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PREFACE

The Financial Crisis Inquiry Commission was created to “examine the causes of the
current financial and economic crisis in the United States” In this report, the Com-
mission presents to the President, the Congress, and the American people the results
of its examination and its conclusions as to the causes of the crisis.

More than two years after the worst of the financial crisis, our economy, as well as
communities and families across the country, continues to experience the after-
shocks. Millions of Americans have lost their jobs and their homes, and the economy
is still struggling to rebound. This report is intended to provide a historical account-
ing of what brought our financial system and economy to a precipice and to help pol-
icy makers and the public better understand how this calamity came to be.

The Commission was established as part of the Fraud Enforcement and Recovery
Act (Public Law 111-21) passed by Congress and signed by the President in May
2009. This independent, 10-member panel was composed of private citizens with ex-
perience in areas such as housing, economics, finance, market regulation, banking,
and consumer protection. Six members of the Commission were appointed by the
Democratic leadership of Congress and four members by the Republican leadership.

The Commission’s statutory instructions set out 22 specific topics for inquiry and
called for the examination of the collapse of major financial institutions that failed or
would have failed if not for exceptional assistance from the government. This report
tulfills these mandates. In addition, the Commission was instructed to refer to the at-
torney general of the United States and any appropriate state attorney general any
person that the Commission found may have violated the laws of the United States in
relation to the crisis. Where the Commission found such potential violations, it re-
ferred those matters to the appropriate authorities. The Commission used the au-
thority it was given to issue subpoenas to compel testimony and the production of
documents, but in the vast majority of instances, companies and individuals volun-
tarily cooperated with this inquiry.

In the course of its research and investigation, the Commission reviewed millions
of pages of documents, interviewed more than 700 witnesses, and held 19 days of
public hearings in New York, Washington, D.C., and communities across the country

Xi



Xii PREFACE

that were hard hit by the crisis. The Commission also drew from a large body of ex-
isting work about the crisis developed by congressional committees, government
agencies, academics, journalists, legal investigators, and many others.

We have tried in this report to explain in clear, understandable terms how our
complex financial system worked, how the pieces fit together, and how the crisis oc-
curred. Doing so required research into broad and sometimes arcane subjects, such
as mortgage lending and securitization, derivatives, corporate governance, and risk
management. To bring these subjects out of the realm of the abstract, we conducted
case study investigations of specific financial firms—and in many cases specific facets
of these institutions—that played pivotal roles. Those institutions included American
International Group (AIG), Bear Stearns, Citigroup, Countrywide Financial, Fannie
Mae, Goldman Sachs, Lehman Brothers, Merrill Lynch, Moody’s, and Wachovia. We
looked more generally at the roles and actions of scores of other companies.

We also studied relevant policies put in place by successive Congresses and ad-
ministrations. And importantly, we examined the roles of policy makers and regula-
tors, including at the Federal Deposit Insurance Corporation, the Federal Reserve
Board, the Federal Reserve Bank of New York, the Department of Housing and Ur-
ban Development, the Office of the Comptroller of the Currency, the Office of Fed-
eral Housing Enterprise Oversight (and its successor, the Federal Housing Finance
Agency), the Office of Thrift Supervision, the Securities and Exchange Commission,
and the Treasury Department.

Of course, there is much work the Commission did not undertake. Congress did
not ask the Commission to offer policy recommendations, but required it to delve
into what caused the crisis. In that sense, the Commission has functioned somewhat
like the National Transportation Safety Board, which investigates aviation and other
transportation accidents so that knowledge of the probable causes can help avoid fu-
ture accidents. Nor were we tasked with evaluating the federal law (the Troubled As-
set Relief Program, known as TARP) that provided financial assistance to major
financial institutions. That duty was assigned to the Congressional Oversight Panel
and the Special Inspector General for TARP.

This report is not the sole repository of what the panel found. A website—
www.fcic.gov—will host a wealth of information beyond what could be presented here.
It will contain a stockpile of materials—including documents and emails, video of the
Commission’s public hearings, testimony, and supporting research—that can be stud-
ied for years to come. Much of what is footnoted in this report can be found on the
website. In addition, more materials that cannot be released yet for various reasons will
eventually be made public through the National Archives and Records Administration.

Our work reflects the extraordinary commitment and knowledge of the mem-
bers of the Commission who were accorded the honor of this public service. We also
benefited immensely from the perspectives shared with commissioners by thou-
sands of concerned Americans through their letters and emails. And we are grateful
to the hundreds of individuals and organizations that offered expertise, informa-
tion, and personal accounts in extensive interviews, testimony, and discussions with
the Commission.
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We want to thank the Commission staff, and in particular, Wendy Edelberg, our
executive director, for the professionalism, passion, and long hours they brought to
this mission in service of their country. This report would not have been possible
without their extraordinary dedication.

With this report and our website, the Commission’s work comes to a close. We
present what we have found in the hope that readers can use this report to reach their
own conclusions, even as the comprehensive historical record of this crisis continues
to be written.






CONCLUSIONS OF THE
FINANCIAL CRISIS INQUIRY COMMISSION

The Financial Crisis Inquiry Commission has been called upon to examine the finan-
cial and economic crisis that has gripped our country and explain its causes to the
American people. We are keenly aware of the significance of our charge, given the
economic damage that America has suffered in the wake of the greatest financial cri-
sis since the Great Depression.

Our task was first to determine what happened and how it happened so that we
could understand why it happened. Here we present our conclusions. We encourage
the American people to join us in making their own assessments based on the evi-
dence gathered in our inquiry. If we do not learn from history, we are unlikely to fully
recover from it. Some on Wall Street and in Washington with a stake in the status quo
may be tempted to wipe from memory the events of this crisis, or to suggest that no
one could have foreseen or prevented them. This report endeavors to expose the
facts, identify responsibility, unravel myths, and help us understand how the crisis
could have been avoided. It is an attempt to record history, not to rewrite it, nor allow
it to be rewritten.

To help our fellow citizens better understand this crisis and its causes, we also pres-
ent specific conclusions at the end of chapters in Parts III, IV, and V of this report.

The subject of this report is of no small consequence to this nation. The profound
events of 2007 and 2008 were neither bumps in the road nor an accentuated dip in
the financial and business cycles we have come to expect in a free market economic
system. This was a fundamental disruption—a financial upheaval, if you will—that
wreaked havoc in communities and neighborhoods across this country.

As this report goes to print, there are more than 26 million Americans who are
out of work, cannot find full-time work, or have given up looking for work. About
four million families have lost their homes to foreclosure and another four and a half
million have slipped into the foreclosure process or are seriously behind on their
mortgage payments. Nearly $11 trillion in household wealth has vanished, with re-
tirement accounts and life savings swept away. Businesses, large and small, have felt
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the sting of a deep recession. There is much anger about what has transpired, and jus-
tifiably so. Many people who abided by all the rules now find themselves out of work
and uncertain about their future prospects. The collateral damage of this crisis has
been real people and real communities. The impacts of this crisis are likely to be felt
for a generation. And the nation faces no easy path to renewed economic strength.

Like so many Americans, we began our exploration with our own views and some
preliminary knowledge about how the world’s strongest financial system came to the
brink of collapse. Even at the time of our appointment to this independent panel,
much had already been written and said about the crisis. Yet all of us have been
deeply affected by what we have learned in the course of our inquiry. We have been at
various times fascinated, surprised, and even shocked by what we saw, heard, and
read. Ours has been a journey of revelation.

Much attention over the past two years has been focused on the decisions by the
federal government to provide massive financial assistance to stabilize the financial
system and rescue large financial institutions that were deemed too systemically im-
portant to fail. Those decisions—and the deep emotions surrounding them—will be
debated long into the future. But our mission was to ask and answer this central ques-
tion: how did it come to pass that in 2008 our nation was forced to choose between two
stark and painful alternatives—either risk the total collapse of our financial system
and economy or inject trillions of taxpayer dollars into the financial system and an
array of companies, as millions of Americans still lost their jobs, their savings, and
their homes?

In this report, we detail the events of the crisis. But a simple summary, as we see
it, is useful at the outset. While the vulnerabilities that created the potential for cri-
sis were years in the making, it was the collapse of the housing bubble—fueled by
low interest rates, easy and available credit, scant regulation, and toxic mortgages—
that was the spark that ignited a string of events, which led to a full-blown crisis in
the fall of 2008. Trillions of dollars in risky mortgages had become embedded
throughout the financial system, as mortgage-related securities were packaged,
repackaged, and sold to investors around the world. When the bubble burst, hun-
dreds of billions of dollars in losses in mortgages and mortgage-related securities
shook markets as well as financial institutions that had significant exposures to
those mortgages and had borrowed heavily against them. This happened not just in
the United States but around the world. The losses were magnified by derivatives
such as synthetic securities.

The crisis reached seismic proportions in September 2008 with the failure of
Lehman Brothers and the impending collapse of the insurance giant American Interna-
tional Group (AIG). Panic fanned by a lack of transparency of the balance sheets of ma-
jor financial institutions, coupled with a tangle of interconnections among institutions
perceived to be “too big to fail,” caused the credit markets to seize up. Trading ground
to a halt. The stock market plummeted. The economy plunged into a deep recession.

The financial system we examined bears little resemblance to that of our parents’
generation. The changes in the past three decades alone have been remarkable. The
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financial markets have become increasingly globalized. Technology has transformed
the efficiency, speed, and complexity of financial instruments and transactions. There
is broader access to and lower costs of financing than ever before. And the financial
sector itself has become a much more dominant force in our economy.

From 1978 to 2007, the amount of debt held by the financial sector soared from
$3 trillion to $36 trillion, more than doubling as a share of gross domestic product.
The very nature of many Wall Street firms changed—from relatively staid private
partnerships to publicly traded corporations taking greater and more diverse kinds of
risks. By 2005, the 10 largest U.S. commercial banks held 55% of the industry’s assets,
more than double the level held in 1990. On the eve of the crisis in 2006, financial
sector profits constituted 27% of all corporate profits in the United States, up from
15% in 1980. Understanding this transformation has been critical to the Commis-
sion’s analysis.

Now to our major findings and conclusions, which are based on the facts con-
tained in this report: they are offered with the hope that lessons may be learned to
help avoid future catastrophe.

» We conclude this financial crisis was avoidable. The crisis was the result of human
action and inaction, not of Mother Nature or computer models gone haywire. The
captains of finance and the public stewards of our financial system ignored warnings
and failed to question, understand, and manage evolving risks within a system essen-
tial to the well-being of the American public. Theirs was a big miss, not a stumble.
While the business cycle cannot be repealed, a crisis of this magnitude need not have
occurred. To paraphrase Shakespeare, the fault lies not in the stars, but in us.

Despite the expressed view of many on Wall Street and in Washington that the
crisis could not have been foreseen or avoided, there were warning signs. The tragedy
was that they were ignored or discounted. There was an explosion in risky subprime
lending and securitization, an unsustainable rise in housing prices, widespread re-
ports of egregious and predatory lending practices, dramatic increases in household
mortgage debt, and exponential growth in financial firms’ trading activities, unregu-
lated derivatives, and short-term “repo” lending markets, among many other red
flags. Yet there was pervasive permissiveness; little meaningful action was taken to
quell the threats in a timely manner.

The prime example is the Federal Reserve’s pivotal failure to stem the flow of toxic
mortgages, which it could have done by setting prudent mortgage-lending standards.
The Federal Reserve was the one entity empowered to do so and it did not. The
record of our examination is replete with evidence of other failures: financial institu-
tions made, bought, and sold mortgage securities they never examined, did not care
to examine, or knew to be defective; firms depended on tens of billions of dollars of
borrowing that had to be renewed each and every night, secured by subprime mort-
gage securities; and major firms and investors blindly relied on credit rating agencies
as their arbiters of risk. What else could one expect on a highway where there were
neither speed limits nor neatly painted lines?
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+ We conclude widespread failures in financial regulation and supervision
proved devastating to the stability of the nation’s financial markets. The sentries
were not at their posts, in no small part due to the widely accepted faith in the self-
correcting nature of the markets and the ability of financial institutions to effectively
police themselves. More than 30 years of deregulation and reliance on self-regulation
by financial institutions, championed by former Federal Reserve chairman Alan
Greenspan and others, supported by successive administrations and Congresses, and
actively pushed by the powerful financial industry at every turn, had stripped away
key safeguards, which could have helped avoid catastrophe. This approach had
opened up gaps in oversight of critical areas with trillions of dollars at risk, such as
the shadow banking system and over-the-counter derivatives markets. In addition,
the government permitted financial firms to pick their preferred regulators in what
became a race to the weakest supervisor.

Yet we do not accept the view that regulators lacked the power to protect the fi-
nancial system. They had ample power in many arenas and they chose not to use it.
To give just three examples: the Securities and Exchange Commission could have re-
quired more capital and halted risky practices at the big investment banks. It did not.
The Federal Reserve Bank of New York and other regulators could have clamped
down on Citigroup’s excesses in the run-up to the crisis. They did not. Policy makers
and regulators could have stopped the runaway mortgage securitization train. They
did not. In case after case after case, regulators continued to rate the institutions they
oversaw as safe and sound even in the face of mounting troubles, often downgrading
them just before their collapse. And where regulators lacked authority, they could
have sought it. Too often, they lacked the political will—in a political and ideological
environment that constrained it—as well as the fortitude to critically challenge the
institutions and the entire system they were entrusted to oversee.

