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ABSTRACT 
 
 
 

 The purpose of this thesis is to provide a narrative evaluation of major 

determinants of the recent U.S. housing price bubble in the context of established theories 

on the formation of asset bubbles.   

 Chapter one reviews popular theories on the formation of asset bubbles, and 

reexamines them in the context of the creation of the housing bubble, where appropriate.  

I look first at Shiller’s work on the decision-making processes of the individual investor.  

Next, Minsky’s Financial Instability Hypothesis is outlined.  As a final consideration, 

literature on the role of asset prices in determining monetary policy is discussed.  

Chapter two outlines three commonly cited causes of the housing bubble: the subprime 

mortgage market, banking sector deregulation and the rise of the “shadow bank” 

industry, and monetary policy.  The causal linkages supposed to have allowed each 

determinant to grow the housing bubble are followed.  The third chapter provides data in 

support of these causal linkages.  The final section provides a conclusion to the thesis 

summarizing its contents and providing analysis of its strengths and weaknesses. 
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INTRODUCTION 

At the time of this writing, the United States is enduring what many have called 

“the worst recession since the [Great] Depression.”1  GDP growth has been negative for 

five of the eight preceding quarters2 (with some disagreement over the meaning of the 

positive growth reports)3, while unemployment hovers around 10% nationwide.4  The 

depth and length of this economic downturn has prompted many to ask “how did this 

happen?”   

 While the most direct cause of our current situation was the status of banks' 

balance sheets in the wake of the subprime mortgage crisis of 2007, this was not its 

progenitor.  In fact, what in part caused the subprime mortgage crisis was the bursting of 

the U.S. housing price bubble of the early to mid 2000's.  As far removed as we are from 

this event, and as we as a nation are currently dealing with the much larger problem of its 

fallout, it is easy to dismiss as “water under the bridge.” 

  The originating factors of the recent housing price bubble were common to 

speculative mania.  They, or causes like them are so well understood in fact, that theories 

outlining their role in the formulation of asset bubbles have been long understood.  The 

purpose of this thesis is to first investigate the major determinants of the housing bubble 

in the context of these theories so as to establish grounds for their relation.  A case will 

                                                 
1 Stephen Herzenberg, “How the stimulus rescued America,” The Philadelphia Inquirer, February 17, 

2010, Opinion section, Electronic edition, http://www.philly.com/inquirer/opinion/84583907.html. 
2 News Release: Gross Domestic Product, “Table 1.--Real Gross Domestic Product and Related 

Measures: Percent Change From Preceding Period,” Bureau of Economic Analysis, 
http://www.bea.gov/newsreleases/national/gdp/2010/xls/gdp4q09_adv.xls. 

3 As Catherine Rampell points out in her January 29, 2010 New York Times article titled “U.S. Economy 
Grew at Vigorous Pace Last Quarter,” inventory stockpiles are included in GDP calculation.  If 
businesses nationwide allow their inventories to decrease at a slower pace than previously measured, as 
Rampell states they recently did, GDP will measure higher not because of real growth, but because of 
increased inventories.  Rapmell suggests 2.3% to be a more accurate estimate of real growth in Q4 2009 
when compared to 5.7% as published by the Bureau of Economic Analysis.   

4 Economic News Release, “Employment Situation Summary,” Bureau of Labor Statistics, 
http://www.bls.gov/news.release/empsit.nr0.htm. 
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then be made for the acceptance of each cause proposed as a determinant of the housing 

bubble.  It is my hope that in doing this, the myth that the circumstances surrounding the 

creation of our housing bubble were somehow different from other speculative 

phenomena previously observed, or that we have entered some kind of “new era” of 

economic investment can be dispelled.  The origins of this housing bubble are common to 

speculative mania; this could very easily happen again. 

Motivation  

 On a personal level, the study of the recent U.S. housing price bubble is 

interesting for several reasons.  Primarily however, because it occurred at a time when the 

notion of how my personal finances fit into my long-term goals first became of concern.  

While attending school in Southwest Florida, work as an office assistant at a local branch 

of an international home finance firm supplemented my income.  During the peak of the 

housing bubble, it was amazing to learn the income potential of some of our mortgage 

originators.  That, of course, all changed within the following few years.    

 Our individual approaches to money management are shaped largely by how we 

view others (perhaps our parents first, and then peers) approaching theirs.  Witness to 

negative consequence deters to some degree our willingness to follow a particular course 

of action.  It will come as no surprise to me if this event and those transpiring shortly 

thereafter affect fundamentally the way my generation views personal finance and long-

term investments.   

 The idea of painting the housing bubble as a speculative bubble is certainly not an 

original idea.  In a scholarly vein, no new ground will be broken here.  What will be 

accomplished however, is the reiteration of the determinants of this bubble as common 
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speculative tendencies for the sake of general education.  If in the future, each economic 

agent is able to recognize the warning signs of a similar catastrophe, perhaps it can be 

avoided.        

Plan of Study 

 The literature review contained within the first chapter of this thesis aims to arm 

the reader with the theoretical framework necessary to analyze the narrative evaluation of 

and data pertaining to the origins of the recent U.S. housing price bubble.  To this end, the 

psychological factors which underlie the actions of individual investors will first be 

addressed.  A survey of Robert Shiller’s Irrational Exuberance will be conducted.  Next, 

to understand the repercussions of mass convergence on one investment, a review of 

Hyman Minsky’s Financial Instability Hypothesis is carried out.  Lastly, the role of 

monetary policy as a permissive force during a marked rise in asset prices is examined.    

The second chapter will take a narrative approach in surveying three commonly 

cited determinants of the housing bubble:  the proliferation of the subprime mortgage  

market, the actions of the then newly established “shadow banks”, and the permissive 

nature of monetary policy during this time.  In discussing the impact of the subprime 

mortgage market on the growth of housing prices, the gradual lowering of underwriting 

standards that has taken place over the last 20 years will be brought to light.  It was this 

that ultimately allowed such widespread use of subprime mortgage products. The 

influence of these changes in business practice and their effects on low-income borrowers 

and real estate investors alike will then be discussed.  To examine the role of shadow 

banking institutions on the housing market of the early to mid 2000s, the deregulation of 

banking activities with the U.S. since the 1970s and will be first be called to mind.  It was 
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this deregulation which eventually led to the 1999 repeal of the Glass-Steagall act, once 

again permitting lending institutions to associate with, and even own, brokerage firms.  

The primary effect of this regulatory change was the encouragement of the solicitation of 

home finance.  Because mortgage derived investments were becoming of international 

popularity, demand for such securities increased, putting pressure on banks to create 

loans.  Finally, role of monetary policy in creating the housing bubble will be discussed.  

The Federal Reserve having lowered the Federal Funds rate in the early 2000s had the 

effect of increasing the money supply and encouraging credit expansion.  Rates on 

Adjustable-Rate Mortgages also decreased more so than those of traditional mortgage 

products, making them especially attractive.      

 The third chapter of my thesis will consult data sets compiled to provide 

evidential support for the determinants claimed in the previous chapter.  Each set will 

look at the quantifiable variables which would be expected to experience change as a 

direct result of the causal framework outlined in the previous chapter.  Each of these 

changes is set against a backdrop of a graph outlining the observed growth in the national 

housing price index (Case-Shiller) during the same time period.  It is my hope that the 

similarities found in their movements will serve to convince the reader of a causal 

relationship between any of the two. 

 As an end cap to the thesis, a survey of the findings of the study and exploration 

of opportunities for further study will be provided.  The strength of arguments put forth in 

this thesis will come under scrutiny, but will then be contrasted by the weaknesses found.  

From these conclusions, recommendations for future study are procured.                
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CHAPTER 1: LITERATURE REVIEW 

 This section is intended to both make the reader aware of theories established 

which address investor behavior and the construction of asset bubbles.  Where possible, 

these theories will be applied to the recent U.S. housing bubble.    

1.1 “New Era” Thinking and Other Psychological Factors 

 If at the heart of the anatomy of the speculative bubble is the speculator, it follows 

that any thorough study of what drives these bubbles will also include an in-depth survey 

of what motivates the speculator.  Perhaps the single most comprehensive publication 

concerned with the behavior of individual agents within speculative markets is Robert 

Shiller's (2001) book “Irrational Exuberance”.  The first edition was written primarily as 

a response to the tech boom of the late 1990s.  Shiller sought to explain the nature of 

speculative bubbles within the stock market by examining among other influences, 

cultural and psychological factors surrounding the market increases which had just taken 

place and similar market gains before it.5  When the second edition was released in 2005, 

Shiller acknowledged that the subject matter was perhaps not so specific as to be 

applicable only to bubbles within the stock market, but that it could likely apply to the 

housing price increases which were then becoming more apparent.  Indeed, many of the 

theories presented aim to discover the psychological roots of general speculative 

behavior.  Understanding these motivations will prove beneficial as the framework 

presented in the next two sections of this chapter assumes comprehension of such 

reasoning. What follows here is an examination of the theories Shiller proposes which 

lend themselves most easily in application to the housing bubble and where applicable, 

                                                 
5    While many of the ideas put forth in Irrational Exuberance are not unique to Shiller, this work remains a 

fantastic reference for anyone interested in the study of behavioral economics.  
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reference to additional writing on the subject.  

The “New Era” Mentality/”This Time is Different” Syndrome 

 One theme common to many theories of speculative bubbles is the notion among 

investors that the circumstances surrounding the creation of an observed run-up in prices  

are somehow different, and perhaps more favorable from those observed before, and that 

as a result, the growth in asset values is justified.  Shiller identifies this as “New Era” 

economic thinking.  As an example of such reasoning, he calls from memory the advent 

of the internet in the mid-1990s. This innovation led many to expect an increase in 

productivity, and subsequently, and increase in stock prices.  The expectations associated 

with the arrival of this new technology gave rise to enthusiasm over a growing market, 

which encouraged investment among new and seasoned investors alike.    

 It is important however, to keep these New Era developments in perspective.   

Shiller reminds us that markets have seen such landscape-altering conditions before.  He 

argues the introduction of the automobile was equally important to the productivity of 

businesses.  It is for this reason market agents ought not to expect higher growth rates 

than when considering other, equally as revolutionary innovations.   

 The New Era rationale experiences criticism from other economists as well.  Paul 

Krugman (1997) commented on what he called the “new economy view” when 

addressing investor outlook on late 1990s economic performance.  He argued in part that 

the rate of growth the U.S. experienced at the time of his writing was not sustainable in 

the long-term.  Classic economic fundamental restrictions, he stated, would hamper 

similar future performance.  Additionally, he addressed the notion that then recent 

technological advances were responsible for the increase in productivity and that because 
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of this, growth would continue.  Krugman countered this idea by citing actual, lower 

productivity figures.6  The entire article serves to caution the reader against embracing 

too quickly the idea that established economic relationships can fundamentally altered.       

 Similar to the New Era mentality, and in some ways, a direct application of its 

premises to the housing bubble is the “This Time is Different” Syndrome.  Reinhart and 

Rogoff (2009) cite academics, policy economists, financial market researchers, and even 

policy makers who hailed recent economic conditions as fundamentally different from 

any time in history.  The following is a sample of reasons given for such a sanguine view 

of the economy during the run-up to the subprime mortgage crisis: 

• The United States, with the world's most reliable system of financial regulation, 
the most innovative financial system, a strong political system, and the world's 
largest and most liquid capital markets, was special.  It could withstand huge 
capital inflows without worry. 

• In addition to its other strengths, the United States has superior monetary policy 
institutions and monetary policy makers. 

• New financial instruments were allowing many new borrowers to enter mortgage 
markets.   

• All that was happening was just a further deepening of financial globalization 
thanks to innovation and should not be a great source of worry.7 

 
A New Era attitude taken by these agents was justified (in their own minds) by the above 

reasons, among others.     

The Feedback Model 

 Fundamental to explaining investor behavior, and perhaps serving as the 

foundation for all speculative bubbles is Shiller's Feedback model.8  What may seem 

                                                 
6 As Krugman explains, there is often a learning curve associated with the adoption of new technology.  

Cost of implementation sometimes prevents benefits from being realized immediately.  
7 Carmen Reinhart and Kenneth Rogoff, This Time is Different: Eight Centuries of Financial Folly 

(Princeton: Princeton University Press, 2009), 214-215 
8 Actually, the theory is not original to Shiller.  As he concedes, it is one of the oldest financial theories, 

as it has been implied in countless articles before his.  Shiller's original contribution will prove to be the 
empirical support for this theory.   
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elementary in some ways describes quite adequately the chains of causality responsible 

for the formation of speculative bubbles.  Shiller asserts that investor confidence is  

supported by rising prices.  This confidence is manifested in further investment in the 

asset.  This brings a further rise in prices, which entices more investors (and their 

confidence) into the market.  Their collective action will further raise prices, and so the 

loop goes.   

 To support this idea, Shiller reveals the results of numerous surveys of investor 

confidence over a 10-year period he and the International Center for Finance at Yale after 

him have conducted.  When consulting high-income individuals across the country, 

Shiller finds that attitude toward the stock and housing markets rises and falls with 

aggregate performance in these markets.  During the late 1990s for example, respondents 

had an overwhelmingly positive outlook on the stock market.  This declined markedly 

however, in the early 2000s when perspectives on the housing market started to pick up.   

 Shiller continues in his discourse to reveal a sample of different kinds of feedback 

loops.  The mechanism, he explains, is the same in all.  The precipitating and reacting 

factors however, can change.  Price-to-Price Feedback is the sort which I have already 

addressed.  Price-to-GDP Feedback (akin to the “wealth effect”9,10) starts with an increase 

in asset prices which boosts optimism.  This perceived increase in wealth encourages 

consumption which boosts GDP.  The resulting appearance of economic success 

encourages investors to bid up markets further.  Shiller concludes his discussion of 

                                                 
9   The wealth effect, simply put, states that a consumer's spending habits are directly correlated to his 

perceived wealth.  If, for example, he were to observe his stock portfolio to rise in value, a similar 
increase in spending would be expected.  The opposite is also true.  If losses are perceived, a decrease in 
spending should occur.   

10 For a discussion of the wealth effect in the context of consumer spending, see:   
 Maki, Dean M. and Michael Palumbo, Disentangling the Wealth Effect: A Cohort Analysis of 

Household Saving in the 1990s (April 2001). FEDS Working Paper No. 2001-21. 
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feedback loops by suggesting the very perception of a feedback loop among the public is  

sometimes enough to encourage the development of one.  Investors wanting to “ride the 

wave” can in fact churn the water themselves.    

