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It all falls down

The financial crisis, for dummies

Dave Pires

Chances are you have no idea
how we spiralled into these times
of “global economic uncertainty.”
What happened? Why is every-
one all worked up? What does this
ruckus mean for me? Where did all
the money go? By the time you've
read this, you'll understand the state
of the world, be able to school your
significant other’s dad, and be the
life of every party.

You Like Money, Right?

In the beginning, the world had
saved lot of money, about $70 tril-
lion, according to the International
Monetary Fund. This was largely
due to the economic success of the
developing world, especially China
and various oil-rich nations. There
wasn't always that much money. In
fact, the world’s wealth had doubled
since 2000.

The world’s investment managers,
whose job it is to grow that money,
needed low-risk high-return invest-
ments for all this wealth. The prob-
lem was that world had more money
than good investments. Investment
managers had to create a place for
all this money, so they created Mort-
gage Backed Securities.

Say What?

Joe American takes out a loan
from a mortgage broker. His broker
sells the loan to a small bank, and
the small bank resells the loan to a
big investment bank on Wall Street.
The big investment bank then piles
a few thousand of these mortgages
into a Mortgage Backed Security.
The Mortgage Backed Security is
expected to generate safe income for
the next 30 years, the average length
of a mortgage, so the investment
bank sells shares of the income to
investors. Everybody makes money.

Here, Have Some Money

Mortgage Backed Securities gave
the world’s money the home it was
desperately seeking, but there was
still more money than Mortgage
Backed Securities. As a result, mort-
gages were suddenly in high demand
on Wall Street, so mortgage brokers
loaned Americans more money.

The problem was that they had
run out of Joe Americans with solid
credit, income and collateral, the
three things you usually need to take
out a loan. So those brokers gradu-
ally relaxed the requirements for
a loan until anyone could borrow
money.

Mo’ Money No Problems

Lending a lot of money to any-
one who wants it might seem like
a bad idea to you, but mortgage
brokers didn’t care. They sold their
mortgages, and the risk that they
wouldn’t be repaid, to small banks
for good commission. Smaller banks
didn’t care about the risk because
they sold the mortgages, and the at-
tached risk, to big investment banks.
Investment banks didn’t care about
the risk because they took the mort-

gages, which had always been a safe
investment, and turned them into
highly rated Mortgage Backed Se-
curities. The demand for Mortgage
Backed Securities was fierce, making
everyone at every link of the chain a
monstrous amount of money.

Selling Snake Oil

How did investment banks turn
these risky loans into attractive in-
vestments? With a Collateralized
Debt Organization (CDO). To cre-
ate a CDO, you divide a Mortgage
Backed Security, composed of thou-
sands of mortgages, into slices. A
large pile of slices from many differ-
ent Mortgage Backed Securities is a
CDO. While dividing and re-piling
the mortgages, banks bought the
riskiest slices of their CDOs, and the
theoretical risk vanished. Mortgages
had always been a safe investment,
so CDO’ were well-rated. Every-
one’s cash continued to pile up.

The Housing Bubble Pops

Everyone was willing to loan
anyone money, and fortunately for
them, money is exactly what the
American people wanted. Housing
prices were rising, and because ev-
eryone thought homes would only
go up in value, they bought them
as investments. Anyone could get a
loan to buy a house, so demand for
homes increased dramatically, driv-
ing prices even higher.

This is where things began to go
wrong. Many people couldn’t make
their mortgage payments. When
these people began to default on
their loans, there was an influx of
houses onto the market, and prices
dropped. Then more people default-
ed on their loans, because they owed
more than their house was worth,
and couldnt afford to pay it back
anyway. Foreclosed homes flooded
the market, and the death spiral of
housing prices and worthless loans
continued.

