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Summary

•  The failure of Lehman Brothers may have been the trigger to tip the global 
economy into a financial crisis, but the U.S. economy had already been in 
recession for some time.

 •  The origin of the Great Recession was the U.S. housing market—specifically 
the subprime sector.

•  There were a number of specific conditions and behaviors that, individually 
and collectively, caused the economy to spiral downward from a recession into 
a global crisis.

Many point to the collapse of Lehman Brothers on September 15, 2008 as the 
catalyst of the financial crisis that spread through global economies and financial 
markets. But according to the National Bureau of Economic Research, the Great 

Recession began in December 2007.1 What began with characteristics similar to previous 
recessions ultimately led to conditions that prevented the global economy from absorbing 
Lehman’s failure and caused the spiral downward into a global crisis. 

Consider:

•  Real gross domestic product (GDP) fell 4.3% from its peak until its trough in June 
2009—the largest decline since World War II.

•  The unemployment rate rose from 5.0% in December 2007 to 10.0% at its peak in  
October 2009.2

•  Home prices around the country fell 27% from their peak in July 2006 until they 
began to recover in February 2012.3

•  The S&P 500 stock index lost 57% of its value from its high in October 2007 to its  
low in March 2009.

With this white paper, we intend to revisit the Great Recession 10 years on, providing 
our evaluation on the major conditions and behaviors that led to it. With the benefit of 
time passed, we seek to provide our review with clarity and without bias or emotion. 
Our goal is not to single out individuals or specific companies or organizations, but to 
analyze an important period in our financial history.  
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The Origin of the Recession: The Bursting of the Housing Bubble

The recession that began in December 2007 was directly caused by the bursting of the 
housing bubble that had formed and grown during the 2000s and before. In the years 
leading up to it, the homebuilding industry benefited from the longest stretch of annual 
growth of housing starts since at least the late 1950s. Exhibit 1 illustrates that the industry 
experienced relatively steady annual growth in new housing starts, from the cycle trough 
of about 800,000 units a year during the 1991 recession until the cycle peak of about 2.3 
million starts a year by January 2006. Then, housing starts cratered to new lows. Exhibit 2 
depicts the bubble using home prices, with a parabolic increase in appreciation from the 
early 2000s until their mid-2006 peak. The overall economy managed subdued growth for 
about another year before finally stalling and tipping into recession at the end of 2007. 

EXHIBIT 1: NEW PRIVATELY-OWNED HOUSING STARTS

 

Sources: U.S. Bureau of the Census; Federal Reserve; Clayton Wealth Partners (CWP).

EXHIBIT 2: S&P/CASE-SHILLER U.S. NATIONAL HOME PRICE INDEX

 

Sources: S&P Dow Jones Indices; Federal Reserve; CWP.
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Causes of the Housing Bubble

We have provided evidence of the timing and magnitude of the real-estate bubble. But 
what caused it? We think there were several important factors that contributed:

•  Irrational and/or mistaken beliefs and behaviors of individuals. For years, Amer-
icans believed that house prices would never go down—at least not nationally. 
As author and professor Michael Haliassos points out in Financial Innovation: Too 
Much or Too Little?, Americans had reason to believe that house prices could never go 
down: based on the Office of Federal Housing Enterprise Oversight purchase index, 
home prices never fell nationally in any single quarter between 1975 and 2005. Thus, 
Americans were lulled into a false sense of security about home values. But as we saw, 
just because something hasn’t happened yet doesn’t mean it can’t.  
  Individuals acted on this misplaced confidence a couple of ways. For one, Americans 
bought bigger houses. According to data provided by the U.S. Census Bureau, the 
average floor area of new single-family houses sold in the U.S. in 1995 was 2,050 
square feet; by 2007, it had risen 21% to 2,479 square feet. In conjunction, home-
owners embraced a much higher mortgage burden, as represented by the spike 
observed in Exhibit 3.

 EXHIBIT 3: MORTGAGE DEBT SERVICE PAYMENTS  

 AS A PERCENT OF DISPOSABLE PERSONAL INCOME

 

 
 Sources: Board of Governors of the Federal Reserve System; CWP.