Herd Behavior 

 The concept of herd behavior, though psychological in nature, has clear practical 

applications to the study of investor actions.  Defined by Shiller through a series of 

accounts of experiments designed to determine the influence of pressure from social 

groups and authoritarian figures (those of Asch (1952) and Milgram (1974), 

respectively), herd behavior is simply the tendency of an individual to ignore his own 

inclinations to instead conform to the perceived superior knowledge of either a group or 

an expert personage.  Shiller uses the lesson garnered from an example of two identical 

and empty restaurants standing side-by-side to frame the rest of his chapter.  The first 

potential customer of either of these restaurants would theoretically have nothing except 

his perception of the restaurants on which to base his decision of which choose.  A second 

customer however, would not only have his own information, that is, his appraisal of the 

restaurants, but also the input of seeing the first customer eating inside of whichever 

restaurant he chose.  If the second customer chooses the same restaurant as the first, they 

will have started a chain reaction which may in fact lead to all potential customers 

choosing the same restaurant, and none choosing the other.  The point Shiller means to 

communicate in this example is that the entire scenario was the result of a lack of 

dissemination of information.  Because the members of the group of customers did not 

share their first impressions of the restaurants before any of them made a decision, they 

relied only on the influence of having observed others make a decision.  Fundamental to  
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this example of herd behavior, which closely parallels decisions made in asset markets, is 

the transmission of information.  Throughout the rest of the chapter, Shiller explores  

facets of human communication which affect this kind of decision-making.   

 The desire to communicate, Shiller stresses, is an innate human desire.  It is for 

this reason that conversation is observed to permeate everyday activities.  The sort of 

information which we tend to spread, he observes, tends to be about topics that benefit 

others in everyday living such as food, dangers, and other members of society.  It is for 

this reason that people are more than happy to discuss opportunities to buy hot stocks, or 

how to avoid making financial mistakes.   

 Much of the balance of Shiller's chapter on herd behavior focuses on the ways in 

which we communicate and how this affects the spread of ideas.  While interesting, and 

certainly relevant to the study of the social dynamic as it relates to investment, it does not 

address specifically the topic of my interest.  Instead, I will skip to the end of the section 

to acknowledge his survey of human attention. 

 Shiller claims attention, that is, the object of our individual focus is generally 

singular.  We are adapted to focusing on one thing at a time, at the expense of noticing 

peripheral events.  He argues in addition that attention can be affected by social factors.  

The brain has evolved to direct its concentration to the things to which others around us 

are paying attention.  It is not difficult to see then, that in a herd setting, where one agent 

becomes focused on an indicator that others around him should also become interested.  

Suddenly, this becomes the only factor dictating the actions of the group.  Such is a 

manifestation of herd behavior.         
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A Final Thought: Shiller's Psychological Anchors  

 Framing, in my opinion, much of the rationale for making decisions about asset  

purchase are Shiller’s “Psychological Anchors”.  Each of the lines of reasoning he 

addresses seeks to explore in a different way the justification of prices in the mind of the 

individual.  As we generally consider ourselves to be rational beings making rational 

decisions, especially when it relates to something as serious as investment, we find it 

necessary to find such explanation for our actions.  Unfortunately, reasonable anchors are 

not always available to us, or if they are, we are not interested in putting forth the amount 

of work necessary to discover them.  In these situations, we rely on whatever “logic” is 

readily available.  I have identified three of the anchors given in his chapter as being most 

relevant to the study of the recent housing bubble. 

 Quantitative Anchors are those which rely on numerical evidence to support 

justifications.  An example Shiller gives is that of a survey respondent giving two 

different answers when first asked in free response form what their average income was 

as compared to being given a series of ranges from which to choose.  In this case, the 

individual used the income ranges given as an anchor on which to base his decision.  

Shiller argues this can translate to asset investment in that sometimes investors will use 

previously observed prices to judge whether a price with which he is confronted is over 

or under-priced. 

 Moral Anchors are similar insofar as they act as support for a chosen line of 

reasoning.  What I find of particular interest here is Shiller’s exploration of storytelling.  

Oftentimes, as is observed among gamblers and investors alike, the “after-the-fact”  

explanation as to why he chose a particular course of action is based almost entirely in an 
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account of historical and descriptive factors – not quantitative or logical ones.  This train  

of thought encourages agents to rely on pieced together information from a variety of 

sources when making decisions.  If a coherent story can be ascertained, regardless of its 

relative basis in reality, agents are found to be justified.  This translates to asset purchase 

in that buyers are likely to rely on stories about “how good” an investment is based on 

superficial qualities of the investment rather than the probability that it will yield return.   

 Perhaps most applicable to the justification processes used in any sort of 

investment activity is the concept of overconfidence.  Shiller states an innate human 

psychological quality is that of being more confident in ones statements and decisions 

than one should be.  The example Shiller gives is that of an experiment wherein 

individuals were asked how confident they were in their answers to a series of questions 

such as “Which of these two magazines has the higher circulation?”  To put the answers 

in perspective, of the people who replied they were certain their answers were correct 

were in fact right only about 80% of the time.11  In addition, humans are shown to exhibit 

“magical thinking”.  People, it turns out, are more confident about their ability to predict 

the outcome of an event about which they know nothing before it actually happens.  If a 

coin is tossed in the air, Shiller states, agents are much less likely to bet on the outcome 

after it has landed.  The applications of overconfidence to the world of investment are 

obvious.  Because investments are by definition made before profit or loss is realized, we 

are at a disadvantage of being unfoundedly overconfident in the outcome.    

1.2 Minsky's Financial Instability Hypothesis 

   Hyman P. Minsky concentrated his academic vocation on the exploration of 

                                                 
11 See Baruch Fischof, Paul Slovic, and Sarah Lichtenstein, “Knowing with Uncertainty: The 

Appropriateness of Extreme Confidence,” Journal of Experimental Psychology: Human Perception and 

Performance, 3 (1977): 522-564. 
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stability within economic markets.  To this end, he published numerous works, most 

notably Minsky (1975) and Minsky (1986).  The theses of his writings evolved into what 

came to be known as the Financial Stability Hypothesis.  Minsky affirms his theory is, in 

composition, an adoption of Keynes's (1936) General Theory, while borrowing from 

Schumpeter (1934) his credit view of money and finance.  Minsky's theory is hailed as 

eminent among theories explaining business cycles, and has enjoyed consideration in 

countless publications following.  Given here is a review of the crux of his hypothesis, 

examples of application to the recent housing price bubble, and popular criticisms of 

Minsky's work.         

The Theory 

 The Financial Instability Hypothesis seeks to determine the effect of debt on the 

behavior of a larger economic system.  It analyzes in detail the processes by which a firm, 

under prolonged favorable economic conditions, will borrow for the purpose of 

investment, in the hope of realizing new profits.  These favorable conditions, Minsky 

hypothesized, bring about riskier and riskier behavior on the part of individual firms, 

leading eventually to an unsustainable debt-to-income ratio, and as a result, an economic 

contraction.    

 Minsky's theory supposes the amplification of such events to be dependent on two 

categories of relationship.  His “[financial instability] hypothesis holds that business 

cycles of history are compounded out of (i) the internal dynamics of capitalist economies,  

and (ii) the system of interventions and regulations that are designed to keep the economy 

operating within reasonable bounds.”12  This is grossly informative in that it delineates 

                                                 
12 Hyman P. Minsky, “The Financial Instability Hypothesis,” Working Paper No. 74, The Jerome Levy 

Economics Institute of Bard College, (1992): 8. 
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precisely how Minsky's theory describes the ebb and flow of business cycles.  As the 

comprehension of both points is important to the understanding of the Financial 

Instability Hypothesis, I will describe them both, beginning here with the former.   

 Minsky describes the system by which modern capitalist economies realize capital 

improvement by giving an admittedly simplistic explanation of the modern debt system.  

Investment, he states, is funded by deposits made by customers made into some financial 

intermediary (i.e. a bank).  Customers are then free to borrow these same funds (albeit at 

an agree-upon rate of interest) for the purposes of investment.  As successful investment 

brings about profit, the borrowing customer is able to service his debt to the bank, which 

can in turn pay interest to customers who have funds on deposit.  Minsky gave this 

abridged account of modern banking for one reason:  to establish the relationship 

between actual capital development and the actors which interact to bring it about.  This 

highlights the importance of changes to both the individual situations of these agents and 

the financial structure as a whole.      

     The “internal dynamics” to which Minsky referred are encapsulated almost 

entirely in the actions of borrowing entities within a system.  For this reason, Minsky 

concentrates on borrowing entities, or “units” as he calls them, postulating there are three 

types of acting in any given financial system.  He classifies them according to income-

debt ratio, effectively categorizing them by their ability to meet their payment  

commitments.  The first entity he identifies is “hedge” financed.  Hedge units are able to 

service all their debt obligations using their cash flows.  Minsky states that the higher the 

share of equity financing in a unit's total finance composition, the more likely it is to be a 

hedge unit.  The next entity is the “speculative” finance unit.  These actors are able to 
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service their debts using income from their own assets, but cannot repay the principal on 

their liabilities.  That is, they must roll over new debt to pay down old.  Finally, Ponzi 

units are not able meet their commitments nor are they able to pay down their principal.  

The options Minsky extends to these borrowers is to either borrow further, or to sell 

assets in order to make interest payments.  Either option, he notes, lowers equity of the 

unit as it increases liabilities.   

 The objective in grouping these agents as he did was to show there could be two 

very different inclinations, depending on the composition of the type of its borrowers, for 

an economy.  Minsky states, as the first theorem of his hypothesis that there are financing 

regimes under which the economy is stable, and those under which it is not.  The first, 

and classically held notion13, was that economies tended to seek and maintain 

equilibrium.  The second idea, as Minsky argued, was that the higher the concentration of 

speculative and Ponzi financed units, the greater the proclivity to become financially 

unstable.  As stated before, under favorable conditions, agents will engage in increasingly 

risky behavior to the point of an unsustainable debt-to-income ratio (i.e. a progression 

from hedge to Ponzi finance schemes). 

 The other means by which Minsky states business cycles are compounded is the  

 “system of interventions and regulations.”  This alludes to government interaction with 

financial systems.  The involvement of the government as a refinancing agent for both  

financial institutions and business firms affects the behavior of the system, states Minsky.  

It is because of the reassurance of government as a safety back-stop that intermediaries 

and firms have become comparatively whimsical with their investments.  If the 

                                                 
13 This idea was maintained by famous early economist Léon Walras.  A mathematically non-intensive 

summary of Walras' major contributions to the field of economics is given in:  R. F. Harrod, “Walras: A 
Re-Appraisal,” The Economic Journal 66, No. 262 (1956): 307-316.   
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government can be counted on, the risk of realizing negative consequence to poor 

investment is greatly diminished.  Minsky argues this can add a measure of upward bias 

to an economy.            

 I mentioned earlier the first of Minsky's theorems of this hypothesis.  The second, 

which is exceedingly relevant given the mechanisms through which our economy arrived 

in its present state, is that economies which experience extended periods of prosperity 

naturally move from a stable state to, through the actions of its borrowing units, an 

unstable one.  Minsky postulates that these economies, which are dominated by hedge 

borrowers, increase their share of speculative and Ponzi borrowers, effectively nudging 

the economy toward a state of instability.  Given the explicitness of this second theorem, 

it is perhaps not surprising that select economists have addressed the application of 

Minsky's hypothesis to the recent housing price bubble. 

Application of Minsky's Hypothesis to the U.S. Housing Price Bubble   

 As Minsky's Financial Instability Hypothesis postulates mechanisms through 

which speculative mania can occur, it lends itself very well to application to the recent 

housing price bubble.  Indeed, several economists (Kregel 2008; Wray 2008; Magnus 

2007; Whalen 2007) have sought to apply Minsky's teachings to the housing crisis.  As  

there exist far too many to summarize here (the previous list was certainly not 

exhaustive), I will look only at a cross-section.  I have picked two papers which stand at 

odds with one another in order to illustrate the diversity of interpretation when 

considering Minsky's work.  One (McCulley 2009), argues that recent events can be 

described adequately by Minsky's hypothesis.  The other (Davidson 2008) states that they 

cannot.   
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 McCulley's work focuses on the recognition of borrowers during the growth of the 

U.S. housing price bubble as Minskyan units.  It was the actions of these borrowers 

operating in the “shadow banking” system, McCulley argues, which brought about ever-

increasing asset values.  He likens the hedge unit to the borrower who holds a traditional 

30-year mortgage.  This individual is able not only to service his debt entirely, but to 

amortize his principal as well.  Speculative units are characterized in this scenario by 

their ability to service their debt, but not pay down their principal.  Fittingly, these 

borrowers took on IO or “interest only” loans which required them only to pay the 

interest on their loan, but not the principal.  When the loan matured, however, they would 

then be responsible for paying the principal.  This type of loan was commonly known to 

have a “balloon payment”.  Lastly, McCulley addresses the Ponzi unit.  Because the 

Ponzi borrower is not able to amortize his principal or to service his debts, he must 

borrow on what is known as a “negative amortization” schedule.  In this case, the 

mortgage holder is allowed to pay less than his monthly interest payments, the balance of 

which will be included in his balloon payment when the loan comes due.  It is actually 

possible for the borrow to owe more on the loan when it matures than when it was  

originated. 

 McCulley's explanation of the run-up in housing prices is really quite simple, and  

hinges on the actions of the two riskiest units: the speculative and Ponzi.  These 

borrowers, because they financed the purchase of their homes using mortgage products 

which did not require them to pay as much on a monthly basis as they would with a 

traditional mortgage, were able to afford to pay more (in amount borrowed) than were 

other borrowers.  This reality, along with the sheer volume of home buyers taking 
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advantage of it, drove up home prices.  Of course, as McCulley states, these borrowers 

were counting on the availability of favorable re-finance terms at the time of maturity, a 

condition which did not hold for many speculators.                       

 Davidson, on the other hand argues that the application of Minsky's theory to the 

housing price bubble is not appropriate.  Primarily, he says, because the units acting in 

the recent housing price bubble fail to meet criteria necessary in order for the bubble to 

have been Miskyan in nature.  Instead, Davidson believes the bursting of the bubble was 

the result of an insolvency issue among underwriters of mortgage-backed securities.  

 Davidson draws attention to a Minskyan condition raised by Papadimitriou and 

Wray (1999): “Thus, over the course of an expansion, the economy moves from hedge to 

speculative to Ponzi finance.  Minsky argued that this is a necessary precondition for an 

unstable financial system.”14  Drawing on this, Davidson asserts first that each subprime 

borrower thought himself to be a hedge borrower.  He then argues that either because of a 

lack in the original agreement of provision for pre-payment or prohibitive fees associated  

with pre-payment, that hedge subprime borrowers could not possibly refinance their 

loans, effectively nullifying their ability to engage in speculative activities.  If these 

circumstances were true, then there is only one possible way for subprime borrowers to 

engage in speculative finance.  If a subprime mortgage holder wished to engage in 

speculative finance, Davidson argues, he would have first to obtain a first mortgage.  

