greenspan’s was a Rousseauean vision of markets as untainted social organisms—evolved, as it were, from a state of nature. (It overlooked the obvious point that markets were also human constructs—made by men.)

If central bankers could not be trusted to say that markets were wrong, neither could they be trusted to interfere in them—to prick the bubble before it burst on its own. It is of more than passing interest that Greenspan was emboldened in this view by the scholar who was then the foremost academic expert on monetary policy, the Princeton economist Ben Bernanke. Considering the question in 1999, when the prices of dot-com stocks were close to their manic peak and when, it was later said, the existence of a bubble could have been detected by a child of four, Bernanke insisted that until a bubble popped, it was virtually impossible to say for certain that prices weren’t fully justified.2

Just so, Greenspan was inclined to let financial markets run to excess and intervene only, on an as-needed basis, the morning after. After the stock market break of 2002, the Fed lowered short-term interest rates to a hyperstimulative level and continued to abide low rates even when—and after—the economy shifted into recovery. This had its intended effect: it spurred the economy, especially the housing market. Most investors, and probably most Americans, supported Greenspan’s policies. The economy grew smartly during his tenure, as did the stock market. With stock prices rising and inflation quiescent, the Fed chairman continued to be widely praised in the most laudatory fashion. Even in 1999, when under the Fed’s approving eye Internet fever had infected the public, Phil Gramm, chairman of the Senate Banking Committee, had saluted Greenspan with this admiring prophecy: “You will go down as the greatest chairman in the history of the Federal Reserve Bank.”3

A minority of market watchers, Rodriguez among them, worried that the Greenspan boom was based on too much credit, and that cheap money would lead to reckless lending, inflation, or both. Rodriguez obsessed about risk. He regarded a small dose of financial risk the way an epidemiologist would examine a small swab of microbes. Though he  raced sports cars as a hobby, professionally he was loath to take chances, which often cost him profits in the short run. His round, owlish glasses disguised his most salient trait, which was his ferocity in resisting the crowd and in holding firm to his beliefs. Though the same could be said for a minority of other investors, few went on record with their convictions so fervently or so early—actually, five years early. In 2003, in a letter to investors of the New Income Fund, Rodriguez announced that he was going on a “buyer’s strike.” Specifically, he would not be buying obligations of the federal government of longer than one year, because he did not have faith in what Washington—and in particular Greenspan—was doing. “We have never seen the magnitude of liquidity that is being thrown at the system,” he wrote. “We believe that this is a bond market bubble”—one similar in scale to the dot-com bubble.4

Since announcing his strike, Rodriguez had continued to invest in the obligations of Fannie and Freddie, which had been created by the government but operated (mostly) as private concerns. However, the mortgage market was looking ever more frothy. In October 2005, a few months before his nightmare, Rodriguez told his investors that his staff had been “combing through our high-quality mortgage-backed bond segment and”—lo and behold—“we found two suspicious-looking mortgage-backed CMOs.” CMOs are bonds that are supported by pools of mortgages. The two dubbed suspicious by Rodriguez were backed by so-called Alternative A mortgages, which differed from conventional loans in that the prospective borrowers were not required to supply information to document their income. Securities like these, based on unconventional—and risky—mortgages, were the rage on Wall Street. Banks and institutional investors were overloaded with mortgage securities, the more “alternative” (and thus higher-yielding) the better. It was only to Rodriguez and a few others that they looked “suspicious.” He sold them both.

Rodriguez’s partner noted worriedly in the same letter that too-easy monetary policy had stimulated a “run-up” in real estate prices, and that higher prices, combined with “loose lending standards,” had caused the volume of home equity loans to soar by 80 percent in only  two years. Supposedly, rising home values had been making Americans richer; in reality, Rodriguez and his partner noted, people with home equity loans were withdrawing that wealth and spending it. In the common parlance, they were treating their homes like piggy banks.5

The authors commented on two further troubling developments. A much higher percentage of mortgages than before were adjustable, meaning that borrowers would be on the hook for much bigger monthly payments if interest rates were to rise from their present low levels. Second, banks had greatly increased the volume of mortgages issued to “subprime borrowers,” or those with low credit scores.

Rodriguez’s concerns sharpened his unease about Fannie and Freddie, which were hugely exposed to the U.S. mortgage market; the two either guaranteed or owned nearly half of the country’s approximately $11 trillion in mortgages. Although Rodriguez’s portfolio was considered conservative by most of his peers, his dream made him wonder whether he had, in fact, been too daring. After he and his staff reviewed the matter, Rodriguez reached a decision. Fannie Mae and Freddie Mac, two of the most trusted companies in the world, were to be put on FPA’s restricted list. All their bonds were to be sold. By Valentine’s Day, 2006, they were.
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TO THE CROSSROADS

I do not want Fannie and Freddie to be just another bank. . . . I do not want the same kind of focus on safety and soundness.