  Finally, many homeowners took advantage of rapidly rising home prices by mon-
etizing their increase in home equity via cash-out refinancing. The practice became 
so widespread that homes were then often referred to as “ATMs,” with the downside 
being little equity value left in the house itself to absorb any potential price declines. 

•  A shift in attitude and behaviors about creating wealth from the stock market to 
housing. During the buildup of the housing bubble, investors were still bruised 
from the collapse of the previous asset bubble—tech stocks. From its peak in March 
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2000 to its trough in October 2002, the Nasdaq Composite lost about 78% of its value, 
with no recovery in sight. A short time later, though, investors began to notice increasing 
gains in house prices—particularly with the use of higher leverage. More consumers 
looked to housing as a place to create wealth. Speculators participated en masse, with 
“house flipping” becoming common jargon during the era.

•  Increasing access to easy credit from banks and other lenders. A basic tenet of economics 
is that supply will always meet demand. Home buyers needed more credit to finance their 
purchases, and banks and other creditors increased their supply of it. At the epicenter of 
the housing bubble was an increase in the number of subprime mortgages—mortgages 
that were issued to borrowers with low credit ratings. To take advantage of the explosion 
in housing demand, banks loosened their underwriting standards to offer mortgages 
to these borrowers with higher credit risk. Exhibit 4 illustrates how quickly and by how 
much subprime mortgages grew during the bubble.

 EXHIBIT 4: SUBPRIME MORTGAGE’S SHARE OF TOTAL MORTGAGES

 

 Sources: Haver Analytics; Federal Reserve Bank of San Francisco; CWP.

   In addition, the bubble saw the increased use of exotic or non-traditional types of 
mortgages, such as adjustable rate mortgages (ARMs), option ARMs and balloon-payment 
and interest-only mortgages. For example, Exhibit 5 indicates the increase in ARMs share 
of total mortgage applications to a cycle and elongated high.4 The upshot of many of these 
non-fixed mortgages was they offered lower total mortgage payments initially, but reset to 
a meaningfully higher payment—and higher financial burden—over time. 

Ratio of Subprime Mortgages to Total Mortgages Grew Rapidly
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 EXHIBIT 5: ADJUSTABLE-RATE MORTGAGES’ SHARE OF TOTAL MORTGAGE APPLICATIONS

 

 
 Sources: Mortgage Bankers Association; MarketWatch; CWP.

•  Interest rates that had been kept too low for too long by the Federal Reserve. One of 
the most controversial conversations around the housing bubble and credit crisis 
has been the Fed’s role during and after. To stimulate the economy after the recession 
caused by the tech-stock crash and the terrorist attacks of September 11, 2001, the 
Fed lowered its target rate from 6.5% in 2000 to a then-record-low 1.0% in 2003. The 
federal funds target rate greatly influences rates available to borrowers on Main 
Street, thus providing ever-cheaper rates for new mortgages.

   The Fed began to gradually raise its target rate in July 2004 in steady increments 
over the next two years. Its tightening efforts appear to have not been aggressive 
enough: as shown in the S&P Case Shiller data above, home prices continued their 
steep ascent throughout this rate-hiking cycle. Meanwhile, the higher fed funds rate 
contributed to higher rates for ARM mortgages as they reset, increasing the monthly 
financial burden for many homeowners. Please refer to Exhibit 6 for the relationship 
between the fed funds rate and certain mortgage rates.
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 EXHIBIT 6: FED FUNDS RATE AND CERTAIN MORTGAGE RATES

  

 Sources: U.S. Federal Reserve, Freddie Mac, UNC, CWP.

•  Unintended consequences of altruistic political pressures. Over the years, home 
ownership has been, for many, associated with the “American Dream.” In fact, politicians 
across the spectrum have had the goal of increasing home ownership among Americans. 
It is beyond the scope of this white paper to discuss the adverse impact of certain 
government policies related to housing, but it is at least possible that some unintended 
consequences of altruistic efforts were one of the several contributors to the  
housing bubble. 

From Recession to Global Financial Crisis

It is likely that the bursting of the housing bubble was enough by itself to cause an 
outsize recession. The housing industry has a meaningful multiplier effect,5 and once 
building activity cratered, related business activity followed.