Then, it would be necessary for him to obtain a second mortgage to service his debts.  

Because he is a subprime borrower and likely has little to no equity in his home, 

however, he is not likely to qualify for a second mortgage – Ponzi finance is not a 

                                                 
14 Papadimitriou, D. B., and L. R. Wray.  “Minsky’s Analysis of Financial Capitalism,” Working Paper No. 

275, The Jerome Levy Economics Institute, (1999): 10. 
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practicable option for the subprime borrower.  It is because there could not have been 

(according to Davidson) a progression from hedge to Ponzi or even speculative borrower, 

Davidson asserts, that this was not a Minskyan situation.15  In spite of what Davidson 

says, the speculation observed in the recent housing price bubble resulted from 

securitization which was adding another layer of debt onto that already existing. 

Criticisms of Minsky's Hypothesis 

 The most popular criticism of the Financial Instability Hypothesis is a fallacy of 

composition argument, made most notably by Lavoie & Seccareccia (2001).  Minsky's 

theory, they say, when applied, as it was originally was, to the aggregate of corporate 

investment breaks down.  To simplify their contention to a great extent: Minsky uses a 

representative firm to determine the mechanisms through which a firm's level of 

investment is decided.  Minsky assumes in his representative firm the level of corporate 

internal funds to be independent of investment.  During an economic boom, it is  

reasonable to assume both lenders and this firm will have an optimistic outlook  

concerning borrowing risk.  As a result,  the firm should take on more debt to finance  

investment which should return profits.  The problem, they argue, arises when this line of 

reasoning is applied to the aggregate.  If the previous framework applies to each firm in 

an economy, it is necessarily true that investment will lead to higher profits for some 

firm, and thus increase its level of corporate internal funds.           

 Vercelli (2009) calls attention to a different flaw in Minsky's work.  The taxonomy 

Minsky uses in categorizing borrowing units, he argues, falls short in two ways.  First, 

each of Minsky's borrowing units are considered solvent (net worth > 0).  Even the Ponzi 

                                                 
15 I hesitate to use the term “Minsky moment” as I'm referring not to the point at which borrowers 

incurred cash flow problems, as would be the appropriate usage here, but instead, to a de-evolution in 
status among borrowers.   
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unit is assumed to have assets to sell in order to meet its financial commitments.  This is 

not realistic, Vercelli points out, because businesses can be “bailed-out” by either the 

private or public sector.  The second of Vercelli's disputes with the organization of 

Minsky's units stems from their discrete nature.  In order to better reflect the modern 

nature of business, Vercelli suggests both the solvency and liquidity of these units to be 

continuous.  In order to accomplish this, he constructs a ratio of “current realized 

outflows” to “current realized inflows” which he argues better represents the liquidity of 

a unit.  To address solvency, the author constructs a similar ratio, this time considering 

the capitalization of expected excess outflows in some time period, while discounting 

based on the rate of interest.           

1.3 Asset Prices and Monetary Policy  

 Charles Kindberger is perhaps best known for his contributions to the 

understanding of financial instability - most notably, his 1978 book Manias, Panics, and 

Crashes.  In it, Kindleberger presents a historical treatment of the study of over 250 years 

worth of financial crises, outlining the basic anatomy and stages of such events, and 

giving detail from documented examples of such crises from all over the world.  

Kindleberger indeed presents a well-written and highly influential volume, but for this 

purposes of this literature survey, a redundant one.  His theory on the formation of 

financial instability follows closely that of Minsky.  In fact, many articles refer to it, when 

comparing it to others, as the Kindleberger-Minsky theory.  It is for this reason that I will 

not explore it in detail here.    

 Kindlberger does however, make a point of addressing in several chapters of his 

book, the role of monetary policy on the formation of the crises considered – a facet of 
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the creation of asset bubbles I will explore in the next chapter.  He asserts in a chapter 

devoted to monetary policy that speculative manias are encouraged by, and in some case, 

started by and expansion of money and credit.  He cites, among others, the exacerbation 

of Dutch “Tulipmania” in the 1630s by personal credit and an expansion of bank “credit” 

in Kuwait between 1977 and 1982 facilitated by the writing of an estimated $91 billion in 

rubber post-dated checks.  His detailed consideration of this concept has lead me to 

research in a narrower sense the relationship between asset prices and monetary policy as 

it pertains to the housing bubble.  It will prove incredibly important to consider the 

degree to, and the rationale by which asset prices ought to determine monetary policy.   

The Role of Asset Price in Determining Monetary Policy 

 Generally speaking, the goal of a central bank is to target some desired level of 

inflation, that is, a rise (or in the case of deflation, a decline) in consumer prices by 

setting interest rates.  If successful, these bankers will have introduced a measure of 

stability in the economy which benefits most agents.  In order to accomplish this goal, an 

index, meant to represent the purchases of the average consumer, known as the Consumer 

Price Index (CPI) is monitored closely.  As one might expect, if the cost of making these 

purchases (known collectively as a “market basket”) goes up, the CPI is said to have 

increased, and the value of a consumer's income, in terms of its purchasing power has 

decreased.  Conversely, if the cost of purchasing the contents of the market basket goes 

down, the CPI is said to have decreased, and the consumer's purchasing power has 

increased.   

 What becomes of particular interest then, is what the basket ought to contain.  It 

follows that the price index being used does not accurately reflect the price of goods on 
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which the average consumer is spending his income, then central bankers will be at a dis-

advantage when setting monetary policy.  If sound argument for the inclusion of some 

other good or service (in this case, assets) in this decision-making process can be found, 

it should be heeded lest economic unbalance, and at the extremes of which, financial 

crisis, should arise.  To this end, several studies have been made, many with different 

conclusions.   

 The schools of thought concerning the appropriateness of using changes in asset 

prices to dictate monetary policy to some degree fall generally into three categories.  Of  

those who believe asset prices to be a valid inclusion in the CPI, there are still two sub-

camps.  The first holds that asset prices ought to be considered only insofar as they 

predict potential inflationary or deflationary momenta.  Papers by Gilchrist and Leahy 

(2002), Bernanke and Gertler (1999), Kennedy et al. (1998) and Issing (2009) take this 

position.  Differing from this opinion, and standing in the camp opposite the previous, are 

those who believe that the inclusion of asset prices in calculation of inflation allows 

central bankers to better approximate true prices, facilitating better execution of monetary 

policy.  Alchian and Klein (1973) argue, to be followed later by Cecchetti et al. (2000) 

and Goodhart (2001), that a well-rounded price index ought to include asset prices.  

Lastly, there are those, including most notably Greenspan (2002), of the opinion that 

monetary policy is altogether ineffective in addressing a rise in asset prices, and as a 

result, asset prices should not be considered in monetary policy making.  I will now 

examine each belief in more detail with a survey of work by one of its proponents.    

 The study by Gilchrist and Leahy finds little evidence to support the consideration 

of asset prices in monetary policy making.   Their experiments focus on the impact of 
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monetary policy shocks first on investor expectations of the future as manifested in asset 

price movement and second on investor net worth.  They ultimately find that because 

asset prices are determined largely by other factors, monetary policy ought to focus on 

broader indicators such inflation. 

 In the end,asset prices are endogenous variables that reflect the underlying state 
 variables,such as the capital stock,the level of productivity,and the net worth of 
 entrepreneurs. It would appear to make more sense to base policy on theses 
 variables directly.16 
                                                                                                                                                                                   

Asset prices, they argue, should be ignored unless they foreshadow a change in inflation  

expectations.  

 Alchian and Klein's view however, asserts that it behooves monetary policy 

makers to include asset prices in the measurement of inflation.  Because the CPI is 

supposed to be based on the purchases of the average consumer, it should take into 

consideration items which make up a significant share of personal spending.  Utility, they 

argue, is a function of both present and future consumption.  Therefore, consumers will 

likely spend their incomes both on items which will they can consume now, and those 

which they can consume later.  Prices of both present and future goods then, ought to 

included in the CPI.  Because future prices are unavailable however, asset prices should 

be considered in their place.  For this reason, they assert asset prices, such as those of 

stocks and housing, ought to be incorporated into the market basket.  Goodhart's article 

claims an additional benefit can be realized from doing this.  He, among others, contends 

that ongoing interest rate reactions to changes in asset prices will reduce the need for 

more drastic policy changes in the future; it allows potential problems to be “nipped in 

                                                 
16 Gilchrist, Simon and John V. Leahy, “Monetary policy and asset prices,” Journal of Monetary 

Economics 49 (2002): 95. 
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the bud.”     

 The last standpoint, engendered here by then Fed Chairman Alan Greenspan 

(2002), argues that monetary policy, when applied in response to asset bubbles, is 

ineffective: 

 Such data suggest that nothing short of a sharp increase in short-term rates that 
 engenders a significant economic retrenchment is sufficient to check a nascent 
 bubble.  The notion that a well-timed incremental tightening could have been 
 calibrated to prevent the late 1990s bubble is almost surely an illusion. Instead, we 
 … need to focus on policies to mitigate the fallout when it occurs and, hopefully, 
 ease the transition to the next expansion. 
                                                                                                                                                   

Greenspan is claiming here that monetary policy is simply too blunt of an instrument to  

effectively encumber the development of an asset bubble.  Indeed, he goes on to imply  

that any implementation of monetary policy effective in curbing the growth of a bubble 

would involve both risky and costly, ultimately retarding output unnecessarily.  It is for 

this reason, that some believe asset price ought not to be included in the calculation of the 

Consumer Price Index.   

Monetary Policy and the Housing Price Bubble                                  

 The general rationale for asserting monetary policy influenced the run-up in 

housing prices is simple.  The policy mechanism of lowering the federal funds rate 

effectively increases the money supply, which leads to credit expansion.  This 

development facilitates easier interbank loans as well as “cheaper” loans to individuals.  

The lowered cost of lending encourages the purchase of assets.  Understandably, the most 

attractive assets are the ones which are experiencing the highest rate of appreciation.  In  

the early to mid-2000s, this was housing. 

 The notion that monetary policy played a major role in the creation of the recent 
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U.S. housing price bubble is certainly a prominent one.  In fact, many economists 

pinpoint it as the sole cause of the bubble.  Taylor (2007), Mohan (2007), and Fromlet 

(2008) all argue the Federal Reserve's loose monetary policy in the beginning of the 

decade was responsible, either wholly or in part, for the increase in housing prices.  Each 

of these authors however, takes a different approach in proving it.  Standing in 

disagreement with these economists are there those who deny to varying degrees, the 

Fed's involvement in the growth of the housing bubble.  Greenspan (2008), and Del  

Negro and Otrok (2007), among others, argue that loose monetary policy did not  

contribute to the upswing in housing prices.  I will now explore both viewpoints in more 

detail.    

 There are those who for any one of a number of reasons believe the loose 

monetary policy of the early 2000s to have been implicit in creating the housing price 

bubble.  As outlined above, the notion that the Fed's efforts to maintain financial stability 

during this time led to a prolonged period of low interest rates is a common one.  

Summarizing this standpoint is Mohan: 

 Thus, it can be argued that it is the combination of low real and nominal interest 
 rates brought about by the lowering of inflation, accompanied by the 
 abundance of liquidity induced by accommodative monetary policy which lies at 
 the roots of the current crisis.17 
 
 Presenting the same opinion is Hubert Fromlet.  Fromlet conducted a survey in 

late March and early April of 2008 of 50 respondents spanning “the global financial 

world, academia, and other research institutes” for their opinions on the performance of 

government bodies, central banks, and other regulatory offices during the run-up of U.S. 

housing prices.  Fromlet summarizes the results according to the entity about which the 

                                                 
17 Mohan, Rakesh (2007), Recent Financial Market Developments and Implications for Monetary Policy, 

valedictory address at IIF's inaugural Asia Regional Economic Forum, Mumbai, India. 
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question was posed.  When asked what the most important  courses of action central 

banks should enact in the future to avoid similar crises, the single most popular answer 

was: “Taking the mandate of securing financial stability more seriously (including better 

asset-price monitoring and more limited periods of very low interest rates).”18  

Further to this result, Fromlet finds 44% of those asked believe the Federal Reserve put  

too little emphasis on financial stability in recent years.  30% believe this to be the case 

“to some extent”, while 26% consider the assertion to be false.    

 John Taylor reaches a similar conclusion, albeit by taking a somewhat more 

scientific approach than the two previously mentioned authors.  In his 2007 working 

paper “Housing and Monetary Policy”, Taylor poses the question of whether the interest 

rate deviation of the early 2000s, that is, the departure in monetary policy from what the 

Taylor rule19 would suggest was an appropriate response to economic conditions was 

responsible for the housing boom.  To explore this suggestion, Taylor creates a 

counterfactual scenario wherein he estimates a housing start equation using the federal 

funds rate as the explanatory variable.  Using over 50 years of data, Taylor found, with 

strong statistical significance, that housing starts follow the federal funds rate with a lag.  

Perhaps more relevant to the present study is his finding of a marked departure of federal 

funds rate from what would be prescribed by the Taylor rule beginning in second quarter 

2002, and ending in third quarter 2006.  Evidence suggesting monetary policy played a 

significant role in the growth of the housing bubble, it seems, is readily available. 

 Still, there are those who argue against the contribution of monetary policy to the 

                                                 
18 Fromlet, Hubert (2008), The American Subprime Crisis – Lessons for the Future in a European 

Perspective, paper presented at the Tenth European Integration Conference (SNEE), Mölle, Sweden, 
May 22., emphasis added. 