 

—REP. BARNEY FRANK (D-MASS.), SEPTEMBER 25, 20031

 

 

 

MOST OF THE BOOMS of recent decades were financed by private sector companies such as technology promoters, or Wall Street banks, or oil drillers. The U.S. housing boom of the early twenty-first century was different, thanks to its intimate relationship with the U.S. government. The government has supported home ownership in one way or another since the Homestead Act of 1862, which gave deeds to farmers willing to improve the land. Modern housing policy was grounded in a similar premise—that individual home ownership would strengthen democracy. While the goal of government policy was to help people own their homes, its effect, over time, was akin to that of a giant accelerator in the housing market. And though other industries—defense contracting, say, or public transportation—also depended on the government, only in housing did the government so greatly disturb the natural supply and demand. Public transportation, for instance, was a natural monopoly. No one was going to invest in a rival subway system no matter how much the government subsidized fares. And in the case of defense contracting, the U.S. government didn’t influence the prices paid by  private buyers, because private buyers don’t exist. (Only governments buy F-16s). But millions of Americans buy and finance homes. The government’s housing policy had a big effect on what people could afford to pay, which made it hugely influential over the largest sector of the U.S. economy. The principal agents of the government’s policy were the two giant mortgage companies, Fannie Mae and Freddie Mac.

Fannie Mae was created in 1938, in the midst of the Great Depression, to provide citizens with mortgage financing and, it was hoped, stem the tide of foreclosures that had plagued communities during those difficult years. As an agency of the federal government, it didn’t lend to homeowners directly; instead, it purchased mortgages from savings and loans, replenishing their capital so they could issue more loans. Fannie operated according to strict standards, purchasing only those mortgages that met tests of both size and quality. For many years, for instance, no mortgages were approved if the monthly payment was more than 28 percent of the applicant’s income.2 Fannie thus exerted a constructive influence on thrifts (the technical term for savings and loans), which were wary of writing loans that did not conform to Fannie’s guidelines and would thus be less marketable.

After World War II, as Americans flocked to the suburbs and bought new homes, Fannie’s balance sheet swelled. Every mortgage purchased was recorded as a government outlay, which put a sizable strain on the federal budget. In 1968, President Johnson—doggedly trying to balance the budget—moved to get Fannie off the government’s books. Promptly, the company sold shares to the public, which allowed the government to take Fannie off budget. Relocation to the private sector added to Fannie’s public agenda another, not necessarily consistent, goal: earning a profit. Fannie managed these disparate aims by sticking to its conservative guidelines; however, it was assumed that—if needed—the government would come to its aid. In the 1980s, volatile swings in interest rates devastated the savings and loan industry, as thrifts were burdened with low-interest mortgages on which the yields were less than the cost of their funds. Fannie came close to failing;  moreover, Freddie Mac, a sibling company that had been founded in 1970 to give Fannie competition, briefly wound up as a ward of the Treasury Department.

Thus, by the early ’90s, the government had ample evidence that guaranteeing private housing markets was a risky business, and it was forced to think about how its offspring should be run. The question of whether the mortgage twins should retain some government backing was a sticky one, especially as their business was now considerably more complex than it had been when they left the nest. Fannie and Freddie not only owned mortgages outright, they also served as the guarantors for huge collections of mortgage securities owned by investors.

Their role as guarantor implied a daunting federal obligation. What if large numbers of homeowners defaulted and one or both companies had to make good on their guarantees? Would taxpayers be forced to make up Fannie’s and Freddie’s losses? At a minimum, the situation called for federal regulation, which the mortgage twins had so far avoided.

Robert Glauber, the Treasury Department’s undersecretary of finance under the first President Bush, was charged with designing a policy. Glauber would have preferred that the federal umbilical cord be cut, since this would have eliminated the risks to the taxpayer associated with a government guarantee. But since this was a nonstarter politically, he drafted legislation to put the mortgage twins under the strict supervision of the Treasury Department. Fannie, led by its chief executive, Jim Johnson, a former banker and Democratic Party stalwart, mightily resisted. In the bill Congress ultimately sanctioned in 1992, the government link was anything but cut. Fannie and Freddie were assured of a line of credit from Treasury, as well as exemption from state and local taxes. Owing to their privileged position, the twins continued to be able to borrow at below-market interest rates. This assured healthy profits for Fannie and Freddie’s shareholders, with plenty of gravy left over for their executives. In return, Congress insisted that Fannie and Freddie commit a portion of their portfolios,  specified by the secretary of Housing and Urban and Development, to lower-income housing. And Congress all but ignored the issue of their safety and soundness; against the advice of Undersecretary Glauber, it handed the task of regulation to a toothless new subagency of HUD, the Office of Federal Housing Enterprise Oversight (OFHEO), which had zero expertise in financial supervision.

Unusual as their situation was—the twins were neither fish nor fowl, neither wholly private nor public—the housing industry heartily embraced it. To mortgage financiers, private capital was always preferable to federal control, but private capital with federal support was the best alternative of all.

