
Financial Crisis
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Pop Economics



Start of Financial Crisis in 2008

• Collapse of the
housing bubble: 
fueled by low interest
rates, easy and 
available credit, scant
regulation, and toxic
mortgages

• Trillions of dollars in 
risky mortgages



Sources of Financial Crisis I

• Community Reinvestment Act (1977)
• Aim 1: prohibition of redlining and statistical discrimination approach of

banks by a new obligation: provision of credits to all parts of a community, 
regardless of the relative wealth or poverty of a neighborhood

• Aim 2: support of ownership housing

Effect: Banks left their traditional risk management model and must
provide higher-risk loans and mortgages.



Sources of Financial Crisis II

• Mortgage Agencies
• Freddie Mac (Federal Home Loan Mortgage Corporation)
• Fannie Mae (Federal National Mortgage Association)

• Government would back them in case of troubles in order to support 
the ownership housing.

• Aim of the agencies: to buy mortgages from banks and issue
mortgage-backed securities (CDO - Collateralized Debt Obligation)

• Effect: Banks accepted high-risk loans and could get rid of risks by 
selling the mortgages to agencies.



Sources of Financial Crisis III

• Credit Rating Agencies (CRA)

• rate a debtor's ability (countries, securities) to pay back debt and the
likelihood of default.
• Standard & Poor‘s

• Moody‘s

• Fitch

• Did not see risk in CDOs and rated them as AAA



Consequences

• Predatory lending, also NINJA loans
• NINJA: no income, no job, no assets
• half 1990s to 2007
• subprime mortgages

• Moral hazard of banks
• Moral hazard: a person/institution takes more risks because someone else

bears the cost of those risks
• Lender did not have to pay instalments for the first two years
• Bank employees received bonuses for mortgage amout.
• Recommendation: The Big Short (movie or book)



CDO (Collateralized Debt Obligation)

• A security that pools together cash flow-generating assets (i.e. 
mortgages, bonds and loans)

• It often composed of the riskier portions of mortgage-backed
securities: toxic asset

• CDOs evolved into the mortgage and mortgage-backed security (MBS) 
markets

• Tranches divided according to risk: prime (less risky), average, 
subprime (most risky)



Source: The Financial Crisis Inquiry Report, Final
Report of the National Commission on the Causes
of the Financial and Economic Crisis in the United 
States, 2011



Normal Distribution Model of Risks Failed

Nassim Nicholas Taleb in Black Swan
explains the normal distribution model 
underestimates extreme events.

In finance he rather suggests „fat-tailed
distributions“.



Diversification reduces a risk – really?

• Harry Markowitz: When one diversifies
assets in portfolio well, they are better
immune to the crisis.

• Did not work

• All the assets were loosing the value.

Source: www.thefamouspeople.com



What to remember

• Security

• Statistical discrimination

• CDO

• MBS

• NINJA

• Freddie Mac, Fannie Mae

• Normal and fat-tailed distribution

• Rating Agencies
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