19 See Taylor, John B., “Discretion versus policy rules in practice,” Carnegie-Rochester Series on Public 

Policy 39 (1993): 202. 
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recent rise in housing prices.  Del Negro and Otrok conduct a study similar to Taylor's, 

but yield different results.  The analysis pits housing prices against “the stance” of 

monetary policy (Federal Funds Rate, Money Supply), aggregate U.S. inflation, and the 

30-year mortgage rate.  They find, like Taylor, that monetary policy shocks lead to an 

increase in the housing factor.  Where the findings of their studies diverge, however, is in  

the counterfactual thought experiment.  They find that the impact of monetary shocks on  

housing prices since 2001 is insufficient to explain the total price increases.  They go on  

to qualify their findings with the following disclaimer:  

 It is important to stress the following limitation of our findings. We do not 
 conclude that the low interest rate environment experienced by the U.S. economy 
 is not responsible for the housing boom. Here, we only consider the component of 
 the low interest rate that is attributable to policy shocks—that is, to the Fed 
 deviating from its historical policy rule in an expansionary way.20     
 
 Perhaps not surprisingly, Alan Greenspan was also ready to defend the Fed's 

policy actions during the early 2000s.  Responding to Paul De Grauwe's accusation21 that 

low interest rates of the time flooded the market with credit, and that rates ought not to 

have been that low in the first place, Greenspan says: 

 With inflation falling to quite low levels, that was not the way the pre-2004 period 
 was experienced at the time. As late as June 2003, the Fed reported that 
 "conditions remained sluggish in most districts". Moreover, low rates did not                      
 trigger "a massive credit . . . expansion". Both the monetary base and the M2 
 indicator rose less than 5 per cent in the subsequent year, scarcely tinder for a 
 massive credit expansion.22    
 
Greenspan is claiming here that not only were low interest rates of the early 2000s 

warranted, they were in no way responsible for an alleged increase in the credit 

                                                 
20 Del Negro, Marco and Christopher Otrok, “99 Luftballons: Monetary policy and the house price boom 

across U.S. states,” Journal of Monetary Economics 54 (2007): 1965. 
21 See Paul De Grauwe, comment on “We will never have a perfect model of risk”, The Financial Times 

Economists Forum, entry March 19, 2008, http://blogs.ft.com/economistsforum/2008/03/we-will-never-
have-a-perfect-model-of-risk/#comments  

22 Alan Greenspan, “A response to my critics”, The Financial Times Economists Forum, entry April 6, 
2008, http://blogs.ft.com/economistsforum/2008/04/alan-greenspan-a-response-to-my-critics/  
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availability.  Further to this, Greenspan finds the model Taylor uses to derive his 

simulations to be “consistently unable to anticipate the onset of recessions or financial 

crises”, and that the “[c]ounter-factuals from such flawed structures cannot form the basis  

for policy.”23 

 

  

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

                                                 
23 Alan Greenspan, “A response to my critics”, The Financial Times Economists Forum, entry April 6, 

2008, http://blogs.ft.com/economistsforum/2008/04/alan-greenspan-a-response-to-my-critics/  
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CHAPTER 2: NARRATIVE SURVEY OF THE MAJOR DETERMINANTS OF 

THE HOUSING BUBBLE 

 
 If one's goal is to determine the degree to which a factor affected a particular 

event, it proves exceedingly helpful for him to first understand the factor itself, and then 

the circumstances of its involvement with the event.  To this end, a narrative review of 

the proliferation of the origins of the subprime mortgage market, the “shadow bank” 

financial sector, and U.S. monetary policy of the early to mid 2000s is conducted here.  

The influence of each on the growth of the recent U.S. housing price bubble is then 

discussed. 

2.1 The Subprime Mortgage Market   

The subprime mortgage market contributed to the housing bubble by aiding in the 

creation of “easy credit.”  This, by encouraging home buyers from different walks of life 

to purchase homes, ultimately increased the number of home loans being issued.  That is, 

the subprime mortgage market allowed those who otherwise would not have qualified for 

home financing to realize their dreams of home ownership.  In addition, investors 

interested in capitalizing on a growing market took advantage of relaxed underwriting 

standards designed to help the economically disadvantaged to finance the purchase of 

multiple homes.  The sum of these events created something of a supply and demand 

bottleneck which further fueled investment activity.  The result can be seen in a 

corresponding movement of housing prices during the time period studied.     

Subprime Lending  

Classic mortgage lending practices make use of a borrower’s credit score, 

payment history, income and employment history among other factors to determine
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potential risk in awarding him a home loan.  Provided the applicant meets a required 

credit score, his cost is based upon the prime lending rate and down payment made.  

Credit of this type represents the majority of home loans.24  Recently however, a new 

product has gained popularity in the home finance arena:  the subprime loan.  Simply 

enough, these loans are ones which allow borrowers who for one reason or another would 

not qualify for prime loans to finance home purchase.   

These products are considered riskier than traditional loans as their applicants 

typically have poorer credit history than prime candidates.  According to Kenneth 

Temkin's 2000 paper “Subprime Lending: Current Trends and Policy Issues”, average   

applicants have FICO credit scores below 620, which Temkin argues strongly increases 

delinquency rates.25  Temkin also states subprime originations generally have a high LTV 

(loan to [home] value) rate.  Borrowers with high LTV’s have a higher incentive to 

default.26  In fact, a study carried out in 2009 by Min Qi and Xiaolong Yang finds LTV 

ratios to be the single most important factor in determining default risk.27  Lastly, 

subprime loans are sometimes processed with little or no income verification.  “Low-

Doc” loans as they are known “originally were intended for use with the limited category 

of borrowers who are self-employed or whose incomes are otherwise legitimately not 

reported on a W-2 tax form....”28 It was not long into the evolution of the subprime 

                                                 
24 Giang Ho and Anthony Pennington-Cross, “The Impact of Local Predatory Lending Laws on the Flow 

of Subprime Credit,” Journal of Urban Economics 60, no. 2 (2006).  
25 Kenneth Temkin, “Subprime Lending: Current Trends and Policy Issues,” The Neighborhood Journal 

Spring/Summer (2000). 
26 Christopher Mayer, Karen Pence and Shane M. Sherlund, “The Rise in Mortgage Defaults,” Journal of 

Economic Perspectives 23, no. 1 (2009). 
27 Min Qi and Xiaolong Yang, “Loss Given Default of High Loan-to-Value Residential Mortgages,” 

Journal of Banking and Finance 33, no. 5 (2009). 
28 Ellen Schloemer, Wei Li, Keith Ernst and Kathleen Keest, “Losing Ground: Foreclosures in the 

Subprime Market and Their Cost to Homeowners,” Center for Responsible Lending (December 2006): 
27. 
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market however, that according to L. Randall Wray, low-docs “evolved to “no docs” and 

to “liar loans” (borrowers were allowed and even encouraged to lie about income and  

other information relevant to the application process), and finally to “Ninja loans” (no 

income, no job, no assets).”29    

When considering these facts, is should come as no surprise that delinquency 

rates on subprime loans overall are on average higher than those for prime loans – as 

much as 5.5 times higher in the third quarter of 2002.30  As a result, these products are 

subject to risk-based pricing – that is, the market “actively price discriminates on the 

basis of multiple factors: delinquent payments, foreclosures, bankruptcies, debt ratios, 

credit scores, and LTV ratios.”31  It turns out that the up-front and continuing costs are 

higher for subprime loans.32  In fact, subprime loans cost on average 2 percentage points 

more than prime loans.33  Higher average cost has not deterred potential borrowers from 

applying for the type of loan.   

From its rise in popularity in the mid 1990s until its unraveling in 2006, the 

subprime market grew continuously.  According Giang Ho and Anthony Pennington-

Cross in their 2006 paper “The Impact of Local Predatory Lending Laws on the Flow of 

Subprime Credit,” total U.S. subprime mortgage lending increased from $65 billion in 

1995 to $332 billion in 2003.34  

 That the subprime market maintained a huge presence in home finance during the 

                                                 
29 Randall L. Wray, “Lessons from the Subprime Meltdown,” Working Paper 522, The Levy Economics 

Institute of Bard College, 2007: 11. 
30 Souphala Chomsisengphet and Anthony Pennington-Cross, “The Evolution of the Subprime Mortgage 

Market,” Federal Reserve Bank of St. Louis Review 88, no. 1 (2006). 
31 Ibid, 36. 
32 Benjamin Keys, Tanmoy Mukherjee, Amit Seru and Vikrant Vig, “Did Securitization Lead to Lax 

Screening? Evidence From Subprime Loans 2001-2006,” EFA 2008 Athens Meetings Paper, 2008. 
33 Souphala Chomsisengphet and Anthony Pennington-Cross, “The Evolution of the Subprime Mortgage 

Market,” Federal Reserve Bank of St. Louis Review 88, no. 1 (2006). 
34 Ibid. 
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development of the housing bubble however, is not a matter of contention.  Disagreement 

exists as to whether the advent of the subprime mortgage market caused the housing 

bubble or whether it was the other way around.  Studies such as the one performed by 

Andrey Pavlov and Susan Wachter and published in 2009 under the name “Subprime 

Lending and House Price Volatility” establish a positive correlation between subprime 

financing and housing prices.35  The availability of this type of credit they argue, 

temporarily increases asset prices because individuals are attracted to rising housing 

prices, their borrowing constraint is relaxed, or both.  The explicit result is a 

magnification of housing cycles (i.e. an exacerbation of the rise in housing prices and the 

introduction of the housing bubble). 

 
 [T]he presence of aggressive lending instruments magnifies real estate market 
 cycles. Markets with high concentrations of aggressive lending instruments are at 
 a risk of relatively larger price declines following a negative demand shock. 
 At the same time, markets that decline the most following a negative demand 
 shock tend to suffer greater withdrawal of aggressive lending.  These two 
 findings are consistent with the prevalence of aggressive instruments that enables 
 recent realizations of the market and magnifies the effects of negative demand 
 shocks.36   
 
 
The introduction of subprime financing, these economists claim, was responsible for both 

making attractive and making possible for some the purchase of new homes.  

 There are those, however, who disagree with the notion that sub-prime lending 

was responsible for the unprecedented rise in housing prices.  Coleman et al. Conclude 

that the sub-prime market was not the cause of the housing bubble, but rather of product 

of it.  They contend the proliferation of the sub-prime market was the direct result of the

                                                 
35 Andrey Pavlov and Susan Wachter. “Subprime Lending and House Price Volatility.” Working Paper, 

Wharton Real Estate Center, January 2007. 
36 Ibid, 17. 
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displacement of government-sponsored enterprises (GSE’s) such as Fannie Mae and 

Freddie Mac.  These economists suggest a set of private ABS (asset-backed security) 

loans which included alt-A, non-owner occupied investor products as well as sub-prime 

mortgage products took their place in home loan markets.  Because the home purchase 

was on the rise, bankers sought to market their services to as great an audience as 

possible.  The resulting reshuffling of supply of mortgage capital resulted in “a record 

increase in total lending volume after 2003….”37  These factors were complicit in creating 

a “high degree of momentum in house prices” characteristic of a bubble.  This 

momentum was the true cause of escalation of housing prices, and the “subsequent set of 

adverse trends which later beset the housing and mortgage markets.”38  While the order of 

causal events responsible for the inception of the housing bubble remains a matter of 

contention, one occurrence implicit in its birth upon which most economists agree is the 

lowering of mortgage underwriting standards over the past three decades.   

LMI Home Ownership and Lower Underwriting Standards                                                

 Among the most popular of explanations of the development of the housing 

bubble has been the intangible lowering of underwriting standards.  This contention is 

prevalent in that even Fed Chairman Ben Bernanke has on more than one occasion  

acknowledged the “compromised”39 quality of underwriting standards or the “earlier  

loosening”40 thereof, but intangible as it seems most who cite it as a rationalization do not 

                                                 
37 M. Coleman IV, Michael LaCour-Little and Kerry D. Vandell, “Subprime Lending and the Housing 

Bubble:  Tail Wags Dog?” The Journal of Housing Economics 17, no. 4 (2008): 289. 
38 Ibid, 298. 
39 Ben S. Bernanke, “The Subprime Mortgage Market,” Federal Reserve Bank of Chicago’s 43rd Annual 

Conference on Bank Structure and Competition, Chicago, IL, May 17 2007. 
<http://www.federalreserve.gov/newsevents/speech/Bernanke20070517a.htm> (accessed January 8, 
2010).     
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trace its origins.    The roots of the relaxation of underwriting standards, most of which 

took place in the 1990s, is simple to discover, and can be traced as far back as 1977.  

These efforts, aimed at increasing home ownership rates among low to moderate income 

individuals (LMI), have accomplished their goals, increasing home ownership across the 

board from 63% to 68% in the 1990s alone.41  The problem, however is the methods by 

which these figures were accomplished.  Underwriting practices employed throughout the 

1990s and early 2000s were less than honest, allowing persons who would likely not 

otherwise have qualified for home financing to purchase a home.                                               

 Several explanations as to the origins of lower underwriting standards have been 

offered in an attempt to explain the increase in home ownership in the early 2000s.  

Common to each of them is the notion that this systematic weakening was implicit in 

facilitating an upsurge in the number of persons able to qualify for home finance.  In his 

2009 article “The True Origins of This Financial Crisis” Peter J. Wallison claims 

government initiatives, including the lowering of underwriting standards, are to blame for 

the growth of the housing bubble.   

 
Government policies, especially the Community Reinvestment Act (CRA) and the 
affordable housing mission that Fannie Mae and Freddie Mac were charged with 
fulfilling, are to blame for the financial crisis.  Regulators also deserve blame for 
lowering lending standards that then contributed to riskier homeownership and the 
housing bubble.42 
 
 

Similarly, in his 2008 paper “Anatomy of a Train Wreck:  Causes of the Mortgage 

                                                                                                                                                 
40 Ben S. Bernanke, “The Housing Market and Subprime Lending,” Address to the 2007 International 

Monetary Conference, Cape Town, South Africa (via satellite), June 5 2007. 
<http://www.federalreserve.gov/newsevents/speech/bernanke20070605a.htm> (accessed January 8, 
2010).  

41 Peter J. Wallison, “The True Origins of This Financial Crisis,” The American Spectator, February 2009, 
<http://spectator.org/archives/2009/02/06/the-true-origins-of-this-finan> (accessed January 13, 2010). 

42 Ibid, 1. 
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Meltdown” Stan Liebowitz presents a chronological survey of a series of events which he 

proposes were primarily responsible for the housing bubble and the ensuing mortgage 

crisis.  The U.S. government, Liebowitz claims, has played a central role in facilitating 

the deterioration of underwriting practices. 

 
 

…in an attempt to increase homeownership, particularly by minorities and the less 
affluent, an attack on underwriting standards was undertaken by virtually every 
branch of the government since the early 1990s.43  
 
 
 

The groundwork for these changes, however, was laid much earlier.  

 Wallison reminds us that as early as the 1970s, concerns about racial and 

economic mortgage discrimination began to arise.44  In response to this, the government 

passed the Community Reinvestment Act in 1977 which requires banks to conduct 

business across the entirety of the geographic area in which they operate.  Banks are 

graded annually on their compliance with this act.  In 1975, Congress passed the Home  

Mortgage Disclosure Act which required mortgage lenders to provide detailed 

information about mortgage applications.  In 1991, the data this act required of lenders 

was widened, allowing for the comparison of rejection rates by race.  The result of this 

data being made public, Liebowitz says, was a media frenzy.45 

 

                                                 
43 Stan J. Liebowitz, “Anatomy of a Train Wreck,” Independent Policy Report, 2008. 

<http://www.independent.org/pdf/policy_reports/2008-10-03-trainwreck.pdf> (accessed January 14, 
2010), abstract. 

