
ECO 313, Fall 2016, Required Homework Assignment #4
Due by Friday, November 18

1. Read the following 18 midterm questions and abstracts.

For #2-5, you may not select the same question/answer more than once. Nor may you select your own

question/answer.

2. Briefly (one or two concise paragraphs) discuss a question/answer that illustrates a policy that

contributed top the Great Recession in a way that should have been foreseeable.

3. Briefly (one or two concise paragraphs) discuss a question/answer that shows a contributing factor

to the Great Recession, but which was not a forseeable result of policy.

4. Which question/answer do you find to be the most informative?

5. Which answer are you most skeptical of?

Question #1: Mortgage default can be divided into strategic default-cases where the borrower has

the ability to pay but chooses not to- and non-strategic-cases where they have no realistic ability to

make their payments. How widespread was strategic default during the initial (2007-2008) wave of

widespread foreclosures?

Abstract: During the Great Recession, the housing and mortgage crisis dramatically altered the con-

sumer credit industry causing a significant shift in default behavior. For the millions of American

households possessing mortgages that had exceeded the value of their homes, many of them chose to

default strategically, that is to say, back out of their mortgages even though they can still afford them,

due to the fact that it is no longer worth it to keep paying. Strategic defaults became a widespread

phenomenon during the early years of the Great Recession reaching its peak by the fourth quarter of

2008. Studies estimated that at the peak, 18 percent of all U.S. defaults were strategic. The growth in

popularity of strategic defaulting threaten the future health of the American housing market by further

depressing housing prices, leading to more defaults, and jeopardizing the possibility of an economic

recovery.

Question #2: By purchasing Treasuries, The Fed affects both level of the outstanding public national

debt (excluding the part held by the Fed), and the interest rate paid on this debt. Discuss how the

expansion of the Fed’s balance sheet from 2007 has affected the U.S. national debt, as well as the

interest payments paid on the remaining debt (and thus the budget deficit).
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Abstract: Through purchasing government treasuries, the Federal Reserve has essentially lowered

the value of the remaining debt we owe. This has been done through increasing the money supply

(creating more money) and purchasing long term treasury bonds in order to lower long term interest

rates and spur growth. The Federal Reserve was forced to result to such monetary policy because

they had exhausted their ability to influence short term rates through the manipulation of the federal

funds rate. The large volume of long term treasury that were purchased effectively lowered long

term interest rates and therefore lowered the interest payments remaining on this debt. Although this

monetary policy was successful, we must be cautious of the different environments that we employ it

in. At the time, the United States was in a deflationary state and this increase in money supply was

necessary in order to prevent wide spread deflation which is arguably worse than inflation.

Question #3: Suppose that the U.S. had used a buyer pays model instead of an investor pays model

for credit rating agencies through 2008. Would such a model have been viable, and might it have

prevented or mitigated the financial crisis

Abstract:The issuer-pays model that the Big three credit rating agencies use has been sighted as a

cause for the Great Recession. There is a conflict on interest when one considers that CRA’s are sup-

posed to both rate securities accurately, and serve their customers who are the issuers of the securities.

This misalignment of interest is thought to incite leniency in ratings. The issuer-pays model also leads

to rating shopping between the main CRAs which encourages the CRAs to boost ratings in order to

get paid. A moral hazard is also present because the evaluation standards that the CRAs use are unob-

servable to the public. The other option is an investor-pays model. Protecting the rating information,

however, would be difficult in this model. The accuracy of ratings increases though when using an

investor-pays model because the previously mentioned concerns from the issuer-pays model are no

longer present.

Question #4: The Securities and Exchange Commission requires that financial institutions engage in

“mark to market” accounting. This implies that assets must be valued at their sale price instead of, per-

haps, their expected profit stream. As a result, financial institutions may have to adjust their holdings

in response to movements in asset prices (if, for example, they have to meet a capital requirement).

It has been suggested that mark to market accounting contributed to the financial crisis. Research

this issue and 1) provide a brief summary, and 2) provide your opinion as to what, if any, role this

policy played in the financial crisis and ensuing recession.

