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Pre-reading questions

1. How much do you know about the financial crisis of 2007, then
can you tell more about the outbreak of economic crisis since
the 1930s? :

2. What sectors are directly affected by the financial crisis, and

can you feel its aftermath in your daily life?

As investors lost their confidence in the value of securitized
mortgages in the United States in the first half of 2007, a liquidity
crisis appeared, and the United States Federal Reserve, Bank of
England and the European Central Bank began to pour their capital
into financial markets. The indicator of perceived credit risk in the
general economy, spiked up in July 2007, remained volatile for a
year, then reached a record high of 4. 65% in October, 2008. As a
result, the crisis deepened, as stock markets worldwide crashed
and entered a period of high volatility, and a considerable number
of banks, mortgage lenders and insurance companies failed in the
following weeks.

Although America’s housing collapse is often cited as having

caused the crisis, the financial system was vulnerable because of
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intricate and highly-leveraged financial contracts and operations, a
U. S. monetary policy making the cost of credit negligible and
therefore encouraging such high levels of leverage, and generally a
“hypertrophy of the financial sector”.

In August 2002 an analyst identified a housing bubble. Dean
Baker wrote that from 1953 to 1995 house prices had simply
tracked inflation, but that when house prices from 1995 onwards
were adjusted for inflation they showed a marked increase over and
above inflation-based increases. Baker drew the conclusion that a
bubble in the US housing market existed and predicted an ensuing
crisis. It proved impossible to convince responsible parties such as
the Board of Governors of the Federal Reserve of the need for
action. Baker’s argument was eventually confirmed.

A common claim during the first weeks of the financial crisis
was that the problem was simply caused by reckless, sub-prime
lending. However, the sub-prime mortgages were only part of a
far more extensive problem affecting the entire $ 20 trillion US
housing market. Therefore, the sub-prime sector was simply the
first place that the collapse of the bubble affecting the housing
market showed up. a

The ultimate point of origin of the great financial crisis of 2007 -
2009 can be traced back to an extremely indebted US economy.
The collapse of the real estate market in 2006 was the close point
of origin of the crisis. The failure rates of subprime mortgages
were the first symptom of a credit boom tuned to bust and of a real
estate shock. But large default rates on subprime mortgages
cannot account for the severity of the crisis. Rather, low-quality
mortgages acted as an accelerant to the fire that spread through

the entire financial system. The latter had become fragile as a

.

nO()[’-