44 Peter J. Wallison, “The True Origins of This Financial Crisis,” The American Spectator, February 2009, 
<http://spectator.org/archives/2009/02/06/the-true-origins-of-this-finan> (accessed January 13, 2010). 

45 While Liebowitz's paper, like most others addressing the topic, calls attention to the race issue 
surrounding the lowering of underwriting standards, I would like instead to focus on the economically 
disadvantaged, and present all racial comments in a purely historical context; The Community 
Reinvestment Act was one of a series of events responsible for lowering underwriting standards to their 
level in the early 2000s.  
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 Various news organizations started publicizing simple examinations of HMDA 
 data, showing  that minorities were denied home mortgages at a rate far higher 
 than that for whites.  It was and still is common for newspapers in large cities, 
 shortly after the yearly HMDA data are made public, to do exposés examining the 
 difference by rate in rejection rates on mortgages applications.46   
                         
 
 The availability of these data garnered government attention as well.  In 1992, 

The Federal Reserve Bank of Boston conducted a statistical analysis which purported to 

show that even after accounting for creditworthiness, minorities were denied mortgages 

at a higher rate than whites.47  An immediate response from politicians including a 

spokeswoman for the Office of the Comptroller of the Currency to the president of the 

Boston Fed supported the study and called for something to be done about this injustice.                                                                                                                                 

New Underwriting Practices                                                                                                      

 Shortly after the statistical analysis was published by The Federal Reserve Bank  

of Boston, it also published a new manual.  The gist of the new handbook was one of 

lowering underwriting standards to close the gap between whites and minorities and the 

affluent and lower-income individuals regardless of race.  Banks which followed these 

new guidelines and consequently increased home loan originations were praised for their 

innovation.  Countrywide was among those commended in a report by the Fannie Mae 

foundation:  “When necessary – in cases where applicants have no established credit 

history for example – Countrywide used nontraditional credit, a practice now accepted by 

                                                 
46 Stan J. Liebowitz, “Anatomy of a Train Wreck,” Independent Policy Report, 2008. 

<http://www.independent.org/pdf/policy_reports/2008-10-03-trainwreck.pdf> (accessed January 14, 
2010), 5. 

47 As it turns out, the data used in this study was riddled with errors.  Liebowitz indicates the authors of 
the Boston Fed study failed to realize a) the loan data implied that hundreds of loans had interest rates 
that were too high or too low (including loans which had negative interest rates); b) over 500 
applications could not be matched to the original HMDA data; c) 44 loans were supposedly rejected by 
the lender, but then sold in the secondary market; d) two separate measures of income differed by more 
than 50% for over 50 observations; e) over 500 loans were approved without record of mortgage 
insurance; and f) mortgages were supposedly approved to individuals with a net worth in the negative 
millions of dollars.   
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GSEs.”48  In addition to those underwriting innovations suggested by the Federal 

Reserve, new underwriting methods were employed by many lenders during the run-up 

of the housing bubble. 

 Two underwriting innovations were the reduced focus on traditional credit scoring 

and the advent of automated underwriting.  These both aided in qualifying an increased 

number of applicants.  They were also commonly exploited throughout the growth of the 

housing bubble. According to Kenneth Temkin, the decline in importance of traditional 

credit scoring was important in the allowing of low-income individuals to qualify for 

home finance. 

 
 These underwriting changes make it easier for income-and wealth-constrained 
 borrowers to qualify for standard conventional loans.  During the 1990s, the GSEs 
 made other changes to make home ownership more obtainable: emphasizing a 
 borrower’s income stability, allowing appraisers more flexibility in choosing 
 comparable sales and allowing collateralized loans as a source of borrower funds.  
 49 

 
 

Liebowitz cites the following excerpts from the Boston Fed manual as examples of such 

relaxations: 

 
Credit History:  Lack of credit history should not be seen as a negative factor.…             
Willingness to pay debt promptly can be determined through review of utility, 
rent, telephone, insurance, and medical bill payments. 
Obligation Ratios:  Special consideration could be given to applicants with 
relatively high obligation ratios who have demonstrated an ability to cover high 
housing expenses in the past. 
Down Payment and Closing Costs:  Lenders may wish to allow gifts, grants, or 
loans from relatives, nonprofit organizations, or municipal agencies to cover part 
of these costs. 
Sources of Income:  In addition to primary employment income, Fannie Mae and 
Freddie Mac will accept the following as valid income sources:  overtime and 

                                                 
48 Ibid, 12. 
49 Kenneth Temkin, “The US Housing Finance System for Low-Income Families: a Review of Recent  

Innovations and Changes,” Housing Finance International 15, no. 3 (2001): 21. 
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part-time work, second jobs (including seasonal work)…and unemployment 
benefits.50 

 
 

 Further to the lowered emphasis on FICO scores was advent of automated 

underwriting.  This process - which sought to lower overall cost of the mortgage 

underwriting process by aiding an underwriter in making scores of calculations thereby 

making it affordable to a larger group of people – was also hailed as increasing fairness in 

underwriting decisions as it minimized human contribution to the decision-making 

process.  These justifications were so well embraced that 75% of all mortgage lenders use 

some sort of automated system during the underwriting process.51  According to a 2004 

statement by Scott Berry, Countrywide’s then executive vice president of artificial 

intelligence, automated underwriting was the key factor responsible for the upsurge in 

originations.  "Without the technology, there is no way we would have been able to do the  

amount of business that we did and continue to do….”52 In addition to the benefits 

realized in the proof of having extended more loans, there was also the perceived benefit 

of objectivity.  The artificial intelligence it was thought, could not allow any knowledge 

about the applicant not pertaining to underwriting approval (race, religion, etc.) to affect 

its decision.  It was thought this would benefit lenders and borrowers alike, and was 

generally used as the rationale by which this system was implemented.   

 The disadvantage of the system, and consequently what increased the overall 

number of loans awarded, is thought to be the ability of the system to weigh all of the 

                                                 
50 Stan J. Liebowitz, “Anatomy of a Train Wreck,” Independent Policy Report, 2008. 

<http://www.independent.org/pdf/policy_reports/2008-10-03-trainwreck.pdf> (accessed January 14, 
2010), 8-10. 

51 OFHEO, 2000 Report to Congress, Washington, D.C. Report, 2000. 
52 Ward, Judy. “Countrywide Extends its Automated Underwriting System.” Bank Systems & Technology, 

June 2, 2004, <http://www.banktech.com/story/featured/showArticle.jhtml?articleID=21401117> 
(accessed January 9, 2010), 1. 
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aforementioned concessions -  including the acceptability of little to no personal finance 

documentation now accepted as standard underwriting practices - together when making 

a loan decision, essentially “fudging” the numbers.  Mr. Berry continues “previously, 

every mortgage required a standard set of full documentation…what automated 

underwriting recognized is that a lot of documents are not indicative of default…based on 

the characteristics of the borrower, the document requirements changed.”53   

 The results of this approach to underwriting are not surprising.  More than 25% of 

African Americans qualifying under automated underwriting programs had Loan to Value 

ratios of over 90% as compared to less than 10% when whites are analyzed.  Similarly, 

more than 16% of African Americans and Hispanics had less than one month reserves at 

closing as in contrast to less than 11% for whites.54 Clearly, the system was not working.   

Katalina Bianco writes “Many experts believe that lax controls and a willingness to rely 

on shortcuts led to the approval of buyers that under a less-automated system would not 

have been approved.”55  It was the direct result of relaxed underwriting standards that 

individuals not qualified to assume mortgage payments were awarded financing.   

 As intended, the increase of subprime mortgage lending facilitated the purchase of 

homes for individuals who in the past could not qualify for financing.  The contribution 

of this to the growth of the housing bubble was substantial.  The majority of subprime 

mortgages issued during the run up of the housing bubble, Giang Ho and Anthony 

Pennington-Cross claim, were given to low-income individuals.  The subprime market 

                                                 
53 Ibid. 
54 Kenneth Temkin, “The US Housing Finance System for Low-Income Families: a Review of Recent 

Innovations and Changes,” Housing Finance International 15, no. 3 (2001). 
55 K. M. Bianco, “The Subprime Lending Crisis: Causes and Effects of the Mortgage Meltdown,” CCH, 

2008. <http://www.business.cch.com/bankingfinance /focus/news/Subprime_WP_rev.pdf> (accessed 
January 3, 2010), 8. 
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extends credit primarily to “households [which] tend to be less financially secure and 

located in low-income areas….”56  Wheaton and Nechayev support this finding in their 

2009 working paper “What will it take to restore the housing market?”, and conclude 

there was a correlation between the debut of subprime financing and the increase in U.S. 

homeownership spearheaded by those not otherwise able to qualify for funding. 

 
 The emergence of this [subprime] market in the mid 1990s is perfectly timed with 
 the beginning  of the sharp rise in US homeownership. Prior to this time, most 
 households with poor credit ratings, or households seeking very aggressive 
 underwriting were simply rationed out of the mortgage market. Since then, “risk-
 based pricing” provided ample credit in these situations –  albeit at significantly 
 higher rates – and often with subordinated loans.57 
  
 
                                                                                                                                                   
There seems to be little room for confusion on the impact on the rate of homeownership 

by low-income individuals.                                                                                                                             

Speculation Nation                                                                                                                                    

 It was not however, just the economically disadvantaged who were able to take 

advantage of easier credit conditions at the beginning of the decade.  Real Estate 

investors also utilized subprime products to finance speculation in growing housing 

markets – an event which ultimately contributed to the growth of the housing bubble by 

increasing the total number of housing units sold.  This not only put additional pressure 

on the growing supply/demand bottleneck, but fueled the problem cyclically by 

increasing prices nationwide and encouraging further investment activity.  Speculative 

investment in certain real estate pockets across the country was particularly attractive 

                                                 
56 Giang Ho and Anthony Pennington-Cross, “The Impact of Local Predatory Lending Laws on the Flow 

of Subprime Credit,” Journal of Urban Economics 60, no. 2 (2006), 211. 
57 William C. Wheaton and Gleb Nechayev, “What Will it Take to Restore the Housing Market?” Working 

Paper 09-06, MIT Department of Economics, 2009, 12. 
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because it outstripped other investment opportunities. Investors sought out housing 

markets experiencing the highest growth, and purchased there.  Empirical evidence 

concludes this activity had a direct effect on housing prices across the county, 

contributing to the growth of the housing bubble.                                                                

 The late 1990s represented a time when stock market investors made serious 

returns on their investments.  This was due largely to the appreciation of Internet-related 

stocks.  Due largely to the novelty of the sector, then fed by speculative investment in a 

hot commodity, internet stocks experienced unsurpassed gains from their introduction 

through early 2000.  In fact, from early 1998 to February of 2000, the internet sector 

earned over 1000 percent returns on its public equity.58   An investment sector which had 

once been met with an air of uncertainty was now making investors a lot of money.                                                                                                                              

 This period of prosperity ended in early 2000.  From mid-March through the end 

of May 2000, the internet stock index fell approximately 45%.59  One popular 

explanation offered here by Eli Ofek and Matthew Richardson in their 2003 paper 

“Dotcom Mania:  The Rise and Fall of Internet Stock Prices” is that at this time, a large 

number of lockup agreements expired.  Oftentimes, when a stock about which there is 

some uncertainty is first introduced, it is issued with a condition:  a lockup agreement.  

Simply put, this is a legally binding agreement which prohibits the purchaser of a stock to 

sell it for some agreed amount of time.  The idea is that this will ensure stability in that 

firm's stock price while it becomes established in the stock market.  After the 

                                                 
58 Eli Ofek and Matthew Richardson, “DotCom Mania: The Rise and Fall of Internet Stock Prices,”  
 The Journal of Finance 58, no. 3 (2003).  
59 Elizabeth K. Keating, Thomas Z. Lys and Robert P. Magee, “Internet Downturn: Finding Valuation 

Factors in Spring 2000,” Journal of Accounting and Economics 34, no. 1-3 (2003). 
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predetermined time period has lapsed however, the buyer is free to sell his shares at his 

discretion.  According to Ofek and Richardson, such an event occurred in 2000:  

       During the spring and latter half of 2000, an extraordinary number of lockups 
 expired...                                                                                                                      
 ...In fact, we document that a significant number of new shares were sold during 
 this period, either through insiders via lockup expirations or by the firms via 
 seasoned equity issues.  If the negative price fall for all of these stocks had 
 an effect on the "bubblelike" beliefs of the optimistic investors (as in most rational 
 bubble explanations), then the Internet stock market itself could follow suit and 
 fall.60 

 

Investors who were used to keeping such high returns searched for the next big thing.  

They found it in real estate.                                                                                                                               

The Hot Spots                                                                                                                            

 Certain geographic areas across the U.S. experienced particularly large increases 

in housing prices throughout the early 2000s.  These locations were either already 

experiencing or were expected to experience a significant population influx.  Such an 

influx puts upward pressure on housing prices.  In an effort to get in on the ground floor,  

investors quickly determined which areas around the country would make the best 

investment, and started buying property.  Some areas around the country were thought to 

soon undergo a population influx because of their historical popularity as vacation spots.  

Cities such as Orlando, Las Vegas and Atlantic City topped such a list.  Similarly, regions 

historically popular as retirement areas were expected to experience a rise in population 

as the next wave of baby boomers retired.  As a result, southern Florida and to a lesser 

extent, southern California saw their share of speculative home buying.  Finally, areas 

thought to  host significant commercial growth in the near future were also targets of 

                                                 
60 Eli Ofek and Matthew Richardson, “DotCom Mania: The Rise and Fall of Internet Stock Prices,”  
 The Journal of Finance 58, no. 3 (2003): 1114-1115. 
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speculative investment.  Phoenix is likely the most commonly used example of this, 

while again, southern California also fits the bill. Each of these regions saw an increased 

share of homes purchased as 2nd homes.                                                                                                      

 Because each borrower is required by law to declare the purpose of a single 

family residence, it is relatively easy to calculate the number of homes purchased as 

investments as a share of total homes purchased at any given juncture.  Such a method 

was employed by Wheaton and Nechayev in their 2006 paper “Past Housing “Cycles” 

and the Current Housing “Boom”: What’s Different This Time?”  Their study concluded 

that the share of single family homes purchased as 2nd homes more than doubled 

nationwide from 1999 to 2005.  A similar paper authored by Kenneth Rosen titled 

“Anatomy of the Housing Market Boom and Correction” states that in some areas, 2nd 

homes as a share of total homes purchased was as high as 70%.  Clearly, speculative 

investment played a significant role in increasing the total number of housing units sold 

during the time period in question.                                                                                  

Rising Housing Prices Enticed Investors: Housing Supply Elasticity                                        

 Because home building is a relatively slow process, the increased demand for a 

fixed number of houses in these hot spots increased the value of existing homes which in 

turn enticed more investors into the market.  As real estate investors are typically 

interested in making the largest returns possible, it stands to reason that additional 

speculators were drawn to regions experiencing the highest increase in housing prices.  