Changes in the regulatory system occurred in many instances as financial mar-
kets evolved. But as the report will show, the financial industry itself played a key
role in weakening regulatory constraints on institutions, markets, and products. It
did not surprise the Commission that an industry of such wealth and power would
exert pressure on policy makers and regulators. From 1999 to 2008, the financial
sector expended $2.7 billion in reported federal lobbying expenses; individuals and
political action committees in the sector made more than $1 billion in campaign
contributions. What troubled us was the extent to which the nation was deprived of
the necessary strength and independence of the oversight necessary to safeguard
financial stability.

« We conclude dramatic failures of corporate governance and risk management
at many systemically important financial institutions were a key cause of this cri-
sis. There was a view that instincts for self-preservation inside major financial firms
would shield them from fatal risk-taking without the need for a steady regulatory
hand, which, the firms argued, would stifle innovation. Too many of these institu-
tions acted recklessly, taking on too much risk, with too little capital, and with too
much dependence on short-term funding. In many respects, this reflected a funda-
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mental change in these institutions, particularly the large investment banks and bank
holding companies, which focused their activities increasingly on risky trading activ-
ities that produced hefty profits. They took on enormous exposures in acquiring and
supporting subprime lenders and creating, packaging, repackaging, and selling tril-
lions of dollars in mortgage-related securities, including synthetic financial products.
Like Icarus, they never feared flying ever closer to the sun.

Many of these institutions grew aggressively through poorly executed acquisition
and integration strategies that made effective management more challenging. The
CEO of Citigroup told the Commission that a $40 billion position in highly rated
mortgage securities would “not in any way have excited my attention,” and the co-
head of Citigroup’s investment bank said he spent “a small fraction of 1%” of his time
on those securities. In this instance, too big to fail meant too big to manage.

Financial institutions and credit rating agencies embraced mathematical models
as reliable predictors of risks, replacing judgment in too many instances. Too often,
risk management became risk justification.

Compensation systems—designed in an environment of cheap money, intense
competition, and light regulation—too often rewarded the quick deal, the short-term
gain—without proper consideration of long-term consequences. Often, those systems
encouraged the big bet—where the payoff on the upside could be huge and the down-
side limited. This was the case up and down the line—from the corporate boardroom
to the mortgage broker on the street.

Our examination revealed stunning instances of governance breakdowns and irre-
sponsibility. You will read, among other things, about AIG senior management’s igno-
rance of the terms and risks of the company’s $79 billion derivatives exposure to
mortgage-related securities; Fannie Mae’s quest for bigger market share, profits, and
bonuses, which led it to ramp up its exposure to risky loans and securities as the hous-
ing market was peaking; and the costly surprise when Merrill Lynch’s top manage-
ment realized that the company held $55 billion in “super-senior” and supposedly
“super-safe” mortgage-related securities that resulted in billions of dollars in losses.

» We conclude a combination of excessive borrowing, risky investments, and lack
of transparency put the financial system on a collision course with crisis. Clearly,
this vulnerability was related to failures of corporate governance and regulation, but
it is significant enough by itself to warrant our attention here.

In the years leading up to the crisis, too many financial institutions, as well as too
many households, borrowed to the hilt, leaving them vulnerable to financial distress
or ruin if the value of their investments declined even modestly. For example, as of
2007, the five major investment banks—Bear Stearns, Goldman Sachs, Lehman
Brothers, Merrill Lynch, and Morgan Stanley—were operating with extraordinarily
thin capital. By one measure, their leverage ratios were as high as 40 to 1, meaning for
every $40 in assets, there was only $1 in capital to cover losses. Less than a 3% drop in
asset values could wipe out a firm. To make matters worse, much of their borrowing
was short-term, in the overnight market—meaning the borrowing had to be renewed
each and every day. For example, at the end of 2007, Bear Stearns had $11.8 billion in
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equity and $383.6 billion in liabilities and was borrowing as much as $7o billion in
the overnight market. It was the equivalent of a small business with $50,000 in equity
borrowing $1.6 million, with $296,750 of that due each and every day. One can't
really ask “What were they thinking?” when it seems that too many of them were
thinking alike.

And the leverage was often hidden—in derivatives positions, in off-balance-sheet
entities, and through “window dressing” of financial reports available to the investing
public.

The kings of leverage were Fannie Mae and Freddie Mac, the two behemoth gov-
ernment-sponsored enterprises (GSEs). For example, by the end of 2007, Fannie’s
and Freddie’s combined leverage ratio, including loans they owned and guaranteed,
stood at 75 to 1.

But financial firms were not alone in the borrowing spree: from 2001 to 2007, na-
tional mortgage debt almost doubled, and the amount of mortgage debt per house-
hold rose more than 63% from $91,500 to $149,500, even while wages were
essentially stagnant. When the housing downturn hit, heavily indebted financial
firms and families alike were walloped.

The heavy debt taken on by some financial institutions was exacerbated by the
risky assets they were acquiring with that debt. As the mortgage and real estate mar-
kets churned out riskier and riskier loans and securities, many financial institutions
loaded up on them. By the end of 2007, Lehman had amassed $111 billion in com-
mercial and residential real estate holdings and securities, which was almost twice
what it held just two years before, and more than four times its total equity. And
again, the risk wasn't being taken on just by the big financial firms, but by families,
too. Nearly one in 10 mortgage borrowers in 2005 and 2006 took out “option ARM”
loans, which meant they could choose to make payments so low that their mortgage
balances rose every month.

Within the financial system, the dangers of this debt were magnified because
transparency was not required or desired. Massive, short-term borrowing, combined
with obligations unseen by others in the market, heightened the chances the system
could rapidly unravel. In the early part of the 20th century, we erected a series of pro-
tections—the Federal Reserve as a lender of last resort, federal deposit insurance, am-
ple regulations—to provide a bulwark against the panics that had regularly plagued
Americas banking system in the 19th century. Yet, over the past 30-plus years, we
permitted the growth of a shadow banking system—opaque and laden with short-
term debt—that rivaled the size of the traditional banking system. Key components
of the market—for example, the multitrillion-dollar repo lending market, off-bal-
ance-sheet entities, and the use of over-the-counter derivatives—were hidden from
view, without the protections we had constructed to prevent financial meltdowns. We
had a 21st-century financial system with 19th-century safeguards.

When the housing and mortgage markets cratered, the lack of transparency, the
extraordinary debt loads, the short-term loans, and the risky assets all came home to
roost. What resulted was panic. We had reaped what we had sown.
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o We conclude the government was ill prepared for the crisis, and its inconsistent
response added to the uncertainty and panic in the financial markets. As part of
our charge, it was appropriate to review government actions taken in response to the
developing crisis, not just those policies or actions that preceded it, to determine if
any of those responses contributed to or exacerbated the crisis.

As our report shows, key policy makers—the Treasury Department, the Federal
Reserve Board, and the Federal Reserve Bank of New York—who were best posi-
tioned to watch over our markets were ill prepared for the events of 2007 and 2008.
Other agencies were also behind the curve. They were hampered because they did
not have a clear grasp of the financial system they were charged with overseeing, par-
ticularly as it had evolved in the years leading up to the crisis. This was in no small
measure due to the lack of transparency in key markets. They thought risk had been
diversified when, in fact, it had been concentrated. Time and again, from the spring
of 2007 on, policy makers and regulators were caught off guard as the contagion
spread, responding on an ad hoc basis with specific programs to put fingers in the
dike. There was no comprehensive and strategic plan for containment, because they
lacked a full understanding of the risks and interconnections in the financial mar-
kets. Some regulators have conceded this error. We had allowed the system to race
ahead of our ability to protect it.

While there was some awareness of, or at least a debate about, the housing bubble,
the record reflects that senior public officials did not recognize that a bursting of the
bubble could threaten the entire financial system. Throughout the summer of 2007,
both Federal Reserve Chairman Ben Bernanke and Treasury Secretary Henry Paul-
son offered public assurances that the turmoil in the subprime mortgage markets
would be contained. When Bear Stearns’s hedge funds, which were heavily invested
in mortgage-related securities, imploded in June 2007, the Federal Reserve discussed
the implications of the collapse. Despite the fact that so many other funds were ex-
posed to the same risks as those hedge funds, the Bear Stearns funds were thought to
be “relatively unique” Days before the collapse of Bear Stearns in March 2008, SEC
Chairman Christopher Cox expressed “comfort about the capital cushions” at the big
investment banks. It was not until August 2008, just weeks before the government
takeover of Fannie Mae and Freddie Mac, that the Treasury Department understood
the full measure of the dire financial conditions of those two institutions. And just a
month before Lehman’s collapse, the Federal Reserve Bank of New York was still
seeking information on the exposures created by Lehman’s more than 900,000 deriv-
atives contracts.

In addition, the government’s inconsistent handling of major financial institutions
during the crisis—the decision to rescue Bear Stearns and then to place Fannie Mae
and Freddie Mac into conservatorship, followed by its decision not to save Lehman
Brothers and then to save AIG—increased uncertainty and panic in the market.

In making these observations, we deeply respect and appreciate the efforts made
by Secretary Paulson, Chairman Bernanke, and Timothy Geithner, formerly presi-
dent of the Federal Reserve Bank of New York and now treasury secretary, and so
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many others who labored to stabilize our financial system and our economy in the
most chaotic and challenging of circumstances.

« We conclude there was a systemic breakdown in accountability and ethics. The
integrity of our financial markets and the public’s trust in those markets are essential
to the economic well-being of our nation. The soundness and the sustained prosper-
ity of the financial system and our economy rely on the notions of fair dealing, re-
sponsibility, and transparency. In our economy, we expect businesses and individuals
to pursue profits, at the same time that they produce products and services of quality
and conduct themselves well.

Unfortunately—as has been the case in past speculative booms and busts—we
witnessed an erosion of standards of responsibility and ethics that exacerbated the fi-
nancial crisis. This was not universal, but these breaches stretched from the ground
level to the corporate suites. They resulted not only in significant financial conse-
quences but also in damage to the trust of investors, businesses, and the public in the
financial system.

For example, our examination found, according to one measure, that the percent-
age of borrowers who defaulted on their mortgages within just a matter of months
after taking a loan nearly doubled from the summer of 2006 to late 2007. This data
indicates they likely took out mortgages that they never had the capacity or intention
to pay. You will read about mortgage brokers who were paid “yield spread premiums”
by lenders to put borrowers into higher-cost loans so they would get bigger fees, of-
ten never disclosed to borrowers. The report catalogues the rising incidence of mort-
gage fraud, which flourished in an environment of collapsing lending standards and
lax regulation. The number of suspicious activity reports—reports of possible finan-
cial crimes filed by depository banks and their affiliates—related to mortgage fraud
grew 20-fold between 1996 and 2005 and then more than doubled again between
2005 and 2009. One study places the losses resulting from fraud on mortgage loans
made between 2005 and 2007 at $112 billion.

Lenders made loans that they knew borrowers could not afford and that could
cause massive losses to investors in mortgage securities. As early as September 2004,
Countrywide executives recognized that many of the loans they were originating
could result in “catastrophic consequences.” Less than a year later, they noted that
certain high-risk loans they were making could result not only in foreclosures but
also in “financial and reputational catastrophe” for the firm. But they did not stop.

And the report documents that major financial institutions ineffectively sampled
loans they were purchasing to package and sell to investors. They knew a significant
percentage of the sampled loans did not meet their own underwriting standards or
those of the originators. Nonetheless, they sold those securities to investors. The
Commission’s review of many prospectuses provided to investors found that this crit-
ical information was not disclosed.

THESE CONCLUSIONS must be viewed in the context of human nature and individual
and societal responsibility. First, to pin this crisis on mortal flaws like greed and
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hubris would be simplistic. It was the failure to account for human weakness that is
relevant to this crisis.

Second, we clearly believe the crisis was a result of human mistakes, misjudg-
ments, and misdeeds that resulted in systemic failures for which our nation has paid
dearly. As you read this report, you will see that specific firms and individuals acted
irresponsibly. Yet a crisis of this magnitude cannot be the work of a few bad actors,
and such was not the case here. At the same time, the breadth of this crisis does not
mean that “everyone is at fault”; many firms and individuals did not participate in the
excesses that spawned disaster.

We do place special responsibility with the public leaders charged with protecting
our financial system, those entrusted to run our regulatory agencies, and the chief ex-
ecutives of companies whose failures drove us to crisis. These individuals sought and
accepted positions of significant responsibility and obligation. Tone at the top does
matter and, in this instance, we were let down. No one said “no”

But as a nation, we must also accept responsibility for what we permitted to occur.
Collectively, but certainly not unanimously, we acquiesced to or embraced a system,
a set of policies and actions, that gave rise to our present predicament.

* oF o

THIS REPORT DESCRIBES THE EVENTS and the system that propelled our nation to-
ward crisis. The complex machinery of our financial markets has many essential
gears—some of which played a critical role as the crisis developed and deepened.
Here we render our conclusions about specific components of the system that we be-
lieve contributed significantly to the financial meltdown.