The Roof Is On Fire

Once Wall Street saw that people
were not paying back their mortgag-
es, they stopped buying mortgages
from smaller banks. At the same
time, millions of Americans were
fighting to restructure their mort-
gages in order to keep their homes,
but didnt know who owned their
mortgage. Wall Street didnt want
their CDOs (where all the mortgag-
es were) dropping in value because
people couldn’t pay back their loans,
but because the mortgages were di-
vided and sold in such a complex
way, nobody could connect Ameri-
cans with the people who actually
owned their mortgage. The number
of bad loans that became worthless
is countless, and the value of CDOs
plummeted. If you are following this
correctly, you just watched half the
world’s money go up in flames.

Spare Some Change?

The bad loans piled up, and sud-
denly Wall Street investment banks
were losing money hand-over-fist.
They didn’t know how many of the

Bad loans and greed were the cause of Wall Street’s collapse last year.

mortgages they owned were worth-
less, and did not know how much
money they were going to lose, so
they stopped lending anyone money.
This is what's called a credit crisis.

Credit lubricates the gears of
a capitalist economy. Everybody
knows that you have to spend
money to make money, and because
most companies don't have the cash
reserves to fund their day-to-day
operations, hundreds of millions of
dollars are borrowed and repaid on
Wall Street each day. Companies
need that money for everything
from paying their employees to plac-
ing orders or funding a new factory.

Bu, at this point, none of the in-
vestment banks were lending money
because they didn’t know if they ac-
tually had money to lend. The gears
of the economy froze, and things re-
ally started to head downbhill.

I Have A Gambling Problem

To understand why the stock
market collapsed, you have to un-
derstand Credit Default Swaps, be-
cause they are what really brought
the house of cards tumbling down.

Essentially, a Credit Default Swap
(CDS) is a bet. If you owned bonds,
or say, a loan, you could enter into a
CDS agreement with an investment
bank. The bank would guarantee the
item’s value in exchange for periodic
payments. If your bond loses value,
they pay you. If your bond gains val-
ue, you continue to pay them. The
thing about a CDS agreement was
that you didn’t actually need to own
anything to make one. You could
bet on whatever you wanted, even if
you didn’t own it.

This whole time, investment
banks were making CDS agreements
and betting that all these bonds and
loans wouldnt become worthless.
The catch is they were also betting
other banks that they would. This is
called hedging. If you lose a bet, you
have to pay up, but at the same time
someone else has to pay you the
amount you lost because you also
made the opposite bet with them.
All the investment banks were bet-
ting on these loans with each other,
and this practice was rampant, un-
regulated, and making everyone a
mountain of money.

The Collapse of Wall Street
If the stock market collapsed, all

the banks would owe a lot of money,
but they had made bets with other
banks to cover their losses. They
were all hedging each other’s bets,
and everything was champagne and
roses until Lehman Brothers, a ma-
jor investment bank, went bankrupt
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because of all the bad mortgages it
owned. When Lehman Brothers
went bankrupt, it defaulted on a
massive loan it had taken out to lend
companies money (so the economy
could function), and when this hap-
pened investors started jumping off
the stock market. People were pull-
ing their money out of the market,

See next page
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The recession: now All falls down...

for some good news

By Nick Major

The ongoing recession is having a few pos-
itive effects on the financial habits of many
Canadians.

As a result of job losses, bankruptcies and
slowing economic growth, many Canadi-
ans are saving more money, cutting back
on spending, travelling less and becoming
less dependent on forms of debt like credit
cards, according to Statistics Canada.

These are all financial steps that most
people should be taking anyway, according
to Kwantlen sociology instructor Charles
Quist-Adade.

“One of the great ills of Western civiliza-
tion is that we buy things we don’t need,” he
said. “We eat when we don’t have to, we go
to that new restaurant when we don’t need
to.” He believes that the recession will have
the effect of forcing most people to save
more money and become less materialistic.

According to Statistics Canada, overnight
travel outside Canada fell 1.7 per cent in the
third quarter of 2008. Travel within Canada
fell 0.06 per cent, and air travel and fuel
consumption fell as well, as more Canadians
opted to vacation closer to home.