Houses purchased for this reason further depleted the supply, putting additional upward 

pressure not only on housing prices within the hot spots, but nationwide as well.  This 

concept refers to the elasticity of supply of housing across regions studied. 
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2.2 Banking Sector Deregulation and the Rise of the Shadow Bank  

 The deregulation of banking activities which took place in the United States over 

the last 40 years contributed to the housing bubble by first allowing the sale of mortgages 

to firms willing to purchase and underwrite securities based on them.  Had regulations 

established in the 1930’s which in effect restricted commercial banks from associating in 

this manner with brokerage firms remained intact, it would not have been possible for 

depository institutions to market the loans they originated.  There would have been much 

less motivation for lenders to offer “creative” financing to increase the number of such 

mortgages, and the number of home loans originated during the early 2000’s would likely 

have been fewer.  In effect, the housing bubble may not have been so pronounced.  

Instead, successful attempts to amend legislation contributed to the deregulation of the 

American banking system.   

 Simultaneous to the deregulation in the banking sector was an emergence of non-

bank financial institutions referred to commonly as “shadow banks.”  These non-

depository firms worked, in theory, to mitigate or transfer elements of risk in a number of 

financial transactions.  They accomplished this goal so well in fact, that, as it relates to 

the housing boom, they helped to encourage the demand for mortgage backed securities 

by removing risk inherent in the creation of, and investment in, these asset backed 

instruments.  This facilitated the transition of the market from stable to unstable by 

enticing more investors into the market and by persuading commercial banks and other 

home finance institutions to solicit more originations.  The sum of these practices 

contributed significantly to the creation and growth of the housing bubble.
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The Glass-Steagall Act  

 In the wake of the stock market crash of 1929, a U.S. Senate committee nick-

named the “Pecora Commission” (after chief counsel Ferdinand Pecora who sat on the 

committee) held hearings to determine factors contributing to the cause of the financial 

crash.  It was ascertained that banks which participated in both the commercial banking 

and investment industries had engaged in fraudulent activities which facilitated the crash.  

Specifically, commercial banks underwrote securities to pay off their own bad loans 

while investment banks used retail deposits to finance investment.61  As investment 

bankers by necessity have a larger tolerance for risk than most commercial bankers, it is 

not difficult to understand that if given access to funds on deposit, these brokers might 

draw on them to perform their functions.  In light of the 1929 stock market crash 

however, this activity undermined the deposit system, and propelled the run on banks 

which preceded the Great Depression.  Such is one account of the events anyway.62      

 To combat these deceitful practices, congress enacted the Glass-Steagall act of 

1933.  In addition to establishing the Federal Deposit Insurance Corporation (FDIC), 

designed to insure bank deposits, the Glass-Steagall act enacted legislation separating 

banks according to their function.  Section 20 of the act was designed to accomplish this 

goal as it specifically prohibits member banks of the federal reserve system from dealing 

with a company primarily engaged in underwriting securities.63  Jan Kregel states in his 

2007 paper "The Natural Instability of Financial Markets" that purpose of Section 20 was 

                                                 
61 Barry Eichengreen, Origins and Responses to the Crisis, unpublished manuscript, University of 

California, Berkeley, CA, 2008. 
62   Ibid. 
63 Simon H. Kwan, "Securities Activities by Commercial Banking Firms’ Section 20 Subsidiaries: Risk, 

Return, and Diversification Benefits," Working Paper 98-10 (Federal Reserve Bank of San Francisco, 
1997). 
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“…to prevent banks from recreating the securities affiliates that had been one of the 

engines of the 1920s stock market boom and were subject to widespread fraud and 

manipulation.”64  Similarly, George Benston claims the “primary purpose” of the act was 

to “prevent banks from taking securities-related risk[s].”65  Indeed, certain provisions of 

the act were designed to re-establish candor in the banking system and prohibit other less 

than honorable conduct within the financial arena.66  While this legislation prevented both 

commercial and investment banks from engaging in crooked activity, it also prevented 

them from doing their jobs as effectively as possible.  Because retail banks and 

investment firms were prohibited from associating, it was not possible for investment 

firms to securitize, that is “make liquid” illiquid assets on the balance sheets of 

commercial banks.  As a result, commercial banks had limited resources with which to 

extend financing.  This became of particular concern during an initiative by the federal 

government to increase home ownership rates among low-income families in the late 

1930s.   

The Federal National Mortgage Association or “Fannie Mae” was founded in 

1938 by the U.S. government as part of Roosevelt’s New Deal.  According to its mission 

statement, Fannie Mae’s primary function is to provide liquidity, stability and 

affordability to the housing market.67  The enterprise was able to accomplish these goals 

by a means not yet explored in American history: the establishment of secondary market 

facilities for residential mortgages.  Fannie Mae purchased mortgages from originating 
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banks in order to ensure capital was readily available to those wishing to purchase a 

home.  That is, because commercial banks actually had to loan out funds in order to 

facilitate the purchase of a home, they could not use it to perform other banking business 

including the extension of home finance to more borrowers.   

While the volume of business commercial banks could do was increasing, 

investment firms were feeling stifled on the international market. William Jackson states 

in "Glass-Steagall Act:  Commercial vs. Investment Banking" that specific concerns were 

raised by U.S. banks in the late 1980’s about how the Glass-Steagall act affected their 

ability to compete with foreign banks on U.S. turf.  "They are losing market shares to 

securities firms that are not so strictly regulated, and to foreign financial institutions 

operating without much restriction from the Act.”68  U.S. banks felt they were losing 

business to securities firms which were not as well regulated by the act and used their 

pull to have it repealed.  As a result, the Federal Reserve began an initiative to slowly 

render ineffective the Glass-Steagall act.     

Deregulation 

According to Paul Davidson’s 2008 paper “How to Solve the U.S. Housing 

Problem and Avoid a Recession: A Revived HOLC and RTC”, bank deregulation began 

in the 1970’s.  “…[B]rokerage firms began offering money market, high interest, check 

writing accounts that competed with traditional banking business.”69 

Ken Cyree notes in his 2000 paper “The Erosion of the Glass-Steagall Act:  

Winners and Losers in the Banking Industry” that in 1986, the Federal Reserve allowed 
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69 Paul Davidson, “How to Solve the U.S. Housing Problem and Avoid a Recession: A Revived HOLC and 

RTC,” The New School Policy Note, (January 2008), 
<http://econ.bus.utk.edu/faculty/davidson/cepapolicypub2008.pdf.>: 2. 
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Bank Holding Companies to “underwrite previously ineligible debt and equity through 

related bank affiliates or subsidiaries under Section 20 of the Glass-Steagall Act.  BHC 

subsidiaries could have up to 10% of total subsidiary revenues in “ineligible” corporate 

debt and equity.”70  This ratio was increased to 25% of total revenues by the Federal 

Reserve on December 20th, 1996.  The death of the Glass-Steagall act seemed imminent.        

Finally, on November 12th, 1999, with the support of President Clinton, the Glass-

Steagall Act was repealed.  Depository institutions were now able to function as 

investment firms.   

Shadow Banks Emerge 

 A product of the banking sector deregulation that took place from the 1970s 

through the late 1990s was what Paul McCulley calls “Shadow Banking.”71  So called, 

McCulley says, because the entities which engage in this practice “operate in the shadows 

without backstopping from the Fed’s discount lending window or access to FDIC 

(Federal Deposit Insurance Corporation) deposit insurance.”72  That is, because they are 

non-depository institutions, they do not qualify for governmental “liquidity backstops” or 

“lender of last resort” assistance from the Federal Reserve.  Conversely, but also because 

they do not accept deposits, they are not subject to the same regulations and oversight 

normal commercial banks face.  This allows shadow banks to operate with comparatively 

low capital reserves and very high leverage, making them extremely profitable.73   In 

general, these firms operate as financial intermediaries by facilitating transactions 

                                                 
70 Ken B. Cyree., “The Erosion of the Glass-Steagall Act:  Winners and Losers in the Banking Industry,” 

The Journal of Economics and Business 52, no. 4 (2000): 344. 
71 McCulley coined the term in 2007 at the Federal Reserve's annual symposium in Jackson Hole, 

Wyoming.  
72 Paul McCulley, “The Shadow Banking System and Hyman Minsky's Economic Journey,” Research 

Foundation Publications: Insights into the Global Financial Crisis (December 2009): 257. 
73 Maryse Farhi and Marcos Antonio Macedo Cintra, "The Financial Crisis and the Global Shadow 

Banking System," Revue de la Régulation 5, (1st Semester 2009). 
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between investors and borrowers.  There are a number of business structures designed to 

meet this purpose which qualify as shadow banks.  There are three however, which were 

particularly instrumental in creating outrageous demand for both asset-backed and 

derived financial instruments:  Structured Investment Vehicles, Special Purpose Entities, 

and Hedge Funds.   

 Structured Investment Vehicles (SIVs) such as Cheyne Capital and Victoria 

Finance were firms which, like commercial banks, both borrowed and lent money.  SIVs 

would typically borrow by issuing short-term securities in the money market.  They then 

lent this money by purchasing longer term, asset-backed securities or corporate bonds.  

Profits were realized in the difference between the two interest rates assessed.  As it 

affected the housing boom, SIVs provided liquidity to home finance branches or Special 

Purpose Entities of major banks by purchasing their mortgage-backed securities (MBSs).   

 Mortgage-backed securities are essentially claims on the service payments of a 

pool of mortgages assembled by the issuing bank or a firm to which these loans have 

been sold.  They can be marketed at this level as bonds, or they can be divided into slices 

known as “tranches.”  These individual tranches can then be organized according to their 

risk/return profile.  This allows investors to shop according to their particular risk 

appetites.  Such groupings are called Collateralized Debt Obligations or CDOs. 

 Special Purpose Entities (SPEs) or “conduits” are a type shadow bank entity 

which is created of the will of a corporation to fulfill (as the name indicates) a “special 

purpose.”  Generally this purpose is to separate the corporation as a whole from some 

financial risk.  Common examples are the transfer of assets to an SPE to remove them 

from the corporation's balance sheet, thereby removing risk of acquisition in the event of 
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a takeover.  Similarly, liabilities can be placed in an SPE to remove them from a balance  

sheet in order to “clean it up” or accomplish the appearance of a healthier operation.  This 

is, in fact, a way in which SPEs were used by mortgage-originating banks during the 

growth of the housing bubble.  Because commercial banks are subject to liquidity 

constraints, they must remove the liability of current loans from their balance sheets 

before making more loans.  One way to do this is simply to wait for the loan to mature.  

Another is to transfer it to an SPE.  If a lender is allowed to originate loans and then after 

some period of time, move them to an SPE, he will have removed all default liability 

from his balance sheet.  Furthermore, if his bank, or one of its SPEs is responsible for 

packaging these loans with others and then marketing them as any one of a myriad of 

mortgage-backed securities, he will have made a profit in the process.    

 The third type of shadow bank most influential in the rise of the housing price 

bubble was the Hedge Fund.  As the name indicates, hedge funds are designed primarily 

to minimize or “hedge” risk in an investor's portfolio.  They accomplish this in part by 

diversifying his investments among different opportunities varying from stocks to 

commodities.  In addition, hedge funds mitigate risk by undertaking insurance measures 

such as the purchase of derivatives.       

 The name “derivative” refers to the fact that such securities derive their value 

from another instruments or assets; they have no value of their own.  The term “security” 

may even be misleading here as that implies a measure of stock.  Instead, a derivative is 

essentially a contract which provides a framework for investment.  The asset on which 

the a particular derivative is based is called the “underlying” asset.  As this is the case, 

when the value of the underlying changes, so does the value of the derivative.  In general, 
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derivatives are designed to transfer risk from parties not willing to assume it to those who 

are.  To this end, private parties negotiate the assumption of so-called “Over the Counter” 

(OTC) derivatives which aim to accomplish this goal.                

 There are several types of OTC derivatives, but the most common, and 

incidentally, the one concerned most with the growth of the housing bubble is the “swap”.  

As the name “swap” intimates, this type of derivative represents an agreement between 

two parties to exchange streams of payments.  These derivatives mitigate risk by allowing 

an entity uncomfortable with the uncertainty involved with receiving a stream of 

payments contingent on some event or circumstance to trade it for a pre-determined fixed 

stream of payments.  Under the umbrella of swap derivatives, there are still further 

differentiations to be made.  The single-most responsible for creating the recent rise in 

housing prices however, was the “credit default swap.” 

 A credit default swap (CDS) are, according to Markus Brunnermeier, “contracts 

insuring against the default of a particular bond or tranche. The buyer of these contracts 

pays a periodic fixed fee in exchange for a contingent payment in the event of credit 

default.”74 Indeed, as it relates to the housing bubble, these derivatives can be thought 

safely as a type of insurance policy purchased by investors or SIVs against the event of  

default on the loans comprising the mortgage backed securities in which they had 

invested.     

On the Role of Shadow Banks in Facilitating the Housing Boom 

 The process through which shadow banks and their instruments facilitated the 

housing boom is a short and straight-forward one.  Standing at the beginning of the chain 

                                                 
74 Markus K. Brunnermeier, “Deciphering the Liquidity and Credit Crunch 2007–2008,” Journal of 

Economic Perspectives 23, no. 1 (2009): 79. 
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of events is the money market.  Investors interested in making a meager profit on short-

term securities put their money into CDs and other money market instruments marketed 

by SIVs.  These institutions then used these monies to purchase longer-term, less liquid 

assets from SPEs such as mortgage backed securities yielding higher interest rates than 

what they were paying their investors in order to turn a profit.  This created a demand on 

mortgage originating banks to produce more loans to be sold to SIVs or individual 

investors.   