» We conclude collapsing mortgage-lending standards and the mortgage securi-
tization pipeline lit and spread the flame of contagion and crisis. When housing
prices fell and mortgage borrowers defaulted, the lights began to dim on Wall Street.
This report catalogues the corrosion of mortgage-lending standards and the securiti-
zation pipeline that transported toxic mortgages from neighborhoods across Amer-
ica to investors around the globe.

Many mortgage lenders set the bar so low that lenders simply took eager borrow-
ers qualifications on faith, often with a willful disregard for a borrower’s ability to
pay. Nearly one-quarter of all mortgages made in the first half of 2005 were interest-
only loans. During the same year, 68% of “option ARM” loans originated by Coun-
trywide and Washington Mutual had low- or no-documentation requirements.

These trends were not secret. As irresponsible lending, including predatory and
fraudulent practices, became more prevalent, the Federal Reserve and other regula-
tors and authorities heard warnings from many quarters. Yet the Federal Reserve
neglected its mission “to ensure the safety and soundness of the nation’s banking and
financial system and to protect the credit rights of consumers.” It failed to build the
retaining wall before it was too late. And the Office of the Comptroller of the Cur-
rency and the Office of Thrift Supervision, caught up in turf wars, preempted state
regulators from reining in abuses.
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While many of these mortgages were kept on banks’ books, the bigger money came
from global investors who clamored to put their cash into newly created mortgage-re-
lated securities. It appeared to financial institutions, investors, and regulators alike that
risk had been conquered: the investors held highly rated securities they thought were
sure to perform; the banks thought they had taken the riskiest loans off their books;
and regulators saw firms making profits and borrowing costs reduced. But each step in
the mortgage securitization pipeline depended on the next step to keep demand go-
ing. From the speculators who flipped houses to the mortgage brokers who scouted
the loans, to the lenders who issued the mortgages, to the financial firms that created
the mortgage-backed securities, collateralized debt obligations (CDOs), CDOs
squared, and synthetic CDOs: no one in this pipeline of toxic mortgages had enough
skin in the game. They all believed they could off-load their risks on a moment’s no-
tice to the next person in line. They were wrong. When borrowers stopped making
mortgage payments, the losses—amplified by derivatives—rushed through the
pipeline. As it turned out, these losses were concentrated in a set of systemically im-
portant financial institutions.

In the end, the system that created millions of mortgages so efficiently has proven
to be difficult to unwind. Its complexity has erected barriers to modifying mortgages
so families can stay in their homes and has created further uncertainty about the
health of the housing market and financial institutions.

« We conclude over-the-counter derivatives contributed significantly to this
crisis. The enactment of legislation in 2000 to ban the regulation by both the federal
and state governments of over-the-counter (OTC) derivatives was a key turning
point in the march toward the financial crisis.

From financial firms to corporations, to farmers, and to investors, derivatives
have been used to hedge against, or speculate on, changes in prices, rates, or indices
or even on events such as the potential defaults on debts. Yet, without any oversight,
OTC derivatives rapidly spiraled out of control and out of sight, growing to $673 tril-
lion in notional amount. This report explains the uncontrolled leverage; lack of
transparency, capital, and collateral requirements; speculation; interconnections
among firms; and concentrations of risk in this market.

OTC derivatives contributed to the crisis in three significant ways. First, one type
of derivative—credit default swaps (CDS)—fueled the mortgage securitization
pipeline. CDS were sold to investors to protect against the default or decline in value
of mortgage-related securities backed by risky loans. Companies sold protection—to
the tune of $79 billion, in AIG’s case—to investors in these newfangled mortgage se-
curities, helping to launch and expand the market and, in turn, to further fuel the
housing bubble.

Second, CDS were essential to the creation of synthetic CDOs. These synthetic
CDOs were merely bets on the performance of real mortgage-related securities. They
amplified the losses from the collapse of the housing bubble by allowing multiple bets
on the same securities and helped spread them throughout the financial system.
Goldman Sachs alone packaged and sold $73 billion in synthetic CDOs from July 1,
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2004, to May 31, 2007. Synthetic CDOs created by Goldman referenced more than
3,400 mortgage securities, and 610 of them were referenced at least twice. This is
apart from how many times these securities may have been referenced in synthetic
CDOs created by other firms.

Finally, when the housing bubble popped and crisis followed, derivatives were in
the center of the storm. AIG, which had not been required to put aside capital re-
serves as a cushion for the protection it was selling, was bailed out when it could not
meet its obligations. The government ultimately committed more than $180 billion
because of concerns that AIG’s collapse would trigger cascading losses throughout
the global financial system. In addition, the existence of millions of derivatives con-
tracts of all types between systemically important financial institutions—unseen and
unknown in this unregulated market—added to uncertainty and escalated panic,
helping to precipitate government assistance to those institutions.

o We conclude the failures of credit rating agencies were essential cogs in the
wheel of financial destruction. The three credit rating agencies were key enablers of
the financial meltdown. The mortgage-related securities at the heart of the crisis
could not have been marketed and sold without their seal of approval. Investors re-
lied on them, often blindly. In some cases, they were obligated to use them, or regula-
tory capital standards were hinged on them. This crisis could not have happened
without the rating agencies. Their ratings helped the market soar and their down-
grades through 2007 and 2008 wreaked havoc across markets and firms.

In our report, you will read about the breakdowns at Moody’s, examined by the
Commission as a case study. From 2000 to 2007, Moody’s rated nearly 45,000
mortgage-related securities as triple-A. This compares with six private-sector com-
panies in the United States that carried this coveted rating in early 2010. In 2006
alone, Moody’s put its triple-A stamp of approval on 30 mortgage-related securities
every working day. The results were disastrous: 83% of the mortgage securities rated
triple-A that year ultimately were downgraded.

You will also read about the forces at work behind the breakdowns at Moody’s, in-
cluding the flawed computer models, the pressure from financial firms that paid for
the ratings, the relentless drive for market share, the lack of resources to do the job
despite record profits, and the absence of meaningful public oversight. And you will
see that without the active participation of the rating agencies, the market for mort-
gage-related securities could not have been what it became.

X o

THERE ARE MANY COMPETING VIEWS as to the causes of this crisis. In this regard, the
Commission has endeavored to address key questions posed to us. Here we discuss
three: capital availability and excess liquidity, the role of Fannie Mae and Freddie Mac
(the GSEs), and government housing policy.

First, as to the matter of excess liquidity: in our report, we outline monetary poli-
cies and capital flows during the years leading up to the crisis. Low interest rates,
widely available capital, and international investors seeking to put their money in real
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estate assets in the United States were prerequisites for the creation of a credit bubble.
Those conditions created increased risks, which should have been recognized by
market participants, policy makers, and regulators. However, it is the Commission’s
conclusion that excess liquidity did not need to cause a crisis. It was the failures out-
lined above—including the failure to effectively rein in excesses in the mortgage and
financial markets—that were the principal causes of this crisis. Indeed, the availabil-
ity of well-priced capital—both foreign and domestic—is an opportunity for eco-
nomic expansion and growth if encouraged to flow in productive directions.

Second, we examined the role of the GSEs, with Fannie Mae serving as the Com-
mission’s case study in this area. These government-sponsored enterprises had a
deeply flawed business model as publicly traded corporations with the implicit back-
ing of and subsidies from the federal government and with a public mission. Their
$5 trillion mortgage exposure and market position were significant. In 2005 and
2006, they decided to ramp up their purchase and guarantee of risky mortgages, just
as the housing market was peaking. They used their political power for decades to
ward off effective regulation and oversight—spending $164 million on lobbying from
1999 to 2008. They suffered from many of the same failures of corporate governance
and risk management as the Commission discovered in other financial firms.
Through the third quarter of 2010, the Treasury Department had provided $151 bil-
lion in financial support to keep them afloat.

We conclude that these two entities contributed to the crisis, but were not a pri-
mary cause. Importantly, GSE mortgage securities essentially maintained their value
throughout the crisis and did not contribute to the significant financial firm losses
that were central to the financial crisis.

The GSEs participated in the expansion of subprime and other risky mortgages,
but they followed rather than led Wall Street and other lenders in the rush for fools
gold. They purchased the highest rated non-GSE mortgage-backed securities and
their participation in this market added helium to the housing balloon, but their pur-
chases never represented a majority of the market. Those purchases represented 10.5%
of non-GSE subprime mortgage-backed securities in 2001, with the share rising to
40% in 2004, and falling back to 28% by 2008. They relaxed their underwriting stan-
dards to purchase or guarantee riskier loans and related securities in order to meet
stock market analysts’ and investors’ expectations for growth, to regain market share,
and to ensure generous compensation for their executives and employees—justifying
their activities on the broad and sustained public policy support for homeownership.

The Commission also probed the performance of the loans purchased or guaran-
teed by Fannie and Freddie. While they generated substantial losses, delinquency
rates for GSE loans were substantially lower than loans securitized by other financial
firms. For example, data compiled by the Commission for a subset of borrowers with
similar credit scores—scores below 660—show that by the end of 2008, GSE mort-
gages were far less likely to be seriously delinquent than were non-GSE securitized
mortgages: 6.2% versus 28.3%.

We also studied at length how the Department of Housing and Urban Develop-
ments (HUD’) affordable housing goals for the GSEs affected their investment in
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risky mortgages. Based on the evidence and interviews with dozens of individuals in-
volved in this subject area, we determined these goals only contributed marginally to
Fannie’s and Freddie’s participation in those mortgages.

Finally, as to the matter of whether government housing policies were a primary
cause of the crisis: for decades, government policy has encouraged homeownership
through a set of incentives, assistance programs, and mandates. These policies were
put in place and promoted by several administrations and Congresses—indeed, both
Presidents Bill Clinton and George W. Bush set aggressive goals to increase home-
ownership.

In conducting our inquiry, we took a careful look at HUD’s affordable housing
goals, as noted above, and the Community Reinvestment Act (CRA). The CRA was
enacted in 1977 to combat “redlining” by banks—the practice of denying credit to in-
dividuals and businesses in certain neighborhoods without regard to their creditwor-
thiness. The CRA requires banks and savings and loans to lend, invest, and provide
services to the communities from which they take deposits, consistent with bank
safety and soundness.

The Commission concludes the CRA was not a significant factor in subprime lend-
ing or the crisis. Many subprime lenders were not subject to the CRA. Research indi-
cates only 6% of high-cost loans—a proxy for subprime loans—had any connection to
the law. Loans made by CRA-regulated lenders in the neighborhoods in which they
were required to lend were half as likely to default as similar loans made in the same
neighborhoods by independent mortgage originators not subject to the law.

Nonetheless, we make the following observation about government housing poli-
cies—they failed in this respect: As a nation, we set aggressive homeownership goals
with the desire to extend credit to families previously denied access to the financial
markets. Yet the government failed to ensure that the philosophy of opportunity was
being matched by the practical realities on the ground. Witness again the failure of
the Federal Reserve and other regulators to rein in irresponsible lending. Homeown-
ership peaked in the spring of 2004 and then began to decline. From that point on,
the talk of opportunity was tragically at odds with the reality of a financial disaster in

the making.
* % %

WHEN THIS COMMISSION began its work 18 months ago, some imagined that the
events of 2008 and their consequences would be well behind us by the time we issued
this report. Yet more than two years after the federal government intervened in an
unprecedented manner in our financial markets, our country finds itself still grap-
pling with the aftereffects of the calamity. Our financial system is, in many respects,
still unchanged from what existed on the eve of the crisis. Indeed, in the wake of the
crisis, the U.S. financial sector is now more concentrated than ever in the hands of a
few large, systemically significant institutions.

While we have not been charged with making policy recommendations, the very
purpose of our report has been to take stock of what happened so we can plot a new
course. In our inquiry, we found dramatic breakdowns of corporate governance,
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profound lapses in regulatory oversight, and near fatal flaws in our financial system.
We also found that a series of choices and actions led us toward a catastrophe for
which we were ill prepared. These are serious matters that must be addressed and
resolved to restore faith in our financial markets, to avoid the next crisis, and to re-
build a system of capital that provides the foundation for a new era of broadly
shared prosperity.

The greatest tragedy would be to accept the refrain that no one could have seen
this coming and thus nothing could have been done. If we accept this notion, it will
happen again.

This report should not be viewed as the end of the nation’s examination of this
crisis. There is still much to learn, much to investigate, and much to fix.

This is our collective responsibility. It falls to us to make different choices if we
want different results.



PART 1

Crisis on the Horizon






1
BEFORE OUR VERY EYES

In examining the worst financial meltdown since the Great Depression, the Financial
Crisis Inquiry Commission reviewed millions of pages of documents and questioned
hundreds of individuals—financial executives, business leaders, policy makers, regu-
lators, community leaders, people from all walks of life—to find out how and why it
happened.

In public hearings and interviews, many financial industry executives and top
public officials testified that they had been blindsided by the crisis, describing it as a
dramatic and mystifying turn of events. Even among those who worried that the
housing bubble might burst, few—if any—foresaw the magnitude of the crisis that
would ensue.

Charles Prince, the former chairman and chief executive officer of Citigroup Inc.,
called the collapse in housing prices “wholly unanticipated.” Warren Buffett, the
chairman and chief executive officer of Berkshire Hathaway Inc., which until 2009
was the largest single shareholder of Moody’s Corporation, told the Commission
that “very, very few people could appreciate the bubble,” which he called a “mass
delusion” shared by “300 million Americans”* Lloyd Blankfein, the chairman and
chief executive officer of Goldman Sachs Group, Inc., likened the financial crisis to a
hurricane.’