Jim Johnson, who had become Fannie Mae’s CEO in 1991, built the company into a powerhouse. He was said to attend a different black-tie Beltway function nearly every night, hobnobbing with the likes of President Clinton and Robert Rubin, the treasury secretary.3 The twins poured money into political campaigns, and helpfully opened “partnership offices” in the districts of influential congressmen. Over a decade, they spent $175 million on lobbying, and when need be, they bullied opponents into submission.4 The result was a political grotesquerie, in which Fannie and its smaller sidekick used public leverage to buy the sympathies of elected officials. In the face of this effort, OFHEO, the regulator, was virtually powerless.

The twins did elicit concern in high quarters. Larry Summers, who succeeded Rubin at Treasury in 1999, was troubled by the twins’ perceived government tie. Another high-placed critic was Alan Greenspan, who, like many free-market apostles, saw Fannie and Freddie as examples of state-sponsored corporatism at its worst. But neither of them was able slow the twins’ juggernaut. From the Clinton years to the early 2000s, Fannie’s stock soared, mirroring rapid growth in the mortgage industry. Many new mortgage lenders were not banks in the traditional sense (they didn’t take in deposits) but, rather, were financial firms that borrowed at one rate, lent mortgage money at another rate, and quickly unloaded their loans rather than hang on as had traditional savings and loans. Since these lenders lacked a fount of capital, the twins supplied  it. Fannie purchased loans by the bushelful from Countrywide Financial, the fast-growing California lender, which it regarded as a vital new loan channel. Johnson, the Fannie CEO, unashamedly courted Countrywide’s chief executive as a business partner and golfing chum.5

Johnson retired in 1999, but Fannie did not miss a beat under his successor. Franklin Delano Raines was, like Johnson, an investment banker versed in the political arts. The son of a Seattle parks department worker and a cleaning lady, Raines had a sixth sense for placating constituents. He bragged of managing Fannie’s “political risk” with the same intensity that he handled its credit risk. For the twins, massaging politicians was just as important as packaging loans. Their secret sauce was the political appeal of home ownership. The subtext of the twins’ ceaseless lobbying was that anyone who deviated from its agenda was an enemy of home mortgages—in effect, of the American dream. Rep. Barney Frank bluntly admitted that Congress and the twins had struck a bargain—support for affordable housing in return for “arrangements which are of some benefit to them.” By arrangements, the congressman meant Congress’s turning a blind eye to the fact that government support was stoking shareholder profits and executive bonuses. In a single year, Raines rewarded no fewer than twenty of his managers with $1 million in pay—an extraordinary haul at a company enjoying taxpayer largesse.6

For the twins, the downside of the bargain was that they had to tailor their business to suit politicians—even financing pet projects in some of their districts.7 Both Congress and the second Bush White House, which trumpeted a goal of increasing minority home ownership, leaned on them to do more for affordable housing. Raines duly promised to “push products and opportunities to people who have lesser credit quality.” Plainly, this meant lowering Fannie’s credit standards. Meanwhile, he vowed to double shareholder earnings in five years. Struggling to meet two agendas, the twins stretched their balance sheets. In effect, they became mortgage traders—publicly sponsored corporations attached to private hedge funds. Fannie’s mortgage  portfolio ballooned alarmingly from 1990 to 2003, rising from $100 billion to $900 billion.8

In 2003 and 2004, two serious accounting scandals—first Freddie and then Fannie had to restate its results, and in each case senior management resigned—seemed to hand a weapon to their critics. The United States charged Raines with manipulating Fannie’s earnings (and thereby fattening his bonus). The case was settled out of court. The Bush administration and other critics on the right beseeched Congress to create a stronger regulator. John Snow, the treasury Secretary, warned in 2005 that a default “could have far reaching, contagious effects.”9 He pushed for limits on the twins’ portfolios.

The default talk was only hypothetical—Fannie’s shares, at the time, were valued in the stock market at $50 billion. But the concern was real. What alarmed Snow was that Fannie and Freddie, with all their assets, held less than half the capital of similar-size banks. Greenspan was even more alarmed. Abandoning the Delphic prose for which he was famous, the Fed chief bluntly warned the Congress that systemic difficulties are “likely if GSE [government-sponsored enterprise] expansion continues.” Congress did nothing.10

Rep. Frank, among other Fannie and Freddie supporters, continued to put intense pressure on the companies to do more for affordable housing. His brief was not without merit; thanks to soaring home prices, the United States did have a dearth of affordable homes. However, extending credit does not render a house affordable to a borrower unless he or she has the income to repay it. Nor did Frank’s good intentions erase the twins’ growing vulnerability to a downturn in housing. The congressman attempted to bluff—“I am not going to bail them out,” he declared in open session in 2005, as if he could dictate the twins’ mission without bearing responsibility for it.11 The administration was similarly conflicted. While Treasury lobbied for a tougher regulator, HUD repeatedly increased its mandate for support of low-income housing. And though it was more typically the Democrats who supported the twins’ political agenda, in this case the Bush cabinet lined up behind HUD as well.

