
STOCK MARKET CRASH OF 2008  - AND THE CREDIT CRISIS
The crash of ’29 was caused by:

Wild spending – Consumer credit craze – stock market manipulation – 

Stock speculation – consumers buying stock on margin
Unequal distribution of wealth -  Huge amount of the world’s wealth was controlled

by a very small number of very wealthy people.  The middle class was shrinking.

2008 – CREDIT CRISIS
THE CREDIT CRISIS EXPLAINED:  http://www.youtube.com/watch?v=Q0zEXdDO5JU
Major Institutional Investors:

1. Sovereign Funds =  money for a treasuries of countries throughout the world.

2. Insurance Companies =  money collected from insurance premiums invested for profit.

3. Pension Funds = money from major corporations who offer Retirement Pensions to

                               employees as a fringe benefit. 

4. Mutual Funds = professionally managed type of investment scheme where a fund 

                              manager pools money from many investors and invests the money



      stocks, bonds & other mutual funds. 

5. 401K Retirement Plans =  retirement savings plans which allow a worker to save for
                                              retirement and have the savings invested while deferring
                                              current income taxes on the saved money and earnings
                                              until withdrawal.
6. Hedge Funds = a lightly regulated investment fund typically open to a limited range
                             of investors.
THE GLOBAL POOL OF MONEY = all the savings in the world.

 Total = about $70 Trillion 

Between 2000 and 2007 the global pool of almost doubled in size, from 36 T – 70 T.

The global army of investment managers was all looking for the same thing. A nice safe
investment with the highest possible return.
U.S. Treasury Bills were the traditional safe investment. 

Most considered it as good as cash & they paid a reasonable rate of interest.
After the Dot.com bubble burst and the September 11, 2001 attacks in N.Y. & D.C. 
the U.S. Federal Reserve Board led by Alan Greenspan, lowered it’s interest rate on T-Bills to 1%.

Global investors began to look elsewhere for a greater return on their money.

In 1999 the U.S. Congress repealed parts of the Glass-Steagall Act of 1933 which
had put restrictions on banks to keep them from getting involved in high-risk

stock market speculation.

Banks go crazy with LEVERAGE. Make big money on leveraged deals
Leverage = borrowing large amounts of money to increase the impact of investments.

                    (Borrowing money to gamble in the markets)

The global pool of money wants to get in on the deal.
Big Wall Street investment banks figure out a way to connect the Global Pool of Money

with homeowners through Mortgages.

Mortgages on homes were considered very safe and the value of home mortgages had been rising since World War II.
How Mortgages work:

Family wants to buy a house – contacts a Mortgage Broker – broker gets a fee for connecting the family with a Lender (hometown Commercial bank or Mortgage Company like “Countrywide Home Loans” or “Lending Tree”) willing to make the loan.

The mortgage lender then sells the mortgage to a Wall St. Investment Company for a

nice fee.  

The Investment Co. borrows hundreds of millions of dollars to buy thousands of

home mortgages. 

Then they bundle the mortgages together into a kind of investment called a

Mortgage Backed Securities (MBS) 

MBS’s are divided into 3 basic slices – rated by Credit Rating Agencies.

AAA – Safe loans

BBB – OK loans – a bit riskier

Unrated – Riskiest loans  (called “Toxic Waste” on Wall St.)
Wall Street Investment banks slice up the MBS’s according to how safe the deal is

and package the slices into a new type of security called a Collateralized Debt Obligation or CDO.
Wall St. investment banks then further divided up the riskiest loans (Toxic Waste)
and had the top slice rated AAA by the ratings agencies.

CDO’s were sold world-wide to investors in the Global Pool of Money who were looking 

for someplace with a higher rate of return to invest their money.

Since the CDO’s paid the highest rate of return, many investors in the Global Pool of Money bought them in large numbers.  CDO firms were feeling pressure from investors to create more and more CDOs. Eventually they had to start making CDOs out of riskier and riskier slices of the “Toxic Waste”. Remember they were getting $1 Million a year per deal in fees for selling these things. 
THE “HOUSING BUBBLE” & THE SUB-PRIME MORTGAGE CRISIS

Prime Mortgages = loans to responsible home owners.

Sub-Prime Mortgages = loans to less responsible home owners

As the Global Pool of Money began demanding more & more CDO’s  mortgage brokers began looking for more & more people to sell mortgages to.

As long as the “Housing Bubble” continued, housing prices rose to record heights. 

From 2000 – 2006 housing prices rose like a skyrocket.
Unfortunately although housing prices rose, family incomes did not.  From 2000 – 2007 the Median household income stayed flat.

By late 2006, the average home cost 4 times what the average family made.

Real estate speculators began buying houses & “Flipping” them for a profit. As long as housing prices were going up these speculators could get rich.

Mortgage companies & banks began to offer increasingly riskier home loans.
Stated Income-Verified Asset (money in the bank) loans.

Stated Income-Stated Asset loans.

No Income-Stated Asset loans.

NINA loans. No Income No Assets loans, sometimes called “Liar’s Loans”
Banks didn’t worry about loans not being paid back because they would only hold the loan of a couple of months until they could sell it to investors in the Global Pool of Money. 

Mortgage brokers, Mortgage Companies, and Fund managers didn’t care because they made their money by charging fees for passing the loans along.

Once home buyers started having trouble paying the mortgages they began borrowing to pay the mortgage.  Eventually they began to miss mortgage payments and eventually had to default on the loan.
In late October 2006 the “Housing Bubble” had burst. So many people had defaulted on mortgages that housing prices stopped rising.  Lenders began to foreclose on the mortgages, and as more and more neighborhoods began to have houses in foreclosure, the value of all the homes in the neighborhood began to decline.  

As the decline in value continued, buyers found they owed more money on their home than it was worth. Some found it cheaper to just walk away from the loan and file bankruptcy. 

As the housing slide continued the Wall St. banks began to back away from buying the riskier mortgages from the small local banks and mortgage companies. 

This left the small banks holding risky mortgages that they couldn’t sell. As the defaults continued, they lost millions of dollars. Many went out of business.

But the Wall St. banks where holding mortgages that they had not yet turned into CDOs.

And the Global Pool of Money stopped buying CDOs – even the AAA rated slices.

 By now, most of the mortgage backed CDOs are worth only ½ their original value, some are worth close to 0.
The Global Pool of Money lost trillions of dollars, and now they are no longer obsessed with getting a higher rate of return for their money – now, they are only obsessed with safety. They wont invest in anything riskier than U.S. Treasury Bills, even though the T-bills are now paying close to 0%. 

Banks wont’ lend to Corporations to restock inventory or expand their business, they won’t even lend money to each other. They don’t know who still has some of these “Toxic Assets” on their books, so everyone is a bad credit risk. 

They won’t even loan money to countries like Iceland. Iceland’s central bank had to pay more than 15% interest to get anyone to lend them money. So Iceland went bankrupt.
Many other small countries are in similar situations.

In 2008 the U.S. had 1.1 Million bankruptcies. 

Credit became frozen all over the world.

Welcome to the global credit crisis.