Regulators echoed a similar refrain. Ben Bernanke, the chairman of the Federal
Reserve Board since 2006, told the Commission a “perfect storm” had occurred that
regulators could not have anticipated; but when asked about whether the Fed’s lack of
aggressiveness in regulating the mortgage market during the housing boom was a
failure, Bernanke responded, “It was, indeed. I think it was the most severe failure of
the Fed in this particular episode”* Alan Greenspan, the Fed chairman during the
two decades leading up to the crash, told the Commission that it was beyond the abil-
ity of regulators to ever foresee such a sharp decline. “History tells us [regulators]
cannot identify the timing of a crisis, or anticipate exactly where it will be located or
how large the losses and spillovers will be.”s

In fact, there were warning signs. In the decade preceding the collapse, there were
many signs that house prices were inflated, that lending practices had spun out of
control, that too many homeowners were taking on mortgages and debt they could ill
afford, and that risks to the financial system were growing unchecked. Alarm bells
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were clanging inside financial institutions, regulatory offices, consumer service or-
ganizations, state law enforcement agencies, and corporations throughout America,
as well as in neighborhoods across the country. Many knowledgeable executives saw
trouble and managed to avoid the train wreck. While countless Americans joined in
the financial euphoria that seized the nation, many others were shouting to govern-
ment officials in Washington and within state legislatures, pointing to what would
become a human disaster, not just an economic debacle.

“Everybody in the whole world knew that the mortgage bubble was there,” said
Richard Breeden, the former chairman of the Securities and Exchange Commission
appointed by President George H. W. Bush. “I mean, it wasn’t hidden. . . . You cannot
look at any of this and say that the regulators did their job. This was not some hidden
problem. It wasn’t out on Mars or Pluto or somewhere. It was right here. . .. You can't
make trillions of dollars’ worth of mortgages and not have people notice”

Paul McCulley, a managing director at PIMCO, one of the nation’s largest money
management firms, told the Commission that he and his colleagues began to get wor-
ried about “serious signs of bubbles” in 2005; they therefore sent out credit analysts to
20 cities to do what he called “old-fashioned shoe-leather research,” talking to real es-
tate brokers, mortgage brokers, and local investors about the housing and mortgage
markets. They witnessed what he called “the outright degradation of underwriting
standards,” McCulley asserted, and they shared what they had learned when they got
back home to the company’s Newport Beach, California, headquarters. “And when
our group came back, they reported what they saw, and we adjusted our risk accord-
ingly;” McCulley told the Commission. The company “severely limited” its participa-
tion in risky mortgage securities.”

Veteran bankers, particularly those who remembered the savings and loan crisis,
knew that age-old rules of prudent lending had been cast aside. Arnold Cattani, the
chairman of Bakersfield, California-based Mission Bank, told the Commission that
he grew uncomfortable with the “pure lunacy” he saw in the local home-building
market, fueled by “voracious” Wall Street investment banks; he thus opted out of cer-
tain kinds of investments by 2005.

William Martin, the vice chairman and chief executive officer of Service 1st Bank
of Nevada, told the FCIC that the desire for a “high and quick return” blinded people
to fiscal realities. “You may recall Tommy Lee Jones in Men in Black, where he holds a
device in the air, and with a bright flash wipes clean the memories of everyone who
has witnessed an alien event,” he said.’

Unlike so many other bubbles—tulip bulbs in Holland in the 1600s, South Sea
stocks in the 1700s, Internet stocks in the late 1990s—this one involved not just an-
other commodity but a building block of community and social life and a corner-
stone of the economy: the family home. Homes are the foundation upon which many
of our social, personal, governmental, and economic structures rest. Children usually
go to schools linked to their home addresses; local governments decide how much
money they can spend on roads, firehouses, and public safety based on how much
property tax revenue they have; house prices are tied to consumer spending. Down-
turns in the housing industry can cause ripple effects almost everywhere.
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When the Federal Reserve cut interest rates early in the new century and mort-
gage rates fell, home refinancing surged, climbing from $460 billion in 2000 to $2.8
trillion in 2003," allowing people to withdraw equity built up over previous decades
and to consume more, despite stagnant wages. Home sales volume started to in-
crease, and average home prices nationwide climbed, rising 67% in eight years by one
measure and hitting a national high of $227,100 in early 2006.* Home prices in
many areas skyrocketed: prices increased nearly two and one-half times in Sacra-
mento, for example, in just five years,"? and shot up by about the same percentage in
Bakersfield, Miami, and Key West. Prices about doubled in more than 110 metropol-
itan areas, including Phoenix, Atlantic City, Baltimore, Ft. Lauderdale, Los Angeles,
Poughkeepsie, San Diego, and West Palm Beach.’> Housing starts nationwide
climbed 53%, from 1.4 million in 1995 to more than 2 million in 2005. Encouraged
by government policies, homeownership reached a record 69.2% in the spring of
2004, although it wouldn't rise an inch further even as the mortgage machine kept
churning for another three years. By refinancing their homes, Americans extracted
$2.0 trillion in home equity between 2000 and 2007, including $334 billion in 2006
alone, more than seven times the amount they took out in 1996.*4 Real estate specula-
tors and potential homeowners stood in line outside new subdivisions for a chance to
buy houses before the ground had even been broken. By the first half of 2005, more
than one out of every ten home sales was to an investor, speculator, or someone buy-
ing a second home.*s Bigger was better, and even the structures themselves ballooned
in size; the floor area of an average new home grew by 15%, to 2,277 square feet, in
the decade from 1997 to 2007.

Money washed through the economy like water rushing through a broken dam.
Low interest rates and then foreign capital helped fuel the boom. Construction work-
ers, landscape architects, real estate agents, loan brokers, and appraisers profited on
Main Street, while investment bankers and traders on Wall Street moved even higher
on the American earnings pyramid and the share prices of the most aggressive finan-
cial service firms reached all-time highs.’* Homeowners pulled cash out of their
homes to send their kids to college, pay medical bills, install designer kitchens with
granite counters, take vacations, or launch new businesses. They also paid off credit
cards, even as personal debt rose nationally. Survey evidence shows that about 5% of
homeowners pulled out cash to buy a vehicle and over 40% spent the cash on a catch-
all category including tax payments, clothing, gifts, and living expenses.'” Renters
used new forms of loans to buy homes and to move to suburban subdivisions, erect-
ing swing sets in their backyards and enrolling their children in local schools.

In an interview with the Commission, Angelo Mozilo, the longtime CEO of
Countrywide Financial—a lender brought down by its risky mortgages—said that a
“gold rush” mentality overtook the country during these years, and that he was swept
up in it as well: “Housing prices were rising so rapidly—at a rate that I'd never seen in
my 55 years in the business—that people, regular people, average people got caught
up in the mania of buying a house, and flipping it, making money. It was happening.
They buy a house, make $50,000 ... and talk at a cocktail party about it. . . . Housing
suddenly went from being part of the American dream to house my family to settle
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down—it became a commodity. That was a change in the culture. . . . It was sudden,
unexpected.”*®

On the surface, it looked like prosperity. After all, the basic mechanisms making
the real estate machine hum—the mortgage-lending instruments and the financing
techniques that turned mortgages into investments called securities, which kept cash
flowing from Wall Street into the U.S. housing market—were tools that had worked
well for many years.

But underneath, something was going wrong. Like a science fiction movie in
which ordinary household objects turn hostile, familiar market mechanisms were be-
ing transformed. The time-tested 30-year fixed-rate mortgage, with a 20% down pay-
ment, went out of style. There was a burgeoning global demand for residential
mortgage-backed securities that offered seemingly solid and secure returns. In-
vestors around the world clamored to purchase securities built on American real es-
tate, seemingly one of the safest bets in the world.

Wall Street labored mightily to meet that demand. Bond salesmen earned multi-
million-dollar bonuses packaging and selling new kinds of loans, offered by new
kinds of lenders, into new kinds of investment products that were deemed safe but
possessed complex and hidden risks. Federal officials praised the changes—these
financial innovations, they said, had lowered borrowing costs for consumers and
moved risks away from the biggest and most systemically important financial insti-
tutions. But the nation’s financial system had become vulnerable and intercon-
nected in ways that were not understood by either the captains of finance or the
system’s public stewards. In fact, some of the largest institutions had taken on what
would prove to be debilitating risks. Trillions of dollars had been wagered on the
belief that housing prices would always rise and that borrowers would seldom de-
fault on mortgages, even as their debt grew. Shaky loans had been bundled into in-
vestment products in ways that seemed to give investors the best of both
worlds—high-yield, risk-free—but instead, in many cases, would prove to be high-
risk and yield-free.

All this financial creativity was a lot “like cheap sangria,” said Michael Mayo, a
managing director and financial services analyst at Calyon Securities (USA) Inc. “A
lot of cheap ingredients repackaged to sell at a premium,” he told the Commission. “It
might taste good for a while, but then you get headaches later and you have no idea
what’s really inside.™®

The securitization machine began to guzzle these once-rare mortgage products
with their strange-sounding names: Alt-A, subprime, I-O (interest-only), low-doc,
no-doc, or ninja (no income, no job, no assets) loans; 2—-28s and 3-27s; liar loans;
piggyback second mortgages; payment-option or pick-a-pay adjustable rate mort-
gages. New variants on adjustable-rate mortgages, called “exploding” ARMs, featured
low monthly costs at first, but payments could suddenly double or triple, if borrowers
were unable to refinance. Loans with negative amortization would eat away the bor-
rower’s equity. Soon there were a multitude of different kinds of mortgages available
on the market, confounding consumers who didn't examine the fine print, baffling
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conscientious borrowers who tried to puzzle out their implications, and opening the
door for those who wanted in on the action.

Many people chose poorly. Some people wanted to live beyond their means, and by
mid-2005, nearly one-quarter of all borrowers nationwide were taking out interest-
only loans that allowed them to defer the payment of principal.** Some borrowers
opted for nontraditional mortgages because that was the only way they could get a
foothold in areas such as the sky-high California housing market.>* Some speculators
saw the chance to snatch up investment properties and flip them for profit—and
Florida and Georgia became a particular target for investors who used these loans to
acquire real estate.*> Some were misled by salespeople who came to their homes and
persuaded them to sign loan documents on their kitchen tables. Some borrowers
naively trusted mortgage brokers who earned more money placing them in risky
loans than in safe ones.?> With these loans, buyers were able to bid up the prices of
houses even if they didn’t have enough income to qualify for traditional loans.

Some of these exotic loans had existed in the past, used by high-income, finan-
cially secure people as a cash-management tool. Some had been targeted to borrow-
ers with impaired credit, offering them the opportunity to build a stronger payment
history before they refinanced. But the instruments began to deluge the larger market
in 2004 and 2005. The changed occurred “almost overnight,” Faith Schwartz, then an
executive at the subprime lender Option One and later the executive director of Hope
Now, a lending-industry foreclosure relief group, told the Federal Reserve’s Con-
sumer Advisory Council. “T would suggest most every lender in the country is in it,
one way or another”>

At first not a lot of people really understood the potential hazards of these new
loans. They were new, they were different, and the consequences were uncertain. But
it soon became apparent that what had looked like newfound wealth was a mirage
based on borrowed money. Overall mortgage indebtedness in the United States
climbed from $5.3 trillion in 2001 to $10.5 trillion in 2007. The mortgage debt of
American households rose almost as much in the six years from 2001 to 2007 as it
had over the course of the country’s more than 200-year history. The amount of
mortgage debt per household rose from $91,500 in 2001 to $149,500 in 2007.25 With
a simple flourish of a pen on paper, millions of Americans traded away decades of eq-
uity tucked away in their homes.

Under the radar, the lending and the financial services industry had mutated. In
the past, lenders had avoided making unsound loans because they would be stuck
with them in their loan portfolios. But because of the growth of securitization, it
wasn't even clear anymore who the lender was. The mortgages would be packaged,
sliced, repackaged, insured, and sold as incomprehensibly complicated debt securities
to an assortment of hungry investors. Now even the worst loans could find a buyer.

More loan sales meant higher profits for everyone in the chain. Business boomed
for Christopher Cruise, a Maryland-based corporate educator who trained loan offi-
cers for companies that were expanding mortgage originations. He crisscrossed the
nation, coaching about 10,000 loan originators a year in auditoriums and classrooms.
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His clients included many of the largest lenders—Countrywide, Ameriquest, and
Ditech among them. Most of their new hires were young, with no mortgage experi-
ence, fresh out of school and with previous jobs “flipping burgers,” he told the FCIC.
Given the right training, however, the best of them could “easily” earn millions.>¢

“I was a sales and marketing trainer in terms of helping people to know how to
sell these products to, in some cases, frankly unsophisticated and unsuspecting bor-
rowers,” he said. He taught them the new playbook: “You had no incentive whatso-
ever to be concerned about the quality of the loan, whether it was suitable for the
borrower or whether the loan performed. In fact, you were in a way encouraged not
to worry about those macro issues.” He added, “I knew that the risk was being
shunted off. I knew that we could be writing crap. But in the end it was like a game of
musical chairs. Volume might go down but we were not going to be hurt”>

On Wall Street, where many of these loans were packaged into securities and sold
to investors around the globe, a new term was coined: IBGYBG, “T'll be gone, you’ll
be gone.”*® It referred to deals that brought in big fees up front while risking much
larger losses in the future. And, for a long time, IBGYBG worked at every level.