Vancouver-based money coach Sheila
Walkington works with clients who need
financial advice and coaching. She said, of
the recession, “I think that’s when people
started to become a bit more aware for sure,
that they shouldn’t be spending more than

they have, they shouldn’t be buying that big-
screen TV on their credit card.”

However, according to Walkington, the ef-
fects of the recession are not as pronounced
in Canada as they are in the United States.
Still, the economic times can offer some
valuable lessons.

“There’s so many things for us to spend
our money on but hopefully people will be-
come a bit more aware and a bit more con-
scious.”

Surrey-based financial planner and invest-
ment advisor Bettina Schnarr has noticed
positive and negative trends among her cli-
entele. “People are aware that Ya, I have to
tighten my belt, by holding on to their old
cars and not eating out as much,” she said.

According to Schnarr, a lot of her clients
have noticed that now is a “buying time” in
terms of real estate and stock options. No
matter how bad the economy becomes, there
will always be a demand for certain services,
such as automotive repair.

“In times like these,” she said, “people get
creative, go to where the jobs are, maybe
move to outlying areas.”

Schnarr recalls going past Michael’s, a
craft store, recently, wondering what impact
the recession was having on them.

Normally, craft stores are more vulner-
able in a recession, but Schnarr thought that
people might decide to make birthday cards
from scratch, instead of buying them from
Hallmark.

Continued from previous page

the value of everything was dropping, and in-
vestment banks were losing a mountain of their
CDS bets.

The problem was, because Lehman Brothers
was bankrupt, it couldn’t pay off its bets. Hedg-
ing only works if everyone can pay up, so the
other investment banks couldn’t pay off their
debts cither. Every investment bank on Wall
Street was staring death in the face. These in-
vestment banks allow the American economy to
function, and consequently, the entire Ameri-
can economy was staring death in the face. The
American economy powers the world’s econo-
mies, and suddenly the world’s economy was
staring death in the face.

Got a bucket?

Half the world’s money was gone, the stock
market was collapsing, nobody was lending any-
body money, the American economy was frozen,
and if things didn’t get fixed quickly the ripple
effect was going to be catastrophic.

This is what that $700 billion US bailout was
for. Investment banks needed to loan Americans
the money to get the economy moving again,
but because of everything that had happened,
they didn’t have any. So the American govern-
ment had to give the money to the same invest-
ment banks that just botched the whole scheme.
The banks took the money and lent it, compa-
nies and people spent it, and slowly but surely
the gears of the economy started to turn again.

Here We Are

The worst has passed, but everyone has a lot

less money. This is because the banking industry
invited the world’s money to a huge party for
most of this decade, and now everyone is waking
up with empty wallets and a massive hangover.

Simply, people and companies are spending
less money because it’s harder to borrow money.
If people and companies spend less money, all
companies make less money, and people lose
their jobs. When people lose their jobs, they
spend less money, and as you can probably
guess, companies make even less money. This is
what’s called a recession.

The solution? Governments create jobs by
giving away free money for companies to spend.
This is called stimulus. Governments around
the world are trying to determine how much of
your money to spend on economic stimulus in
order to get us out of the current recession.

What This Means For Canada

As America’s largest trading partner, Canada
is directly feeling the effects of the financial cri-
sis. While the same bad lending practices that
were the root of the U.S. crisis did not take place
here, our markets were hammered when Wall
Street collapsed, and the slower U.S. economy
has had a profound effect on Canadian employ-
ment.

Canadians lost 71,000 jobs in November, the
worst drop in 25 years, and the trend continued
into December with job losses totalling 34,000.
The Canadian government’s plan is to run a $30
billion deficit over the next four years to stimu-
late the economy and counter the prediction
that 250,000 jobs will be lost this year.

Sources for this article can be found online at
kwantlenchronicle.ca
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