Abstract: Several economists blame fair value accounting for accountants reporting excessive losses

in company balance sheets, which depleted an institution’s real equity and capacity to lend. My goal
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is to examine fair value accounting, in isolation as an accounting practice, in causing, and in exacer-

bating the severity, of the financial crisis. I find that the reliance on short-term borrowing, multiple

iterations of fair value between financial managers, and leveraged positions of financial firms, would

have eroded corporate liquidity irrespective of what accounting practice they used. In combination

with the lack of observable market prices, and assessing the risk of complex, possibly impaired,

securities, these arguments outweigh the imperfections of an accounting practice. Further, an exam-

ination of different applications of fair value accounting based on different asset classes shows how

this practice produced reasonable informational transparency within the financial crisis and may have

prevented the housing bubble from increasing in magnitude.

Question #5: The Trouble Asset Relief Program was among the most significant policy responses to

the Great Recession. What is the state of expert opinion on the program’s effectiveness and what is

your own opinion?

Abstract: Experts’ opinions suggest that TARP may have been one of the most important policies in

response to the financial crisis; however, certain experts have argued otherwise. TARP operationalized

the necessary rescue of public sentiment through the misuse of the taxpayers’ money. The money was

neither utilized for its intended purpose nor was it regulated heavily leading to a lack of financial

handle on the situation. Instead of buying mortgage securities, the treasury focused on purchasing

equity in troubled financial institutions as well as other unauthorized assets. Some even suspect that

the money ended up in executive pockets. However, such accusations do not disregard the fact that

some see TARP as an injection that provided confidence. TARP was an essential step to restore trust

and confidence into the market as well as a tool to stabilize the core banking system. It also aided and

mitigated any financial distress caused during the recession. Finally, it was a preventative tool to avert

people from making irrational decisions.

Question #6: Is Deutsche Bank the next Lehman Brothers?

Abstract: Deutsche Bank is almost certainly not the next Lehman Brothers. While Deutsche has

undoubtedly struggled since 2008, with their shares dropping a total of 90%, the recent skepticism

surrounding their solvency is based around temporary short term, firm-specific, events. In the recent

weeks, the DOJ announced a $20 billion lawsuit against Deutsche and multiple allegations of fraud

were made, prompting a sharp decline in Deutsche shares. However, the DOJ has since announced

they are pursuing a much less aggressive fine, and, as a result, Deutsche shares completely rebounded

by the end of the week. In the event of further volatility, Deutsche Bank is resting on a healthy

amount of backup liquidity and the macroeconomic climate is far more favorable than what Lehman
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was facing. Given these differences, the matter of Deutsche Bank’s recovery is less a question of if

and more a matter of when.

Question #7: The price to rent ratio is often used as a measure of bubbles. An alternate approach

would be the ratio of prices to a measure of building costs? Is such a measure valid? And how has it

behaved since 2000.

Abstract: The method is not valid. First, the ratio is not supported by economic intuition of asset

price. Recall housing price is the summation of people’s utility of living there forever. However,

construction cost doesn’t really contribute to people’s utility and thus isn’t a good indicator of bubbles.

Second, I will explain using examples. A fast increase in prices-to-building-cost ratio from 1970 to

2000 showed a relative improvement in housing quality. Classic theory of urban development also

says underlying land prices is appreciating faster than structure costs because of growth of cities is

accompanied by benefits of increasing density and agglomeration. Thus, the increase of ratio in 1970s

wasn’t a bubble but increase in fundamental. However, the ratio didnt capture this but predicted a

potential bubble. Third, there are more regulations so the cost of right to build has been increasing,

thus pushing housing prices and ratio even up, but it’s not a bubble. From 2000 to 2006, the ratio

has been increasing slightly, but there was a severe drop after 2006, indicating it might be a bubble

before.

Question #8: After the collapse of Lehman Brothers, the surviving investment banks reorganized as

bank holding companies allowing them to be regulated by the Federal Reserve. Detail the nature of

this change and discuss whether, if such regulation existed prior to 2008, it might have ameliorated

the financial crisis.