Most home loans entered the pipeline soon after borrowers signed the docu-
ments and picked up their keys. Loans were put into packages and sold off in bulk to
securitization firms—including investment banks such as Merrill Lynch, Bear
Stearns, and Lehman Brothers, and commercial banks and thrifts such as Citibank,
Wells Fargo, and Washington Mutual. The firms would package the loans into resi-
dential mortgage-backed securities that would mostly be stamped with triple-A rat-
ings by the credit rating agencies, and sold to investors. In many cases, the securities
were repackaged again into collateralized debt obligations (CDOs)—often com-
posed of the riskier portions of these securities—which would then be sold to other
investors. Most of these securities would also receive the coveted triple-A ratings
that investors believed attested to their quality and safety. Some investors would buy
an invention from the 1990s called a credit default swap (CDS) to protect against the
securities’ defaulting. For every buyer of a credit default swap, there was a seller: as
these investors made opposing bets, the layers of entanglement in the securities mar-
ket increased.

The instruments grew more and more complex; CDOs were constructed out of
CDOs, creating CDOs squared. When firms ran out of real product, they started gen-
erating cheaper-to-produce synthetic CDOs—composed not of real mortgage securi-
ties but just of bets on other mortgage products. Each new permutation created an
opportunity to extract more fees and trading profits. And each new layer brought in
more investors wagering on the mortgage market—even well after the market had
started to turn. So by the time the process was complete, a mortgage on a home in
south Florida might become part of dozens of securities owned by hundreds of in-
vestors—or parts of bets being made by hundreds more. Treasury Secretary Timothy
Geithner, the president of the New York Federal Reserve Bank during the crisis, de-
scribed the resulting product as “cooked spaghetti” that became hard to “untangle”

Ralph Cioffi spent several years creating CDOs for Bear Stearns and a couple of
more years on the repurchase or “repo” desk, which was responsible for borrowing
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money every night to finance Bear Stearns’s broader securities portfolio. In Septem-
ber 2003, Ciofh created a hedge fund within Bear Stearns with a minimum invest-
ment of $1 million. As was common, he used borrowed money—up to $9 borrowed
for every $1 from investors—to buy CDOs. Cioffi’s first fund was extremely success-
ful; it earned 17% for investors in 2004 and 10% in 2005—after the annual manage-
ment fee and the 20% slice of the profit for Cioffi and his Bear Stearns team—and
grew to almost $9 billion by the end of 2005. In the fall of 2006, he created another,
more aggressive fund. This one would shoot for leverage of up to 12 to 1. By the end
of 2006, the two hedge funds had $18 billion invested, half in securities issued by
CDOs centered on housing. As a CDO manager, Ciofhi also managed another $18 bil-
lion of mortgage-related CDOs for other investors.

Cioffi’s investors and others like them wanted high-yielding mortgage securities.
That, in turn, required high-yielding mortgages. An advertising barrage bombarded
potential borrowers, urging them to buy or refinance homes. Direct-mail solicita-
tions flooded people’s mailboxes.>* Dancing figures, depicting happy homeowners,
boogied on computer monitors. Telephones began ringing off the hook with calls
from loan officers offering the latest loan products: One percent loan! (But only for
the first year.) No money down! (Leaving no equity if home prices fell.) No income
documentation needed! (Mortgages soon dubbed “liar loans” by the industry itself.)
Borrowers answered the call, many believing that with ever-rising prices, housing
was the investment that couldn’t lose.

In Washington, four intermingled issues came into play that made it difficult to ac-
knowledge the looming threats. First, efforts to boost homeownership had broad po-
litical support—from Presidents Bill Clinton and George W. Bush and successive
Congresses—even though in reality the homeownership rate had peaked in the spring
of 2004. Second, the real estate boom was generating a lot of cash on Wall Street and
creating a lot of jobs in the housing industry at a time when performance in other sec-
tors of the economy was dreary. Third, many top officials and regulators were reluc-
tant to challenge the profitable and powerful financial industry. And finally, policy
makers believed that even if the housing market tanked, the broader financial system
and economy would hold up.

As the mortgage market began its transformation in the late 1990s, consumer ad-
vocates and front-line local government officials were among the first to spot the
changes: homeowners began streaming into their offices to seek help in dealing with
mortgages they could not afford to pay. They began raising the issue with the Federal
Reserve and other banking regulators.’* Bob Gnaizda, the general counsel and policy
director of the Greenlining Institute, a California-based nonprofit housing group,
told the Commission that he began meeting with Greenspan at least once a year
starting in 1999, each time highlighting to him the growth of predatory lending prac-
tices and discussing with him the social and economic problems they were creating.>

One of the first places to see the bad lending practices envelop an entire market
was Cleveland, Ohio. From 1989 to 1999, home prices in Cleveland rose 66%, climb-
ing from a median of $75,200 to $125,100, while home prices nationally rose about
49% in those same years; at the same time, the city’s unemployment rate, ranging
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from 5.8% in 1990 to 4.2% in 1999, more or less tracked the broader U.S. pattern.
James Rokakis, the longtime county treasurer of Cuyahoga County, where Cleveland
is located, told the Commission that the region’s housing market was juiced by “flip-
ping on mega-steroids,” with rings of real estate agents, appraisers, and loan origina-
tors earning fees on each transaction and feeding the securitized loans to Wall Street.
City officials began to hear reports that these activities were being propelled by new
kinds of nontraditional loans that enabled investors to buy properties with little or no
money down and gave homeowners the ability to refinance their houses, regardless
of whether they could afford to repay the loans. Foreclosures shot up in Cuyahoga
County from 3,500 a year in 1995 to 7,000 a year in 2000.3* Rokakis and other public
officials watched as families who had lived for years in modest residences lost their
homes. After they were gone, many homes were ultimately abandoned, vandalized,
and then stripped bare, as scavengers ripped away their copper pipes and aluminum
siding to sell for scrap.

“Securitization was one of the most brilliant financial innovations of the 20th cen-
tury,” Rokakis told the Commission. “It freed up a lot of capital. If it had been done
responsibly, it would have been a wondrous thing because nothing is more stable,
there’s nothing safer, than the American mortgage market. . . . It worked for years.
But then people realized they could scam it.”>

Officials in Cleveland and other Ohio cities reached out to the federal government
for help. They asked the Federal Reserve, the one entity with the authority to regulate
risky lending practices by all mortgage lenders, to use the power it had been granted
in 1994 under the Home Ownership and Equity Protection Act (HOEPA) to issue
new mortgage lending rules. In March 2001, Fed Governor Edward Gramlich, an ad-
vocate for expanding access to credit but only with safeguards in place, attended a
conference on the topic in Cleveland. He spoke about the Fed’s power under HOEPA,
declared some of the lending practices to be “clearly illegal,” and said they could be
“combated with legal enforcement measures.”*

Looking back, Rokakis remarked to the Commission, “I naively believed theyd go
back and tell Mr. Greenspan and presto, wed have some new rules. . . . I thought it
would result in action being taken. It was kind of quaint.”*

In 2000, when Cleveland was looking for help from the federal government, other
cities around the country were doing the same. John Taylor, the president of the Na-
tional Community Reinvestment Coalition, with the support of community leaders
from Nevada, Michigan, Maryland, Delaware, Chicago, Vermont, North Carolina,
New Jersey, and Ohio, went to the Office of Thrift Supervision (OTS), which regu-
lated savings and loan institutions, asking the agency to crack down on what they
called “exploitative” practices they believed were putting both borrowers and lenders
at risk.?”

The California Reinvestment Coalition, a nonprofit housing group based in
Northern California, also begged regulators to act, CRC officials told the Commis-
sion. The nonprofit group had reviewed the loans of 125 borrowers and discovered
that many individuals were being placed into high-cost loans when they qualified for
better mortgages and that many had been misled about the terms of their loans.?*



BEFORE OUR VERY EYES 11

There were government reports, too. The Department of Housing and Urban De-
velopment and the Treasury Department issued a joint report on predatory lending
in June 2000 that made a number of recommendations for reducing the risks to bor-
rowers.” In December 2001, the Federal Reserve Board used the HOEPA law to
amend some regulations; among the changes were new rules aimed at limiting high-
interest lending and preventing multiple refinancings over a short period of time, if
they were not in the borrower’s best interest.*> As it would turn out, those rules cov-
ered only 1% of subprime loans. FDIC Chairman Sheila C. Bair, then an assistant
treasury secretary in the administration of President George W. Bush, characterized
the action to the FCIC as addressing only a “narrow range of predatory lending is-
sues”* In 2002, Gramlich noted again the “increasing reports of abusive, unethical
and in some cases, illegal, lending practices.”+*

Bair told the Commission that this was when “really poorly underwritten loans,
the payment shock loans” were beginning to proliferate, placing “pressure” on tradi-
tional banks to follow suit.#* She said that she and Gramlich considered seeking rules
to rein in the growth of these kinds of loans, but Gramlich told her that he thought
the Fed, despite its broad powers in this area, would not support the effort. Instead,
they sought voluntary rules for lenders, but that effort fell by the wayside as well.*

In an environment of minimal government restrictions, the number of nontradi-
tional loans surged and lending standards declined. The companies issuing these
loans made profits that attracted envious eyes. New lenders entered the field. In-
vestors clamored for mortgage-related securities and borrowers wanted mortgages.
The volume of subprime and nontraditional lending rose sharply. In 2000, the top 25
nonprime lenders originated $105 billion in loans. Their volume rose to $188 billion
in 2002, and then $310 billion in 2003.4

California, with its high housing costs, was a particular hotbed for this kind of
lending. In 2001, nearly $52 billion, or 25% of all nontraditional loans nationwide,
were made in that state; California’s share rose to 35% by 2003, with these kinds of
loans growing to $95 billion or by 84% in California in just two years.* In those
years, “subprime and option ARM loans saturated California communities,” Kevin
Stein, the associate director of the California Reinvestment Coalition, testified to the
Commission. “We estimated at that time that the average subprime borrower in Cali-
fornia was paying over $600 more per month on their mortgage payment as a result
of having received the subprime loan+

Gail Burks, president and CEO of Nevada Fair Housing, Inc., a Las Vegas-based
housing clinic, told the Commission she and other groups took their concerns di-
rectly to Greenspan at this time, describing to him in person what she called the
“metamorphosis” in the lending industry. She told him that besides predatory lend-
ing practices such as flipping loans or misinforming seniors about reverse mortgages,
she also witnessed examples of growing sloppiness in paperwork: not crediting pay-
ments appropriately or miscalculating accounts.+®

Lisa Madigan, the attorney general in Illinois, also spotted the emergence of a
troubling trend. She joined state attorneys general from Minnesota, California,
Washington, Arizona, Florida, New York, and Massachusetts in pursuing allegations
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about First Alliance Mortgage Company, a California-based mortgage lender. Con-
sumers complained that they had been deceived into taking out loans with hefty fees.
The company was then packaging the loans and selling them as securities to Lehman
Brothers, Madigan said. The case was settled in 2002, and borrowers received $50
million. First Alliance went out of business. But other firms stepped into the void.*

State officials from around the country joined together again in 2003 to investi-
gate another fast-growing lender, California-based Ameriquest. It became the na-
tion’s largest subprime lender, originating $39 billion in subprime loans in
2003—mostly refinances that let borrowers take cash out of their homes, but with
hefty fees that ate away at their equity.>> Madigan testified to the FCIC, “Our multi-
state investigation of Ameriquest revealed that the company engaged in the kinds of
fraudulent practices that other predatory lenders subsequently emulated on a wide
scale: inflating home appraisals; increasing the interest rates on borrowers’ loans or
switching their loans from fixed to adjustable interest rates at closing; and promising
borrowers that they could refinance their costly loans into loans with better terms in
just a few months or a year, even when borrowers had no equity to absorb another
refinance”s*

Ed Parker, the former head of Ameriquest’s Mortgage Fraud Investigations De-
partment, told the Commission that he detected fraud at the company within one
month of starting his job there in January 2003, but senior management did nothing
with the reports he sent. He heard that other departments were complaining he
“looked too much” into the loans. In November 2005, he was downgraded from
“manager” to “supervisor, and was laid off in May 2006.5

In late 2003, Prentiss Cox, then a Minnesota assistant attorney general, asked
Ameriquest to produce information about its loans. He received about 10 boxes of
documents. He pulled one file at random, and stared at it. He pulled out another
and another. He noted file after file where the borrowers were described as “an-
tiques dealers”—in his view, a blatant misrepresentation of employment. In another
loan file, he recalled in an interview with the FCIC, a disabled borrower in his 8os
who used a walker was described in the loan application as being employed in
“light construction.”s3

“It didn’t take Sherlock Holmes to figure out this was bogus,” Cox told the Com-
mission. As he tried to figure out why Ameriquest would make such obviously fraud-
ulent loans, a friend suggested that he “look upstream.” Cox suddenly realized that
the lenders were simply generating product to ship to Wall Street to sell to investors.
“I got that it had shifted,” Cox recalled. “The lending pattern had shifted.”s*

Ultimately, 49 states and the District of Columbia joined in the lawsuit against
Ameriquest, on behalf of “more than 240,000 borrowers.” The result was a $325 mil-
lion settlement. But during the years when the investigation was under way, between
2002 and 2005, Ameriquest originated another $217.9 billion in loans,** which then
flowed to Wall Street for securitization.