But even a significant decline in housing probably wasn’t enough to cause the biggest 
financial crisis since the Great Depression by itself. There were other conditions, by 
themselves and in total, which were somewhat unique to this recession that made it 
much worse than it might have otherwise been.

•  Too much debt/leverage in the system. Given that the U.S. housing market was  
at the center of the Great Recession, any conversation about the use of debt as a  
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contributor includes an assertion of too much mortgage debt, specifically. Exhibit 7  
illustrates how the median down payment for single-family houses and condominiums 
declined meaningfully, both in absolute dollars and as a percentage of median home 
price, as the bubble inflated.

 EXHIBIT 7: U.S. HOME DOWN-PAYMENT TRENDS

 

 Sources: ATTOM Data Solutions; CWP.

   Since down payments were increasingly shrinking, it follows that more houses 
were being purchased with higher levels of debt financing and less homeowner  
equity. With less equity cushion upfront, it didn’t take much of a home-price decline 
for many homeowners to become “underwater” (i.e., the value of their home was 
now worth less than their remaining mortgage). Not only was that condition a 
contributor to higher defaults and foreclosures, but it also meant that the collateral 
used to secure the loans for lenders was worth less than the loans they issued. As a 
result, lenders eventually incurred substantial losses.

   It wasn’t just homeowners who increased their debt. Various major subsectors of 
the U.S. economy increased their leverage in the 2000s, taking total U.S. debt as a 
percentage of GDP to record levels, as shown in Exhibit 8. The problem with excessive 
debt is that it amplifies losses when they occur and often provides much less financial 
flexibility, particularly when highly-leveraged entities need it most.
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 EXHIBIT 8: TOTAL U.S. DEBT AS A PERCENTAGE OF GDP

 

 Sources: Morgan Stanley; economist.com; CWP.

•  Misuse of complex financial products. The era also saw the heightened use of complex  
financial products. At the onset, these relatively new and unusual financial instruments 
were intended to enhance risk management; eventually they came to be misused 
and/or misunderstood, which further inflamed the crisis.
  Collateralized debt obligations (CDOs) were one example. CDOs were billed as a 
way to diversify mortgage risk for loan originators. Securitizers purchased mortgages 
in bulk from originators and pooled them with other mortgages to create diversified 
mortgage-backed securities (MBSs) that the securitizers then sold to investors. The 
benefit for originators is that it would possibly protect them if there was a housing 
downturn in their specific market(s) had they instead held the mortgages themselves, 
while the pooling aspect provided national diversification for CDO buyers. But CDOs 
failed in at least two ways. First, the housing downturn was national, which eliminated  
the diversification protection into which investors bought. Second, CDOs were 
divided into several “tranches.” Each tranche had exposure to the same underlying 
mortgages, but the tranches offered different advertised risk/reward profiles for 
investors. Investors who wanted a higher return would buy a “junior” tranche which 
would be responsible for all initial losses up to a pre-determined level on the MBSs. 
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At the other end of the spectrum, investors who participated in a “senior” tranche 
accepted a lower return but expected much less exposure to losses in the underlying 
mortgages (since they would be absorbed by investors in junior tranches). But as 
the housing bubble imploded, holders of the supposedly “safe” senior tranches 
began to incur losses as losses on the underlying mortgages made their way up from 
the lower junior tranches.
  Credit default swaps (CDSs) were also prominent financial instruments during 
the crisis. CDSs were simply insurance contracts that a holder of debt purchased 
that protected the debtholder in the event the borrower failed to pay its obligations. 
But unlike other forms of insurance, a speculator could trade CDSs for an underlying 
debt security that the speculator didn’t own.6 In this case, the speculator would 
receive proceeds if a bond held by another was defaulted upon. Moreover, multiple 
CDSs could be written on the same security, further concentrating risk by magnifying 
the impact of any potential default.
  Ultimately, few understood how wide or how deep the level of risk embedded in 
the financial system. As evermore homeowners defaulted and the crisis intensified, 
the entities that created and sold relevant CDSs were responsible for increasingly 
higher insurance payments. MBSs, CDOs and CDS had been bought and sold by 
market participants across the globe. Ultimately, no one knew who bore the risk or 
its magnitude, so global financial institutions stopped lending to one another and 
others to avoid creating new loan-losses. Credit is the life blood of the global economy, 
so as access to critical credit dried up, many institutions faced insolvency. 7 8 