Abstract: Following the collapse of Lehman Brothers, the surviving investment banks Goldman

Sachs and Morgan Stanley reorganized as bank holding companies regulated by the Federal Reserve.

Under this arrangement, both firms received federal protection and increased access to funding, ef-

fectively silencing speculations of illiquidity and strengthening their financial positions. However, by

transitioning to bank holding companies these firms subjected themselves to much greater supervi-

sion than they were previously used to. Leading up to the financial crisis, long-standing regulatory

standards were gradually retracted, leaving banks free to make risky investments in mortgage backed

securities without pushback. Clearly, deregulation fostered an environment that condoned excessive

risk-taking and a dependence on debt. This makes it reasonable to argue that the severity of the crisis

would have been mitigated if such regulation had existed prior to 2008. Investment banks wouldn’t

have been able to sustain such high leverage ratios with such high concentrations of MBSs. Thus,

they would have had less risky portfolios and larger capital cushions to absorb losses.
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Question #9: The Fed is currently paying interest on reserves. This policy persists even though

financial institutions are currently holding trillions in excess reserves and the Fed would like to spur

additional lending. Other Central Banks have abandoned this policy.

You should 1) Describe the Fed’s motivation in continuing this policy, 2) argue for or against it,

and 3) briefly discuss the merits of taxing (negative interest) excess reserves.

Abstract: 2) The Fed has a number of reasons to continue using this policy. First of all, this policy

enables the Fed to influence the overnight Federal Funds Rate as conventional monetary policy has

become ineffective due to the sheer amount of excess reserves it holds from depository institutions.

Providing interest on reserves can also influence the short term rates, like we saw when the Fed

increased the interest on reserves by 25 basis points in December 2015. Moreover, this policy gives

the Fed an exit strategy from monetary policy stimulus when it feels confident that the economy has

recovered, which is explained in more detail in the paper. Any arguments against using this policy

has been debunked in the paper, citing known economic scholars.

Taxing excess reserves, on the other hand, is theoretically supposed to stimulate the economy as

money becomes cheaper to access. Hence, it incentivizes borrowing, lending and investing. During

economic downturn, this policy also contributes towards the depression of the native currency which

can make imports more expensive and aid in fighting deflationary pressures which is usually associ-

ated with an economic recession. The potential drawbacks include capital flight to economies with

positive interest rates, and could also posit a negative view of the future to everyday economic agents,

which could hinder spending instead.

Question #10: Commodities prices, especially oil, are often seen as a major contributor to macroeco-

nomic fluctuations. For example, the OPEC oil embargo of 1973 is viewed as a significant cause of

the subsequent economic slump that followed. Analyze the role of commodities prices in the recent

recession. Did they make the situation worse or better? Also, how may oil prices affect the pace of

the current recovery?

Abstract: Commodity-based products played an integral role in the Great Recession. In the midst

of 2007, capital was transferred from financial markets into commodity markets such as the market

for oil, leading to an increase in commodity prices, propelled forward by an “erosion of value” in

financial markets (Gkanoutas-Leventis and Nesvetailova 894). This transmission channel put further

pressure on the crisis hit economies (Gkanoutas-Leventis and Nesvetailova 896). Gkanoutas-Leventis

and Nesvetailova also note the possible existence of a “financial oil liquidity bubble” tied to increased

speculation “which burst in the aftermath of the 2007-08 financial crisis” (897). In today’s economy,
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oil prices remain relatively low (McFarlane and Hsu). “Persistently low oil prices” yield winners

and losers (Majumdar 75). Oil-importing nations, like the U.S. are the winners, due to “improved

household consumption spending, business investment as production costs fall and profits increase,

and external accounts” (Majumdar 75)

Question #11: Compare the response of the European Central Bank to that of the Federal reserve in

the aftermath of the financial crisis. Was its response more or less aggressive? And do you think this

helps explain recent differences in macroeconomic performance between the U.S. and Europe?