In addition to these pressures, in the early 2000s Wall Street began to present the twins with a serious competitive threat. Investment banks such as Lehman Brothers were securitizing mortgages—that is, turning groups of mortgages into securities. This meant the underlying risk was held by disparate investors rather than the issuing banks. In the past, Fannie and Freddie had kept the securitization business mostly to themselves. With Wall Street investment banks now in the game in a major way, mortgage lenders had a viable alternative. They could bundle loans for Fannie and Freddie or they could shop them to a “private label” firm such as Lehman. Though the twins, with their government backing, still had the advantage of being able to issue guarantees, investors were no longer so concerned with whether their mortgage securities were guaranteed. With home prices persistently rising, housing was looking like a risk-free game.

In 2004, private-label firms for the first time claimed a greater share of the market than Fannie and Freddie combined. Fannie’s share, previously 40 percent, collapsed by half.12 Each of the twins thus felt severe pressure to accept more of the new, riskier loans that Wall Street was packaging. David Andrukonis, Freddie’s chief risk officer, was so concerned that he prepared a memo to his bosses elaborating on the rapid rise of NINA loans, a subset of the Alt A loans that worried Rodriguez. (NINA stood for “no income, no asset,” and referred to loans for which the borrower did not provide documentation of either.) “The NINA mortgage was created over twenty years ago as a way of servicing borrowers with inconsistent income patterns (actors, the self-employed, etc.) but strong credit profiles and down payments,” Andrukonis noted. This former niche product, he warned, was being marketed to a wider swath of the population and toward a dubious purpose—essentially, to people who needed to mask their income lest the true picture disqualify them. Andrukonis recommended that Freddie “withdraw from the NINA market as soon as practicable.” He was overruled.13

Fannie was experiencing similar strains. A new CEO, Daniel Mudd, had taken over in late 2004, and in a presentation given to him in the middle of the following year, Fannie’s managers observed that the company  stood at a “strategic crossroads.”14 Essentially, it faced a choice between endorsing riskier mortgages, which were driving Wall Street’s growth, or seeing its market share erode further. Especially worrisome was the steady loss of business from Countrywide, Fannie’s most prized customer.

Like Freddie, Fannie decided to increase its share of Alt A loans and of subprime loans. It also began to guarantee loans on which borrowers had little equity. Though Fannie had been purchasing mortgages for seven decades, it had little experience in how these new mortgages performed. Nor did anyone else.15

This new business represented a significant amplification of Fannie’s charter, and Mudd encouraged it warily. A soldierly ex-Marine and onetime executive with GE Capital, Mudd was not a political acrobat like his predecessors Johnson or Raines, and he felt intensely the pressure from Congress. Compounding the pressure, Wall Street pushed him even harder. One hedge fund manager, irate because Fannie’s stock had hit a wall, chastised Mudd for failing to relax the company’s mortgage criteria even more than it had. The investor arrogantly demanded, “Are you stupid or blind? Your job is to make me money.”16 Since Mudd, who was earning $7 million annually, ultimately worked in the service of shareholders, he could scarcely refuse. As his managers warned him, the company faced two “stark choices.” It could stay true to its principles and continue to lose share or—the higher risk option—“meet the market where the market is.”17 And the mortgage market was going where it had never been before.
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SUBPRIME

These mortgages have been considered more safe and sound.

 

—DAVID SCHNEIDER, WASHINGTON MUTUAL
 HOME-LOAN PRESIDENT, TO FEDERAL
 REGULATORS, 20061

 

 

 

FOR THE FIRST HALF of the twentieth century, mortgage banking adhered to strict standards, and the savings banks that provided mortgages were prudent institutions. Bank presidents tended to be pillars of their communities—faithful Rotarians and cautious financiers. Thrifts did not give mortgages to people with spotty credit, and borrowers were generally required to put up a third of the purchase price. Adjustable-rate mortgages were prohibited. (To most Americans of the time, for a lender to raise the interest rate on a homeowner in midstream would have smacked of loan sharking.) Second mortgages were likewise out of the question. To the customer who demanded a flexible rate, a more generous allocation of credit, or a permissive wink at debts unpaid, the mortgage banker had a four-letter response: rent.

In about 1960, however, the Beneficial Loan Society began to issue second mortgages to folks with weaker credit. Beneficial was not a bank (it did not take deposits) and was therefore outside the purview of bank regulators. In the years before 1960, it had financed kitchen appliances, furniture, and the like. Service was on a personal basis.  When customers were late to pay, its loan officers made friendly house calls and, if need be, carted off the collateral. With mortgages, too, Beneficial relied on its knowledge of the individual customer. Not only did it lend up to 80 percent of the purchase price—a level that thrifts found shocking—it made credit available to troubled borrowers. Thus was the invention of what was to be called the subprime mortgage.

In the 1970s, and more rapidly in the ’80s, the banking system was deregulated. Capital poured into thrifts, and in the new, competitive environment, applicants with substandard credit scores began to get a second look. Home equity loans proliferated and, as banking rules loosened, applicants were permitted to finance a larger share of their homes. Even people with credit blemishes could qualify. More borrowers defaulted than on conventional mortgages, but the bank compensated by charging higher interest (which, thanks to deregulation, it now was permitted to do). It also insisted on a healthy down payment. In short, a subprime credit rating was a signal to the lender to exercise greater-than-usual care in the approval process. As with, say, a college applicant with low SAT scores, rejection was not automatic, but the applicant was clearly at a disadvantage.