Although the federal government played no role in the Ameriquest investigation,
some federal officials said they had followed the case. At the Department of Housing
and Urban Development, “we began to get rumors” that other firms were “running
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wild, taking applications over the Internet, not verifying peoples’ income or their
ability to have a job,” recalled Alphonso Jackson, the HUD secretary from 2004 to
2008, in an interview with the Commission. “Everybody was making a great deal of
money . . . and there wasn’t a great deal of oversight going on.” Although he was the
nation’s top housing official at the time, he placed much of the blame on Congress.>

Cox, the former Minnesota prosecutor, and Madigan, the Illinois attorney gen-
eral, told the Commission that one of the single biggest obstacles to effective state
regulation of unfair lending came from the federal government, particularly the Of-
fice of the Comptroller of the Currency (OCC), which regulated nationally chartered
banks—including Bank of America, Citibank, and Wachovia—and the OTS, which
regulated nationally chartered thrifts. The OCC and OTS issued rules preempting
states from enforcing rules against national banks and thrifts.” Cox recalled that in
2001, Julie Williams, the chief counsel of the OCC, had delivered what he called a
“lecture” to the states” attorneys general, in a meeting in Washington, warning them
that the OCC would “quash” them if they persisted in attempting to control the con-
sumer practices of nationally regulated institutions.>®

Two former OCC comptrollers, John Hawke and John Dugan, told the Commis-
sion that they were defending the agency’s constitutional obligation to block state ef-
forts to impinge on federally created entities. Because state-chartered lenders had
more lending problems, they said, the states should have been focusing there rather
than looking to involve themselves in federally chartered institutions, an arena where
they had no jurisdiction.’® However, Madigan told the Commission that national
banks funded 21 of the 25 largest subprime loan issuers operating with state charters,
and that those banks were the end market for abusive loans originated by the state-
chartered firms. She noted that the OCC was “particularly zealous in its efforts to
thwart state authority over national lenders, and lax in its efforts to protect con-
sumers from the coming crisis.”*

Many states nevertheless pushed ahead in enforcing their own lending regula-
tions, as did some cities. In 2003, Charlotte, North Carolina-based Wachovia Bank
told state regulators that it would not abide by state laws, because it was a national
bank and fell under the supervision of the OCC. Michigan protested Wachovia’s an-
nouncement, and Wachovia sued Michigan. The OCC, the American Bankers Asso-
ciation, and the Mortgage Bankers Association entered the fray on Wachovia’s side;
the other 49 states, Puerto Rico, and the District of Columbia aligned themselves
with Michigan. The legal battle lasted four years. The Supreme Court ruled 5-3 in
Wachovia’s favor on April 17, 2007, leaving the OCC its sole regulator for mortgage
lending. Cox criticized the federal government: “Not only were they negligent, they
were aggressive players attempting to stop any enforcement action(s]. . . . Those guys
should have been on our side”®

Nonprime lending surged to $730 billion in 2004 and then $1.0 trillion in 2005,
and its impact began to be felt in more and more places.®> Many of those loans were
funneled into the pipeline by mortgage brokers—the link between borrowers and
the lenders who financed the mortgages—who prepared the paperwork for loans
and earned fees from lenders for doing it. More than 200,000 new mortgage brokers
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began their jobs during the boom, and some were less than honorable in their deal-
ings with borrowers.®* According to an investigative news report published in 2008,
between 2000 and 2007, at least 10,500 people with criminal records entered the
field in Florida, for example, including 4,065 who had previously been convicted of
such crimes as fraud, bank robbery, racketeering, and extortion.* J. Thomas Card-
well, the commissioner of the Florida Office of Financial Regulation, told the Com-
mission that “lax lending standards” and a “lack of accountability . . . created a
condition in which fraud flourished”® Marc S. Savitt, a past president of the Na-
tional Association of Mortgage Brokers, told the Commission that while most mort-
gage brokers looked out for borrowers’ best interests and steered them away from
risky loans, about 50,000 of the newcomers to the field nationwide were willing to do
whatever it took to maximize the number of loans they made. He added that some
loan origination firms, such as Ameriquest, were “absolutely” corrupt.®®

In Bakersfield, California, where home starts doubled and home values grew
even faster between 2001 and 2006, the real estate appraiser Gary Crabtree initially
felt pride that his birthplace, 110 miles north of Los Angeles, “had finally been dis-
covered” by other Californians. The city, a farming and oil industry center in the
San Joaquin Valley, was drawing national attention for the pace of its development.
Wide-open farm fields were plowed under and divided into thousands of building
lots. Home prices jumped 11% in Bakersfield in 2002, 17% in 2003, 32% in 2004,
and 29% more in 2005.

Crabtree, an appraiser for 48 years, started in 2003 and 2004 to think that things
were not making sense. People were paying inflated prices for their homes, and they
didn’t seem to have enough income to pay for what they had bought. Within a few
years, when he passed some of these same houses, he saw that they were vacant. “For
sale” signs appeared on the front lawns. And when he passed again, the yards were
untended and the grass was turning brown. Next, the houses went into foreclosure,
and that’s when he noticed that the empty houses were being vandalized, which
pulled down values for the new suburban subdivisions.

The Cleveland phenomenon had come to Bakersfield, a place far from the Rust
Belt. Crabtree watched as foreclosures spread like an infectious disease through the
community. Houses fell into disrepair and neighborhoods disintegrated.

Crabtree began studying the market. In 2006, he ended up identifying what he be-
lieved were 214 fraudulent transactions in Bakersfield; some, for instance, were al-
lowing insiders to siphon cash from each property transfer. The transactions
involved many of the nation’s largest lenders. One house, for example, was listed for
sale for $565,000, and was recorded as selling for $605,000 with 100% financing,
though the real estate agent told Crabtree that it actually sold for $535,000. Crabtree
realized that the gap between the sales price and loan amount allowed these insiders
to pocket $70,000. The terms of the loan required the buyer to occupy the house, but
it was never occupied. The house went into foreclosure and was sold in a distress sale
for $322,000.9

Crabtree began calling lenders to tell them what he had found; but to his shock,
they did not seem to care. He finally reached one quality assurance officer at Fremont
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Investment & Loan, the nation’s eighth-largest subprime lender. “Don’t put your nose
where it doesn't belong,” he was told.®®

Crabtree took his story to state law enforcement officials and to the Federal Bu-
reau of Investigation. “I was screaming at the top of my lungs,” he said. He grew infu-
riated at the slow pace of enforcement and at prosecutors’ lack of response to a
problem that was wreaking economic havoc in Bakersfield.*

At the Washington, D.C., headquarters of the FBI, Chris Swecker, an assistant di-
rector, was also trying to get people to pay attention to mortgage fraud. “It has the po-
tential to be an epidemic,” he said at a news conference in Washington in 2004. “We
think we can prevent a problem that could have as much impact as the S&L crisis.””°

Swecker called another news conference in December 2005 to say the same thing,
this time adding that mortgage fraud was a “pervasive problem” that was “on the
rise” He was joined by officials from HUD, the U.S. Postal Service, and the Internal
Revenue Service. The officials told reporters that real estate and banking executives
were not doing enough to root out mortgage fraud and that lenders needed to do
more to “police their own organizations.””*

Meanwhile, the number of cases of reported mortgage fraud continued to swell.
Suspicious activity reports, also known as SARs, are reports filed by banks to the Fi-
nancial Crimes Enforcement Network (FinCEN), a bureau within the Treasury De-
partment. In November 2006, the network published an analysis that found a 20-fold
increase in mortgage fraud reports between 1996 and 2005. According to FinCEN,
the figures likely represented a substantial underreporting, because two-thirds of all
the loans being created were originated by mortgage brokers who were not subject to
any federal standard or oversight.”> In addition, many lenders who were required to
submit reports did not in fact do so.”?

“The claim that no one could have foreseen the crisis is false,” said William K.
Black, an expert on white-collar crime and a former staff director of the National
Commission on Financial Institution Reform, Recovery and Enforcement, created by
Congress in 1990 as the savings and loan crisis was unfolding.”*

Former attorney general Alberto Gonzales, who served from February 2005 to
2007, told the FCIC he could not remember the press conferences or news reports
about mortgage fraud. Both Gonzales and his successor Michael Mukasey, who
served as attorney general in 2007 and 2008, told the FCIC that mortgage fraud had
never been communicated to them as a top priority. “National security . . . was an
overriding” concern, Mukasey said.”s

To community activists and local officials, however, the lending practices were a
matter of national economic concern. Ruhi Maker, a lawyer who worked on foreclo-
sure cases at the Empire Justice Center in Rochester, New York, told Fed Governors
Bernanke, Susan Bies, and Roger Ferguson in October 2004 that she suspected that
some investment banks—she specified Bear Stearns and Lehman Brothers—were
producing such bad loans that the very survival of the firms was put in question. “We
repeatedly see false appraisals and false income,” she told the Fed officials, who were
gathered at the public hearing period of a Consumer Advisory Council meeting. She
urged the Fed to prod the Securities and Exchange Commission to examine the
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quality of the firms’ due diligence; otherwise, she said, serious questions could arise
about whether they could be forced to buy back bad loans that they had made or
securitized.”®

Maker told the board that she feared an “enormous economic impact” could re-
sult from a confluence of financial events: flat or declining incomes, a housing bub-
ble, and fraudulent loans with overstated values.””

In an interview with the FCIC, Maker said that Fed officials seemed impervious to
what the consumer advocates were saying. The Fed governors politely listened and
said little, she recalled. “They had their economic models, and their economic mod-
els did not see this coming,” she said. “We kept getting back, “This is all anecdotal””7*

Soon nontraditional mortgages were crowding other kinds of products out of the
market in many parts of the country. More mortgage borrowers nationwide took out
interest-only loans, and the trend was far more pronounced on the West and East
Coasts.” Because of their easy credit terms, nontraditional loans enabled borrowers
to buy more expensive homes and ratchet up the prices in bidding wars. The loans
were also riskier, however, and a pattern of higher foreclosure rates frequently ap-
peared soon after.

As home prices shot up in much of the country, many observers began to wonder
if the country was witnessing a housing bubble. On June 18, 2005, the Economist
magazine’s cover story posited that the day of reckoning was at hand, with the head-
line “House Prices: After the Fall” The illustration depicted a brick plummeting out
of the sky. “It is not going to be pretty;” the article declared. “How the current housing
boom ends could decide the course of the entire world economy over the next few
years.”®

That same month, Fed Chairman Greenspan acknowledged the issue, telling the
Joint Economic Committee of the U.S. Congress that “the apparent froth in housing
markets may have spilled over into the mortgage markets.”® For years, he had
warned that Fannie Mae and Freddie Mac, bolstered by investors’ belief that these in-
stitutions had the backing of the U.S. government, were growing so large, with so lit-
tle oversight, that they were creating systemic risks for the financial system. Still, he
reassured legislators that the U.S. economy was on a “reasonably firm footing” and
that the financial system would be resilient if the housing market turned sour.

“The dramatic increase in the prevalence of interest-only loans, as well as the in-
troduction of other relatively exotic forms of adjustable rate mortgages, are develop-
ments of particular concern,” he testified in June.

To be sure, these financing vehicles have their appropriate uses. But to
the extent that some households may be employing these instruments to
purchase a home that would otherwise be unaffordable, their use is be-
ginning to add to the pressures in the marketplace. . . .

Although we certainly cannot rule out home price declines, espe-
cially in some local markets, these declines, were they to occur, likely
would not have substantial macroeconomic implications. Nationwide
banking and widespread securitization of mortgages makes it less likely
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that financial intermediation would be impaired than was the case in
prior episodes of regional house price corrections.*

Indeed, Greenspan would not be the only one confident that a housing downturn
would leave the broader financial system largely unscathed. As late as March 2007,
after housing prices had been declining for a year, Bernanke testified to Congress that
“the problems in the subprime market were likely to be contained”—that is, he ex-
pected little spillover to the broader economy.*

Some were less sanguine. For example, the consumer lawyer Sheila Canavan, of
Moab, Utah, informed the Fed’s Consumer Advisory Council in October 2005 that
61% of recently originated loans in California were interest-only, a proportion that
was more than twice the national average. “That’s insanity, she told the Fed gover-
nors. “That means were facing something down the road that we haven’t faced before
and we are going to be looking at a safety and soundness crisis.”®

On another front, some academics offered pointed analyses as they raised alarms.
For example, in August 2005, the Yale professor Robert Shiller, who along with Karl
Case developed the Case-Shiller Index, charted home prices to illustrate how precip-
itously they had climbed and how distorted the market appeared in historical terms.
Shiller warned that the housing bubble would likely burst.%

In that same month, a conclave of economists gathered at Jackson Lake Lodge in
Wyoming, in a conference center nestled in Grand Teton National Park. It was a
“who’s who of central bankers,” recalled Raghuram Rajan, who was then on leave
from the University of Chicago’s business school while serving as the chief economist
of the International Monetary Fund. Greenspan was there, and so was Bernanke.
Jean-Claude Trichet, the president of the European Central Bank, and Mervyn King,
the governor of the Bank of England, were among the other dignitaries.*

Rajan presented a paper with a provocative title: “Has Financial Development
Made the World Riskier?” He posited that executives were being overcompensated
for short-term gains but let off the hook for any eventual losses—the IBGYBG syn-
drome. Rajan added that investment strategies such as credit default swaps could
have disastrous consequences if the system became unstable, and that regulatory in-
stitutions might be unable to deal with the fallout.?”