Abstract: Compared to the Fed, ECB generally responded less aggressively and promptly. Consid-

ering the divergence between U.S. and Euro Area’s economies since 2010, the timeline of ECB’s

measures (SMP in 2010, lowering rates towards 0% until 2012, OMT in 2012, APP in 2015) and their

effectiveness, it is reasonable to state that, had the ECB responded more promptly and aggressively,

the debt crisis in countries like Italy, Spain and Portugal would not have been as severe and the reces-

sion not as prolonged as it has been. However, given the significant institutional barrier it faces, to

what extent would a more aggressive ECB help to counter the recession remain unknown and more

analyses are required to quantify this effect.

Question #12: When the Fed lowered interest rates to near zero, it provided little guidance as to how

long it would maintain such a policy. Did financial markets misjudge this policy as a result, and did

failing to convey its potential duration dampen its effects?

Abstract: In December of 2008, the Fed decided to set the federal funds rate target at the zero-

bound. Because of this, the importance of forward guidance, the language used in future statements

to the public, was at an all time high. The reaction by the markets in response to the December 2008

statement shows that they did not have the expectation that interest rates would stay at the zero-bound

for long, and the failure by the FOMC to explicitly convey its path of policy was seen in the partial

change of yields of longer-term Treasuries. In response to the markets misinterpreting the timeline of

zero-bound interest rates, the language of statements released to the public have become more explicit

and quantitative, proving that forward guidance in a low-interest rate environment is one of the most

important monetary policy tools at the Fed’s disposal.

Question #13: In 2004, the SEC issued a change to the net capital rule, lowering capital requirements

for some financial institutions. In 2008, this change led to a major story in the New York Times

(http://www.nytimes.com/2008/10/03/business/03sec.html). After its publication, many prominent

economists and finance guys blamed this rule for Bear and Lehman’s excessive leverage. Since then,
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others have argued that these I-banks would have been able to pile debt even if the rule had not been

changed.

Look into this issue and determine where the truth lies. Was the NYT article off target? Would

the outcome have been much different had the SEC not changed the rule. If not, why did it attract so

much attention?

Abstract: The SEC passed a legislation that lowered the capital requirements for a firm to have.

Some people argue that the legislation was a major cause to high leverage ratios which led to bailouts

and bankruptcies. However, some of these banks had high leverage ratios before the legislation was

passed. It can be argued the loosened legislation allowed for the banks to act irresponsibly with their

debt. It is harder to argue whether the legislation had a direct effect on the leverage ratios or not.

The competitive market with these banks incentivized them to expand their operations in a potentially

risky market. These banks also anticipated bailouts which further incentivized them to expand. The

article is bias in that it places more blame on the SEC’s lack of supervision of the banks rather than

the bank’s poor financial decisions.

Question #14: There is considerable debate over how rapidly the Fed should raise interest rates. Based

on current measures of inflation and the labor market (expected and actual), what Federal Funds rate

target is consistent with the Fed’s past behavior? And should the Fed raise rates quickly to this

level(s)?

Abstract: Currently, the core inflation has reached the 2% target rate, and the unemployment mea-

sures (U-3, U-6 and labor force participation) all have shown signs of improvements. Using pre-2008

data and the Taylor Rule, we can regress the effective federal funds rate on inflation gap measured

by core inflation and unemployment gaps measure by U-3, U-6 and labor force participation respec-

tively. The results of the three sets of regressions all suggest upward rate trends, and because U-6

includes the group of discouraged, part-time and marginally-attached workers, which has been sub-

stantial since the Great Recession, we consider U-6 the best representation of the economy’s recovery

and the 200 bps produced by U-6 the most accurate among the three. However, due to foreign con-

cerns such as Brexit and sluggish growth in China as well as domestic concerns such as low inflation

expectations and growing budgets deficit, the Fed should raise rates cautiously by implementing a

series of moderate 20-50 bps increase instead of jumping to 200 bps immediately

Question #15: Although the situations with Bear Stearns and Lehman Brothers appear very similar

(highly-leveraged investment banks facing bankruptcy as a result of losses on mortgage backed secu-

rities), the U.S. bailed out the former, while the latter was not bailed out. Was allowing Lehman to
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collapse a mistake? You may focus on either the feasibility of a Lehman bailout and/or the macroe-

conomic implications of such a bailout.