In the late ’80s, buoyed by this modest experiment, a wave of California thrifts (and also some nonbank lenders such as the Money Store) sought to focus specifically on subprime borrowers. They insisted on hefty collateral, yet in the ’90s, when the California real estate boom went bust and home values fell, the collateral was found to be insufficient. Most of the new breed of subprime specialists either failed or had to be acquired. In retrospect, the reasons were clear. Banks that had gone looking for subprime customers had reversed their former emphasis on caution. It was hardly surprising that default rates had surged. Elbowing one another for borrowers who were behind on their credit card debt or car payments, lenders had ditched selectivity for an open admissions policy. Despite the carnage, some of these lenders (and their staffs) retained a palpable hunger for selling subprime mortgages. Many reemerged under new labels marketing the old wine. For instance, Long Beach Financial became the subprime department of  a bigger thrift, Washington Mutual. Despite the risks, from the lender’s point of view, credit-challenged customers offered two clear advantages. If a mortgage company wanted to expand in a hurry, it had to look for customers who did not already have a mortgage. And since they were a greater risk, they could be charged higher interest.

Public officials also warmed to the subprime industry, because (so the thinking went) it was helping the poor. President Bush trumpeted a vision of an “ownership society”—one in which union members and public servants would, through the blessings of small, individual investments, mutate into fervent capitalists. Increasing home ownership (also privatizing Social Security) was part of the pitch. Though subprime was not precisely synonymous with affordable housing, it seemed close enough. The business took off in states, like California, where housing was least affordable. Subprime catered, if not to the poor, then at least to the emergent middle class, the striving middle, and the upwardly covetous middle.

Eager lenders such as Countrywide and New Century were hailed as suburban Johnny Appleseeds, planting a mortgage in every backyard. Countrywide’s cofounder, Angelo Mozilo, son of an Italian immigrant, was feted for helping to democratize credit. In Mozilo’s view, every citizen was entitled to a mortgage. In this, he was echoing Michael Milken, who had earlier preached the gospel that every corporation—not just sniffy blue chips—should have access to Wall Street. The Mozilos and the Milkens answered to a distinctly American yearning for a capitalism that was egalitarian, or at least broadly accessible. It was a cross between the Puritan ideal of self-improvement—uplift through work—and the more forgiving siren of populism: uplift (or adjustable mortgages, at any rate) as an unlabored entitlement. Mozilo, especially, espoused a prettified version of capitalism that was stripped of its raw but inescapable truth: one needed capital to pursue it.

In 2003, in a speech cosponsored by Harvard University and the National Housing Endowment, Mozilo proclaimed, “Expanding the American dream of homeownership must continue to be our mission, not solely for the purpose of benefiting corporate America, but more  importantly, to make our country a better place.” Among Mozilo’s suggestions for national betterment was that mortgages should be available to people who made no down payment.2 This no doubt struck some listeners as fair-minded, but it had little basis in economics. For capitalism to function, credit must be rationed on the basis of balance-sheet soundness. Mozilo based creditworthiness on something else—not on soundness but on faith. For what else could justify giving a home to someone who put no money down?

As subprime lending underwent a resurgence, David Andrukonis, the risk manager at Freddie Mac, saw troubling signs of predatory lending—that is, unsavory lending practices aimed at unsophisticated clientele. A high proportion of NINA loans were being peddled to Hispanics. If mortgages issued without supporting documentation were sound, why were so many being issued to the largest socioeconomic group with significant numbers of immigrants and non-English speakers? “The potential for the perception and the reality of predatory lending with this product is great,” Andrukonis noted.3

Enrico Dallavecchia, his counterpart at Fannie Mae, was similarly troubled. To Dallavecchia, targeting unsophisticated residents of borderline neighborhoods smacked of exploitation. One mortgage shop in Baltimore worked 4 P.M. to midnight, the better to catch customers at home. Salespeople cajoled would-be clients, assuring them of the ease with which they could finance and—if their rates adjusted—refinance. Were such lenders helping customers or luring them toward disaster? Mudd, the Fannie CEO, was torn. Some of his team thought subprime was a borderline criminal enterprise. But just because you had a credit blemish, or because you lived in working-class Lynn, Massachusetts, instead of on Beacon Hill, did that mean you weren’t entitled to a home?

