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The 2007 capital markets credit and liquidity event

• What created the situation
• How the events of the summer unfolded
• Current conditions in the capital markets
• Outlook for the capital markets
• Key lessons
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Mortgage rates since 2000

Conforming Mortgage Rates
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Key Axis Name Last Minimum Maximum Mean SD SD Change
Left Conforming Mortgage Rates 6.190 4.582    06/13/2003 8.833    05/15/2000 6.359 0.896 0.057
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Banks were buying, but the real growth was international
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Mortgage risk premiums (spreads over Libor)

Non-agency risk premium (in basis points)
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Global demand for U.S 
mortgages explodes

Liquidity event of 
this summer

Key Axis Name Last Minimum Maximum Mean SD SD Change
Left Non-agency risk premium (in basis po 100.000 30.000    02/05/2007 165.000    09/04/2003 92.921 42.713 5.957
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Growth of the leveraged investor

Worldwide Monthly CDO Issuance ($ billions)
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Rise (and fall) of non-agency mortgages

Non-Agency MBS - Rise and Fall ($ billions)
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Credit guidelines relaxed
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The “bubble” bursts
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Credit performance begins to deteriorate
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As losses mount, the selling begins

Non-agency loan risk premium
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August 20th

Key Axis Name Last Minimum Maximum Mean SD SD Change
Left Non-agency loan risk premium 1.313 0.469    01/31/2007 1.750    08/20/2007 0.813 0.255 0.081
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Financial system is destabilized

Libor vs. Treasuries (TED Spread)
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Something's not  right

Key Axis Name Last Minimum Maximum Mean SD SD Change
Left Libor vs. Treasuries (TED Spread) 137.970 10.679    06/25/2003 225.238    08/20/2007 37.470 25.996 5.527



12

All borrowing costs have been affected – consumer and corporate
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Although still confused, markets are leaning toward more rate cuts
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Outlook

• Liquidity today is as bad, or worse, than in August
– Thankfully, the supply of bonds in the market is much lower which is helping to 

contain yield spreads
• Future availability and cost of credit for consumers and businesses will depend on:

– Resolving the market’s anxiety about bank exposure
– Resolving the market’s anxiety about the degree to which housing troubles will 

spill over into the broader economy
– Restoring confidence in bond ratings
– Clear and decisive action from the Fed (stop trying to fine-tune)
– Legislative and regulatory reactions that create informed consumers and punish 

unscrupulous lending behavior but do not impede markets or obstruct the risk-
taking essential for economic (and social) growth