•  Incentive structures that encouraged corporate misbehavior. Professional malfea-
sance occurred throughout the system during the era. As securitization picked up to 
meet investor demand, more mortgage originators were increasingly incentivized 
to sell their mortgages to securitizers instead of retaining and servicing them. As a 
result, originators placed more importance on new loan volume, and by keeping fewer 
of the new loans themselves, they retained little, if any, “skin in the game” with this 
“originate-to-distribute” business model. Importantly, credit underwriting standards 
deteriorated significantly, which contributed to a flood of riskier mortgages. 9  
  Impropriety spread to certain parts of Wall Street, too. Traders of these mortgage- 
related securities enjoyed compensation packages that encouraged risk-taking.  
Also, the firms’ trading operations were profitable during the good years; their chief 
executive officers were compensated based on profit growth, so they either ignored 
or misunderstood the risks associated as long as the bottom line grew.

 •  Ineffective credit-rating agencies. For years, independent credit-rating agencies had 
helped investors assess the risk of bonds, including the fixed-income instruments 
from the housing crisis. They assigned the highest-quality, investment-grade ratings 
to senior tranches of CDOs, despite the fact that their underlying securities were 
high-risk subprime mortgages. Among evidence of conflicts of interest, in January 
2011 the Financial Crisis Inquiry Commission reported that the breakdown of at 
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least one of the agencies included “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.”

•  Poor regulation. The lack of effective regulation was evident in several ways. First 
was the existence and growing importance of a “shadow banking system” during the 
2000s. The shadow banking system was comprised of a number of types of entities, 
including, but not limited to, non-bank mortgage originators, securitizers, investment 
banks, hedge funds, etc. They were instrumental in facilitating credit, but because 
they were not banks that held customer deposits, they were not subject to the 
rigorous oversight required of conventional banks. A second example of regulatory 
ineffectiveness was the lack of regulation of CDSs, despite the explosion of their use 
and notional value.

Afterword

It is beyond the scope of this white paper to give a full accounting of the global crisis’s 
climax or the unorthodox and unprecedented responses by global government officials. 
But many elements of the Great Recession remain intact, including changes in consumer 
behavior, a sub-par economic recovery-turned-expansion, and financial legislation 
enacted during the aftermath. In a future white paper, we will discuss investing lessons 
learned from and reinforced by the Great Recession. 

NOTES

1  The National Bureau of Economic Research is the private not-for-profit group responsible for 
determining the dates of economic recessions in the United States.

2  Economic data as cited by www.federalreservehistory.org and as provided by various govern-
ment data-reporting agencies.

3  Home-price data as constructed by the S&P/Case-Shiller U.S. National Home Price Index.

4  The share of ARMs was even greater for subprime borrowers; according to data provided by 
the University of North Carolina, approximately 90% of subprime mortgages issued in 2006 
were ARMs.

5  “Multiplier effect” refers to an increase in production or spending greater than an initial 
amount. In the context of the housing industry, the increase refers to amounts in excess of the 
cost of the houses themselves to include such related expenditures like new furniture, home 
improvement, mortgage origination, title insurance, etc. and the jobs associated with them.

6  For example, an individual cannot purchase homeowner’s insurance on his neighbor’s house—
for obvious reasons.

7  Many financial and non-financial companies routinely rely on short-term debt to finance their 
daily operations. For example, some companies rely on short-term paper to finance inventories 
or to use to make longer-term loans.

8  As losses continued to mount for Lehman Brothers and it depleted its cash , its inability to 
access capital via interbank lending, along with no access to capital through other means or no 
institution willing to come to its rescue via acquisition, was a leading reason for the investment 
bank’s bankruptcy.

9  One term that was part of the day’s vernacular was the “NINJA” loan, an acronym for mortgages 
and loans made to borrowers who had no income, no job and no assets. Needless to say, many 
NINJA mortgages ended up in default.