There was always that tension latent in subprime: If you helped more folks—especially the disadvantaged—to get mortgages, more would default and more would be foreclosed on. The risk was apt to increase over time, because bankers signed up the most attractive customers first. In a growing market, each vintage would be less credit-worthy  than the one before, because mortgage salesmen were forced to dig deeper into the barrel for acceptable fish. And the business was indeed growing. In 2002, subprime issuance totaled $200 billion. By 2004, it was over $400 billion. As a percentage of annual volume, subprimes now topped 16 percent—up from a mere 8 percent a couple of years earlier and hardly anything in the ’90s.4

The subprime onslaught was part of a broader and no less remarkable mortgage wave. Over those same two years, following the dot-com crash in 2001, total outstanding mortgage debt grew from $6 trillion to nearly $8 trillion—an extraordinary rise in a stable population.5 The most plausible explanation for this sudden surge lies in the country’s remarkably forgiving credit markets. Starting the week after New Year’s, 2001, the Fed lowered short-term interest rates thirteen times until, finally, in June 2003, rates touched 1 percent—their lowest level since the John F. Kennedy era. Not until the middle of 2004, the third year of the economic recovery, did Greenspan begin to raise rates, which he did at a painstakingly deliberate pace. Even as late as June 2005, the Fed funds rate was only 3 percent. Since that was equal to the rate of inflation, banks were effectively borrowing for nothing. As with any commodity, money is used wisely only when it is rationed—that is, when its price prevents its overuse.

The plenitude of credit encouraged people to borrow. Just as importantly, cheap money fostered an expectation of liquidity—a sense that one could borrow any amount because the sum, if need be, could always be repaid with fresh borrowings. On Wall Street, investment banks became obsessed with earning the “spread”: the difference between their own ultralow borrowing costs and the return on any investment that yielded a trifle more. There was a boom in buying companies on credit. So-called private equity buyers put up little cash, acquiring familiar companies such as Hertz, Toys R Us and Burger King much as ordinary people purchased their homes—on credit. The more they could borrow, the higher prices went. Cheap credit thus inflated Wall Street profits and fostered the illusion that the buyout firms were genuinely improving their corporate charges.

Ordinary Americans, if they could, borrowed even more. Consumers exhausted their savings and kept on spending (the total of household savings plummeted from 4 percent of the GDP when Clinton took office to negative 4 percent of the GDP by the end of Bush’s first term). Whatever the purpose—a home, a car, a lifestyle enhancement—credit sustained it.

If this blissful-seeming period had a downside, it was that investors, who were penalized by low interest rates, which lowered their returns, struggled to find higher-yielding securities. Not just professional investors and corporate CEOs, who routinely complained of a lack of opportunities, but hospital funds, school boards from remote Whitefish Bay, Wisconsin, to those in big cities, university endowments from Harvard’s on down, state pension funds such as California’s—all reached for securities that offered a smidgeon of extra yield. Investors did not think of themselves as “reaching,” a term that implies a degree of incaution. They were assured that loans to private equity deals were safe and, certainly, that mortgage pools were safe. But when interest rates are low, the only way for investors as a group to earn more is to assume more risk.

The phenomenon of low interest rates was worldwide, but in the search for yield, investors tilted west. China, Japan, Germany and various oil-exporting nations spent less than their income and thus had money to lend. It was their dollars that fueled the credit binge. The United States, the United Kingdom, Spain, and Australia absorbed more than half of the world’s surplus capital; at the manic peak of its borrowing, in the late 2000s, the United States alone sopped up 70 percent.6

The U.S. current account deficit was a perpetual source of worry in international financial circles. (The current account records the payments coming in and out, principally from trade, and is a barometer of financial health.) Ben Bernanke, one of the seven governors who oversaw the Federal Reserve, of which Greenspan was chair, presented a benign explanation that seemed to absolve Americans of either worry or blame. While the world chided America for borrowing so much,  Bernanke suggested that the fault lay equally with the lenders. As he elaborated in a much-quoted 2005 address, the decline in U.S. saving might in some part be “a reaction to events external to the United States. . . . My own preferred explanation focuses on what I see as the emergence of a global saving glut in the past eight to ten years.”7 In short, America was borrowing because others were lending. The “others” were China and other countries, many from the Third World—once profligate but lately transformed into paragons of thrift. Bernanke argued that their dollars had to flow somewhere, and the United States was merely an attractive destination.

The curious financing of rich nations by poor ones reversed a long tradition. During previous eras, the U.S. had loaned money to developing nations, and had often come to rue the day. This time, as two professors, Carmen Reinhart of the University of Maryland and Kenneth Rogoff of Harvard, put it, “a large chunk of money had been recycled to a developing economy that exists within the United States’ own borders [emphasis added].”8 Surplus credit was flowing not to weak borrowers overseas, but to a Subprime Nation inside the United States.

Generally, it is the job of the Fed to mitigate potentially destabilizing financial currents. And Bernanke was well aware that the global savings glut was making its presence felt in the bubbly market for real estate—in particular, he noted, “as low mortgage rates have supported record levels of home construction and strong gains in housing prices.” In other words, foreigners were lending cash that, via a network of financial intermediaries, was fueling home buyers and inflating prices potentially beyond the level warranted by supply and demand. In particular, Chinese exports of everything from toys to computers were fueling U.S. mortgages. Nonetheless, neither Bernanke nor Greenspan were much unsettled by these trends. As Bernanke emphasized, “I am not making a value judgment about the behavior of either U.S. or foreign residents or their governments.”