 Further exacerbating the demand for MBSs and their tranches was the Credit 

Default Swap.  In the wake of the dot-com bubble bust, global investors were hungry to 

invest their “savings glut” in something comparatively safe.  What these depository 

institutions or their SPEs were able to offer seemed foolproof.   Many investors of 

mortgage backed securities took comfort in the fact that this type of security ultimately 

derives its value from a real and tangible asset (i.e. a house).  In the event of non-

payment, the holder(s) of the securities trust they will be effectively hold lien rights 

against the property.  That is, should the property go into foreclosure, security holders can 

rest assured they will still be paid, provided the bank holding the mortgage is financially 

solvent and able to do so.  Because many of the loans being marketed by banks or their 

SPEs were based on subprime mortgages which have an inherently higher default risk 

than do traditional loans (see section 2.1), however, some SIVs and other investors 

needed to be reassured of their safety as an investment.  To this end, they purchased 

Credit Default Swaps against these securities.  Brunnermeier goes on to confirm that 

“[a]nyone who purchased a AAA-rated tranche of a collateralized debt obligation [during 

the growth of the housing bubble], combined with a credit default swap, had reason to 
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believe that the investment had low risk, because the probability of the CDS counterparty 

defaulting was considered to be small.”75
   That is, the purchase of CDSs, along with the 

exceptional ratings being issued to these instruments by credit rating agencies, 

encouraged investment in these securities. 

There were, as it turns out, less than upright motivations involved in arriving at 

some of these favorable credit ratings.  Corporate Credit Rating Agencies are private 

entities.  As such, they are observably prone to influence from the organizations which 

are contracting them to make an assessment.  Dean Baker of the Center for Economic and 

Policy Research, USA points out that lest they lose business to competitors, bond rating 

agencies had “strong incentive to issue high ratings to the banks’ securities.”76    

  The sum of the actions of these shadow banks and the effects of their instruments 

caused an unprecedented surge in the demand for mortgage backed securities.  According 

to Mike Francis, an investment consultant at Morgan Stanley, the demand was difficult to 

keep up with.  “It was unbelievable. I mean, we almost couldn't produce enough 

[securities] to keep our investors happy.  More people wanted bonds than we could 

actually produce. That was our difficult task, was trying to produce enough.”77  In order to 

keep up with the resulting demand, mortgage-originating banks then took advantage of 

lax underwriting standards which had come to be average over the previous 15 years 

tomarket loans to a wider range of individuals.  The higher availability of financing 

promoted home ownership, which put upward pressure on housing prices. 

                                                 
75 Ibid. 
76 Dean Baker, “The Housing Bubble and the Financial Crisis,” Real-World Economics Review 46 (2008): 

77. 
77 Ira, Glass, Alex Blumberg, and Adam Davidson.  2009.  From This American Life. Return to the Giant 

Pool of Money: Episode 390 podcast radio program. Chicago: Chicago Public Radio, September 25 
<http://www.thisamericanlife.org/Radio_Episode.aspx?episode=390> (accessed October 12, 2009). 
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2.3 Monetary Policy During the Housing Boom  

 The notion that monetary policy of the early 2000s was somehow supported the 

growth of the housing price bubble is a common one.  Indeed, many prominent 

economists finger the actions of the Federal Reserve during this time to be at the least, 

responsible for the exacerbation of the bubble, if not also its very beginnings.  The 

expected economic downturn of 2001 prompted the Federal Reserve to decrease interest 

rates.  This action lead to credit expansion, making home finance possible for a wider 

range of applicants.  This in addition to the subprime phenomenon resulted in an increase 

in home purchase as evidence by a parallel rise in mortgage debt.   

 There is no doubt that monetary policy was, when compared to historical rates, 

expansionary in nature during this time.  The Federal Funds Rate, that is, the interest rate 

targeted by the actions of the Federal Open Market Committee hovered between 1% and 

2% beginning in 2001, and reached 0.98% in December of 2003 – a rate which had not 

been approached since the mid 1940s.78  As a result, the M2 money supply grew annually 

by over 6% during this time, reaching 10.5% growth in 2003 – a growth rate not seen in 

20 years.79  Because the Federal Funds Rate did in fact stay below 2% through November 

of 2004 (which proved to be enough time for the housing bubble to get well under 

way80), these unconventionally low rates and their effects become of concern when 

assessing the impact of monetary policy on the growth of the housing bubble.  Loose 

                                                 
78 Source: FRASER, Bond Yields and Interest Rates: January 1950-2008, St. Louis, MO: Federal Reserve 

Bank of St. Louis, 2010. 
 <http://fraser.stlouisfed.org/publications/ERP/page/631/download/44845/631_ERP.pdf>               

(Accessed March 16, 2010).  
79 Source: Economic Report of the President, Table B69, GPO Access  
  <http://www.gpoaccess.gov/eop/tables10.html> (Accessed March 16, 2010). 
80 Source: FRASER, Bond Yields and Interest Rates: January 1950-2008, St. Louis, MO: Federal Reserve 

Bank of St. Louis, 2010. 
 <http://fraser.stlouisfed.org/publications/ERP/page/631/download/44845/631_ERP.pdf>                   

(Accessed March 16, 2010).  
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monetary policy typically grows the money supply which leads to credit expansion.  In 

addition, low short-term rates affect directly the “price” of adjustable rate mortgages, 

which were particularly popular during the rise of the housing price bubble.  In order to 

completely survey U.S. monetary policy and its effects on housing prices at this time, it 

will prove useful to look at market conditions and resulting policy just before the creation 

of the bubble.   

The Recession of 2001 

 As discussed in the previous section, stock market performance in the late 1990s 

was exceptionally high.  The “tech-boom” as it is sometimes called fueled index 

increases responsible for heating the economy at the end of the decade.  This 

development however, like all stock market expansions eventually ended.  The “dot-com” 

bubble eventually burst, and in its wake followed the recession of 2001. 

 According to James Stock and Mark Watson, the decline in GDP growth rates 

associated with this particular recession began in first quarter 2001.81  The causes of the 

economic downturn are generally thought to be the shocks to business and household 

investment resulting from the stock market decline.  These decreases in GDP however, 

were not enough to send the economy into a full-on downward spiral.  Counteractive 

measures were taken by the Federal Reserve.       

 Then Fed Chairman Alan Greenspan was reported in a January 2001 article in 

CNN Money to have acknowledged that the slowing economy was “close to stalling,” 

and that monetary policy is an “effective tool” in fighting recession.82  Because of this, it 

                                                 
81 James H. Stock and Mark W. Watson, “How Did Leading Indicator Forecasts Do During the 2001 

Recession?” Federal Reserve Bank of Richmond Economic Quarterly 89, no. 3 (2003). 
82 Staff and Wire Reports, “Greenspan Eyes Tax Cuts,” CNN Money, January 25, 2001,  
 <http://money.cnn.com/2001/01/25/economy/greenspan/> (accessed March 15, 2010). 
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came as little surprise to forecasters at the time that, in an effort to alleviate any 

economy-wide fallout from the then recent waning of the stock market, the Fed cut 

interest rates starting early 2001.  Indeed, the Federal Funds Rate dropped 4.16% from 

January 2001 to December that same year.83  Indeed, their efforts worked; the recession 

of 2001 was relatively short and mild when compared to other recessions.  Kevin Kliesen 

observed in his 2003 article “The 2001 Recession: How Was It Different and What 

Developments May Have Caused It?” that one of the ways in which these rate cuts were 

manifested was an increase in consumer spending.  Consumption of durables, for 

example, increased 10.2% during the 2001 recession.84  If the expansion of credit was 

enough to spur such a gain in consumer spending, one may be interested to determine 

what other markets it affected.   

The Effect of Rate Cuts on the Housing Boom    

 The decrease in interest rates had a profound effect on the economy during the 

growth of the housing price bubble.  Besides the obvious contribution of liquidity to the 

economy, the main effect of loose monetary policy in the early to mid 2000s was a 

marked increase in the availability of credit. 

 Rate decreases had the effect of making some types of loans more affordable.  As 

Lawrence White argued, because the interest rates of certain kinds of Adjustable-Rate 

Mortgages (ARMs) are based on short-term rates, they are particularly sensitive to 

                                                 
83 Source: FRASER, Bond Yields and Interest Rates: January 1950-2008, St. Louis, MO: Federal Reserve 

Bank of St. Louis, 2010. 
 <http://fraser.stlouisfed.org/publications/ERP/page/631/download/44845/631_ERP.pdf>           

(Accessed March 16, 2010).  
84 Kevin L. Kliesen, “The 2001 Recession: How Was It Different and What Developments May Have 

Caused It?” Federal Reserve Bank of St. Louis Review 85, no. 5 (2003): 23. 
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changes in the federal funds rate.85  With nominal rates approaching zero, and the real        

rate effectively negative for much of this time86, ARMs were affordable in general, and 

cheap when compared to traditional 30-year rates.  As a result, these mortgages became 

increasingly popular.  This, along with the subprime phenomenon increased total  

mortgage debt held by “individuals and others”  in the U.S a near 80% from $1,465.9 

billion in 2001 to $2,622 billion in 2004.87   

            

 

 

 

 

 

 

 

 

 

 

 

 

 

 

                                                 
85 See Lawrence H. White, “Federal Reserve Policy and the Housing Bubble,” Cato Journal 29, no. 1 

(2009): 115-125. 
86 Ibid. 
87 Source: Economic Report of the President, Table B76, GPO Access  
 <http://www.gpoaccess.gov/eop/tables10.html> (Accessed March 16, 2010). 
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CHAPTER 3: DATA 

  The subject of this thesis is the recent U.S. housing price bubble.  So as not to be 

remiss, and in an effort to delineate what is actually being discussed, it seems prudent to 

present data concerned with the actual rise in housing prices – that is, the housing bubble 

itself.    

Figure 1: Real Home Price Index, 1997-2007 

 

 
                                                                                                                                                   

Source: RobertShiller.com.  See Appendix, Table A for Data. 

                                                                                                                                                    

The above graph details the recent nationwide rise in housing prices according to the 

most common measure of such an indicator, the Case-Shiller U.S. National Housing Price 

Index.  The data concludes that averaged across the country, housing prices had nearly 

doubled their 1997 levels by 2006.  Such a movement is indicative of an asset bubble and 

warrants further investigation.                                                                                           



59 
 

 The factors outlined in the previous chapter were suggested to have roles 

complicit in, at the very least, the growth, if not the origins of the recent U.S. housing 

price bubble.  To make the transition from suggestion to assertion however, it is necessary 

to provide some sort of evidence.  What follows here is exactly that.  The causal 

framework of each sub-section in the previous chapter – the subprime mortgage market, 

the shadow banking sector, and monetary policy is re-examined with the added benefit of 

supporting data.  It should be clear from the existence of parallel trends in the data that 

there is correlation between them.  We begin here with a survey of the proliferation of the 

subprime mortgage market.                                                                                                                               

3.1 Subprime Market Data                                                                                                 

 The subprime mortgage product was the means by which both low-income 

individuals and speculators were able to take advantage of a growing market.  The growth 

of the subprime mortgage market is reflected not only in the rise of homeownership 

among low-income individuals, but also in the growth of financing for 2nd homes and an 

increase in the rate of housing turnover.                                                                           

 From the late 1990s through the full maturity of the housing bubble, the subprime 

mortgage market played an ever-increasing role.  Data substantiating this assertion are 

unfortunately proprietary, and as a result, costly to access.  To circumvent this problem, 

data sets documenting similar information were researched.  Below is a graph detailing 

the increase in the total number of subprime loans (including subsets specifying whether 

the loans were made for purchase or refinance purposes) issued from 1998 through 2006.    
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Figure 2: Subprime Originations by Year, 1998-2006
88
                                                           

 

                                                                                                                                                  

Source: Loan Performance 
 
                                                                                                                                                     

Quite evident in the above graph is the growth in sheer volume of the subprime mortgage 

market during the development of the housing price bubble.  Total subprime originations 

per year more than quadrupled by 2005 from their 1998 levels.    

 Because it extended credit to among others, those not previously eligible for home 

finance, the subprime mortgage also enjoyed a broadened share of the total home finance 

market.  This was demonstrated by financial analyst Peter Andersen of Danske Bank in 

his March 2007 report “Sub-prime mortgage market – Some facts and data.” 

 
 
 
 

                                                 
88 Originally published in: Chris Mayer and Karen Pence, "Subprime Mortgages: What, Where, and to 

Whom?," Working Paper 2008-29 (Board of Governors, Federal Reserve System, 2008). 
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Figure 3: Subprime Loans as a Share of Total Mortgage Market, 1998-2006
89
 

Source: MBA (Ecowin) data 

                                                                                                                                              

The proliferation of the subprime mortgage market observed here facilitated an increase 

in home ownership among both low-income individuals and real estate speculators alike.  

 Evidence of the former can be seen over the course of a recent ten-year period.  

Below is a graph which displays the increase in the number as well as a percent change of 

housing units “owner-occupied” by persons earning below the poverty line (as defined by 

the U.S. Census Bureau).90                                                            

 

 

  

                                                 
89 Originally published in: Peter Possing Andersen, Sub-prime mortgage market – Some facts and data, 

<http://mediaserver.fxstreet.com/Reports/5ba94081-dada-4b0f-b33f-2f1d17c75fee/124f55a9-fd3d-
49d8-b136-86d2c52a1a9d.pdf > (accessed March 21, 2010).   

90 For an explanation as to how the Census Bureau defines poverty, please visit:  
http://www.census.gov/hhes/www/poverty/threshld.html 
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Figure 4: Owner-Occupied Housing Units Among Individuals Earning Under the 

Poverty Line, 1997-2007         

                                                                    

  

                                                                                                                                              

Source: U.S. Census Bureau.  See Appendix, Table B for data.                                                                                                                                            

                                                                                                                                                          

The number of units owned among low-income individuals trended upward 

uninterrupted.  This is shown also by the continually positive percent change exhibited.  

The total percent growth between 2007 and 1997 is 15.51% as compared to a cross-

income home ownership change of 3.20%.  There is no doubt that home ownership across 

this demographic grew disproportionately during this time.  Similarly, the acquisition of 

real estate became progressively more attractive to speculators.                             

 As confirmed both by a marked increase in loans issued for the purchase of  2nd 

homes as a share of total loans issued and an upsurge in housing turnover rates, housing 

purchase for the purposes of investment was on the rise from the late 1990s through the 

mid 2000s.                                                                                                                    
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 Because borrowers, at the time of home finance application are required by law to 

declare the purpose of a single family residence, it is relatively easy to calculate the 

number of homes purchased as investments as a share of total homes purchased at any 

given juncture.  Once again, these data (on the city-level) are proprietary and difficult to 

obtain.  Such data was used however, William Wheaton and Gleb Nechayev in their 2006 

paper “Past Housing “Cycles” and the Current Housing “Boom”: What’s Different This 

Time?” gauge a rise in homes purchased as 2nd properties as a share of the total.  Their 

study concluded that the share of single family homes purchased as 2nd homes more than 

doubled nationwide from 1999 to 2005.  A similar paper authored by Kenneth Rosen 

titled “Anatomy of the Housing Market Boom and Correction” states that in some areas, 

2nd homes as a share of total homes purchased was as high as 70%.91  On the next page is 

one of Wheaton and Nechayev's charts showing 2nd home loans as a share of total loans 

made nationwide and across 10 hotspots in both 1999 and 2005.  Over a six-year period, 

the acquisition of lending for the purposes of purchasing a 2nd home doubled on the 

national scale, and grew even more so in certain popular vacation cities around the 

country. It is important when considering this chart to bear in mind that these figures do 

not take into consideration the number of condominiums purchased as 2nd homes during 

this period.  As condominiums are typically considered to be more liquid investments and 

are favored by investors92 it stands to reason that ratio of 2nd homes to total homes 

purchased during either of these measurements would have been much higher.                    