He recalled to the FCIC that he was treated with scorn. Lawrence Summers, a for-
mer U.S. treasury secretary who was then president of Harvard University, called Ra-
jan a “Luddite,” implying that he was simply opposed to technological change.®® “I felt
like an early Christian who had wandered into a convention of half-starved lions,”
Rajan wrote later.*

Susan M. Wachter, a professor of real estate and finance at the University of Penn-
sylvania’s Wharton School, prepared a research paper in 2003 suggesting that the
United States could have a real estate crisis similar to that suffered in Asia in the
1990s. When she discussed her work at another Jackson Hole gathering two years
later, it received a chilly reception, she told the Commission. “It was universally
panned,” she said, and an economist from the Mortgage Bankers Association called it
“absurd.™*°
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In 2005, news reports were beginning to highlight indications that the real estate
market was weakening. Home sales began to drop, and Fitch Ratings reported signs
that mortgage delinquencies were rising. That year, the hedge fund manager Mark
Klipsch of Orix Credit Corp. told participants at the American Securitization Forum,
a securities trade group, that investors had become “over optimistic” about the mar-
ket. “I see a lot of irrationality, he added. He said he was unnerved because people
were saying, “It’s different this time”—a rationale commonly heard before previous
collapses.”

Some real estate appraisers had also been expressing concerns for years. From
2000 to 2007, a coalition of appraisal organizations circulated and ultimately deliv-
ered to Washington officials a public petition; signed by 11,000 appraisers and in-
cluding the name and address of each, it charged that lenders were pressuring
appraisers to place artificially high prices on properties. According to the petition,
lenders were “blacklisting honest appraisers” and instead assigning business only to
appraisers who would hit the desired price targets. “The powers that be cannot claim
ignorance,” the appraiser Dennis ]. Black of Port Charlotte, Florida, testified to the
Commission.*

The appraiser Karen Mann of Discovery Bay, California, another industry vet-
eran, told the Commission that lenders had opened subsidiaries to perform ap-
praisals, allowing them to extract extra fees from “unknowing” consumers and
making it easier to inflate home values. The steep hike in home prices and the un-
merited and inflated appraisals she was seeing in Northern California convinced her
that the housing industry was headed for a cataclysmic downturn. In 2005, she laid
off some of her staff in order to cut her overhead expenses, in anticipation of the
coming storm; two years later, she shut down her office and began working out of her
home.”

Despite all the signs that the housing market was slowing, Wall Street just kept go-
ing and going—ordering up loans, packaging them into securities, taking profits,
earning bonuses. By the third quarter of 2006, home prices were falling and mortgage
delinquencies were rising, a combination that spelled trouble for mortgage-backed
securities. But from the third quarter of 2006 on, banks created and sold some $1.3
trillion in mortgage-backed securities and more than $350 billion in mortgage-
related CDOs.%*

Not everyone on Wall Street kept applauding, however. Some executives were
urging caution, as corporate governance and risk management were breaking down.
Reflecting on the causes of the crisis, Jamie Dimon, CEO of JP Morgan testified to the
ECIC, “I blame the management teams 100% and . . . no one else.”

At too many financial firms, management brushed aside the growing risks to their
firms. At Lehman Brothers, for example, Michael Gelband, the head of fixed income,
and his colleague Madelyn Antoncic warned against taking on too much risk in the
face of growing pressure to compete aggressively against other investment banks. An-
toncic, who was the firm’s chief risk officer from 2004 to 2007, was shunted aside: “At
the senior level, they were trying to push so hard that the wheels started to come off,”
she told the Commission. She was reassigned to a policy position working with gov-
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ernment regulators.®® Gelband left; Lehman officials blamed Gelband’s departure on
“philosophical differences.”?”

At Citigroup, meanwhile, Richard Bowen, a veteran banker in the consumer lend-
ing group, received a promotion in early 2006 when he was named business chief
underwriter. He would go on to oversee loan quality for over $9o billion a year of
mortgages underwritten and purchased by CitiFinancial. These mortgages were sold
to Fannie Mae, Freddie Mac, and others. In June 2006, Bowen discovered that as
much as 60% of the loans that Citi was buying were defective. They did not meet Citi-
groups loan guidelines and thus endangered the company—if the borrowers were to
default on their loans, the investors could force Citi to buy them back. Bowen told the
Commission that he tried to alert top managers at the firm by “email, weekly reports,
committee presentations, and discussions”; but though they expressed concern, it
“never translated into any action.” Instead, he said, “there was a considerable push to
build volumes, to increase market share.” Indeed, Bowen recalled, Citi began to
loosen its own standards during these years up to 2005: specifically, it started to pur-
chase stated-income loans. “So we joined the other lemmings headed for the cliff,” he
said in an interview with the FCIC.%

He finally took his warnings to the highest level he could reach—Robert Rubin,
the chairman of the Executive Committee of the Board of Directors and a former
U.S. treasury secretary in the Clinton administration, and three other bank officials.
He sent Rubin and the others a memo with the words “URGENT—READ IMMEDI-
ATELY” in the subject line. Sharing his concerns, he stressed to top managers that
Citi faced billions of dollars in losses if investors were to demand that Citi repurchase
the defective loans.”

Rubin told the Commission in a public hearing in April 2010 that Citibank han-
dled the Bowen matter promptly and effectively. “I do recollect this and that either I
or somebody else, and I truly do not remember who, but either I or somebody else
sent it to the appropriate people, and I do know factually that that was acted on
promptly and actions were taken in response to it.”**° According to Citigroup, the
bank undertook an investigation in response to Bowen’s claims and the system of un-
derwriting reviews was revised.**!

Bowen told the Commission that after he alerted management by sending emails,
he went from supervising 220 people to supervising only 2, his bonus was reduced,
and he was downgraded in his performance review.'°*

Some industry veterans took their concerns directly to government officials.
J. Kyle Bass, a Dallas-based hedge fund manager and a former Bear Stearns executive,
testified to the FCIC that he told the Federal Reserve that he believed the housing se-
curitization market to be on a shaky foundation. “Their answer at the time was, and
this was also the thought that was—that was homogeneous throughout Wall Street’s
analysts—was home prices always track income growth and jobs growth. And they
showed me income growth on one chart and jobs growth on another, and said, “‘We
don’t see what you're talking about because incomes are still growing and jobs are still
growing. And I said, well, you obviously don’t realize where the dog is and where the
tail is, and what’s moving what.”*3



20 FinaNciaL Crisis INQUIRY COMMISSION REPORT

Even those who had profited from the growth of nontraditional lending practices
said they became disturbed by what was happening. Herb Sandler, the co-founder of
the mortgage lender Golden West Financial Corporation, which was heavily loaded
with option ARM loans, wrote a letter to officials at the Federal Reserve, the FDIC,
the OTS, and the OCC warning that regulators were “too dependent” on ratings
agencies and “there is a high potential for gaming when virtually any asset can be
churned through securitization and transformed into a AAA-rated asset, and when a
multi-billion dollar industry is all too eager to facilitate this alchemy.**4

Similarly, Lewis Ranieri, a mortgage finance veteran who helped engineer the Wall
Street mortgage securitization machine in the 1980s, said he didn't like what he called
“the madness” that had descended on the real estate market. Ranieri told the Commis-
sion, “I was not the only guy. I'm not telling you I was John the Baptist. There were
enough of us, analysts and others, wandering around going ‘look at this stuff; that it
would be hard to miss it.”*>> Ranieri’s own Houston-based Franklin Bank Corporation
would itself collapse under the weight of the financial crisis in November 2008.

Other industry veterans inside the business also acknowledged that the rules of
the game were being changed. “Poison” was the word famously used by Country-
wide’s Mozilo to describe one of the loan products his firm was originating.*** “In all
my years in the business I have never seen a more toxic [product],” he wrote in an in-
ternal email.” Others at the bank argued in response that they were offering prod-
ucts “pervasively offered in the marketplace by virtually every relevant competitor of
ours.”**® Still, Mozilo was nervous. “There was a time when savings and loans were
doing things because their competitors were doing it,” he told the other executives.
“They all went broke.”**

In late 2005, regulators decided to take a look at the changing mortgage market.
Sabeth Siddique, the assistant director for credit risk in the Division of Banking Su-
pervision and Regulation at the Federal Reserve Board, was charged with investigat-
ing how broadly loan patterns were changing. He took the questions directly to large
banks in 2005 and asked them how many of which kinds of loans they were making.
Siddique found the information he received “very alarming,” he told the Commis-
sion.*® In fact, nontraditional loans made up 59% percent of originations at Coun-
trywide, 58% percent at Wells Fargo, 51% at National City, 31% at Washington
Mutual, 26.5% at CitiFinancial, and 18.3% at Bank of America. Moreover, the banks
expected that their originations of nontraditional loans would rise by 17% in 2005, to
$608.5 billion. The review also noted the “slowly deteriorating quality of loans due to
loosening underwriting standards.” In addition, it found that two-thirds of the non-
traditional loans made by the banks in 2003 had been of the stated-income, minimal
documentation variety known as liar loans, which had a particularly great likelihood
of going sour.’*

The reaction to Siddique’s briefing was mixed. Federal Reserve Governor Bies re-
called the response by the Fed governors and regional board directors as divided
from the beginning. “Some people on the board and regional presidents . . . just
wanted to come to a different answer. So they did ignore it, or the full thrust of it,” she
told the Commission.***
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The OCC was also pondering the situation. Former comptroller of the currency
John C. Dugan told the Commission that the push had come from below, from bank
examiners who had become concerned about what they were seeing in the field.**3

The agency began to consider issuing “guidance,” a kind of nonbinding official
warning to banks, that nontraditional loans could jeopardize safety and soundness
and would invite scrutiny by bank examiners. Siddique said the OCC led the effort,
which became a multiagency initiative.**4

Bies said that deliberations over the potential guidance also stirred debate within
the Fed, because some critics feared it both would stifle the financial innovation that
was bringing record profits to Wall Street and the banks and would make homes less
affordable. Moreover, all the agencies—the Fed, the OCC, the OTS, the FDIC, and
the National Credit Union Administration—would need to work together on it, or it
would unfairly block one group of lenders from issuing types of loans that were avail-
able from other lenders. The American Bankers Association and Mortgage Bankers
Association opposed it as regulatory overreach.

“The bankers pushed back,” Bies told the Commission. “The members of Con-
gress pushed back. Some of our internal people at the Fed pushed back™s

The Mortgage Insurance Companies of America, which represents mortgage in-
surance companies, weighed in on the other side. “We are deeply concerned about
the contagion effect from poorly underwritten or unsuitable mortgages and home
equity loans,” the trade association wrote to regulators in 2006. “The most recent
market trends show alarming signs of undue risk-taking that puts both lenders and
consumers at risk”**¢

In congressional testimony about a month later, William A. Simpson, the group’s
vice president, pointedly referred to past real estate downturns. “We take a conserva-
tive position on risk because of our first loss position,” Simpson informed the Senate
Subcommittee on Housing, Transportation and Community Development and the
Senate Subcommittee on Economic Policy. “However, we also have a historical per-
spective. We were there when the mortgage markets turned sharply down during the
mid-1980s especially in the oil patch and the early 1990s in California and the
Northeast.™

Within the Fed, the debate grew heated and emotional, Siddique recalled. “It got
very personal,” he told the Commission. The ideological turf war lasted more than a
year, while the number of nontraditional loans kept growing and growing.**®

Consumer advocates kept up the heat. In a Fed Consumer Advisory Council
meeting in March 2006, Fed Governors Bernanke, Mark Olson, and Kevin Warsh
were specifically and publicly warned of dangers that nontraditional loans posed to
the economy. Stella Adams, the executive director of the North Carolina Fair Hous-
ing Center, raised concerns that nontraditional lending “may precipitate a downward
spiral that starts on the coast and then creates panic in the east that could have impli-
cations on our total economy as well”**

At the next meeting of the Fed’s Consumer Advisory Council, held in June 2006
and attended by Bernanke, Bies, Olson, and Warsh, several consumer advocates de-
scribed to the Fed governors alarming incidents that were now occurring all over the
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country. Edward Sivak, the director of policy and evaluation at the Enterprise Corp.
of the Delta, in Jackson, Mississippi, spoke of being told by mortgage brokers that
property values were being inflated to maximize profit for real estate appraisers and
loan originators. Alan White, the supervising attorney at Community Legal Services
in Philadelphia, reported a “huge surge in foreclosures,” noting that up to half of the
borrowers he was seeing with troubled loans had been overcharged and given high-
interest rate mortgages when their credit had qualified them for lower-cost loans.
Hattie B. Dorsey, the president and chief executive officer of Atlanta Neighborhood
Development, said she worried that houses were being flipped back and forth so
much that the result would be neighborhood “decay.” Carolyn Carter of the National
Consumer Law Center in Massachusetts urged the Fed to use its regulatory authority
to “prohibit abuses in the mortgage market.”*>

The balance was tipping. According to Siddique, before Greenspan left his post as
Fed chairman in January 2006, he had indicated his willingness to accept the guid-
ance. Ferguson worked with the Fed board and the regional Fed presidents to get it
done. Bies supported it, and Bernanke did as well.*>*

More than a year after the OCC had began discussing the guidance, and after the
housing market had peaked, it was issued in September 2006 as an interagency warn-
ing that affected banks, thrifts, and credit unions nationwide. Dozens of states fol-
lowed, directing their versions of the guidance to tens of thousands of state-chartered
lenders and mortgage brokers.

