Perspective

When the dot-com bubble burst in 2001, investors, Wall Street and the Government were looking for a new vehicle
to continue the economic growth spurred by the high tech industry. That vehicle was the rising housing market, but it
needed help to sustain the same level of growth. What followed was, in hindsight, a series of some well intentioned,
but mostly flawed business and policy decisions all aimed at creating wealth.

During the Clinton and Bush administrations, there was a push to try to put homes in the reach of everyone. This
required that interest rates remain low and that some financial regulations be loosened. For two decades until 2001,
the national median home price fluctuated, but it remained between 2.9 and 3.1 times the median household
income, according to the Joint Center for Housing Studies. By 2006 as the housing market skyrocketed, the ratio of
home prices to household income hit 4.6. In California, 4 in 10 households were spending 30% or more of their total
income on homeownership. People where living beyond their means on a false sense that housing prices would
continually raise.

In addition, the Federal Funds Rate was at 6.5% in 2000, but from 2001 through 2004, the Federal Funds Rate was
below 2%. The yield on the 1 year Treasury bill dipped well below 2%, its lowest level in 40 years. Wall Street was
looking for a bigger payoff and found it in securitizing mortgages. Through securitization, Wall Street firms and
federally chartered agencies Fannie Mae and Freddie Mac bundled up mortgages to sell to investors. These mortgage
backed securities offered higher returns and because of the rising housing market, many, including rating agencies,
believed they were safe. The high demand of these mortgage backed securities created pressure for more loans,
many of which were given to buyers with low credit scores. This frenzy gave little concern to the ability of homeown-
ers to pay off if housing prices started to decline.

Meanwhile, Wall Street investment banking firms, in their ongoing search for higher profits, began borrowing heavily.
Leverage ratios were 30 to 40 times higher than their core holdings as a result of relaxed SEC regulations for invest-
ment banks. In addition, financial firms added to the fragility of the financial system with creation complex derivative
securities. The huge number of derivative contracts (e.g. Credit Default Swaps) between financial institutions set the
dominoes in place.

The whole system, from overly eager home buyers, greedy mortgage brokers and investment bankers, absent federal
regulators to misguided policy makers all contributed to the economic collapse we witness today. There is certainly a
lot of blame to go around, but what can we learn from all of this?

To start, consumers have to start living within their means. The size of the total consumer debt grew over seven times
in size from 1980 ($355 billion) to 2008 ($2.6 trillion) with the average household carrying nearly $8,700 in credit
card debt. Next, regulators must remain diligent. The free market can be irresponsible when unchecked. Lax oversight
allowed investment banks to bet and leverage heavily without ever having the necessary capital to back it up. Finally,
policy makers need to be mindful of all the unintended consequences of their decisions. Artificially low interest rates
and widely available credit encourages debt beyond payable means.

Hopefully, with the massive trillion dollar government bailout of the financial industry fresh in our minds, investors,
Wall Street and the Government will take prudent steps to avoid such a financial meltdown in the future.
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