The key to understanding the global flow of credit was the remarkable “sophistication,” to use Bernanke’s admiring term, of America’s capital markets. In the late 1970s, “private label” firms began to purchase  pools of mortgages and sell them to investors. Lewis Ranieri, a trader at Salomon Brothers, is credited with devising mortgage bonds. Ranieri focused on investment-grade mortgages, and carved them up in such a way as to appeal to institutions that previously invested in corporate bonds. Wall Street had suddenly met Main Street. Mortgage banks obtained an additional source of capital, meaning they did not have to hold as many of their loans for the full thirty years.

Though this made life easier for thrifts (indeed, it helped to avert a reenactment of the S&L crisis of the 1980s) the “cure” introduced subtle, and profound, changes in the allocation of credit. Investors who bought into pools of mortgages did not have a sense of the individual borrowers, as the loan officer on Main Street did. They relied for assurance on a credit rating. The rating agency dealt in volume, and volume required economies of scale. The risk involved in any particular  mortgage came to matter less than the average risk assigned to the group. In this sense, Ranieri’s revolution—turning mortgages into bonds—altered the very basis of credit.

The early securitizations were of prime mortgages, but in 1997 ContiMortgage assembled hundreds of riskier loans. As was typical of Wall Street firms, Conti financed the mortgages through the sale of securities to the public. The investors got bonds—actually, various classes of bonds—which were secured by the underlying mortgages. Even though the mortgages were high-risk, about 85 percent of the bonds were rated triple A. In other words, ContiMortgage had assembled a pool of junk mortgages and convinced the rating agencies that the pool, as a whole, was primarily investment grade. This was not black magic, or not entirely. It was a deft use of the concept of subordination. Although the checks from mortgagors were deposited in undifferentiated fashion into the pool, the money flowed out to bond holders according to a carefully tiered structure, so that the lowest rank of bondholders—in this case, the bottom 15 percent—absorbed all prospective losses before the next class lost a cent.

Any one of these risky mortgages might default, and none of them individually would be considered safe. But what ContiMortgage asserted,  and what investors accepted, was that losses on the pool would not be greater than 15 percent. Such deals opened a universe of possibilities, for they allowed the multitudinous organizations (pensions, mutual funds, corporate treasurers) that insisted on investment grade to dip their toes in subprime.

Of course, sponsors of such deals also had to find buyers for the riskier layers of bonds at the bottom. In the exemplary ContiMortgage case, 15 percent of the bonds were lower rated, all the way down to BBB, the lowest grade above a “junk” rating. Investors in the BBB-rated paper were compensated with higher interest rates; however, they stood first in line to suffer losses if mortgagors defaulted. Only extremely savvy investors—those with the expertise to assess the risks—would touch the BBBs, and these savvy investors served as watchdogs for everyone else. If an investment bank assembled a package that, in its totality, was too risky, the investors would balk, and the bank would be stuck holding the BBB paper itself. This the bank did not want. Therefore, the presence of discriminating investors served as a check on the entire process.

In the early 2000s, this delicate equilibrium was upset by a new, less-discriminating class of investor. These investors were collateralized debt obligations. CDOs were dummy corporations—legal fictions organized for the purpose of buying and selling bonds. Engineered by Wall Street banks and similar operators, the CDO introduced a second level of securitization. Instead of buying mortgages directly, the CDO was a security that invested in other, first-order securities that themselves had acquired mortgages. The CDO thus introduced an additional layer into the process, with the result that the ultimate investor was further removed, and less equipped to scrutinize, the quality of the underlying mortgages.

One naturally recoils from such complexity and, indeed, these convoluted machinations were a sign that serious mischief was afoot. Within limits, Wall Street performs a useful service; it aggregates the country’s savings and deploys them where (one hopes) investment is warranted. The skill with which investment bankers perform such feats  is impressive. Imagine, for instance, the difficulty of taking a company such as IBM and dividing the capital into various classes—common stock, preferred, bonds, and even distinct classes of bonds—so that IBM has the funds it needs, with appropriate levels of dividends and interest due, and each investor assumes just the level of risk and potential gain that he or she desires. This is a performance worthy of society’s applause. But when financial structures become too complex, they subvert the underlying object, like a dashboard whose inner circuitry is so overrun with memory slots and connectors that it becomes a flashy distraction from the primary task of driving the automobile.

The mortgage-backed security was a useful innovation; by pooling a group of mortgages it achieved the benefit of collective security. Duly marketed to investors, such first-order securities channeled public capital into a socially useful purpose. But the CDO was a rarer and more suspect breed of cat. It was a secondary construct, more abstract, detached, mathematical. By 2004, they were a major and perhaps the  major investor in mortgage securities. As CDO investors became willing to pay higher prices, they pushed aside the savvy investors who had served as watchdogs. It may be asked, how did the CDOs get money? Simply, they also sold bonds to the public, luring them with interest rates that were a bit higher than those on less risky securities.