Then, in July 2008, long after the risky, nontraditional mortgage market had dis-
appeared and the Wall Street mortgage securitization machine had ground to a halt,
the Federal Reserve finally adopted new rules under HOEPA to curb the abuses
about which consumer groups had raised red flags for years—including a require-
ment that borrowers have the ability to repay loans made to them.

By that time, however, the damage had been done. The total value of mortgage-
backed securities issued between 2001 and 2006 reached $13.4 trillion.*?* There was a
mountain of problematic securities, debt, and derivatives resting on real estate assets
that were far less secure than they were thought to have been.

Just as Bernanke thought the spillovers from a housing market crash would be
contained, so too policymakers, regulators, and financial executives did not under-
stand how dangerously exposed major firms and markets had become to the poten-
tial contagion from these risky financial instruments. As the housing market began
to turn, they scrambled to understand the rapid deterioration in the financial system
and respond as losses in one part of that system would ricochet to others.

By the end of 2007, most of the subprime lenders had failed or been acquired, in-
cluding New Century Financial, Ameriquest, and American Home Mortgage. In Jan-
uary 2008, Bank of America announced it would acquire the ailing lender
Countrywide. It soon became clear that risk—rather than being diversified across the
financial system, as had been thought—was concentrated at the largest financial
firms. Bear Stearns, laden with risky mortgage assets and dependent on fickle short-
term lending, was bought by JP Morgan with government assistance in the spring.
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Before the summer was over, Fannie Mae and Freddie Mac would be put into conser-
vatorship. Then, in September, Lehman Brothers failed and the remaining invest-
ment banks, Merrill Lynch, Goldman Sachs, and Morgan Stanley, struggled as they
lost the market’s confidence. AIG, with its massive credit default swap portfolio and
exposure to the subprime mortgage market, was rescued by the government. Finally,
many commercial banks and thrifts, which had their own exposures to declining
mortgage assets and their own exposures to short-term credit markets, teetered. In-
dyMac had already failed over the summer; in September, Washington Mutual be-
came the largest bank failure in U.S. history. In October, Wachovia struck a deal to be
acquired by Wells Fargo. Citigroup and Bank of America fought to stay afloat. Before
it was over, taxpayers had committed trillions of dollars through more than two
dozen extraordinary programs to stabilize the financial system and to prop up the na-
tion’s largest financial institutions.

The crisis that befell the country in 2008 had been years in the making. In testi-
mony to the Commission, former Fed chairman Greenspan defended his record and
said most of his judgments had been correct. “I was right 70% of the time but I was
wrong 30% of the time,” he told the Commission.’** Yet the consequences of what
went wrong in the run-up to the crisis would be enormous.

The economic impact of the crisis has been devastating. And the human devasta-
tion is continuing. The officially reported unemployment rate hovered at almost 10%
in November 2010, but the underemployment rate, which includes those who have
given up looking for work and part-time workers who would prefer to be working
full-time, was above 17%. And the share of unemployed workers who have been out
of work for more than six months was just above 40%. Of large metropolitan areas,
Las Vegas, Nevada, and Riverside-San Bernardino, California, had the highest un-
employment—their rates were above 14%.

The loans were as lethal as many had predicted, and it has been estimated that ul-
timately as many as 13 million households in the United States may lose their homes
to foreclosure. As of 2010, foreclosure rates were highest in Florida and Nevada; in
Florida, nearly 14% of loans were in foreclosure, and Nevada was not very far
behind.*** Nearly one-quarter of American mortgage borrowers owed more on their
mortgages than their home was worth. In Nevada, the percentage was nearly 70%.'*
Households have lost $11 trillion in wealth since 2006.

As Mark Zandi, the chief economist of Moody’s Economy.com, testified to the
Commission, “The financial crisis has dealt a very serious blow to the U.S. economy.
The immediate impact was the Great Recession: the longest, broadest and most se-
vere downturn since the Great Depression of the 1930s. . . . The longer-term fallout
from the economic crisis is also very substantial. . . . It will take years for employment
to regain its pre-crisis level "2

Looking back on the years before the crisis, the economist Dean Baker said: “So
much of this was absolute public knowledge in the sense that we knew the number of
loans that were being issued with zero down. Now, do we suddenly think we have
that many more people—who are capable of taking on a loan with zero down who we
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think are going to be able to pay that off—than was true 10, 15, 20 years ago? I mean,
what’s changed in the world? There were a lot of things that didn't require any inves-
tigation at all; these were totally available in the data.”**

Warren Peterson, a home builder in Bakersfield, felt that he could pinpoint when
the world changed to the day. Peterson built homes in an upscale neighborhood, and
each Monday morning, he would arrive at the office to find a bevy of real estate
agents, sales contracts in hand, vying to be the ones chosen to purchase the new
homes he was building. The stream of traffic was constant. On one Saturday in No-
vember 2005, he was at the sales office and noticed that not a single purchaser had
entered the building.

He called a friend, also in the home-building business, who said he had noticed
the same thing, and asked him what he thought about it.

“It’s over;” his friend told Peterson.'**
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The financial crisis of 2007 and 2008 was not a single event but a series of crises that
rippled through the financial system and, ultimately, the economy. Distress in one
area of the financial markets led to failures in other areas by way of interconnections
and vulnerabilities that bankers, government officials, and others had missed or dis-
missed. When subprime and other risky mortgages—issued during a housing bubble
that many experts failed to identify, and whose consequences were not understood—
began to default at unexpected rates, a once-obscure market for complex investment
securities backed by those mortgages abruptly failed. When the contagion spread, in-
vestors panicked—and the danger inherent in the whole system became manifest. Fi-
nancial markets teetered on the edge, and brand-name financial institutions were left
bankrupt or dependent on the taxpayers for survival.

Federal Reserve Chairman Ben Bernanke now acknowledges that he missed the
systemic risks. “Prospective subprime losses were clearly not large enough on their
own to account for the magnitude of the crisis,” Bernanke told the Commission.
“Rather, the system’s vulnerabilities, together with gaps in the governments crisis-re-
sponse toolkit, were the principal explanations of why the crisis was so severe and
had such devastating effects on the broader economy.™

This part of our report explores the origins of risks as they developed in the finan-
cial system over recent decades. It is a fascinating story with profound conse-
quences—a complex history that could yield its own report. Instead, we focus on four
key developments that helped shape the events that shook our financial markets and
economy. Detailed books could be written about each of them; we stick to the essen-
tials for understanding our specific concern, which is the recent crisis.

First, we describe the phenomenal growth of the shadow banking system—the
investment banks, most prominently, but also other financial institutions—that
freely operated in capital markets beyond the reach of the regulatory apparatus that
had been put in place in the wake of the crash of 1929 and the Great Depression.

27
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This new system threatened the once-dominant traditional commercial banks, and
they took their grievances to their regulators and to Congress, which slowly but
steadily removed long-standing restrictions and helped banks break out of their tra-
ditional mold and join the feverish growth. As a result, two parallel financial sys-
tems of enormous scale emerged. This new competition not only benefited Wall
Street but also seemed to help all Americans, lowering the costs of their
mortgages and boosting the returns on their 401(k)s. Shadow banks and commer-
cial banks were codependent competitors. Their new activities were very prof-
itable—and, it turned out, very risky.

Second, we look at the evolution of financial regulation. To the Federal Reserve
and other regulators, the new dual system that granted greater license to market par-
ticipants appeared to provide a safer and more dynamic alternative to the era of tradi-
tional banking. More and more, regulators looked to financial institutions to police
themselves—“deregulation” was the label. Former Fed chairman Alan Greenspan put
it this way: “The market-stabilizing private regulatory forces should gradually dis-
place many cumbersome, increasingly ineffective government structures.” In the
Fed’s view, if problems emerged in the shadow banking system, the large commercial
banks—which were believed to be well-run, well-capitalized, and well-regulated de-
spite the loosening of their restraints—could provide vital support. And if problems
outstripped the market’s ability to right itself, the Federal Reserve would take on the
responsibility to restore financial stability. It did so again and again in the decades
leading up to the recent crisis. And, understandably, much of the country came to as-
sume that the Fed could always and would always save the day.

Third, we follow the profound changes in the mortgage industry, from the sleepy
days when local lenders took full responsibility for making and servicing 30-year
loans to a new era in which the idea was to sell the loans off as soon as possible, so
that they could be packaged and sold to investors around the world. New mortgage
products proliferated, and so did new borrowers. Inevitably, this became a market in
which the participants—mortgage brokers, lenders, and Wall Street firms—had a
greater stake in the quantity of mortgages signed up and sold than in their quality.
We also trace the history of Fannie Mae and Freddie Mac, publicly traded corpora-
tions established by Congress that became dominant forces in providing financing to
support the mortgage market while also seeking to maximize returns for investors.

Fourth, we introduce some of the most arcane subjects in our report: securitiza-
tion, structured finance, and derivatives—words that entered the national vocabu-
lary as the financial markets unraveled through 2007 and 2008. Put simply and most
pertinently, structured finance was the mechanism by which subprime and other
mortgages were turned into complex investments often accorded triple-A ratings by
credit rating agencies whose own motives were conflicted. This entire market de-
pended on finely honed computer models—which turned out to be divorced from
reality—and on ever-rising housing prices. When that bubble burst, the complexity
bubble also burst: the securities almost no one understood, backed by mortgages no
lender would have signed 20 years earlier, were the first dominoes to fall in the finan-
cial sector.
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A basic understanding of these four developments will bring the reader up to
speed in grasping where matters stood for the financial system in the year 2000, at
the dawn of a decade of promise and peril.

COMMERCIAL PAPER AND REPOS:
“UNFETTERED MARKETS”

For most of the 20th century, banks and thrifts accepted deposits and loaned that
money to home buyers or businesses. Before the Depression, these institutions were
vulnerable to runs, when reports or merely rumors that a bank was in trouble
spurred depositors to demand their cash. If the run was widespread, the bank might
not have enough cash on hand to meet depositors’ demands: runs were common be-
fore the Civil War and then occurred in 1873, 1884, 1890, 1893, 1896, and 1907.3 To
stabilize financial markets, Congress created the Federal Reserve System in 1913,
which acted as the lender of last resort to banks.

But the creation of the Fed was not enough to avert bank runs and sharp contrac-
tions in the financial markets in the 1920s and 1930s. So in 1933 Congress passed the
Glass-Steagall Act, which, among other changes, established the Federal Deposit In-
surance Corporation. The FDIC insured bank deposits up to $2,500—an amount that
covered the vast majority of deposits at the time; that limit would climb to $100,000 by
1980, where it stayed until it was raised to $250,000 during the crisis in October 2008.
Depositors no longer needed to worry about being first in line at a troubled bank’s
door. And if banks were short of cash, they could now borrow from the Federal Re-
serve, even when they could borrow nowhere else. The Fed, acting as lender of last re-
sort, would ensure that banks would not fail simply from a lack of liquidity.

With these backstops in place, Congress restricted banks’ activities to discourage
them from taking excessive risks, another move intended to help prevent bank fail-
ures, with taxpayer dollars now at risk. Furthermore, Congress let the Federal Reserve
cap interest rates that banks and thrifts—also known as savings and loans, or S&Ls—
could pay depositors. This rule, known as Regulation Q, was also intended to keep in-
stitutions safe by ensuring that competition for deposits did not get out of hand.*

The system was stable as long as interest rates remained relatively steady, which
they did during the first two decades after World War II. Beginning in the late-1960s,
however, inflation started to increase, pushing up interest rates. For example, the
rates that banks paid other banks for overnight loans had rarely exceeded 6% in the
decades before 1980, when it reached 20%. However, thanks to Regulation Q, banks
and thrifts were stuck offering roughly less than 6% on most deposits. Clearly, this
was an untenable bind for the depository institutions, which could not compete on
the most basic level of the interest rate offered on a deposit.

Compete with whom? In the 1970s, Merrill Lynch, Fidelity, Vanguard, and others
persuaded consumers and businesses to abandon banks and thrifts for higher returns.
These firms—eager to find new businesses, particularly after the Securities and Ex-
change Commission (SEC) abolished fixed commissions on stock trades in 1975—
created money market mutual funds that invested these depositors’ money in
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short-term, safe securities such as Treasury bonds and highly rated corporate debt,
and the funds paid higher interest rates than banks and thrifts were allowed to pay.
The funds functioned like bank accounts, although with a different mechanism: cus-
tomers bought shares redeemable daily at a stable value. In 1977, Merrill Lynch in-
troduced something even more like a bank account: “cash management accounts”
allowe