                        

                                                 
91 Kenneth T. Rosen, “Anatomy of the Housing Market Boom and Correction,” Working Paper No. 306, 

Haas School of Business, University of California, Berkeley, Fisher Center for Real Estate & Urban 
Economics.  

92 William C. Wheaton and Gleb Nechayev, “Past Housing ‘‘Cycles’’ and the Current Housing ‘‘Boom’’: 
What’s Different This Time?” Draft paper, Torto Wheaton Research, 2006. 
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Figure 5: Investment and 2nd Home Loans as Share of New Loans, 1999 & 2005
93                                                   

-                                                                                      

 

Source: Loan Performance 

                                                                                                                                                                 

An identical approach using more readily-available (aggregate national) data yields 

similar, if not slightly less continuous results.  Below, a similar movement is observed.  

Starting in the year 2000, the purchase of 2nd homes became increasingly popular.  

Around 2003 this tapered off slightly, only to resume an upward march later in the 

decade.  If this type of national data are observed to slightly more obtuse than their 

geographical cross-section counterparts, it stands to reason a like relationship exists 

between other figures which make use of the same data. 

                                                 
93     Originally published in: Ibid. 
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Figure 6: Non Owner-Occupied Loans Originated as Share of National Total,                                     
1999-2007 – 

 

 

                                                                                                                                         

Source: U.S. Census Bureau and Federal Financial Institutions Examination Council.              

See Appendix, Table C for data.                                                                             

 

Another indicator of speculative activity in the housing market is thought to be a rise in 

the rate of housing turnover – that is, the rate at which houses within a sample are sold.  

While there is no standardized housing turnover index, several papers, spanning a number 

of disciplines have approximated such a measure for a number of reasons.  The method 

used here was adapted from Calem, Gillen, and Wachter's 2004 paper “The 

Neighborhood Distribution of Subprime Mortgage Lending.”94  In it, they estimate a 

housing turnover rate to be equal to the number of home purchase loans divided by the 

number of owner-occupied housing units within a given time frame.  This sufficed for 

their purposes, but as it is unlikely that all homes purchased for the purposes of                                                               

                                                 
94 Paul Calem, Kevin Gillen and Susan Wachter, “The Neighborhood Distribution of Subprime Lending,” 

Journal of Real Estate Finance and Economics 29, no. 4 (2004). 
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 investment during the housing boom were non owner-occupied, both types will be 

considered.  An increase in housing turnover among all buyers should also signal a 

growth in speculator activity.  Below is a graph detailing such an increase. 

Figure 7: Housing Turnover, 1999-2007 

Source: U.S. Census Bureau and Federal Financial Institutions Examination Council.              

See Appendix, Table C2 for data.                                                                                                 

                                                                                                                                                       

                                                                                                                                                 

Housing turnover – again, the rate at which housing across a sample is sold, is shown to 

more than double on the national scale between 1999 and 2005.  If the previous 

comparison between national data and a smaller cross-section is considered to be 

indicative of trends among investors relating to the housing bubble, then it would not be 

surprising if such a movement in housing turnover frequency were observed at an even 

higher level in certain parts of the country.                                                                                                 
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3.2 Shadow Bank Data                                                                                                            

 The influence of the shadow banking sector on the growth of the housing bubble    

was vast.  Structured Investment Vehicles enticed individuals to invest in the money 

market by purchasing CDs and other short-term securities they offered.  SIVs then used 

these funds to purchase longer-term, less liquid notes such as mortgage backed securities.  

In order to hedge these investments, some agents purchased credit default swaps.  The 

effects of each of these actions can be verified by the data.                                                

 As the actions of shadow banks are, by definition, unregulated and “in the dark,” 

it proves difficult to quantify their existence.  Instead, a more direct approach to 

determining their effects on the growth of the recent housing price bubble is to look at 

their interactions with products that are quantifiable.  To this end, the growth of the 

money market during the housing price bubble will be observed.  This will confirm the 

contribution of shadow banks suggested above.  Next, the mortgage backed securities 

purchased by these institutions will be surveyed.  Finally, the unimaginable rise in 

popularity of the credit default swap is detailed.                                                                  

  Certain shadow banks contributed to the growth of the housing bubble by 

soliciting short-term securities to potential investors.  As confirmed by the growth of 

money market bond debt during this time, the scope of such solicitation was great.  

Shown in the following graph, the breadth of the money market near doubled in the eight 

years under scrutiny.  From 1999 to 2007, a total of $1.832 trillion was pumped into 

short-term paper, augmenting the market by 78%.  These funds were, in many cases, used 

to invest in other, less liquid notes such as mortgage backed securities.  As such, growth 

of debt of this type can be interpreted as an indicator of the housing bubble.  
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Figure 8: Money Market Debt, 1999-2007 

Source: SIFMA.  See Appendix, Table D for data.                                                                                           

                                                                                                                                                            

The secondary market for mortgages has, since it was created and expanded by 

government-sponsored enterprises throughout the 20th century experienced growth.  Such 

development seems meager, however, when pitted against the rise of this market during 

the housing price bubble.                                                                   

 The scope of the entire secondary market can be represented by figures 

encapsulating all mortgage-related bond debt.  Over the past ten years or so, a large 

portion of this figure has been debt held in pools or trusts.  Such measures note the 

amount of mortgages pooled together for the purposes of being either sold “as-is” or 

divided and re-packaged according to risk/return profiles.    An even smaller cross-section 

of this data is debt held in pools or trusts by private conduits.  This adequately captures 

the portion of mortgage debt held by shadow banks for the specific purpose of marketing 

to SIVs and other interested parties.  Each measure is shown below.                                                           
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  Figure 9: Marketable Mortgage Debt, 1999-2007                                                                                                                 

 

                                                                                                                                                  

Source: SIFMA and The Federal Reserve Board.  See Appendix, Table E for data. 

                                                                                                                                              

From December of 1999 when the Glass-Steagall act was repealed, the market for 

mortgage-related bond debt grew in total from roughly $3.3 trillion to over $9 trillion.  At 

this same time, total principal balances of mortgage debt held in pools or trusts jumped 

from about $2.95 trillion to $7.41 trillion.  Of these totals, securities offered by private 

institutions constituted 22%  in December 1999 nearly doubling in share of debt held in 

trusts at 40% at the end of 2007.  It is clear that mortgage backed securities were a 

popular choice for many investors during the early 2000s.  What is equally as clear is the 

popularity of credit default swaps during this same time as a means of insurance.               

 The market for credit default swap derivatives experienced growth never before 

seen in financial history.  From effective non-importance (verified by the fact that data 

specifically addressing credit default swaps was unavailable before 2001) to one of the  
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 largest financial presences ever witnessed, the market for credit default swaps grew 

quickly over the last 10 years.     

Figure 10: Credit Default Swap Market, 2001-2007
                                                                                                                                                

                                                                                                                                                          

Source: ISDA.  See Appendix, Table F for data.                                                                                                                                                                                                                    

                                                                                                                                                              

From 2001, when data first became available, to its peak in 2007, the market for credit 

default swaps grew over 60-fold.  According to the data represented in this graph, Credit                                                                                                                                         

Default Swaps outstanding reached over $60 trillion.                                                                                       

 3.3 Monetary Policy Data                                                                                             

 Expansionary monetary policy observed from the early to mid 2000s served to 

help create the housing bubble.  The lowering of the Federal Funds rate at this time grew 

the money supply, which in turn, lead to credit expansion.  Among the types of credit 

affected by this expansion was mortgage credit extended to households.  This 
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development was manifested in the “price” of adjustable rate mortgages, which were 

particularly popular during the rise of the housing price bubble.  ARM rates fell 

compared to longer-term fixed rates, making such products more attractive.  The ultimate 

effect of these rate declines can be seen in an increase of mortgage debt, and an rise in 

housing prices.                                                                                                                       

The nature of behavior of the Federal Funds rate is indicative of policy objectives.  

As mentioned in the previous chapter, concerns over the economy-wide response to the 

burst of the dot-com bubble spurred a drastic decrease in the Federal Funds rate as 

documented on the next page.                                                                                                                  

 The Federal Funds rate fell from its July 2000 high of 6.54% to 1.84% in just 18 

months.  It continued this downward trend until it eventually bottomed out at .98% in 

December of 2003.  After this time, the Fed began to contract its monetary policy, and the 

trajectory of the Federal Funds rate became upward once again.  The extended period of 

low rates had an expansionary effect on the M2 money supply.                                         

 As the M2 measure of money stock is broader than the M1, and includes savings 

and money market accounts, it trended upward in a response inverse to the movement of 

the Federal Funds rate.  See graphs documenting the change in each indicator on the 

following two pages.     
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Figure 11: Federal Funds Rate, 1999-2007 

                                                                                                                                                           

Source: Economic Report of the President.  See Appendix, Table G for data. 
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Figure 12: U.S. Money Supply, 1999-2007 

                                                                                                                                                           

Source: Economic Report of the President.  See Appendix, Table H for data.                                                                                                                             
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This entire time (with the brief exception of December of 2003), M2 money supply 

growth remained positive, and most of the time, strong.  An increase in the M2 measure 

of the money supply is analogous with an increase in loanable funds.  As this money 

stock increased roughly 70% during the time under scrutiny, so did the availability of 

loanable funds.                                                                                                              

 This can be seen in a marked expansion in credit across the board, and specifically 

in three prominent types of debt accumulation: mortgages, consumer credit, and 

corporate debt.                                                                                                                                                

Figure 13: Credit Expansion, 1990-2007                                                                                                             

Source: SIFMA and The Economic Report of the President.  See Appendix, Table I for 

data. 
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It is quite obvious from the above graph that while each of these sectors experienced an at 

least 212% growth in debt over the eight years examined, the market enjoying the 

greatest growth was the mortgage market.  From 1999 to 2007, total mortgage debt 

increased 284% from $3,788.3 billion to $14,539 billion.                                                 

 This upturn was most likely due to an effective difference in the pricing of 

popular adjustable-rate mortgages as shown on the following page.  While 1-year 

adjustable-rate mortgages have been observed to move in tandem with longer-term (30-

year) fixed-rate mortgages, a departure from this trend was exhibited during the period 

during which the Federal Reserve lowered the Federal Funds rate dramatically.  From 

May of 2001 to December of 2003, the difference between the 30-year fixed rate ranged 

from a low of 1.24% to a high of 2.47%, but averaged 1.84% - a discount significant 

enough it seems to have encouraged an uptrend in mortgage debt.   
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Figure 14: Mortgage Rates, 1999-2007                                                                                               

                                                                                                                                                                               

Source: Freddie Mac.  See Appendix, Table J for data. 
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CONCLUSION 

This thesis was written with the intention of making evident the similarities 

between the determinants of the recent experience in the U.S. housing market and 

circumstances understood to surround the beginnings of asset bubbles in general.  To 

accomplish this, prominent theories of speculative mania were reviewed and then used to 

analyze specific determinants of the housing bubble.  These causes were then explored in 

detail, and finally supported with data.   

Chapter 1 of the paper set the framework for the analysis carried out in the 

following chapters.  Summarizing Robert Shiller’s extensive work on investor behavior 

provided insight to the entity whose actions are most fundamental to the growth of an 

asset bubble: the individual.  Understanding the complex interaction of Herd Behavior, 

the Feedback Model, and “New Era” Mentality not only allows the reader to better 

understand actions of individual investors, but it lays the foundation for comprehending 

the how the sum of these individual actions is realized in the development of an asset 

bubble.  That is, it provides background information helpful in understanding Hyman 

Minsky’s Financial Instability Hypothesis.  The comprehension of Minsky’s hypothesis is 

an end in and of itself.  As it aptly describes the evolution of debt structure from stable to 

unstable, it can be held to account for an identical movement in recent memory.  For this 

reason, analyses of the housing bubble is in the context Minsky’s proposal were 

surveyed.  Lastly, a discussion of the role of asset prices in the determination of monetary 

policy, insofar as it affects interest rates, was included.   

The second chapter looks at three commonly cited determinants of the U.S. 

housing price bubble: the Subprime Mortgage Market, Banking Deregulation and the 
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Shadow Banking Industry, and Monetary Policy.  Detailing conditions of each of these 

determinants educates the reader as to not only how each evolved, but how it was 

involved in growing the housing bubble.   

The last chapter of the thesis provides evidential support for the causes of the 

housing bubble claimed in the previous chapter. 

The strength of this sort of analysis lies in its foundation in widely accepted work.  

Because credible theories of human behavior and its effect on financial markets are used 

to set the stage for the original work done here, any weakness in the examination should 

be understood to stem from these new contributions.  The results yielded by the survey 

conducted here are certainly not conclusive.  It would have been possible, as is sure to be 

the norm when addressing this topic in the future, to take a quantitative approach and 

yield tangible results. 

All of this notwithstanding, it is my hope that this thesis, while suggestive in 

nature has accomplished its intended goal of making the reader aware of how the major 

determinants of the housing bubble fit into very well understood theories of speculative 

behavior.  As this is the case, it should be clear that the very beginnings of our recently 

commenced journey were not unique and that this could very easily happen again.                        
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APPENDIX: TABLES 

Table A: Home Price Indices, 1997-2007 
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Table B: Number of Homes Owned by Income, 1997-2007 
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Table C: Number of Home Loans Originated by Type, 1997-2007 
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Table C2: Housing Turnover Rate, 1999-2007 
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Table D: Total U.S. Money Market Debt, 1999-2007 
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Table E: Mortgage-Related Bond Market Debt, 1999-2007 
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Table F: Total Credit Default Swaps Outstanding 
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Table G: Federal Funds Rate, 1999-2007 
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Table G (continued) 
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Table G (continued) 
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Table H: U.S. Money Supply 1999-2007 
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Table H (continued) 
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Table H (continued) 
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Appendix I: Total Credit Expansion, 1990-2007 
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Table J: Mortgage Rates, 1999-2007 
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