Investors in CDOs were distant enough from the underlying mortgages to gloss over the risk, and being dissatisfied with prevailing low interest rates, they flocked to securities that offered only a marginally higher return. Thus, they removed an important check. Previously, when a company such as ContiMortgage assembled a pool of mortgages, it had to exercise some care in selecting them, or else it would not be able to finance the pool by selling bonds. Now the only restraint was the global supply of capital that was hungry for a higher yield. And since the world, as Bernanke noted, was glutted with capital, the demand for CDOs was almost limitless.

So the U.S. housing market, instead of responding to the supply of homes, or to the incomes of home buyers, was hijacked by the whims of global investors. Actually, the trend was international, with prices  soaring in many countries, including Britain, Ireland, and Spain. United States home prices in the early 2000s rose roughly 10 percent a year and even faster in hot markets—an unprecedented rate. By 2005, the press was rife with articles debating whether housing was in a “bubble.”9

A mere rise in the price of an asset does not in itself constitute a bubble. It could be that changes in either supply or demand warrant a much higher price. A bubbly market is one that has lost its connection to supply and demand. In such cases—as in the late ’90s, when fundamentally worthless Internet stocks claimed valuations of tens of billions of dollars; or in the 1630s in Holland when, at the peak of a mania, twelve acres of land were offered for a single bulb of Semper Augustus tulip—prices are floated on sheer froth.10 During the tulip mania, Dutch traders met at taverns and contracted for the future delivery of bulbs of a flower regarded as a luxury and a status symbol. Precipitously, the bubble collapsed, and tulips once more were merely tulips. The question posed about bubbly markets has been the same ever since: What is the real price, or the price justified by supply and demand? In 2005, to get a fix on the housing market, Fannie Mae’s managers overlaid a graph of prices with that of incomes over the previous generation. From 1976 to 1999, the two lines tracked each other—each blip in income growth reflected in a corresponding change in home prices. Then, suddenly, the lines diverged. In the new century, median household income tailed off, with an annual growth rate of only 2 percent or so. Meanwhile, home prices rocketed ahead. In Boston, for instance, the median home, which had sold for a reasonable 2.2 times median income in the mid-’90s, soared to 4.6 times income a decade later. Similar leaps were tracked in other high-growth and coastal cities.11

By mid-decade, with housing prices rising at double-digit rates, the public began to believe that home-price inflation would continue, and the rise continued on a self-perpetuating course. People bought homes as they once had bought stocks—not to live in but to sell. Conferences on how to buy real estate with little or no money down drew audiences of thousands. Lay people with no training in real estate were  schooled at seminars in how to “invest” in real estate—by which was meant how to flip properties like fast-food burgers. Exploiting the leverage supplied by cheap mortgages was the entire purpose of such sessions, for leverage greatly magnified the potential profits. For a couple with an 80 percent mortgage, a home price that doubled in value translated to fivefold rise in equity. Not even tulips went up that fast. Books with titles such as Real Estate Debt Can Make You Rich appeared by the truckload and duly assaulted the bestseller lists.12 The total of real estate commissions as a share of the GDP doubled almost overnight13—a bizarre, anomalous statistic, for what could be more stable than the rate at which people move and seek new homes? And if not to actual home dwellers, to whom were the mortgages going?

Larry Pitkowsky, comanager of the Fairholme Fund, a mutual fund based in New Jersey, wondered, like a few other investors, what was beneath the housing boom. Like a very few others, Pitkowsky went to investigate. He was curious not so much about mortgages as about the businesses of various construction companies, whose stocks had retreated sharply in the latter half of 2005. Thinking they might be due for a rebound, Pitkowsky decided to check out some properties at ground level. The developments all seemed to have British-sounding names; they spoke of foxes and manors and knolls, as if to cloak their newness with images of pastoral Victorian husbandry. Pitkowsky chose a typical subdivision called Royal Oaks, in Burlington Township, a suburb north-east of Philadelphia.

Royal Oaks, under development by MDC Holdings, a Denver-based company, was so new Pitkowsky couldn’t find the location on his GPS. When he got to the area he stopped at a Dunkin’ Donuts and, ordering a cup of coffee, asked the aproned woman at the counter if she had heard of Royal Oaks.

A man in line interceded. “I know that place. I own three units.” Pitkowsky bought him a doughnut and listened to the man’s story. The man turned out to be a local Realtor in his late thirties. He had decided he could make more money buying and flipping homes than working for commissions. For a prospective investor (or lender) this was alarming  news, as speculators are more likely than actual home dwellers to abandon their mortgages. Pitkowsky thanked the man and, armed with directions, drove to Royal Oaks. Dormered homes—as yet unbuilt—were priced at up to half a million dollars. The developer required $5,000 on signing and $15,000 when ground was broken. That was it.

At the model house, which was brightened by a trim lawn, an agent was distributing flyers and showing customers around. Pitkowsky asked how the developer ensured that the buyers would live there and weren’t just speculators. The woman said, “We have a very serious process.” Pitkowsky probed further, and she explained that the process consisted of requiring buyers to “check a box.” Pitkowsky began to think that the real estate market was frothier, and perhaps more transitory, than it seemed.
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