Abstract: This paper’s argument is threefold. First, despite such apparent similarities between the

two firms there was a key distinction, Bear Stearns managed to retain solvency while Lehman Brothers

did not. This difference ultimately hurt Lehman Brothers’ ability to find a buyer, which in turn would

have required substantially greater financial commitment from the U.S. government. Second, the

order of each firm’s collapse matters, and this timeline directly impacted the U.S. government’s and

the Federal Reserve’s ability to lend. Finally, if Lehman Brothers were to have been bailed out, the

moral hazard spread throughout the economy could have accelerated further macroeconomic woes.

Given the evidence available both in September 2008 and now, the government was correct in their

assessment of each firm’s risk exposure, in their apprehension to gamble away taxpayer’s money

and political capital, and in their assertion that a bailout would perpetuate moral hazard throughout

financial markets.

Question #16: Describe the Fed’s reverse auction program, used to purchase securities, and discuss if

it was effective in allowing it to pay fair market value? And how it was proposed to be done and the

implications it would have. And then what they ended up doing instead.

Abstract: Although the reverse auction program proposed by Ben Bernanke was never used as a part

of TARP, it is an effective way to price an asset when the reference prices are known. The reference

price is a way to normalize the security prices so the buyer in the auction can purchase the lowest

normalized price first from the competing bidders or sellers. The auction posed problems because

of the time constraint, vagueness of a troubled asset, and the difficulty of creating accurate reference

prices. The Treasury gave up on the reverse auction and instead supplied liquidity to banks in the form

of preferred shares. In March of 2009 the Treasury finally announced the Private-Public Investment

Program to buy toxic assets. They picked MBS previously rated AAA and purchased them from the

banks without any auction. Of the $700 billion budget, only $426.4 billion was used in the equity and

PPIP programs.

Question #17: True or false? The credit rating agencies have been substantially harmed by their

failure to accurately grade assets prior to 2008.

Abstract: Since the 1920s, the Big Three credit-rating agencies, Moody’s, Standard & Poor’s, and

Fitch, have held the majority share of the ratings market. As a result of their actions, their stocks

hit their lowest prices ever, but today they are at their highest. Government continues to ensure

demand for the agencies by requiring private companies to hold assets rated by one of these Nationally
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Recognized agencies. Although the agencies’ malpractice was brought to court, no one was sent to

jail. There is a clear relationship between government and the Big Three. They were even excluded

by Congress in the reregulation of the financial industry (Saporito). Their issuer pays business model

safeguards their success because the issuers of the assets pay the agencies for their ratings. This model

is still in place and they still hold the majority of the market share, so the repercussions of their actions

could happen again.

Question #18: Conventional wisdom notes that in late 2008, the Fed lowered interest rates to approx-

imately their lower bound and that the economy was thus in a liquidity trap. Many economists view

the 2 year Treasury rate, however, as a better indicator of monetary policy than the Federal Funds

Rate. This rate did not near zero at this time. What could the Fed have done to lower this rate further,

what would have been the macroeconomic effects after 2008, and would such a policy have been a

good idea?

Abstract: During the Great Recession the Fed failed to target the 2 year Treasury rate when they

decided that the economy would benefit from low interest rates. Because investors believed that low

federal funds rates were only going to persist for a short amount of time, long term rates did not

come down as much as expected. This misconception reduced investment as lending terms, which

are determined on this long term rate, did not approach zero to the extent desired by the fed. My

paper proposes two mechanisms by which the fed could have aligned market expectations with their

intentions: (1) purchasing long-term governmental debt and (2) forward guidance. I argue that these

purchases would increase demand for long-term debt lowering interest rates. Forward guidance could

ensure that the market does not hedge and expect a quick end to purchase programs. These are

important tools that should have been used.
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